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Series Foreword

This book is part of the CESifo Seminar Series in Economic Policy,
which aims to cover topical policy issues in economics from a largely
European perspective. The books in this series are the products of
the papers presented and discussed at seminars hosted by CESifo, an
international research network of renowned economists supported
jointly by the Center for Economic Studies at Ludwig-Maximilians-
Universitdat, Munich, and the Ifo Institute for Economic Research. All
publications in this series have been carefully selected and refereed
by members of the CESifo research network.
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Introduction and
Summary

Sijbren Cnossen and
Hans-Werner Sinn

1 Purpose and Dedication

This book of essays and commentaries has been especially written to
celebrate Richard Musgrave’s ninetieth birthday and to commemo-
rate the tenth anniversary of CES, the Center for Economic Studies at
the University of Munich.

In an eloquent tribute, Henry Aaron characterizes Richard Mus-
grave as the midwife of modern public economics. He reviews Mus-
grave’s celebrated branches of government—allocation, distribution,
and stabilization—as well as his analytically useful distinction of
three kinds of incidence: balanced budget, differential, and specific.
However, he reserves his most laudatory remarks for the intellectual
tradition, going back to Adam Smith, in which Musgrave has chosen
to place his contributions to economics. That tradition treats eco-
nomics as derived from moral philosophy and views government as
an instrument that can be used to help establish the good society.
This stands in contrast to the individualistic framework within
which much of modern economic analysis, stripped of all institu-
tional context or relevance, is being undertaken. Aaron believes that
Musgrave’s successors will be impoverished if they do not recapture
the intellectual breadth and seriousness of purpose to which Richard
Musgrave’s life and work stand as eloquent testimony.

David Bradford pays tribute to CES, the tenth anniversary of
which fell within a month of Richard Musgrave’s ninetieth birthday
and which therefore organized the event. Richard Musgrave is
not only a former student of the University of Munich but also one
of the founding fathers of CES. He has participated in the scienti-
fic advisory Council of CES from the very first moment and has
helped shape the structure of CES throughout the years, including
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the foundation of the CESifo network. It made sense to celebrate the
two “birthdays” together, summing the ages of the laureates to one
hundred.

The essays in this volume take stock of and extend the theory and
practice of public finance and public policy. They try to come to
grips with the evolving role of government and the Welfare State,
the interaction between taxation and markets, the future of pension
and healthcare systems, and the problems posed by open borders.

2 The Welfare State and Trust in Government

The role of government in establishing the good society is evident
in the social Welfare State, the evolution of which since the end
of World War II is surveyed by Assar Lindbeck (chapter 1). The
underlying thesis, which is frequently associated with him, is that
changes in the labor market and the structure and preferences of
the family represent the same type of systematic changes in social
arrangements in modern economies as those that came about as the
result of the Industrial Revolution and Tayloristic production at the
onset of the twentieth century. Some of these changes are exogenous
from the point of view of the Welfare State; other changes may be
regarded as endogenous behavior adjustments of individuals in
response to the Welfare State itself. Lindbeck describes and hypo-
thesizes about the underlying causes as well as shifts in the policy
paradigms. He considers a number of Welfare State reforms, includ-
ing changes in the pension system and the adjustment of income
insurance and personal (“social”) services to a new family structure
characterized by a high incidence of two-earner households and
single-parent families. In addition, Lindbeck discusses the pros and
cons of more competition and greater freedom of choice in the field
of personal services.

In his comments, Richard Musgrave wonders whether Lindbeck’s
view on the continuing role of the Welfare State may not be too
optimistic. The capacity to finance the Welfare State is weakened by
fiscal competition brought about by the current shift to an open and
global world. A shift to a global budget, the logical counterpart of
global markets, would require a global view of equity in distribution
that is unlikely to materialize.

The financing of the modern Welfare State is critically dependent
on people’s attitude toward, or trust in, government. This attitude
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can influence their tax compliance behavior and in turn alter the cost
of raising revenue. The results of Joel Slemrod’s study (chapter 2)
reveal that tax cheating is lower in countries that exhibit more (not-
government-related) trustworthiness. However, holding that con-
stant, tax cheating becomes more acceptable as government grows,
to a significant and large degree. Holding income constant, though,
a more accepting attitude toward tax cheating does limit the size of
government. All in all, there is some weak evidence that the strong
positive correlation between the size of government and tax cheating
masks the fact that big government induces tax cheating while, at
the same time, tax cheating constrains big government. Slemrod also
produces clear evidence of a Wagner’s Law relationship such that
prosperity increases government size.

In his comments, Michael Burda wonders whether trust is the
appropriate framework for thinking about citizen-government inter-
actions. Taxpayers’ honesty could just as well result from social
norms as from trust relationships. He finds it hard to believe that
Europeans trust their governments any less than Americans do.
Widespread tax evasion and avoidance observed in Europe is as
consistent with a deterioration of social norms as with a breakdown
in trust. Burda thinks that Slemrod shares some of this ambivalence.

Not only can government be mistrusted, but language can be too.
David Bradford (chapter 3) examines the ambiguity of budgetary
language, which can hide as much as it reveals. Bradford revisits
Musgrave’s conceptual division of the government’s functions into
Allocation, Distribution, and Stabilization Branch subbudgets in the
context of several examples of problems associated with present
budgetary conventions. He suggests that progress towards Mus-
grave’s ideal of a more informative budgetary “language”—one less
dependent on arbitrary institutional labeling—must be based on the
nonarbitrary description of the individual’s economic environment,
as it is affected by government. As a first approximation, this envi-
ronment can be summed up in terms of the individual’s budget
constraint and levels of public goods provided. Simple models sug-
gest that an unambiguous budgetary language may be feasible, but
there remains much to clarify about both the objectives of the exer-
cise and the specifics of methods to deal with particular problems.

Henry Aaron, who shares Bradford’s frustrations, suggests in
his comments, however, that conceptually correct solutions to the
problems raised by Bradford are vastly beyond our capacity to
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implement—so far beyond it, in fact, that trying to implement them
would make matters worse. He does not pretend to have a full list of
“fixes” for actual and potential budget abuses, but suggests serious
consideration of some modest changes launched earlier by Robert
Reischauer, former director of the U.S. Congressional Budget Office.

3 Taxation, Markets, Incidence, and Tax Reform

Musgrave has always had a keen interest in the interaction among
taxation and markets, incidence issues, and the design of an equitable
income tax. Accordingly, the five essays in part II examine various
aspects of, respectively, optimal taxation in imperfect markets, the
use of Pigouvian taxes in imperfect markets, the role of the corpora-
tion tax with state ownership of firms, the incidence of the property
tax, and the problems encountered in trying to tax capital income.

Alan Auerbach and Jim Hines (chapter 4) analyze features of per-
fect taxation—also known as optimal taxation—when one or more
private markets are imperfectly competitive. When governments
cannot use lump-sum taxes to provide corrective subsidies that ren-
der outcomes efficient, perfect tax policies represent compromises
between the benefits of subsidizing output in the imperfectly com-
petitive sectors of the economy and the costs of imposing higher
taxes elsewhere. The authors’ analysis draws together and extends
the results of the previous literature. Among its new contributions
are a demonstration of the close relationship between the policy
rules for correcting externalities and competitive imperfections, and
an investigation of how governments should behave in an environ-
ment in which the degree of market imperfection is uncertain. When
governments have uncertain knowledge of the degree of competi-
tion in product markets, perfect corrective tax policy is generally of
smaller magnitude than that when the degree of competition is
known with certainty.

In his comments, Harvey Rosen points out that once one opens
the door to differential tax rates, politicians may take advantage of
it to tax some goods heavily and subsidize others based on political
rather than efficiency or equity considerations. Hence, a rule that all
rates be equal may ultimately be more efficient than the actual result
if differentiation is permitted.

Imperfect markets are also the subject of Agnar Sandmo’s contri-
bution (chapter 5). Green or Pigouvian taxes have the potential to
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increase the efficiency of the market system. This appears to imply
that the marginal cost of public funds (MCF)—usually greater than
one in the presence of distortionary taxes—could be less than one.
Sandmo shows, however, that in a number of cases and studies, this
simple intuition fails to meet the conditions that must be satisfied for
the intuition to hold. In a setting of two taxes—one on labor income
and one on a “dirty” consumption good—with optimal rates, there is
a common MCEF for both sources of tax finance, but little can be said
about its value. Furthermore, when the green tax is the only source
of finance, its MCF is not necessarily less than one; this depends on
whether its level is greater or less than the marginal social damage
from the environmental externality. Sandmo also considers a fixed
distortion in the labor market, as well as the case where the income
tax is the marginal source of finance and where the green tax is fixed.
Here, the approach taken is not that of optimal tax analysis but
rather the reform perspective, where one considers a balanced bud-
get change in public expenditure and taxes, and looks at the condi-
tion for such a change to be welfare improving.

Jeremy Edwards concurs with Sandmo’s conclusion that simple
intuition about the MCF has to be handled with great care, and
limits his comments to an application of its analysis to versions of
the double dividend hypothesis.

Roger Gordon’s essay (chapter 6) focuses on the interaction
between the corporate income tax and state ownership of firms.
Some recent work has argued that if the tax rate is high enough,
state-owned firms can avoid the distortions to managerial incentives.
If this argument were right, then the capital intensity of state-owned
firms should fall with privatization. However, as Gordon points out,
the data show instead that firms lay off part of their workforce when
they are privatized, suggesting that state firms are unusually labor-
intensive. He proposes an explanation for these observations. To
begin with, the government can use cheap loans from state-owned
banks rather than state ownership of firms more generally to main-
tain the capital stock. In the event, there is no reason to expect that
state-owned firms will be more capital-intensive than privately
owned firms. Furthermore, the author argues that state-owned firms
can hire relatively more low-skilled workers than would an equiva-
lent privately owned firm, because they are less subject to labor
market distortions such as the minimum wage and unemployment
insurance programs.



xvi Sijbren Cnossen and Hans-Werner Sinn

In his comments, Ray Rees questions Gordon’s positive explana-
tions of the evidence. In his view, the explanation for the excessive
labor intensity of state-owned firms, for instance, is to be found in
the nature of the control and decision structure of these firms, and
the role played by unions within this, rather than in an attempt
to correct for general labor market distortions. Indeed, the drive
towards privatization is to be understood as an attempt to achieve
transformation of this control and decision structure.

In the next essay, Jay Wilson (chapter 7) develops a hybrid model
of the property tax that combines features of two competing views
on the incidence of the property tax: the “new view,” which postu-
lates that residential property taxes lower the after-tax return on
capital by approximately the average tax rate, and the “benefit
view,” which argues that a property tax represents a user fee for
local public goods. He compares his property tax with two other
taxes: a head tax and a tax on land. Taken as a whole, the results
partially support the benefit view by demonstrating that a move
from the land tax to the property tax induces jurisdictions to raise
their public good supplies above the inefficiently low levels that
prevail under the land tax. But these supplies remain inefficiently
low. Moving from the property tax to a system of head taxes restores
efficiency, while also raising the after-tax return on capital, as pre-
dicted by the new view. Thus, the incidence results from the new
view receive some support.

In his comments, Panu Poutvaara indicates that Wilson’s model
could be extended by changing the assumptions on political process,
costless mobility, and the single use of capital.

Musgrave’s interest in equitable tax design is reflected in Sijbren
Cnossen and Lans Bovenberg’s essay (chapter 8) on various ways of
taxing capital income, as exemplified by the Dutch experience.
Recently, the Netherlands has abolished the tax on actual personal
capital income and has replaced it by a presumptive capital income
tax, which is in fact a net wealth tax. Cnossen and Bovenberg con-
trast this wealth tax with a conventional realization-based capital
gains tax, a retrospective capital gains tax with interest on the
deferred tax, and a mark-to-market tax, which taxes capital gains as
they accrue. They conclude that the effective and neutral taxation
of capital income can best be ensured through a combination of (a) a
mark-to-market tax to capture the returns on easy-to-value financial
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products and (b) a capital gains tax with interest to tax the returns
on hard-to-value real estate and small businesses.

Alfons Weichenrieder points out that if, as indicated by the Dutch
experience, the valuation problems under a wealth tax can be
handled, a mark-to-market tax should be feasible.

4 The Future of Pension and Healthcare Systems

Aging populations put pressure on pension systems and social
insurance and medical programs in Welfare States. In the first essay
in part III, Hans-Werner Sinn (chapter 9) points out that the popula-
tion of Germany is aging faster than those of most other countries.
Consequently, without reform, the German pay-as-you-go pension
system will face a severe crisis in the near future. Sinn discusses the
options using a model developed by him and his coworkers at CES
for the Council of Advisers to the Federal Ministry of Economics and
Technology. He argues that the German pay-as-you-go (PAYGO)
pension system is efficient in a present-value sense but will never-
theless need the support of a funded system, based on individual
accounts, to avoid a financial crisis. Sinn recommends obligatory
private saving at a variable rate where the time path of the saving
rate is chosen so as to stabilize the sum of this rate and the PAYGO
contribution rate, given the time path of pensions as defined in the
present system. He contrasts this recommendation with the proposal
that the German government made in 2000.

In a careful analysis of Sinn’s essay, Georges de Menil believes
that in addition to introducing individual accounts, the German
government should begin now to scale back existing PAYGO entitle-
ments. This is the only way to protect the credibility of the PAYGO
system in the future.

Individual savings accounts are also the subject of Peter Seren-
sen’s contribution (chapter 10). He notes that in the modern Euro-
pean Welfare State, a substantial part of the tax bill is transferred
back to taxpayers themselves in the form of social transfers. To avoid
the accompanying “excessive” distortions, the author proposes the
introduction of individual mandatory savings accounts to finance
part of social insurance for people of working age. Workers drawing
higher Social Security benefits would receive a lower supplemen-
tary retirement income from their savings accounts. Using a simple
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overlapping generations model, Serensen finds that his proposal
would generate a Pareto improvement, even if the preexisting tax-
transfer system had been optimized. He illustrates his contribution
by describing a specific Danish proposal for an individual savings
accounts system and by reviewing an estimate of the effects of this
system on the distribution of income.

Serensen’s savings account could be used to finance healthcare
for people of working age. However, government cannot withdraw
completely from the health insurance market, as argued by Robin
Boadway, Manuel Leite-Monteiro, Maurice Marchand, and Pierre
Pestieau (chapter 11). They show that government intervention in
health insurance markets is welfare improving and that social insur-
ance is generally desirable particularly when there is a negative cor-
relation between labor productivity and loss probability. Boadway
and his colleagues draw this conclusion in a study of linear income
taxation and redistributive social insurance when the former has the
traditional labor distortion and the latter generates both ex ante and
ex post moral hazard. Private insurance is available and individuals
differ in labor productivity and loss probability.

