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“Half a century ago, the free-market economist Friedrich von Hayek
argued that a large public sector would threaten democracy itself,
putting European countries on a ’road to serfdom’. Yet the Nordic
states have thrived, not suffered, from a large social welfare state,
with much less public-sector corruption and far higher levels of voter
participation than in the US. . . . Von Hayek was wrong. In strong
and vibrant democracies, a generous social-welfare state is not a
road to serfdom but rather to fairness, economic equality and
international competitiveness.”

—Jeffrey Sachs
Scientific American, November 6, 2006, p. 42
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Figure 1: Open Unemployment Rates in the OECD

Open Unemployment Rates in the OECD
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Figure 2: Labor productivity growth in the business sector

31

A recent study by US and European researchers found that since 1976, the wage and
benefits returns to long-term employees in France have been consistently lower than
in the US. The authors conclude that “in a low-mobility country such as France,
there is little gain in compensating workers for long tenures because they tend to
stay in the firm for most... of their career. In contrast, [in] a high-mobility country
such as the United States... firms are induced to pay the premium... to avoid losing
their most productive workers.” In fact, the long-term workers in France tend to
earn 3.05 times less per each extra year they stay with the firm than their American
counterparts. 1 Studies by the Stockholm Institute and the IZA institute in Berlin
reported similar trends for Sweden and Germany.

So instead of benefiting workers with longer tenures, social partnership agreements
ironically lead to the under-payment of more skilled employees. This explains at least
in part why the majority of unionised skilled workers in Ireland take any opportunity
to exit their ‘protected’ jobs for the business sector, leaving the less skilled segment
of our labour force in the unionised employment.

... a better workplace...

The chart below shows the effects of the labour market restrictions on productivity
growth rates in the euro area relative to that of the countries with more flexible
labour markets. Since 1996, the cumulative effect of the productivity gap between
the two groups stands at 13.4% in favour of the more flexible labour market
arrangements. Amongst the latter, the US workers have gained 31.1% in their
productivity relative to 11% in the eurozone since 1996. 
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Figure 3: Real GDP Growth

Real GDP Growth
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Figure 4: PPP-Adjusted GDP per Capita in Sweden as Percent of OECD

Average, Penn World Tables (1950–92) and OECD statistics (1970–2003),

OECD-23 =100
Figure 1. PPP-Adjusted GDP per Capita in Sweden as Percent of OECD Average,
 Penn World Tables (1950-92) and OECD Statistics (1970-2003), OECD-23 = 100
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Figure 5: Cumulative Employment and Population Change in Sweden,

1950–2004 Figure 2. Cumulative Employment and Population Change in 
Sweden, 1950 - 2004
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Figure 6: Population-Adjusted Employment Growth, 1970–2004
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Figure 7: Prosperity levels 1970-2003 (OECD=100) - GDP/CAP using
current prices and current Purchase Price Parities

The implosion of the welfare state

In 1970, Sweden’s level of prosperity was one quarter above Belgium’s. By 2003
Sweden had fallen to 14th place from 5th in the prosperity index, two places behind
Belgium. According to OECD figures, Denmark was the 3rd most prosperous
economy in the world in 1970, immediately behind Switzerland and the United
States. In 2003, Denmark was 7th. Finland did badly as well. From 1989 to 2003,
while Ireland rose from 21st to 4th place, Finland fell from 9th to 15th place.

Together with Italy, these three Scandinavian countries are the worst