In his comments, Dominique Demougin observes that the contri-
bution by Boadway, Leite-Monteiro, Marchand, and Pestieau pro-
vides an interesting efficiency-based justification for the use of a
dual healthcare system, partly publicly funded and partly privately
financed. He believes that the assumption of a linear income tax
unnecessarily restricts the analysis.

Health insurance coverage is low among the self-employed in the
United States, relative to the coverage among wage earners. This
is causing substantial public policy concern. Using data from the
Medical Expenditure Panel Survey conducted in 1996, Craig Perry
and Harvey Rosen (chapter 12) suggest that the link between in-
surance and utilization of healthcare services is not as strong as
assumed in the policy debate. For a number of medical care services,
the self-employed have the same rates of utilization as wage earners,
despite the fact that they are substantially less likely to be insured. In
addition, when the self-employed are less likely than wage earners
to utilize a particular medical service, the differences generally do
not seem very large. The self-employed thus appear to be able to
finance access to healthcare from sources other than insurance. Fur-
ther, analysis of out-of-pocket expenditures on healthcare suggests
that doing so does not lead to substantial reductions in their ability
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to consume other goods and services. Finally, there is no evidence
that the children of the self-employed have less access to healthcare
than the children of wage earners. Hence, the public policy concerns
that the relative lack of health insurance among the self-employed
substantially reduces utilization of healthcare services or creates
economic hardship appear to be misplaced.

In his comments, Gebhard Flaig reviews various extensions and
amendments to the empirical specification of the Perry/Rosen study
in order to get a feeling of whether the results are robust with
respect to the underlying assumptions. He believes that analyzing
cross-section data with reduced form models may not be the most
efficient way to extract as much useful information as possible from
the data. A more structural approach combined with the use of panel
data would probably deliver more insights.

5 International Tax Issues and Fiscal Federalism

International tax issues have always been contentious, but never
more so than over the last few years, when expanded trade and
investment relations have combined with new financial and elec-
tronic technology to cast doubt on how well the existing “OECD
consensus” on international taxation can cope. The essay by Richard
Bird and Jack Mintz (chapter 13) first explores the (limited) useful-
ness of cooperative game theory in understanding how international
tax issues are resolved in practice and then considers in some detail
some of the rules of the tax coordination game that seem critical in
developing agreement in this area. In particular, the authors stress
the importance of such concepts as “inter-nation equity” and “fair
shares” in understanding both the evolution of the present system
of international taxation and its likely future development. Finally,
since the critical question is the institutional setting within which
countries play the game of sharing the international tax base in this
changing world, Bird and Mintz offer some thoughts on how the
ongoing process of developing a new international tax system for the
new world economy might best proceed.

In his comments, Thomas Moutos shares Bird and Mintz’s prefer-
ence for a pragmatic approach that focuses on the general principles
that should guide the procedure leading to an agreement considered
“fair” by the interested parties. These principles do not necessarily
include worldwide efficiency, the yardstick most economists would
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apply. Yet, in Moutos’s view, the authors’ guidelines can also fall
short of general applicability.

Moving from the international to the federal scene, Henry Tulkens
(chapter 14) draws attention to “Musgravian” externalities, for-
mulated and illustrated by Musgrave in a 1966 paper on “social
goods.” The author sees these externalities as one form of the inter-
actions that occur between the components of a federation. In the
context of the original formal apparatus, Tulkens considers whether
and how alternative forms of federal structures are likely to achieve
efficiency. Following suggestions from the literature, three such
forms are dealt with: “planned,” “cooperative,” and “majority-rule”
federalism. Next, the relevance of noncooperative equilibria is
examined in the light of an interpretation of them as “fallback posi-
tions” when disagreement occurs among members of a federation.
Finally, the question is evoked of what economics and public finance
may have to say on the limits to institutional decentralization, that
is, on the choice between federal, confederal, and secessional struc-
tures. The chapter concludes with a reminder of Musgrave’s view on
this issue.

In reviewing Tulkens’s essay, Clemens Fuest examines the argu-
ments in favor of decentralized policymaking that are found in the
literature: information advantages, commitment to maintain previ-
ous capital tax rates, and, perhaps most importantly, improvements
in the efficiency of the political process. Fuest notes that Musgrave is
often associated with the issue of externalities, which call for gov-
ernment intervention. However, quoting from his work, he shows
that Musgrave is also aware of the workings of political processes.

Next, Kai Konrad and Helmut Seitz (chapter 15) revisit the funda-
mental trade-off between risk sharing and incentives for local gov-
ernments under a system of unconditional transfers between states
in the German federation. The central aspect that they address is
asymmetry in regions’ population size, a prominent feature of most
existing federations. If two states differ in size, the best mutual
insurance outcome would be obtained if both states were to collect
their risky tax revenue, sum these revenues, and divide the total
between them (not necessarily evenly). However, moral hazard
incentives would typically make this maximum mutual insurance
suboptimal. With revenue sharing, each state’s incentive to enforce
the (uniform federal) tax laws and to spend money on tax auditing
is diminished. Under linear mutual insurance schemes, the authors
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show that the per capita share of a region’s tax revenue that should
enter the insurance scheme is higher the larger the relative size of
this region. Furthermore, even though the optimal insurance scheme
features larger contributions by larger regions, which increases their
moral hazard incentives, it holds that, for optimal contribution
shares, the moral hazard incentives in the smaller region are larger
than those in the larger region even in the optimum.

In his comments, Marko Kothenbiirger calls for more information
and analysis about how the German transfer system actually meets
the demand for interregional insurance, about the impact of popula-
tion size, and about the interaction between revenue sharing and
fiscal equalization. He considers that it would be useful to extend
the analysis by introducing some explicit modeling of the political
economy.

Finally, Wolfram Richter (chapter 16) takes on the issue of
“Delayed Integration”—namely, the rule under which mobile indi-
viduals are assigned to jurisdictions to which they have moved only
after a coordinated period of transition. Delayed Integration, which
is a compromise between the Home Country Principle and the
Employment Principle, contrasts with current policy in the European
Union, which relies heavily on the Employment Principle. This prin-
ciple is known to impede production efficiency and to work against
the interest of immobile factors. Precisely the opposite can be said
about the Home Country Principle. However, the Home Country
Principle is nonintegrational and weakens competition among juris-
dictions even when this competition is efficiency enhancing. Richter
argues that Delayed Integration may be a principle that policy-
makers should seriously consider as an option for coordinating the
policies of autonomous jurisdictions committed to the free move-
ment of all their citizens.

Seren Bo Nielsen notes in his comments that the taxation of mobile
labor is of particular relevance in Germany, which has experienced
pronounced internal labor mobility since its unification and also has
the second-largest share in the European Union of immigrants from
Eastern Europe. For the principle of Delayed Integration to work,
however, it should be able to handle rather complicated patterns of
mobility.

Inevitably, the summary and synthesis of the essays and commen-
taries in this volume have had to be selective. No doubt, we have
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not done justice to their richness, and therefore we invite readers to
study the contributions for themselves.
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Tribute to Richard Abel
Musgrave

Henry J. Aaron

No invitation I can recall has caused me as much pleasure as Hans-
Werner’s letter inviting me to participate in this celebration of
Richard Musgrave’s ninetieth birthday. I am confident that all who
are participating in this event share a similar feeling. We all recog-
nize in Richard Musgrave a combination of quite extraordinary per-
sonal and intellectual integrity and creativity, leavened with broad
cultural sophistication, and seasoned with charm at once gruff and
warm. He is one of those rare people who elicit both respect and
affection and who display both dignity and warmth. We have all
been touched personally, intellectually, or emotionally by a life that
spans and has surmounted the catastrophic, yet miraculous, century
just ended. Although I never took a course from him, Richard Mus-
grave was my teacher through his writings, as he was to every pub-
lic finance economist who passed through graduate school for the
two decades from 1960 to 1980. We are all honored by the privilege
of celebrating his life with him. Let me amend that—we are all
honored by being privileged to celebrate the lives of Richard and
Peggy with them, for much of Musgrave’s work is the work of the
Musgraves.

This invitation caused me, as it did many others, to try to take
stock of Richard Musgrave’s intellectual contributions and to assess,
at a more personal level, what they mean to me. Doing so is not easy
for two reasons. The contributions are numerous, but the greater
challenge lies elsewhere. The intellectual constructs that he pio-
neered are now so much a part of our thinking that it is hard now to
recover our pre-Musgrave mindsets, a necessary step in measuring
his contributions.

I reopened the covers of my copy of The Theory of Public Finance to
find a book with more underlining, more marginal notes, and more
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inserted sheets of note paper with derivations, elaborations, and
comments than in any other book I own. Doing so underscored the
fact that, as others have noted, Richard Musgrave was the midwife
of modern public economics. Various sections of that book provoked
different thoughts.

First, some of the most liberating contributions of the book
involved categorizations that helped people organize their thinking
in ways that encouraged further analysis. The most celebrated is the
division of the operations of the public sector into three branches
responsible for allocation, distribution, and stabilization. It not only
defined the outline of The Theory of Public Finance but also became
a way of thinking about the activities of the public sector. With the
passage of time, however, it has become clear that these functions,
which are separable in logic, are intertwined in practice.

Furthermore, the evolution of economics has reduced the relative
importance of the Stabilization Branch. Much of the responsibility
for stabilization has migrated from public finance to monetary anal-
ysis. Tax and expenditure policy are now regarded as relatively
unimportant or clumsy short-run stabilization tools, but they remain
preeminent long-term influences on national saving and hence long-
term economic growth, as well as on resource allocation and income
distribution.

As one of the three functions of public finance has slowly
faded from view, the other two—distribution and allocation—have
merged. By answering the nineteenth-century question about how to
collect taxes with least overall sacrifice, the optimal tax literature has
shown that questions of distribution and allocation are inextricably
linked.

Of perhaps even greater analytic use was the distinction among
three kinds of incidence—balanced budget, differential, and specific.
Most incidence analysis—and debates—dwell on the implicit or
explicit evaluation of the distributional impact of taxes the revenue
from which is returned to taxpayers through lump-sum transfers
distributed in a distributionally and allocatively neutral manner.
There is only one problem with this convention. Distributionally and
allocatively neutral ways of distributing tax revenue in practice are
never used. The analytical convention is a fiction. It complies in a
formal way with Musgrave’s strictures regarding the need to pair a
tax with what it buys if one is to get meaningful results. But it would
be far more constructive, I think, to evaluate the distributional con-
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sequences of actual taxes in combination with the actual expendi-
tures or tax cuts they finance. This approach to incidence analysis
forces the analyst to interpret political events and intentions as
well as to do standard economic analysis, because one has to try to
understand how elected officials use tax legislation to advance
objectives that often transcend tax policy.

Two examples illustrate the point. Under standard tax analysis,
the U.S. payroll tax is regressive, except in the very bottom brackets,
when households are classified by income, and roughly proportional
when classified by consumption. Analyzing the payroll tax as a
means of financing social insurance converts it into a progressive
policy under either method of classification. As a second example,
standard comparisons of the U.S. and, say, the French and German
tax systems would conclude that the former is more progressive than
are the latter, because the U.S. system relies more than do continen-
tal European systems on progressive personal income and capital
income taxes while European systems rely more on regressive com-
modity taxes. But the relatively regressive European taxes are also
very large. They pay for generous social services that are distributed
in a highly progressive fashion. The difference between the U.S. and
Franco /German finance systems is best understood, I think, by link-
ing the taxes to the public spending they finance. Analyzing the dis-
tribution of public sectors as a whole is difficult, but that is what
counts, more than the isolated incidence of individual taxes offset by
wholly imaginary lump-sum transfers.

Musgrave’s work reflects an intellectual tradition that is no longer
dominant within economics but that still survives and, I believe,
will endure. That tradition, which goes back to Adam Smith, treats
economics as derived from moral philosophy. All of Richard Mus-
grave’s work is in that tradition. The people who form the govern-
ment in Musgrave’s analytical universe may worry a lot about staff
size or power or income—their own or their class’s—but govern-
ment officials in the Musgravian world are not maximizing staffs or
budgets. At least, that is not the focus of his analysis. Rather, gov-
ernment is an instrument that can be used to help establish the good
society. The Musgravian government is an entity that is receptive
to what should be done based on popular preferences expressed
through a democratic voting rule and his analysis is intended to
help elected officials know what they should do to maximize public
welfare.
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No person who has left his homeland in protest against Naziism
could harbor any illusion regarding the capacity of governments
to run amok. So it is not naivete that Musgrave expresses in this
approach to the role of government. It is, I believe, a deep moral
commitment that governments must be shown how they should
behave, how they must behave, and how in a democracy, if shown,
they will behave.

Of course, they do not always behave as they should. As a whole
subdiscipline in public economics has shown, government officials
often act from self-interest, not in the public interest. And even if
they always intended to stick to the public’s interest, people who are
charged with the three distinct functions of the public sector would
be bound to see the world differently and to conflict with one
another. But we know from other research that not everyone behaves
selfishly and that most people behave altruistically at least some of
the time. The tradition in economics that Musgrave’s work exem-
plifies reminds officials how they should behave if they have the
public interest in mind.

A striking and appealing, if currently unfashionable, feature of
Musgrave’s work is a willingness to incorporate and wrestle with
unabashedly moral principles. Take merit goods, for example.
Wrestle is the right metaphor. In The Theory of Public Finance, Mus-
grave explicitly disavowed so-called organic national preferences.
Having lived through the results of philosophies that incorporated
organic theories of the state, he opted instead for models based on
individual preferences. But he then also rejected “extreme individu-
alism” which would leave no room for democratic leadership to
amend and modify individual preferences, particularly when those
preferences rest on incomplete information or are distorted, for
example, by advertising that “screams” (his word) at people through
the mass media.

Contrast this treatment of merit wants with that of Anthony
Atkinson and Joseph Stiglitz, whose superlative 1980 text, Lectures in
Public Economics, succeeded Musgrave’s treatise as the bible of public
economics courses. Atkinson and Stiglitz mention merit wants in one
short paragraph in the introduction and then say no more. There is
simply no place for merit wants within the individualistic frame-
work they explore with relentless consistency. There is no place, that
is, unless one declares as legitimate individual preferences regarding
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the consumption of others. But that assumption would hopelessly
complicate much of microeconomics.

Richard Musgrave represents a generation of scholars for whom
responsible scholarship was coterminous with confronting large, if
messy, problems, rather than limiting oneself to questions drained of
their historical and philosophical meaning. They could do no less
because, as they saw it, the preservation of culture and civilization
depended on it. Liberals such as Musgrave or conservatives such as
Friedrich von Hayek or James Buchanan were engaged in a similar
enterprise. However much they may have disagreed about policy,
they saw—and see—problems in historical and philosophical con-
text. They began to apply the language of mathematics to these
problems. But they and their students discovered that, while mathe-
matics was liberating, it was also constraining—Iliberating because it
provided harder conclusions than verbal reasoning permitted, but
constraining because restrictive assumptions were necessary to
realize that potential. Willy-nilly, the restrictive assumptions accu-
mulated. The energy and time necessary to master the new skills
mounted. The nuanced ambiguities of the political and historical
context of economic problems that suffuses the work of Musgrave
and his contemporaries faded away until, as David Colander and
Arjo Klamer reported in the late 1980s, more than two-thirds of U.S.
economics graduate students thought it was unimportant to have
a thorough knowledge of the economy. If mid-twentieth-century
scholars could be faulted for tackling problems so large and impor-
tant they were insoluble, some of their successors can be faulted for
being willing to apply technically virtuosic methods to problems so
stripped of institutional context or relevance that no serious person
could care about the answers.

Countertrends are evident, however. A small group of economists
persist in paying careful attention to philosophical questions. Amar-
tya Sen is only the best known. In a different vein, behavioral eco-
nomics holds out the promise of moving beyond the mechanical
simplicities of the standard utility function and incorporating valid
empirical findings about how people in fact make decisions, why
behavioral violations of the postulates of revealed preference are not
aberrations to be explained away but the only possible response of
sane human beings trying to cope with the complexity of real-world
decisions, and how social interaction shapes individual decisions.
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Our successors will be richer for the flowering of theoretical and
econometric tools that has marked the last third of the twentieth
century and continues now. But they will be impoverished if we do
not also recapture the intellectual breadth and seriousness of pur-
pose to which Richard Musgrave’s life and work stand as eloquent
testimony.



Ten Years of CES

David F. Bradford

Richard Musgrave’s ninetieth birthday coincided with the tenth
anniversary of CES, the Center for Economic Studies at the Univer-
sity of Munich. Richard Musgrave is not only a former student of
the University of Munich but also one of the founding fathers of CES
and has been a CES Council Member ever since. So this volume
offers a felicitous opportunity to celebrate two significant landmarks.

CES emerged as a formal university institute in January 1991,
funded by the Bavarian Ministry of Culture and chaired by Hans-
Werner Sinn. Its original focus was not on research positions but on
a visitors’ program for the benefit of economic research in Munich.
Later, CES expanded into a true university research institute with
several full-time research positions.

CES has hosted about three hundred scholars from the world’s
best universities for extended research visits. These visitors were
carefully selected by the CES Council, whose international members
include Martin Beckmann, Mervyn King, Richard Musgrave, Agnar
Sandmo, Karlhans Sauernheimer, Robert Solow, Joseph Stiglitz,
Charles Wyplosz, and me. Out of the growing number of visitors,
an informal research network emerged. When Hans-Werner Sinn
became president of the Ifo Institute, one of Germany’s top eco-
nomics think tanks, the network was given a formal status within a
new CESifo organization.

CES has gradually evolved over its ten-year existence. Then, Hans-
Werner Sinn managed alone. Now, it has four directors for the visit-
ing program: Bernd Huber, Gerhard Illing, Ray Rees, and Klaus
Schmidt. Then, it was housed in a suite of offices on Ludwigstrasse
in lovely old Munich. Now, it occupies two large floors in Schack-
strasse 4, a lovely old building, still, I'm glad to report, in lovely old
Munich.
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Now, as then, you arrive as a visitor to find a comfortable office,
equipped with everything you need to get right to work, including
assistance in all mundane needs and the attentiveness of the young
CES researchers. You find yourself in the company of three or four
other visitors, from all over the world, with a great diversity of
interests, all relaxed and willing to talk.

The genius of CES is its combination of a sense of community and
a subtle force that I call leverage. A visitor typically gives a research
seminar in the Munich Economics Department and will attend a
selection of the four or five weekly seminars that CES helps organize
in the faculty and at the Ifo Institute. Rather more special, a visitor is
normally invited to give a series of lectures, usually one a week for
three weeks, covering an area of his or her expertise. The other guest
scholars typically attend, as do interested Munich faculty, the young
scholars affiliated with CES, and Munich doctoral students. For the
doctoral students, especially, the result is an exposure to the current
work of leading thinkers, with plenty of chances to interact very
directly, that is unique in Germany and, really, in the world.

A highlight of the CES year is the Distinguished CES Fellow
award, given to an outstanding economist who is also asked to
present the Munich Lectures in Economics. Award winners include
Anthony Atkinson, Peter Diamond, Avinash Dixit, Rudiger Dorn-
busch, Oliver Hart, Paul Krugman, Guido Tabellini, and Jean Tirole.
Their lectures appear in a book series published by The MIT Press.

In March 1998, James Buchanan and Richard Musgrave were
invited to CES for a week-long debate on the role of the state in the
modern economy, which was attended by a large number of econo-
mists from Asia, Europe, and the United States. This was an impor-
tant event in the history of economic thought, clarifying the roots of
our thinking. The papers and comments presented at the symposium
have been published as Public Finance and Public Choice: Two Con-
trasting Visions of the State by The MIT Press.

CES and its creators should take enormous pride in what has been
accomplished. Much has been ventured and much has been gained.
All who have an interest in the welfare of economics in Munich, in
Germany, in Europe, and in the world should be grateful for what is
happening at CES.
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1 Changing Tides for the
Welfare State: An Essay

Assar Lindbeck

1.1 Introduction

The Welfare State is an inheritance from political responses to
changes in socioeconomic conditions and values in the past. But the
situation today is very different from that which prevailed when the
Welfare State was constructed. Still, it has turned out to be difficult
to adjust Welfare State arrangements to new circumstances. The
ensuing misalignment between the Welfare State and contemporary
conditions does not mean that today’s Welfare State arrangements
have become obsolete or that voters have turned their backs on the
Welfare State. According to opinion polls, the Welfare State is still
quite popular, even though there are specific complaints and popu-
lar support for some narrowly targeted Welfare State programs
is often rather weak (Taylor-Gooby 1996; Boeri, Borsch-Supan, and
Tabellini 2001). But as we shall see, new socioeconomic develop-
ments and changes in values help explain why proposals for Welfare
State reform abound and why some such reforms have already been
initiated in a number of countries. These are the issues focused on in
this chapter.

The socioeconomic background of the Welfare State is well known.
Industrialization meant that periods of work and nonwork became
more discrete and more random events than before (Piore 1987;
Atkinson 1991). The resulting temporal desynchronization of an
individual’s consumption requirements and actual income flows
created a need (justification) for new arrangements to reallocate
income over his life cycle and to protect him against income risks.
At the same time, urbanization reduced the family’s ability to satisfy
these needs, partly because family members of different generations
often became separated geographically. It is also well known that
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voluntary market solutions could not live up to these new needs
because of myopic behavior and free riding of some individuals, and
because of familiar limitations in private insurance markets as a
result of adverse selection, cream skimming, and moral hazard. Nor
could the family alone satisfy the increased need for education and
healthcare in industrial and urban societies. All this, of course, is the
background for the (reasonable) assertion that the Welfare State can
be justified not only on distributional (social) grounds but also with
reference to efficiency aspects (Barr 1992). Moreover, we may specu-
late that destitution among minorities became less socially accept-
able during the course of the twentieth century. In this sense, social
(political) preferences gradually changed, perhaps to some extent as a
result of higher income and more widespread education. Meanwhile,
we may quarrel about whether social preferences of this type reflect
altruism or “enlightened self-interest.”

Macroeconomic instability in an industrial society, not least the
depression in the 1930s, highlighted the need for income protec-
tion. Moreover, rapid economic growth during the first decades after
World War II created the economic resources necessary to satisfy
these needs to a considerable degree. Indeed, during these decades,
Welfare State arrangements in many developed countries were
gradually transformed from poverty relief and basic (“minimum”)
income support into broad income maintenance programs and fur-
ther expansion of tax-financed services in education and health. A
number of socioeconomic features during the early postwar decades
also contributed to making the Welfare State both financially viable
and reasonably well adjusted to the new needs. These features
include a rather homogeneous labor force, full employment (mainly
for men), quite stable families, and favorable demography (a large
fraction of the population of working age).

General franchise provided political channels through which the
new needs could gradually be translated into concrete action, even
though embryos of Welfare State arrangements already existed. By
the time the modern Welfare State was basically completed in the
1970s, it was mainly adapted to the needs of “standard” families
with a male breadwinner and a housewife, though it also provided
special arrangements to mitigate poverty for individuals and fami-
lies without a regularly employed income earner. In several coun-
tries in Western Europe, job protection legislation was added, in
particular in the 1970s, as a complement to or a substitute for unem-
ployment benefits and social assistance.
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It is well known, however, that socioeconomic changes in recent
decades have created new needs (justifications) for intertemporal
reallocation of income and protection against new types of income
risk. These changes have also generated new service needs that are
not well met by traditional Welfare State arrangements. Some socio-
economic changes have also undermined the financial viability of a
number of traditional Welfare State arrangements. As in the case of
industrialization and urbanization a century ago, the most important
changes have taken place in the labor market and the family.

Several driving forces behind these developments may be re-
garded as exogenous from the point of view of the Welfare State.
Obvious examples are new technologies, advances in medicine, and
increased international economic integration. Other driving forces—
including changes in demography, work, cohabitation patterns, the
life cycle of individuals, and macroeconomic developments—are
most realistically regarded as combined results of exogenous events
and endogenous behavioral adjustments of individuals in response
to the Welfare State itself, including tax- and benefit-induced distor-
tions of economic incentives. I will also argue that the views (“phi-
losophies”) among voters and politicians regarding the relation
between the individual and the state have changed in recent de-
cades. Important examples are new ways of viewing an individ-
ual’s responsibility for his own destiny and his right and ability to
exert free choice among alternative types of income protection and
social services.

In some countries, the dynamics of the political process may also
have generated an “overshooting” of the Welfare State, in the sense
that voters would have chosen smaller aggregate Welfare State
spending if incentives for political action had been more symmetric
between beneficiaries and taxpayers. As argued by many observers
(e.g., Olson 1965 and Tullock 1959), since benefits are often selec-
tive while taxes are usually general, the incentives of individuals
belonging to special-interest groups to exert political pressure for
new favors are often stronger than the incentives of the general
taxpayer to resist such favors. The recursive and incremental na-
ture of the political decision-making process may accentuate this
tendency, since different spending programs are seldom weighted
against each other simultaneously (Lindbeck 1985, 1994). Additions
to Welfare State arrangements also create new interest groups for
Welfare State spending. Indeed, in societies where a large part of the
electorate get the bulk of their income from the government—via
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benefits or public-sector employment—the interest in large Wel-
fare State spending becomes solidly anchored among voters; Sweden
is an extreme example (Lindbeck 1997b, 1279, 1315).

When discussing these issues, it is important to keep in mind
that economic behavior is influenced not only by economic in-
centives but also by values including social norms and individual
ethics (internalized norms). In particular, norms inherited from the
past may constrain the (dis)incentive effects in the short run. In a
long-term perspective, however, these norms themselves may adjust
in response to changes in economic incentives (Lindbeck 1995). If
this hypothesis is correct, the (dis)incentive effects of Welfare State
arrangements, and their financing, would in some cases be stronger
in the long run than in a short- and medium-term perspective. Such
behavioral inertia may accentuate the earlier mentioned tendency to
“overshoot” aggregate Welfare State spending, since it is difficult for
policymakers and voters to predict induced long-term changes in
social norms when new Welfare State programs are launched.

These new developments constitute the background for this essay
on “changing tides” for the Welfare State. It is then important to note
that the “welfare regimes” differ considerably among developed
countries, with different relative roles of the state, the family, and
the market for economic security and personal services. I begin by
discussing changes in the labor market (section 1.2). Next, I deal
with changes in the structure and stability of the family (section 1.3).
I then turn to contemporary changes in the macroeconomy with
important consequences for the functioning of the Welfare State
(section 1.4). Here, I deal with three macroeconomic features—short-
term macroeconomic instability, economic growth, and the interna-
tionalization of national economies. Some concluding remarks are
offered in section 1.5.

1.2 Structural Changes in the Labor Market
1.2.1 Labor Supply

What, then, are the most important examples of “changing tides”
in the labor market from the point of view of the Welfare State?
With respect to labor supply, it is a commonplace that the aging
of the population—a combined result of the baby boom in the
1940s, low birth rates since the 1970s, and increasing longevity after
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retirement—threatens the financial viability of the Welfare State, in
particular the pension system. Indeed, birth rates in most European
countries today are considerably below the reproduction level. The
average birth rate in Western Europe (the number of children born
divided by the average number of women in fertile cohorts) was
only 1.47 in 1998 (U.S. Bureau of the Census 1998). Life expectancy at
age 65 in Western Europe has increased by slightly more than 1 year
per decade after World War II, the increase ranging from somewhat
less than 1 year per decade in the Netherlands to more than 1.5 years
per decade in France (United Nations 1949, 1960, 1997). Instead of
45-50 years of work and 5-10 years of retirement half a century ago,
a typical young individual today can expect to work for 30-35 years
and be retired for about 17 years (OECD 1998).!

Most likely, the fall in birth rates is related to higher costs of rais-
ing children (reflecting higher real wages) and the increased labor-
force participation of females (Becker 1981). Some Welfare State
arrangements have also contributed to the fall in birth rates, since it
is no longer essential to have children in order to be supported in old
age; PAYGO pension systems, for instance, imply that the children
of other families support me when I grow old. Government subsidies
to education have also delayed the entry of individuals into the labor
force. This has reduced the number of taxpayers, though the related
accumulation of human capital per individual, and hence increased
labor productivity, have counteracted (or even reversed) the nega-
tive effects on the tax base in the long run.

Since the demographic problems are about the same in most
countries in Western Europe, attempts to mitigate these problems
via immigration of young and low-middle-age workers would have
to rely on immigrants from Eastern Europe and non-European
countries. Although such immigration certainly makes sense from an
economic point of view, we know from experience that ethnic con-
flicts may be triggered if the size or speed of immigration exceeds
certain (hitherto unknown) limits. This is particularly likely to occur
if immigration is thought to result in downward pressure on the
wages of low-skilled workers or upward pressure on social assis-
tance spending. Such developments would also complicate the
ambitions of Welfare States to mitigate segregation and promote
social accord. A likely future strategy of governments to deal with
this issue would be to favor the immigration of skilled rather than
unskilled workers.



8 Assar Lindbeck

Welfare State arrangements have also contributed a growing
number of pensioners, not only via a lower statutory retirement age
and more generous subsidies to early retirement but also through
subsidized healthcare, which is likely to have contributed to the
rise in longevity. Moreover, government spending on pensions has
been boosted by a tendency among politicians to add new types of
benefits gradually to existing pension systems—for instance, by suc-
cessively allotting pension rights for compulsory military service,
unemployment periods, the care of children, and so forth. These new
commitments have given rise to unavoidable cost increases asso-
ciated with the gradual “maturing” of PAYGO pension systems.

Since better health among elderly citizens usually enhances their
ability to work, it may not be too far-fetched to alleviate the financial
difficulties of the pension system by raising the age of mandatory
retirement (the “statutory” retirement age) and reducing subsidies to
early retirement. As an illustration of the potential importance of
such reforms, in the late 1990s, average labor-force participation in
the European Union (EU) in the 55-65 age group was only about 40
percent, ranging from 24 percent in Belgium to 88 percent in Iceland
(OECD 1999).

References to the political power of retirees and cohorts close to
retirement probably do not suffice to explain why it seems so diffi-
cult to restrain mandatory pension spending by cuts in pension
benefits, increases in the statutory retirement age, and reduction in
subsidies to early retirement. For instance, some young and middle-
age individuals may be pleased with the idea of not having to sup-
port their parents individually in the future. Moreover, with today’s
incentive structure in favor of early retirement, it is not surprising
that rather young cohorts look forward to early retirement them-
selves, often at no later than 60—at least, this is what opinion polls
tell us. Moreover, in all Western European countries, unions and
firms use early retirement, at the taxpayers’ expense, as a way of
cutting the workforce in individual firms (when this is regarded as
necessary) at the lowest possible cost to firms. A common argument
is that this reduces aggregate unemployment, which might be true in
a short-term perspective.

Considering the wide variability in the capacity and willingness
to work among the elderly, there is a strong case for combining the
removal of subsidies to early retirement with a more flexible retire-
ment age (possibly with actuarial adjustments of yearly pensions).
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Elderly workers in poor health could then be referred to the sick
or disability insurance system rather than to the pension system.
Another, possibly complementary, reform could be to allow the
elderly to continue to work after receiving a pension (without it
being reduced), hence partly separating retirement and pension.
Indeed, this is rather common in Japan, where employees are
often able to continue working at reduced wages after receiving
pensions—either by performing new tasks in the same firm or by
shifting to other firms.

We know that many countries also contemplate more far-reaching
reforms of their pension systems, either within the context of exist-
ing PAYGO systems or by partial or total shifts to fully funded,
actuarially fair pension systems. These reforms have usually been
designed not only to improve the financial stability of the pension
system but also to induce individuals to take greater respon-
sibility for their future pensions. Indeed, some countries have al-
ready implemented such reforms. (I return to this issue in section
1.3.2)

Besides these demographic developments, the most important
change on the labor-supply side is presumably the rise in labor-force
participation of women. The EU average of labor-force participation
among adult females (aged 15-64) has increased from 42 percent in
1960 to 58 percent today, ranging from 44 percent in Italy to 75 per-
cent in Denmark (OECD 1998; Eurostat 1998a). The background is
well known: rationalization of household work, improved education
of women relative to men, fewer children per family, and probably
also increased preferences among females for economic and social
independence.?

By boosting the tax base, increased labor-force participation
of females obviously helps finance the Welfare State. But it also
increases the political pressure for Welfare State spending aimed
at helping individuals, mostly women, to combine family life and
working life. Indeed, there is an obvious possibility of “mutual cau-
sation” between female labor-force participation and voting behav-
ior regarding the size and composition of government spending.
There is strong empirical evidence that working women tend to vote
for parties that favor high government spending in the social sphere,
including childcare, healthcare, and old-age care (Edlund and Pande
2001). Females are also employed proportionally more than males in
the production of government-subsidized services, which means that
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they also have an interest as employees in voting for parties that
support government subsidies of this type.

So far, however, only a few countries have adjusted their Wel-
fare State arrangements to the new situation with rising labor-force
participation of women (OECD 1998). The Nordic countries are an
exception, where such labor-force participation has, in fact, been
systematically stimulated by Welfare State arrangements, including
elaborate systems of income transfers to families during parental
leave and generous subsidies to childcare and old-age care outside
the family.

The rise in female labor-force participation is, of course, an
important explanation for the increase in part-time work, which is
a rather natural arrangement among adults with small children.
Indeed, part-time work averages about 17 percent of total employ-
ment in Western Europe, ranging from 6 percent in Greece to 39
percent in the Netherlands (Eurostat 1998b; OECD 1998). But exist-
ing benefit rules are often not well adjusted to part-time work. An
illustration is that Welfare State benefits are often reduced if one
of the adults in a family decides to work longer hours outside the
household.

1.2.2 Labor Demand

Some recent and expected changes on the labor-demand side also
have important consequences for the functioning of the Welfare
State. For instance, is there any guarantee that future pension
reforms, designed to boost the labor supply of elderly workers (in
the age group 55-70), will actually raise employment rather than
boosting unemployment for such workers? Economists typically
react to this question by suggesting policies that encourage lower
relative wage rates or reduced payroll taxes for this group of work-
ers. The first alternative is not easy to implement in the context of
collective bargaining because incumbent workers (“insiders”), who
often dominate union policies, may regard such wage adjustments
as underbidding of prevailing wages. As an alternative, the gov-
ernment may encourage elderly workers to sign individual wage
contracts—for instance, by no longer favoring collective-bargaining
contracts. But insiders may be able to resist this as well. First, they
may have sufficient political clout to prevent such legislation from
the outset. Second, they often have market powers to prevent indi-
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viduals from underbidding wages and firms from encouraging
such underbidding. This may be achieved by threatening to harass
potential underbidders or by refusing to cooperate with them in
the production process (Lindbeck and Snower 1988). Lower payroll
taxes for elderly workers are perhaps a more realistic alternative
than lower relative wages as a way of boosting labor demand for this
group. But insiders might use their political powers to resist such
policies as well.

In a similar vein, how can we prevent increased labor supply of
women from resulting in higher unemployment either for this spe-
cific group or for men who feel the pinch of increased competition
from more able females? In the United States, this problem has been
solved by the invisible hand, mainly in the market for private ser-
vices, whereby the demand for female labor has expanded and rela-
tive wages of unskilled males have fallen. In the Nordic countries,
a corresponding increase in labor demand for women has been
brought about via the visible hand of increased government service
production. Both “hands” have thus far been tied in the rest of
Europe.

Moreover, it is rather generally agreed that the widening of the
dispersion of earnings, particularly in the United States and the
United Kingdom in the 1980s and early 1990s, and the widening of
the distribution of unemployment (in percentage points) in many
countries in Western Europe are largely due to changes in the com-
position of labor demand in favor of high-skilled workers. Although
some observers have referred to increased international competi-
tion for labor-intensive products, the most generally accepted ex-
planation is certainly that during this period, Tinbergen’s (1975)
celebrated “race between technology and education” was won
by the former. Lindbeck and Snower (1996) emphasize a third
explanation—namely, that the well-documented, ongoing reorgani-
zation of firms, including the decentralization of authority and ini-
tiatives, has favored the demand for wversatile workers, that is,
individuals who are able to face up to increased responsibility (often
due to idiosyncratic characteristics). This explanation is consistent
with the observation that wage dispersion has recently increased
also within narrowly defined educational groups, professions, and
job categories.?

This development tends to make centralized wage bargaining rel-
atively less attractive to firms, since the reorganization of work
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increases job heterogeneity and, as a result, also the heterogeneity of
the labor force. It thus becomes more difficult than before to acquire
appropriate information about job characteristics on the central level
and hence to set appropriate wages from an efficiency point of view.
Since centralized wage bargaining often results in a squeeze of wage
differentials, shifts to more decentralized bargaining—a likely out-
come of the reorganization of work—are likely to accentuate the
tendencies toward wider wage dispersion (Lindbeck and Snower
2001a). However, since relative wages would then be better adjusted
to the composition of demand and supply of various types of labor
(more “market-conforming” wages), tendencies toward a wider dis-
persion of job opportunities and unemployment are likely to be
mitigated.

Recent changes in fypes of labor-market contracts have also con-
tributed to more heterogeneity in the labor market. Nowadays, there
is a bewildering mixture of permanent (“indefinite”) work contracts,
fixed-period (temporary) work, project work, bonus systems, stock
options, and so forth. For instance, whereas few workers were on
fixed-term contracts in Western Europe during the first decades after
World War II, the current EU average is 13 percent, with the highest
figure being 33 percent for Spain (Eurostat 1998a). By allowing fixed-
term contracts, the hiring of outsiders is likely to be boosted in busi-
ness upswings. However, as pointed out by Bentolila and Bertola
(1990), temporarily employed workers also function as an “employ-
ment buffer” for insiders, which further strengthens their job security
and market power.

There is no doubt that these developments in the labor market
complicate the egalitarian ambitions of the Welfare State. So far,
however, in countries with elaborate Welfare State arrangements,
the dispersion of the distribution of disposable income has increased
considerably less than that of the distribution of earnings (Gott-
schalk and Smeeding 2000; Atkinson 1999b, 2000). On this count, the
Welfare States in Western Europe have had some success in coun-
teracting tendencies toward a wider dispersion of income.

The standard policy prescription to counteract tendencies toward
a wider dispersion of wages has been to stimulate education and
training. It is not obvious, however, that general educational sub-
sidies (to all income groups) will have this effect. For instance, it has
been argued by Hassler, Rodriguez More, and Zeira (2001) that such
subsidies tend to stimulate education among the well-to-do more
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than among other groups, since the former devote more resources
than others to education. By contrast, Nickell and Bell (1997) have
hypothesized that a rise in the general level of education enhances
individuals” ability to adjust to changes in the composition of labor
demand in favor of high skills, and that this will mitigate tendencies
toward higher relative wages for high-skilled workers. The notion
that better education also makes workers more versatile would fur-
ther mitigate tendencies toward a wider dispersion of wages as a
result of the reorganization of work. However, to the extent that
versatility depends on an innate idiosyncratic ability to accept
responsibility, take initiative, and cooperate with others, education
and training will not be sufficient to prevent a widening of the dis-
persion of earnings and job opportunities inherent in the contempo-
rary reorganization of work within firms.

Selective education subsidies to low-skilled workers, or poten-
tially low-skilled workers, are more likely to reduce wage differ-
entials. Such subsidies would also stimulate social mobility, thereby
enhancing equality of opportunity, in the sense that some previously
low-skilled workers would become high-skilled. The long-term effect
of selective education subsidies on social mobility is a more complex
matter. While mobility is stimulated by greater economic resources
for investment in education among families with low factor income,
this effect is counteracted by a negative disincentive effect on educa-
tion due to smaller wage differences (Hassler, Rodriguez More, and
Zeira 2001).4

1.2.3 The Unemployment Experience

It is well known that during the last quarter of the twentieth century,
Western Europe has been less successful in promoting full employ-
ment than in mitigating tendencies toward a wider dispersion of
disposable income—presumably in part because of its highly insti-
tutionalized, centralized, and regulated system of wage formation,
which could be expected to constrain relative wage flexibility. Lower
employment rates have then not only contributed to undermining
the Welfare State financially; the insider-outsider divide in society
has also sharpened—contrary to the idea that the Welfare State
should enhance social integration.

Moreover, while traditional Welfare State arrangements provide
pensioners with adequate protection against income risks, such risks
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have instead begun to increase for young and elderly workers and
their families—reflected in high unemployment among the former
and dropout from the labor force among the latter (partly via early
retirement). During the last two decades of the twentieth century,
the youth unemployment rate (individuals in the age group 15-24)
has typically been about 15-20 percent in most of Western Europe.
Exceptions are countries with well-developed apprentice systems,
such as Austria, Germany, and Switzerland, where the rate has
oscillated between 5 and 10 percent. Spain and Italy are extreme
cases in the opposite direction; their rates have recently hovered in
the interval of 20-30 percent. As mentioned earlier, employment rates
for older workers (aged 55-64) have become as low as 40 percent in
the European Union as a whole (OECD 1999).

The reverse causation, from the Welfare State to unemployment, is
a more controversial issue. It is unavoidable that both equilibrium
unemployment (the natural rate or NAIRU) and unemployment
persistence (prolonged deviations from the equilibrium rate) may be
accentuated by certain types of Welfare State arrangements. Obvious
examples are high subsidies of nonwork, such as generous and long-
lasting unemployment benefits, social assistance (“welfare” in U.S.
terminology) for unemployed workers without work requirements,
and poverty traps created by means-tested benefits. There are cer-
tainly strong ethical (distributional) justifications for such benefits.
But the more generous the benefits and the longer they may be kept,
the greater the risk that they reduce active job search and job ac-
ceptance, in particular when administration is lax—a well-known
example of moral hazard. Sufficiently generous subsidies of non-
work may also raise the wage costs for low-skilled workers by
boosting the reservation wage, with similar unemployment con-
sequences as in the case of (sufficiently high) minimum wages. These
general comments are not very controversial. What is controversial is
the quantitative importance of these employment effects, and hence
the intensity of the conflict between ambitions to provide income
support in connection with nonwork and a desire to fight long-term
unemployment.

The consequences of job-security legislation are an even more
complex issue, since such legislation increases the costs of both hir-
ing and firing workers, with ambiguous direct effects on the average
unemployment rate over the business cycle. But this is not the end of
the story. Since the market power of insiders in the labor market is
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augmented by such legislation, wages are boosted and the demand
for workers reduced. If these negative indirect effects on labor
demand are sufficiently strong, the average unemployment rate over
the business cycle would increase even if the direct effects are not
negative, or are even positive (Lindbeck and Snower 2001b). Other
types of legislation that enhance the bargaining power of unions
will accentuate these effects—for instance, laws and regulations that
extend collective agreements to nonunion workers and nonunion
firms and that facilitate sympathy strikes, blockades, and picketing. I
then assume that unions are more concerned about the welfare of
insiders than of outsiders.

Moreover, regardless of whether or not job-security legislation
increases equilibrium unemployment, there is no doubt that it in-
creases unemployment persistence, that is, movements either away
from or toward the equilibrium unemployment rate will deceler-
ate. More specifically, this type of legislation tends to stabilize
(un)employment at the level that happens to exist. If the economy is
initially close to full employment, unemployment tends to be stabi-
lized at a low level; this was the situation in most Western European
countries in the period 1955-1975. The welfare implications are
grimmer if unemployment is high initially—for instance, as a result
of a recent negative macroeconomic shock, such as in the period
1975-1995. In this case, unemployment is stabilized at a high level.
Indeed, I have argued elsewhere that the prolonged period of high
unemployment in Western Europe during the 1980s and 1990s
had more to do with high unemployment persistence than with an
asserted increase in the equilibrium unemployment rate (Lindbeck
2002).

Such unemployment persistence may be the result of behavioral
adjustments of either insiders or outsiders or both. One example is
that after a recession, insiders may use their market powers to push
up wages in a subsequent business upswing without much concern
for the employment prospects of outsiders, thereby reducing the
willingness of firms to hire workers. It is also well known that out-
siders’ possibilities of returning to work tend to fall by the length of
their unemployment spells. Losses in skills and self-confidence also
reduce the reemployment of outsiders. These are some reasons why
both job-security legislation and long-lasting unemployment benefits
tend to increase unemployment persistence. It is often hypothesized
that low investment in real capital during prolonged periods of
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recession results in sluggish demand for labor in the aftermath,
which may also reduce the demand for labor and contribute to
unemployment persistence.

Unemployment persistence may be further accentuated by endog-
enous changes in the work ethic and social norms in conjunction
with long periods of mass unemployment. In a short- and medium-
term perspective, ethics and social norms in favor of work, and
against living on benefits, are likely to constrain the disincentive
effects on work of labor income taxes and subsidies of nonwork. But
this inertia is likely to recede if a large fraction of the population are
unemployed for long periods of time, assuming that social norms are
upheld by the approval or disapproval of employed workers. Thus,
the greater the number of individuals who live on benefits, the
more socially accepted we would expect this way of life to become
(Lindbeck 1995; Lindbeck, Nyberg, and Weibull 1999). Here, then,
is another potentially important mechanism behind unemployment
persistence. It is reflected in common talk about “unemployment
cultures,” although we know little about the quantitative importance
of this asserted phenomenon.®

Needless to say, some Welfare State arrangements may instead
reduce structural unemployment. The most obvious example is the
school system. An upgrading of general skills among low-skilled
workers presumably helps them to get jobs—at least when there are
effective wage floors due to high minimum wages or when there are
high reservation wages due to generous transfers to individuals out
of work. Thus, the existence of wage floors, which in themselves
may contribute to unemployment among unskilled workers (if the
floor is high enough), strengthens the case for policy actions to
improve the education and training of low-skilled workers.

Reduced payroll taxes for low-skilled workers, or outright “in-
work benefits,” comprise another strategy to boost their employment
prospects in the case of rigid money wages. But since such subsidies
are reduced when an individual acquires more skill, they necessarily
imply increased implicit marginal taxes on investment in human
capital. This, of course, may be counteracted by higher education
subsidies. In this sense, employment subsidies and education sub-
sidies are complements rather than substitutes.

So-called “active” labor-market policy might also be expected to
mitigate structural unemployment through better matching between
jobs and workers, which is likely to reduce both the equilibrium
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unemployment rate and unemployment persistence. A large number
of studies, however, indicate that the quantitative effects of such
policies are quite limited (e.g., Calmfors, Manning, and Saint-Paul
1998; Katz, Stanley, and Krueger 1998).6

One specific problem with active labor-market policy is that it
facilitates the manipulation of unemployment statistics. By simply
putting a book in the hands of all unemployed workers and calling
them students or trainees, “open” unemployment could, in principle,
be reduced to zero without any increase in regular employment.
Moreover, not only workers with early retirement but frequently
also “discouraged” workers are often removed from labor-force
statistics. This means that the employment situation in a country is
often better described by the fraction of individuals of working
age who are employed—"employment rates” for short—than by
the unemployment rate. While these rates were about the same
(approximately 65 percent) in most OECD countries in the early
1960s, the figures have recently diverged considerably. In the United
States and the Nordic countries, the rates had reached the interval
70-77 percent by the end of the 1990s (after having been above
80 percent in Finland and Sweden in the late 1980s), while the EU
average had fallen to about 60 percent (OECD 1998, 1999).

The division of workers into insiders, with good and stable jobs,
and outsiders, with recurrent periods of (often prolonged) unem-
ployment or work in the informal sector, also has wide repercussions
beyond the labor market. Since outsiders have smaller economic
resources than insiders, they are often forced to abstain from social
activities enjoyed by others, which weakens their social networks.
Moreover, many important Welfare State entitlements and subsi-
dized services are tied to current or previous work, which contrib-
utes to excluding outsiders from such Welfare State arrangements.
In particular, youngsters without a foothold in the labor market
often have to rely on quite ungenerous, often means-tested social
assistance—when they do not live on handouts from their parents.
Here, then, is a clear example of a conflict between incentives and
distributional aspects. On the other hand, when expected future
benefits are (positively) tied to work, such benefits have positive
incentive effects on work, which counteract various work disincen-
tives of taxes and means-tested benefits.

Social exclusion may also be intensified by conditions in the hous-
ing market. There is always a general tendency toward segregation
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in the housing market based on income and profession. A specific
type of segregation may arise in urban housing markets with rent
control and a related housing shortage (excess demand for housing).
There will be a division between housing-market insiders, with
direct rental contracts, and housing-market outsiders, without such
contracts. In this situation, apartments will mainly be acquired
via personal networks and black-market transactions. Low-income
groups, including many young people and immigrants, are particu-
larly hard hit in this respect. A positive correlation would also be
expected between being an outsider in the labor market and being an
outsider in the housing market.

The punchline of this discussion is that the Welfare State has a
long way to go in order to adjust to changing tides in the structure of
the labor market.

1.3 Changes in the Family
1.3.1 Household Types and Life Cycle

The ambitions of the traditional Welfare State to protect male-
breadwinner families against income losses explain its emphasis on
full employment, unemployment insurance, sick-leave insurance,
and pensions for the breadwinner and his survivors in case of death.
Recent changes in household structure, life cycle, and values make
this type of Welfare State less relevant than it used to be. In particu-
lar, male-breadwinner households now constitute less than a third
of families in most developed countries (Mclanahan, Casper, and
Sorensen 1995, table 11.3). Two-earner households constitute (on
average) about 40 percent of households in the Nordic countries and
about 25 percent in Southern Europe (Italy and Spain), with other
countries in Western Europe in between—usually about 30 percent
(Luxembourg Income Study 2001). Single-parent households now
average 14 percent of households in EU countries, ranging from 8
percent in Greece and Spain to 23 percent in the United Kingdom
(Eurostat 1998b).

Growing numbers of two-earner and single-parent households
have heightened the political pressure for subsidized childcare out-
side the household. Up to a point, subsidies to childcare and old-
age care outside the household can also be justified on efficiency
grounds, since they counteract tax distortion in favor of household
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work. In the case of small families, for example, this tax distortion
discourages the exploitation of returns to scale in childcare and old-
age care. The issue becomes more complex, however, if we add
political complications. For instance, it has been observed in many
countries that politicians often tend to combine such subsidies with
highly arbitrary rules and costly regulations regarding the conduct
of such care—namely, in terms of the physical premises, including
space, construction, and administration, and, in the case of childcare,
types of toys, curriculum, and so forth. Moreover, in some Nordic
countries—for instance, Sweden—childcare subsidies outside the
family are now higher than required to compensate for the tax dis-
tortion, at least for families with more than one child. This, of course,
means that the government-imposed distortion changes sign in the
case of such families.

For families with little education or severe problems (including
criminality and alcohol or drug abuse), subsidized childcare outside
the household may also promote investment in human capital.
Indeed, there is empirical support for this view (Leibowitz 1996;
Heckman 1999). There may also be an externality argument for sub-
sidies to childcare outside the family in such cases, for the purpose
of mitigating social misbehavior later on in life.

Whereas two-earner households rarely exhibit poverty, it is well
documented that households with a single adult, in particular with
children, are highly exposed to economic distress and even poverty.
For instance, child poverty in one-earner households is often three
or four times as frequent as the corresponding rates in two-earner
households (Mclanahan, Casper, and Sorensen 1995; Bradbury and
Jantti 2001). A basic reason is that labor-force participation among
single adults with children is low in most countries. Another reason
is that returns to scale in household service production cannot be
exploited in such households. Moreover, there are no adult house-
hold members with whom income risk can be pooled. Indeed,
besides long-term unemployment, single parenthood seems to be
the most important socioeconomic factor behind poverty, including
child poverty (Esping-Andersen 1999, 161-163).

Although explanations of the rise in single parenthood are mani-
fold, including increased labor-force participation of females, it is
obvious that various Welfare State arrangements also have an
impact. There is a strong ethical case for government support to sin-
gle parents, usually mothers”—not least to mitigate child poverty.
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But it is unavoidable that women then find it financially easier to
become single mothers, through childbearing as well as divorce—
another example of moral hazard in Welfare State policies. It is also
likely that social norms against being a single mother have dimin-
ished in recent decades. There is probably mutual causation in this
case: While weaker norms against being a single mother result in
more of them, more single mothers are likely to weaken the norms.

The generosity of Welfare State support to single motherhood
differs considerably among countries. In the United Kingdom, the
United States, and some countries on the European continent, such
support is usually modest, and mainly confined to transfer pay-
ments. In the Nordic countries, not only are transfers more gener-
ous but also they are combined with priority for single mothers to
receive strongly subsidized childcare outside the household. The
latter, of course, helps explain the high labor-force participation of
single mothers in these countries. For instance, more than 80 percent
of single mothers in Sweden worked in the early 1990s, while the
EU average was 68 percent and the figure for the United Kingdom
only about 50 percent. The situation in the United States is not much
different—about 45 percent (Gornick 1994). The question of how
problems related to single motherhood should be dealt with politi-
cally is a complex and controversial issue. The policy trend, how-
ever, is to require single mothers to work or acquire education and
training, which often presupposes subsidized childcare.

Another aspect of the increased heterogeneity of households is
based on tendencies to choose a less “linear” life cycle among educa-
tion, work, and nonwork than earlier. Specifically, individuals tend
increasingly to shift back and forth between periods of work,
studies, sabbatical, work abroad, and so forth. One explanation may
be that higher incomes in society result in increased diversity of in-
dividual “life projects,” similar to the way rising income diversifies
product demand. But it is also likely that preferences and attitudes
are gradually undergoing change in the sense that individuals with
given income want to realize idiosyncratic life projects; for evidence
of such changes in values, see Inglehart and Baker (2000). This “in-
dividualization” of preferences may be a result of higher education
and /or of demonstration effects from other countries. It is clear that
traditional Welfare State arrangements, based on the assumption of
a linear life cycle, are too inflexible to satisfy the needs and desires
of individuals today to finance periods of nonwork for reasons other
than bad health, unemployment, or old age.
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Moreover, pensions are often tied to income earned late in work-
ing life, such as in the last ten or fifteen years of work. In a society
with idiosyncratic fluctuations in income over the life cycle, some-
times with particularly high income early in life, such arrangements
are not appropriate. From this point of view, there is now a stronger
case for tying pensions to lifetime income, or lifetime contributions,
rather than to income late in working life.

Increased family instability in many countries after World War II
has also created intrafamily distributional problems for social insur-
ance entitlements. The traditional system was largely designed to
protect widows and their children. But since females increasingly
have their own income from work, the need for special social insur-
ance benefits for widows has declined. Here, a delicate normative
issue is how fast pension rights for widows should be phased out.
(In Sweden, phasing-out has been so rapid that many widows—a
group with little political clout—have become severely disadvan-
taged.) In addition to problems for widows and their children, there
is a growing social problem for divorcees when one partner (usually
the woman) has lost momentum in her labor-market career because
of childbirth and has not yet accumulated enough pension claims. In
some cases, this is bound to create economic hardship in old age for
at least one partner. An obvious solution in the event of separation is
to split pension claims between spouses—and perhaps also between
other types of long-term cohabitants. Here, then, is another exam-
ple where contemporary Welfare State arrangements are not well
adjusted to today’s social conditions.

Recent socioeconomic changes also have important implications
for housing policy. Greater instability of family structure—due to
divorce, remarriage, changes in cohabitation patterns, and ambitions
among the young to set up housekeeping on their own—has made
rent control, with a resulting “housing shortage” (excess demand for
housing), a more severe social problem than in the past. Unstable
families require a flexible housing market, which presupposes equi-
librating rents (“market rents”) with a reserve (a few percent) of
empty apartments at every point in time.

1.3.2 Individual Responsibility
In addition to new socioeconomic developments and changing values

among voters, new views and values among politicians also explain
current approaches to Welfare State reforms. One important example
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involves encouraging greater individual and family responsibility—
a parallel to the increased responsibility recently given to individual
workers in reorganized firms. This tendency may be seen as a reac-
tion against the paternalistic notion that the government, in popular
jargon, should take care of an individual from “cradle to grave.”

The new emphasis on “workfare” rather than “welfare,” not just
for single mothers, is one such attempt to boost individual responsi-
bility. More generally, politicians and policy advisers seem to be
increasingly sympathetic toward shifting away from policies that
subsidize nonwork. There is a tendency either to take a neutral
stance regarding the choice between work and nonwork or, more
frequently, to adopt policies that actively promote work (as in the
case of employment subsidies or tax credits for low-wage groups).

Even leaders of traditional left-wing parties, such as the U.K.
Labour party, have recently emphasized the individual’s responsibil-
ity for his own economic situation. Some leaders of the Democratic
party in the United States, including the Clinton administration,
have expressed the same view; indeed, this vision is behind the 1997
social assistance reform in the United States—designed to abolish
“welfare as we know it” in President Clinton’s words. Although
macroeconomic efficiency would clearly be improved by such a shift,
the consequences for the financial position of the government are
less clear.®

Another important example of reforms designed to enhance indi-
vidual responsibility concerns proposals for shifting to pension
systems with individual accounts. This may be achieved either by
establishing a tight link between contributions and benefits in the
context of PAYGO systems with “notional” accounts—a so-called
“notional defined contribution” system—or by shifting to fully
funded, actuarially fair systems. If only weak links (or no links at all)
exist between contributions and benefits in an existing PAYGO pen-
sion system, such shifts also imply less distortion of work and hence
higher economic efficiency.

The emergence of broad and highly liquid international capital
markets, and the development of new types of capital market
instruments that provide more options regarding the degree of risk
exposure, have strengthened the case for fully funded pension sys-
tems with individual accounts. However, a shift to a fully funded
system also has intergenerational and intragenerational redistribu-
tional consequences. For instance, if one or a few early (“transi-
tion”) generations are forced to honor the pension claims of existing
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PAYGO pensioners, subsequent generations will be favored at the
expense of earlier generations. Subsequent generations will enjoy a
return on their mandatory saving equal to the market interest rate,
which is usually higher than the returns in PAYGO systems (which
tend to equal the growth rate of aggregate labor income). Under this
scheme for honoring the claims of existing PAYGO pensioners, a
shift to a fully funded system would tend to increase aggregate na-
tional saving for a while, which is also to the advantage of future
generations. Indeed, this is often regarded as a main rationale for
such a shift (Feldstein 1995; Kotlikoff 1998). This rationale, of course,
is basically an issue of redistribution of income—from current to
future generations.

It is also unavoidable that shifts to fully funded systems, with
individual choice of fund managers, widen the dispersion of pen-
sions within generations, since some managers will be more success-
ful than others. This merely illustrates the general principle that
greater individual freedom of choice tends to create increased differ-
ences in outcome.

The case is stronger for a partial rather than a total shift to a fully
funded pension system, since better diversification of the “port-
folio” of pension claims is achieved in the former situation. Not only
does the market risk differ between PAYGO and funded pension
systems—risk regarding the development of the tax base in the first
system and capital market risk in the second; the political risks also
differ, and are probably, as a rule, greater in the case of PAYGO
systems, since property rights are likely to be stronger in fully
funded systems with individual accounts. Anyway, by combining the
two systems, it would be possible to pool various types of market
risks and political risks, and hence achieve a reduction in total risk.

One serious problem with mandatory fully funded pension sys-
tems is that it may be difficult to prevent future politicians from
intervening in the portfolio management of pension funds created
by the government, and from exercising voting powers in firms in
which the funds hold shares. It would be tempting for future politi-
cians to argue “Why should taxpayers in our country finance
investments in other countries, when many of our own industries
and regions need more investment?” and “Why is it that politi-
cians, representatives of the people, should not appoint board mem-
bers of firms in which the voters’ pension contributions have been
invested?” In other words, capital cannot be nationalized—whether
in government-run pension funds or otherwise—without risking
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politicization of the national economy. It is not necessarily helpful
to instill a regulation according to which mandatory pension funds
should invest in mutual funds or foreign stocks. Future politicians
with ambitions of power can always change such regulations. The
most promising way of minimizing the risk of politicization is prob-
ably to let each citizen choose among a number of competing private
funds from the very beginning. This is likely to impede future polit-
icization since outright nationalization of private pension funds
would then be necessary.

Of course, the administrative costs for competing pension funds
are likely to be higher than for a unitary government-operated fund,
at least in countries with a reasonably well-functioning government
administration. But adherents of a pluralistic society may be willing
to pay a price, not only in terms of greater dispersion of the distri-
bution of pensions but also in the form of higher administrative
costs, in order to enhance the survival of a pluralistic society.
Administrative arrangements could also be implemented to curtail
these costs—for instance, by lids on the fees in mandatory pension
funds, which would prompt many fund managers to choose index-
type funds.

A more radical proposal, also designed to confer on the individual
more responsibility for his own income security, would be to replace
the many different types of Welfare State arrangements currently in
effect with a unified system of compulsory saving with individual
accounts and “drawing rights” (Folster 1999; Orszag and Snower
1999). The characteristic feature of such a system is that an individ-
ual would be allowed to draw on his account before retirement for
certain specified purposes, such as education, sabbatical, sick leave,
and unemployment. What remains in the account at the time of
retirement would determine the size of his pension. Thus, an indi-
vidual would have greater freedom than today to reallocate Wel-
fare State entitlements over his life cycle according to idiosyncratic
preferences. This reform also fits nicely with individuals” desire to
choose a less linear life cycle than in the past. For the time being, the
most obvious real-world example of such a system is the central
provident fund in Singapore.

1.3.3 Production and Provision of Welfare State Services

While contemporary changes in family structure increase the
demand for childcare and old-age care, higher real income and
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increased longevity tend to raise the demand for education and
healthcare, probably also as a share of gross domestic product
(GDP). The mechanism of Baumol’s (1967) law, based on a relatively
slow increase in productivity for many personal (“human”) services,
also tends to raise aggregate spending on personal services as a
share of GDP. In addition, medical advances will most likely con-
tribute to higher aggregate healthcare spending as a share of GDP—
for instance, due to new surgical procedures for “repairing” the
human body. In all of these cases, Welfare State policies, of course,
boost these demands via subsidies or mandatory insurance.

These developments accentuate the problem of deciding who
should provide and produce the services. In several countries in
Western Europe, again notably the Nordic nations, the public sector
is in charge of both the provision and the production of these ser-
vices. This has been brought about by a combination of regulations
and subsidies mainly confined to the public sector. In fact, per-
sonal (human) services—education, healthcare, childcare, and old-
age care—have largely been socialized in these countries. This is
reflected in employment statistics. While the public service sector
accounts for about 25 percent of total employment in the Nordic
countries, the average for Western Europe is about 18 percent
(OECD 1998). In the United States, where taxes are relatively low
and the dispersion of wages relatively wide, market purchases of
such services (including arrangements provided by employers) are
instead relatively large. As a result, while the number of individuals
(officially) engaged in personal services in the private sector is only
5-6 percent of the labor force in Western Europe, it is about twice as
large in the United States (Elfring 1988, table V.3).

At the same time as several personal (human) services have shifted
to the government sector, the production of a number of “material
services” has shifted from the market to the household (Lindbeck
1988). The reason is that the tax system favors home production of
services in general—including repairs, cleaning, and gardening. I
suppose Karl Marx would have been surprised by this combination
of socialized household production of personal services and a shift
of various material services from the market to the household—
while manufacturing production has remained in the private sector.

It is not obvious why governments in some countries have thus
created near—public sector monopolies for both provision and pro-
duction of important personal services. One conceivable explanation
is that such policies tend to change the distribution of income to the
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disadvantage of high-income families that choose to buy nonsub-
sidized private services at the same time as they have to pay taxes to
finance services for others. They then have to “pay twice” (Besley
and Coate 1991; Blomquist and Christiansen 1995). Another expla-
nation may be that public sector service monopolies make it easier
for politicians and public sector administrators to control the type,
quality, and distribution of such services. But why would a majority
of voters support such arrangements, which largely do away with
individual freedom of choice in these areas? Today, it may well be
that only a small minority of voters are concerned about freedom of
choice for services such as childcare and old-age care, in particular if
most families are basically content with the quality of government-
produced services. The absence of freedom of choice may be a seri-
ous concern only for those who adhere strongly to the principle that
individuals should be free to choose.

However, as time goes by, higher income and better education
are likely to increase households’ interest in obtaining more individ-
ually adjusted services and hence more individual freedom of choice
in the future. Again, this would be a parallel to the observed high
income elasticity of demand for product variability in the case of
private goods and services. As a result, Welfare States that favor
public sector service monopolies are likely to be less and less in
touch with the values of a large number of their citizens.

One increasingly popular way of creating competition in the pro-
duction of such services is different forms of outsourcing, sometimes
after competitive bidding among private service producers. While
this procedure may increase efficiency and innovation in production,
it hardly increases the freedom of choice among consumers. As we
know by now, it is not administratively difficult to combine freedom
of choice with subsidies to “social services.” Service checks (vouch-
ers) allow households to buy services wherever they like, or to cash
the checks and produce the services themselves. It is not obvious
why the case for freedom of choice, competition, and innovation
(experimentation) should be weaker in these areas than for ordinary
consumer goods. Administratively, voucher systems are much easier
in the case of childcare and education than in the case of old-age
care, since the service needs of the elderly vary greatly depending on
the individual’s health situation.

The most common argument against vouchers seems to be that
they might increase institutional segregation along the lines of in-
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come, education, and profession. But this argument is far from ob-
vious. There is considerable housing segregation in most countries,
which means that service vouchers give low-income families living in
geographical areas with poor service institutions a chance to acquire
services from better institutions in other geographical areas—today
a privilege mainly confined to the rich. Vouchers may then, in fact,
contribute to institutional desegregation of childcare, education, and
old-age care services.

In the case of education, a specific argument against vouchers is
that public sector schools may lose some of their best students and
most-able teachers, and that this will lower the quality of education
for the remaining pupils in such schools (Hirschman 1960; Epple and
Romano 1998). But there is also an opposite hypothesis—namely,
that increased competition stimulates the performance of all schools,
including those in the public sector, and that, as a result, education
becomes better adjusted to children’s different needs and parents’
different wishes also in public sector schools (Hoxby 1994). The
empirical studies carried out so far do not lend support to the nega-
tive hypothesis; there is, rather, some support for the positive one.”
However, a difficult political question in this context is whether
parents should be allowed to add cash payments to vouchers to
obtain more expensive education for their children. Individuals sub-
scribing to the view that certain types of personal services should be
more equally distributed than purchasing power in general are likely
to argue in favor of restrictions on allowing parents to add private
cash to vouchers.

Contemporary changes in information and communication tech-
nology (ICT) are likely to have important consequences for public
service production. Trivially, ICT reduces the individual’s costs of
acquiring information about public sector activities, including rules
concerning social insurance and Welfare State services. ICT also
makes it cheaper to administrate individually adjusted, and hence
more differentiated, social insurance systems, including both pension
systems with individual accounts and compulsory saving with indi-
vidual drawing rights.

The World Wide Web also enables individuals to learn from the
experiences of others regarding specific public sector services, eval-
uated from the consumer’s point of view. Moreover, as new forums
gradually emerge on the Internet, individual citizens can express
their opinions not only about goods in the private sector but also
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about specific public sector services, such as childcare, education,
healthcare, and old-age care at specific institutions. An individual
will then be able to air his views not only on the Web site of politi-
cians and public sector institutions but also on nongovernment sites:
virtual communities, news groups, and chat groups managed by
independent agents. When many individuals openly express their
views in cyberspace, politicians and public sector administrators will
find it difficult to neglect complaints and suggestions (Lindbeck and
Wikstrém 2000).

In other words, the Internet is likely to enhance the individual’s
“voice” option, in Hirschman’s (1960) terminology, regarding pub-
lic sector services. This is important in the sense that voting is a
very inefficient way of voicing opinions about specific public sector
services, such as a particular school or childcare institution. After all,
general elections only enable an individual to comment on broad
“packages” of policy measures proposed by political parties or indi-
vidual candidates.

A voice option via the Internet would be even more powerful if
it were accompanied by an expanded “exit” option, which is exactly
what vouchers would bring about. Correspondingly, exit options
are more valuable if the individual is well informed—for instance,
via the Web. Thus, voice options by way of the Web and exit
opportunities by way of voucher systems are highly complementary
mechanisms.

1.3.4 Family Orientation versus Individual Orientation

The developments discussed above—concerning family structure,
life cycle, and values—challenge both the family-oriented, transfer-
heavy Welfare States on the European continent and the more indi-
vidually oriented, public-service-heavy Welfare States in the Nordic
countries. The former type of Welfare State emphasizes family sta-
bility and family-provided services to family members, while female
labor-market participation is discouraged.!® The fact that birth rates
today are not higher in these countries than in countries where more
women work outside the home suggests that low labor-force partic-
ipation among females is no guarantee for high fertility.

Generally speaking, the Nordic Welfare States are more individual
oriented in the sense that taxes and benefits are tied to individuals
rather than to families and that Welfare State arrangements are
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adapted to women’s ambitions to participate in the labor market. In
particular, the availability of subsidized childcare and old-age care
outside the family is likely to mitigate the conflict between female
labor-market participation and personal services for household
members. One obvious “cost” is high tax rates and, in reality (though
not by necessity), strongly restricted freedom of households to
choose a service provider since public sector provision and produc-
tion of personal services is emphasized. In practice, these countries
also exhibit strong gender segregation in the labor market—a con-
centration of women in the public sector and men in the private sec-
tor. For instance, in Sweden, 51 percent of the female labor force
work in the public sector, and 73 percent of the employees in this
sector are females (Statistics Sweden 2001).

Some advocates of Nordic-type Welfare States regard generous
transfers to households as instruments for making individuals less
dependent on the labor market—a “de-commodation” of individuals
in Marxian jargon (a concept elaborated by Polanyi 1944). But,
somewhat paradoxically, it is precisely in this type of Welfare State
that married (and cohabiting) women are actually “commodized,”
since their high labor-force participation makes them directly de-
pendent on the labor market (Esping-Andersen 1999). Moreover, a
common assessment is that families with two adult labor-market
participants often find that time is extremely scarce, a point made
forcefully long ago by Burenstam Linder (1970). Married females
have adjusted to this dilemma not only by working part time but
also by cutting the number of hours of work in the home as com-
pared with housewives (Esping-Andersen 1999, 629).

The answer to the question of what would be an appropriate
strategy for Welfare State reforms from a normative point of view
depends, of course, on what type of society we strive to realize.
Moreover, women’s ambitions to participate in the labor market can
be satisfied in different ways. One way is through a U.S.-type strat-
egy of high flexibility (and wide dispersion) of relative wages, pos-
sibly combined with negative income taxes associated with work
(such as “in-work benefits” or tax credits to individuals with small
earnings). Another way is the Nordic strategy of generous subsidies
to childcare and old-age care outside the household. It turns out that
total social spending (public sector plus private)!! does not differ
dramatically between these two types of countries, even though
the proportions of government and private financing and provision
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differ considerably (Forsell, Medelberg, and Stahlberg 2000; Esping-
Andersen 1999, 175-178).

1.4 Macroeconomic Developments: Instability, Growth, and
Internationalization

1.4.1 Short-Term Macroeconomic Instability

Recent experiences of short-term macroeconomic fluctuations in
developed countries provide interesting lessons for the Welfare
State. The traditional Keynesian view, of course, was that generous
Welfare State arrangements help reduce cyclical fluctuations in
aggregate output and employment since disposable income is held
stable by the “automatic fiscal stabilizer.” This theory is still relevant
in the case of modest business cycles. But, as we know, this view has
recently been challenged. Then I do not refer to the “Ricardian
equivalence” hypothesis, according to which the effects on aggregate
demand (abstracting from disincentive effects via tax distortions) are
independent of the way in which government spending is financed
(by taxes or borrowing). Nor do I refer to views developed by a
number of German economists in the 1980s to the effect that higher
government spending may create expectations about permanently
higher taxes in the future, which are assumed to reduce private
spending and hence have negative macroeconomic effects (see the
discussion in Giavazzi and Pagano 1990).12

Instead, I consider recent experience in Finland and Sweden,
which suggests that the automatic fiscal stabilizer may turn into an
automatic destabilizer in the case of huge negative macroeconomic
shocks if these undermine confidence in the ability of the govern-
ment to live up to its financial commitments. There are at least two
reasons for such a destabilizing effect due to increased uncertainty
about government behavior. If the budget deficit and, as a conse-
quence, public sector debt explode, lenders may lose confidence in
the government’s ability to service the galloping debt. They then
require higher—possibly much higher—interest rates, with restric-
tive macroeconomic effects as a result. The crowding-out of private
spending may then be much larger than that predicted by traditional
static Keynesian (IS-LM) models (where the crowding-out effect can
never be larger than the initial stimulation of aggregate demand via
a higher budget deficit).!3
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Another reason why galloping government debt during a reces-
sion may have restrictive rather than expansionary macroeconomic
effects on the national economy is that households may lose confi-
dence in the government’s ability to grant promised Welfare State
entitlements. A predicted effect of such an increase in uncertainty is
a rise in the financial saving rate of households, in particular via
reduced purchases of durable consumer goods. This also tends to
deepen a recession.!

All this means that the harmony that used to be assumed between
the Welfare State and macroeconomic stability, in the Keynes-
Beveridge tradition, has been shattered to some extent (Lindbeck
1997a). In particular, this may happen in countries where the budget
balance is very sensitive to changes in macroeconomic activity,
which is the case in countries with highly ambitious Welfare State
arrangements.

1.4.2 Economic Growth

While rapid economic growth during the first decades after World
War II facilitated the financing of Welfare State spending, it is a
commonplace that the growth slowdown from the mid-1970s con-
tributed to the emerging financial problems of the Welfare State. At
the same time as the tax base became more sluggish, various Welfare
State entitlements, often based on earlier macroeconomic develop-
ments, continued to expand. This helps explain the emergence of
budget deficits in several countries.

But what about the possibility of reverse causation—from the
Welfare State to long-term economic growth? The most obvious
example of positive growth effects, at least during a period of transi-
tion, is probably government subsidies to investment in human
capital—education, training programs, and, to some extent, also
healthcare (though perhaps not in the case of retired individuals). It
is also generally believed that income protection contributes to social
tranquility, and that this in turn promotes economic efficiency and
growth by preventing disruptive social conflicts. Indeed, there is
some empirical support for this hypothesis (Alesina et al. 1996).1°

One widely quoted Welfare State arrangement with negative effects
on GDP growth, at least during a period of transition, is the intro-
duction of PAYGO social insurance systems. The reason is that the
“gift” to the first generations of PAYGO pensioners increased their
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consumption and hence reduced aggregate saving. Moreover, as
pointed out, in particular by Feldstein (1995), existing capital income
taxes are likely to have depressed physical capital formation over a
number of years. Various asymmetries in such taxes also distort
the allocation of investment among sectors and firms, with negative
effects on economic growth. Similarly, progressive taxes on earnings
are likely to have reduced the incentives to invest in human capital,
hence counteracting the positive effects of various educational sub-
sidies on such investment. Most likely, gradually larger marginal tax
wedges on labor earnings during the 1960s, 1970s, and early 1980s in
many countries reduced not only economic efficiency but also eco-
nomic growth during a period of transition.

I would hypothesize that the negative growth effects will be
particularly pronounced if Welfare State egalitarianism spreads to
the business sector. An example is attempts by the government to
squeeze profits and to tax wealth of small entrepreneurs as part of
redistribution policy, since real investment then tends to fall. If the
government, as in Sweden during the 1960s and 1970s, responds to
such a fall by selective subsidies to ailing firms, the allocation of
resources is bound to be distorted, and economic efficiency and (at
least during a period of transition) the growth rate bound to decline.
A combination of double taxation of profits, high wealth taxes, and
high inheritance taxes is also likely to harm the entry and expansion
of small firms.!®

The basic issue, however, is not whether the Welfare State as a
whole boosts or retards economic growth, but rather at what level of
Welfare State arrangements, and related financing, the negative
effects of additional spending start to dominate the positive effects.
This way of looking at the issue is evidently based on the observa-
tion that the marginal disincentive effects of explicit and implicit
taxes increase with the rates, and the assumption that govern-
ments, to begin with, choose growth-enhancing rather than growth-
retarding programs. This is the background for the usual hypothesis
of a nonlinear (concave) relation between Welfare State spending
and economic growth, with an internal maximum point for the
growth rate. This view of the world, however, is complicated by the
fact that the consequences of Welfare State arrangements (and their
financing) for economic growth depend crucially on the exact design
of these arrangements, including the structure of taxes—a point
pursued, for instance, by Atkinson (1999a). Indeed, there is not even
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any guarantee that a government will initially choose taxes with
modest rather than huge distortions and that it will begin the Wel-
fare State buildup by implementing systems with positive rather
than negative effects on economic efficiency and growth.

All this means that we cannot hope to find a robust empirical
relation between the aggregate level of Welfare State spending, on
one hand, and economic efficiency and aggregate economic growth,
on the other hand. Thus, it is very difficult to ascertain the level of
Welfare State spending at which unfavorable effects on efficiency
and growth start to dominate the favorable ones.!”

1.4.3 Internationalization

It is a commonly held view today that the gradual international-
ization of the economic system (“globalization”) will force countries
to scale down their Welfare State ambitions. It is true that the
possibilities of taxing capital much more highly in one country than
in others have receded considerably, and that this may generate
“downward tax competition” in the case of capital taxation. Gov-
ernment revenues from capital taxes, however, usually comprise
only a few percent of total government tax revenues. Thus, the main
problem with receding national autonomy in capital taxation is not
really that it becomes more difficult to finance the Welfare State.
Nevertheless, there will certainly be an increased conflict between
attempts to reduce disposable income of the very rich (for whom
income from capital is important) and ambitions to keep up domes-
tic capital formation. Presumably, this conflict is particularly strong
in the case of owners of small and medium-sized firms, because they
require family capital and other types of domestic equity capital.
Moreover, to the extent that the internationalization of product
and labor markets is responsible for the recent widening of the dis-
tribution of earnings in some countries, it becomes more difficult to
squeeze the distribution of earnings. A long time ago, Myrdal (1968)
pointed out that countries with generous Welfare State arrange-
ments and strongly egalitarian ambitions will undergo strong pres-
sure for immigration of low-skilled workers. He predicted that this
will induce such countries to pursue quite restrictive immigration
policies for low-skilled workers. Moreover, to mitigate tendencies
toward downward benefit competition, some authors, such as Sinn
(2000), have suggested that benefits for immigrants should be tied to
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the benefit levels in their home countries rather than in their host
country.

So much for capital and (low-skilled) labor. It is more difficult
to judge whether national autonomy has dwindled much, or is likely
to do so in the future, in the case of taxation of human capital.
Several factors have certainly increased the mobility of human capi-
tal: internationalization of firms (including increased role of multi-
national firms), improved knowledge of foreign languages among
younger generations, and better information about conditions in
other countries. Thus, the risk that countries with high and strongly
progressive taxes will face a brain drain has certainly increased,
though from quite low levels. While countries have some control of
immigration of low-skilled workers through quantitative regula-
tions, attempts to counteract emigration of high-skilled individuals
have to rely on other methods, including economic incentives. An
individual’s choice of country of residence, however, does not
depend mainly on marginal tax rates, but rather on his total tax
burden relative to total benefits received. It is mainly this relation
governments should consider when worrying about brain drain in
connection with Welfare State policies. So far, however, the quanti-
tative importance of this type of brain-drain problem has not been
overwhelming for rich countries, except possibly for some English-
speaking countries. The situation may well change in the future. But
it is still too early to say whether much coordination and centraliza-
tion of Welfare State and tax arrangements will be necessary later on
in order to limit brain drain and downward tax competition in the
case of human capital.

There is, no doubt, a case for making social insurance entitle-
ments internationally transferable—a parallel to attempts to make
occupational pensions transferable among production sectors in the
domestic economy. One way of bringing this about is to base enti-
tlements on individual accounts that the individual can take with
him when shifting his domicile from one country to another—a
method reminiscent of Sinn’s (2000) suggestion to tie benefits for
migrants to the benefit level in their home countries. While such
accounts are typical for fully funded benefit systems, as well as for
forced saving with “drawing rights” of individuals, notional accounts
in the context of PAYGO systems may also be made internationally
transferable.
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One reason to be somewhat skeptical about assertions that the
internationalization process will force countries to make drastic
reductions in Welfare State spending is that the most international-
ized countries in the Organization for Economic Cooperation and
Development (OECD) area—a number of “small open” Western
European countries—have traditionally had particularly generous
Welfare State arrangements without pronounced brain-drain prob-
lems.’® As mentioned before, the problem for these countries is
rather to limit immigration of low-skilled workers.

There is, however, another way of looking at the increased obsta-
cles to national governments keeping domestic taxes high on human
and financial capital in an ever more internationalized economy.
Rather than looking at this as a problem for governments, increased
international mobility of human and financial capital may be seen
as protection of minorities against threats of being “robbed” by the
government or by a majority of voters. The ability of the individual
to “vote with his feet” may be regarded as a complement to his right
to vote at the ballet box. The exit option is strengthened.

1.5 Concluding Remarks

How, then, have different countries responded to “changing tides”
for the Welfare State? In most countries, not much has yet been done
to adjust the Welfare State to new income risks and new service
needs. Although attempts have been made in several countries to
raise the average pension age, this has turned out to be a politically
difficult task. Only a few OECD countries—including Italy, Sweden,
and Germany—have started major reforms of their pension systems
through shifts to “notional defined contribution” pension systems or
partial shifts to fully funded systems.

Adjustment to changes in family structure has also been quite
modest in most OECD countries. The most far-reaching change has
taken place in the Nordic countries, reflected in legislated paid leave
for the care of small children and subsidies to childcare outside the
family. This is an important explanation as to why labor-force par-
ticipation in these countries is as high as it is in the United States,
where it is kept up by wide wage dispersion and relatively low
taxes. In one important respect, however, the Nordic countries
have moved closer to the Welfare State regimes on the European
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continent: Benefits have recently been tied more closely to con-
tributions paid earlier (the “Bismarck tradition”), rather than con-
stituting “citizens’ rights” independent of contributions. In the
United Kingdom, there has instead been a pronounced shift from
universal to means-tested benefits (Atkinson 1999a).

Reforms of the labor market in response to shifts in supply and
demand for labor have also been modest. For instance, not much has
been done to improve wage flexibility to accommodate shifts in the
composition of the labor force and to mitigate tendencies toward
unemployment persistence. The insider-outsider divide in the labor
market and society at large also prevails; the Netherlands is perhaps
an exception.

There are only modest tendencies to encourage greater freedom of
choice concerning types of personal services—for instance, via ser-
vice vouchers, which could potentially strengthen individuals” “exit
options.” The ICT revolution, which could provide individuals with
new tools for a stronger “voice” in the sector of public services, has
at most only started to emerge.

The most important adjustment of Welfare State policies during
the last two decades is probably that aggregate Welfare State
spending—defined as transfers (excluding interest payments) plus
public consumption (excluding defense)—has stagnated as a per-
centage of GDP since the mid-1980s in most OECD countries (OECD
1999). I then abstract from cyclical fluctuations. One interpretation
is that governments have become more aware of the difficulties of
financing ever higher Welfare State expenditures without severe
disincentive effects (tax distortions and moral hazard). In only a very
few countries, however, can we observe a clear trend toward lower
Welfare State spending during the last two decades—in particular,
in the Netherlands and Belgium—though several countries (such as
Denmark, Finland, and Sweden) have cut aggregate Welfare State
spending substantially from the cyclical peak levels in the early
1990s.

The overall impression is that it is politically difficult to adjust
Welfare State arrangements to new socioeconomic conditions and
changing values. One explanation for the difficulties, of course, is
that new arrangements have to compete with established programs
for which there already exist interest groups, often with strong
political influence. In line with Khaneman-Tversky-type theories, it
is also natural to assume that voters who lose benefits that they
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already have will be more perturbed than voters who do not secure
new benefits. Hence, the risk of losing votes among the former is
probably greater than the possibilities of gaining votes among the
latter. The outcome is either that new arrangements will not develop
in response to new demands (the situation in the United Kingdom
and in most countries in continental Europe) or that new arrange-
ments are piled on top of the old ones, which, during the 1970s and
1980s, resulted in very high tax rates in the Nordic countries.

Notes

I am grateful to Jon Dutrieux Anderson, Alessandra Bonfiglioli, and Christina
Hakansson for help in collecting data. Anders Bjoérklund, Peter Heller, Richard Mus-
grave, and Solveig Wikstrom provided useful comments on a draft of the chapter. I am
also grateful for comments from two anonymous referees.

1. According to projections by the EU Secretariat, the pension rules in effect in the
early 1990s imply that the average age dependency ratio (the number of retirees rela-
tive to the number of individuals of working age) will increase by 50 percent between
the mid-1990s and 2020 in the EU area (Commission of the European Communities
1994).

2. It is true that some factors have operated in the opposite direction, hence dis-
couraging female labor-force participation. In particular, do-it-yourself tasks have
been stimulated by a gradual increase in the relative price of purchased household
services. Moreover, in the same way as tariffs favor autarky rather than international
trade for a nation, income and consumption taxes favor autarky for the household (do-
it-yourself work) rather than purchases of services in the open market (Lindbeck
1988). Evidently, in the case of females, these two negative effects on labor-force par-
ticipation have been overridden by the above-mentioned positive effects (in contrast to
the case of males).

3. There are now systematic empirical studies showing that this type of reorganization
of firms is a widespread phenomenon; for a survey of the empirical literature, see
Lindbeck and Snower (2001a). A hardline believer in the technological explanation
might be tempted to argue that the reorganization of firms is simply a subset of tech-
nological change. Even with that terminology, an explanation in terms of reorganiza-
tion of work would still be of interest in clarifying what type of technological change is
behind the recent widening of the dispersion of earnings and job opportunities. This
explanation then emphasizes the role of versatility rather than just technical skills.

4. Long ago, Myrdal and Myrdal (1934) argued that a broadening of educational
opportunities would ultimately result in genetic sorting on income classes and that
this would subsequently harm the genetic pool among low-income classes and, as a
result, slow down social mobility.

5. It is true that unemployment has tapered off cyclically during boom periods in
Western Europe in the mid-1990s and early 2000s, but only to about 8 percent (open
unemployment). This figure, of course, is vastly higher than those typical of boom
periods during the 1960s and 1970s. It is difficult to know exactly how institutional
conditions should be altered so as to contribute to reduced unemployment. While
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some unemployment-reducing reforms were brought about via confrontation with
labor unions during the Thatcher era in the United Kingdom, reforms and adjustments
with favorable employment effects turned out to be feasible in the Netherlands via
agreements among unions, employers, and the government.

6. It could be that these studies underestimate the long-term positive employment
effects of such policies. More specifically, it is conceivable that unemployed workers
involved in active labor-market programs, such as training and public works, do not
lose their skills and work habits as fast as openly unemployed workers. If so, active
labor-market policy may make the supply of skilled labor more elastic in subsequent
booms, thereby contributing to lower structural unemployment in later upswings. So
far, there is not much systematic empirical information about such conceivable long-
term effects.

7. Women account for 84 percent of single parents in Western Europe (Eurostat
1998Db).

8. The effects depend partly on the elasticity of labor demand with respect to real
wage costs. While some authors, such as Sinn (2000), have argued that the financial
position of the government will improve, others, such as Burtless (1994), assert that
the opposite is likely to be the case.

9. For a survey of the literature, see Bergstrom and Sandstrom (2001), who also pre-
sent a study for Sweden.

10. Childcare by grandparents and other relatives is important in all countries.
Esping-Andersen (1999, 64) reports that such childcare accounts for about 30 percent
of total childcare in Denmark, 50 percent in the United States, and 83 percent in the
United Kingdom—and probably the lion’s share also in Germany, Italy, and Spain.

11. I include in this concept childcare, education, healthcare, and old-age care outside
the family.

12. These studies have looked mainly at the possibility that lower government spend-
ing has expansionary macroeconomic effects.

13. In the early 1990s, real interest rates on private loans in Finland and Sweden
increased to 10-15 percent.

14. For instance, in the early 1990s, the household saving rate in Sweden increased
from minus 3 to plus 9 percent, which corresponded to a fall in domestic aggregate
demand by about 7 percent. The difficulties in stimulating household consumption via
budget deficits in Japan in the 1990s may be a similar phenomenon.

15. It has also been argued by Sinn (1996) that increased income security provided by
various Welfare State arrangements promotes economic growth, since entrepreneurs
are then willing to accept greater risk. This cannot possibly be a decisive point. The
big risk for entrepreneurs involves losing their equity capital, and Welfare State
arrangements and /or taxes do not compensate for such risks. As a rule, the probable
alternatives for an entrepreneur are to start a new firm or to accept becoming an
employee—rather than living on Welfare State benefits, such as unemployment bene-
fits or social assistance.

16. Indeed, in Sweden during the 1960s and 1980s, tax rates on capital investment by
owners of small firms were often close to, or even higher than, 100 percent in real
terms. I have hypothesized that this “extension” of redistribution policies to the busi-
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ness sector was an important explanation for the slow growth in Sweden relative to
other countries during the last quarter of the twentieth century (Lindbeck 1997b). This
policy was gradually abandoned in the late 1980s and early 1990s.

17. Overall, in the case of rich countries, ambitious econometric studies tend to find a
negative relation between the share of aggregate government spending (or taxes) and
economic growth; see, for instance, Folster and Henrekson (2001). Even if this result
makes sense to many observers, including myself, we cannot feel confident about the
quantitative aspects.

18. A celebrated explanation as to why these countries have built up quite ambitious
programs of income protection is that highly open economies are particularly exposed
to the risk of income disturbances emanating from worldwide developments; see
Cameron (1978) and Rodrik (1998).
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Comments

Richard A. Musgrave

The chapter by Assar Lindbeck is an informative and timely one.
Current problems of the Welfare State are traced to changes in the
economic, demographic, and social environment in which welfare
policies operate, and possible solutions are explored in a construc-
tive spirit. Demographic change, changes in the structure of the labor
market, changes in the role of the family, and changes in the setting
of macro policy have posed new problems, and new solutions are
required. These factors are considered with a rich mix of attention to
institutional detail, economic analysis, and allowance for political
and ethical considerations—a fine example of how political economy
should be done. Having debated such matters with the author half a
century ago, when Assar visited us at the University of Michigan, I
especially enjoyed this revisit.

Space limitation does not permit me to review these many aspects
in detail, and only a few general comments will have to suffice. To
begin with, I applaud the positive spirit in which the role of the
Welfare State is viewed. The problem is seen as one of adapting
outdated instruments to changing circumstances, with manageable
solutions in sight, and with continuing support for its basic objec-
tives. This, however, may be too optimistic a view. Some of the
structural changes that have occurred, especially the demographic
factor, have greatly complicated the task of welfare policy and we
cannot assume that acceptance of the Welfare State—that is, pub-
lic responsibility for providing a reasonably secure and equitable
society—will remain unchanged.

Such may be the case for the Nordic countries and perhaps also for
a substantial part of continental Europe, but I wonder. I especially
wonder whether that premise holds for the United States. Views
regarding the role of the State and distributive equity, inevitably



46 Richard A. Musgrave

involved in the design of Welfare State policy, are subject to change
and we may well move toward a period where the Welfare State will
have harder going. The chapter, in various connections, suggests
that shifts toward privatizing may offer an acceptable solution, but
it also recognizes that public regulation and control will then be
needed, measures that may well meet the same resistance. Moreover,
welfare policy inevitably involves some degree of redistribution, an
essential feature that could not be met in a fully privatized system.
Support of the needy, after all, cannot be financed by the needy—a
fact that perhaps needs more attention than given in the chapter.

There is also the ominous impact that the current shift to an open
and global world may bring. Increased trade may be all the good,
but the fiscal implications of globalization are a different matter.
Given the high mobility of capital and of skilled labor, the capacity
to finance the Welfare State is weakened by fiscal competition. To
this is added the tendency for beneficiaries to move to the place of
highest support, which will increase program costs. Lest globaliza-
tion should permit reduction in military outlays, which does not
seem evident, the fiscal crisis that globalization will impose on the
budgets of nation states may well leave Welfare State policies its
primary victim. The threat of downward equalization which fiscal
competition imposes may thus need more attention than given it in
the chapter. In theory at least, there are two possible solutions. One
is to seek measures that coordinate the revenue and outlay sides of
welfare policies across countries, so as to permit each to conduct its
own policy. The other is to abolish national budgets and shift to a
global fisc. A global budget (the very opposite of the EU’s subsid-
iarity rule!) would indeed be the logical counter to the globalization
of markets. But its logic would also require a global view of equity
in distribution—the residents of high-income regions would have to
extend their distributive concerns to the less well-off locations—and
this would hardly be accepted by the former.

In conclusion, I offer a brief comment on Lindbeck’s final sec-
tion, which addresses the macroeconomics of the Welfare State. The
Welfare State will, of course, be better off in a prosperous and full-
employment economy. To secure this, the chapter calls for reliance
on monetary policy and low interest rates, and against the use of
fiscal policy. The latter is viewed as ineffective, with deficits induc-
ing increased saving in the private sector. As I see it, the assumption
of perfect “rational foresight” that underlies the so-called Ricardian



Comments 47

equivalence does not in fact prevail. Moreover, foresight effects
also enter with monetary policy, where rate reduction may generate
expectations of subsequent return to a “normal” level and with it
discourage long-term lending. Such will especially be the case as a
recession deepens. To be sure, the political process renders tax
changes less flexible than monetary adjustments, but I would not
write them off as part of the stabilization arsenal. Economics aside,
the use of fiscal policy for stabilization also has important bearing on
the size of the budget. In the Great Depression and up to the 1960s,
expansionary policy was thought of in terms of expenditure increase
while restrictive policy was thought of in terms of tax increase. Over
time, this practice came to be reversed, with expansionary measures
by way of tax reduction and restriction by way of expenditure cuts.
Thus while fiscal stabilization used to be biased toward raising the
size of the public sector, it now tends to work the other way.!

No less important to the Welfare State, especially in view of an
aging population, is the premise of economic growth, based on sav-
ing, capital formation, and technical progress. Here, the chapter calls
for care in the taxation of capital, lest investment and, with it, eco-
nomic growth be retarded. This may be the case, but the chapter also
holds that exclusion of capital from the tax base will not damage the
finance of the Welfare State since capital taxation anyhow contrib-
utes only a small share of total revenue. I wonder. If the taxation of
capital income, as well as capital taxes proper, is included, the share
in revenue thus collected is by no means small. Moreover, capital
income comprises a large share of income received by high-income
groups, that is, of income that can hardly be bypassed in financing
the Welfare State. An answer might be found in taxing high-income
consumption, but that also has its problems.

The closest link between financing the Welfare State and macro
policy, however, arises via the way in which old-age retirement and
medical care are financed. Provision for retirement in an aging pop-
ulation requires saving and the accumulation of assets in which these
savings can be held. Use of surplus finance to retire publicly held
debt and its transfer into a reserve fund offers a solution, but it re-
quires heavy reliance on responsible fiscal management in the future.
Investment in the market in turn is resisted, based on a fear of govern-
mental interference with capital allocation, and so forth. The chapter
discusses these difficult choices in an intelligent fashion, anticipating
in some respects their current debate in the United States.
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While I find some aspects of the section on macro policy less
satisfactory, that section is only attached at the end and is not the
chapter’s main focus. What matters is the penetrating, balanced, and
instructive discussion of the preceding sections of how structural
changes in various parts of the economy have developed and now
call for reconsideration of the instruments by which the goals of the
Welfare State can best be met. That review, as I noted at the outset,
offers a most valuable and constructive contribution.

Note

1. I am pleased to credit my wife for this point.



2 Trust in Public Finance

Joel Slemrod

Although good economic analysis calls for joint consideration of both (the expendi-
ture and revenue sides), the practice is to deal with them as more or less separate
issues.

—Richard and Peggy Musgrave, Public Finance in Theory and Practice

Some people are happy that there are externalities everywhere, and others would
prefer that there be none at all.

—Richard Musgrave, on the occasion of receiving the honorary degree
of Doctor of Laws from the University of Michigan, December 15, 1991
[paraphrased]

2.1 Introduction

With a few exceptions, the positive and normative analysis of taxa-
tion has proceeded as if the purposes for which the funds are being
raised and the efficiency with which they are utilized are irrelevant.
As the first statement above makes clear, Richard (and, in this case,
Peggy) Musgrave lamented this dichotomy.! He argued that analyti-
cal blinders blurred important questions such as the net distribu-
tional impact of government and prevented fruitful discussion of
policies such as the earmarking of revenues. Throughout his career,
Professor Musgrave also took seriously the vital role government
can play in an economy and a society, including but not limited to
achieving an appropriate allocation of resources in the presence of
externalities. In the second statement quoted above, he recognizes
that not all people enjoy the interaction among people—the sense of
community—that the presence of externalities compels. But clearly
he himself does. He writes: “I think of the state as an association of
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individuals, engaged in a cooperative venture, formed to resolve
problems of social coexistence and do so in a democratic and fair
manner.” And also: “Overrepresented in my German and under-
represented in my U.S. years, I am well aware that the concept of
community is subject to abuse ... At the same time, the concept of
community should not be exorcised for that reason” (Buchanan and
Musgrave 1999, 31, 33).

In this chapter, I argue that the idea of community, fostered by
trust among citizens and perhaps also by trust in government, ties
together these two lifelong concerns of Professor Musgrave. More-
over, consideration of these issues may shed light on some important
public finance issues, including whether taxpayers’ evaluations of
government expenditures or the fairness of the tax system affect their
willingness to comply with the tax law, and whether variations in
trust are an important factor in explaining the cross-country patterns
in levels of taxation and the type of taxes used.?

In what follows, I first critically review some of the literature on
trust among private parties and between citizens and government,
and its implications for tax compliance behavior. Then, I discuss
some empirical explorations into untangling the complex causal
interactions between trust, government, and prosperity. I focus on
whether trust in public finance can shed light on such longstanding
questions as Wagner’s Law, the effect of government on prosperity,
and under what circumstances taxpayers act as free riders.

2.2 Trust and Trustworthiness among Private Parties

The notions of trust and the more recently coined term social capital
have received much recent attention in social science, stimulated in
part by the work of Putnam (1993) and Fukuyama (1995), but with
antecedents in, for example, Coleman (1990). Economists have rec-
ognized the critical role played by trust in economic performance.
Arrow (1972) has remarked that “virtually every commercial trans-
action has within itself an element of trust, certainly any transaction
conducted over a period of time. It can plausibly be argued that
much of the economic backwardness in the world can be explained
by the lack of mutual confidence.” In high-trust societies, individ-
uals need to spend less resources to protect themselves from being
exploited in economic transactions. Knack and Keefer (1997) argue
that trusting societies tend to have stronger incentives to innovate
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and to accumulate both physical and human capital. Lack of trust in
government may also have costs. Clague (1993, 412) argues that “a
society with very low levels of rule obedience cannot ... have a net
of institutions that is conducive to economic progress.”

The idea of reputation—the level of trust one is perceived to
merit—has also been examined. As Axelrod (1986) puts it, an indi-
vidual’s reputation derives from adherence to or violation of a
norm that others view as a signal about the individual’s future
behavior in a wide variety of situations. In Cripps and Thomas
(1995), one establishes a reputation as others learn, in games with
incomplete information, about one’s propensity to use a particular
strategy. Such reputation effects are common in multiple-player
games modeling contributions to public good provision. For exam-
ple, Marks and Schansberg (1997) find that providing the group with
individual-specific information about past contributions partially
offsets free riding.

Reputation also matters in interactions between individuals and
firms. As explained by Campbell (1995), in a market economy, a firm
has two sets of rivals: other firms and consumers. Competition with
other firms keeps the return to capital low, so a firm must do years
of business in order to pay off its initial expenditures on capital. This
means that its strategy against consumers takes on a time dimension,
as the firm relies on repeated interactions. The consumer’s choice to
“cooperate with,” or buy from, the firm will then depend on whether
the firm has “defected,” or been misleading about its product, in the
past. A firm’s reputation, then, is simply the record of its past per-
formance. The return to a firm’s reputation comes in the willingness
of others to enter into future incomplete contracts with the firm.

The flip side of trust is trustworthiness. Just as reputation is the
ability to elicit trust from others, social capital—according to Glaeser
et al. (1999)—is the ability to elicit trustworthiness from others. They
distinguish between trusting behavior, which they define as “the
commitment of resources to an activity where the outcome depends
upon the cooperative behavior of others,” and trustworthy behavior,
which “increases the returns to people who trust you.” Glaeser et al.
report the results of two experiments. The first operationalizes trust
and trustworthiness as behavior in the two roles of a trust game in
which the first player (the “sender,” who is in a position to exhibit
trusting behavior) is given $15 and can choose how much of that
to send to the second player (the “recipient,” who is in a position
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to exhibit trustworthy behavior). The recipient receives, through
the experimenters, twice whatever the sender sends, and then can
choose how much to send back. In their second experiment, subjects
report their willingness to pay for an envelope containing $10 that
is addressed to them and dropped in different public places; this
experiment measures only trusting behavior.

One of their findings has important implications for evaluating
much of the empirical research I discuss below. It turns out that the
answer that their subjects gave to the survey question often used to
measure trust in others in empirical studies—“Generally speaking,
would you say that most people can be trusted or that you can’t be
too careful in dealing with people?”—correlates with trustworthy, but
not with trusting, behavior. Moreover, high-status individuals tend
to be trusting because their status induces people to act in a trust-
worthy manner toward them, ensuring a high return to trust. They
suggest that much of the past research on individual behavior
based on this and similar “trust” questions should therefore be re-
interpreted, and conjecture that such questions are best used to
predict “the overall level of trustworthiness in society.” The distinc-
tion and relationship between trust and trustworthiness are impor-
tant in the empirical analysis reported later.

2.3 Trust and Government
2.3.1 Trust in Government

What affects the relationship between citizens and the governmen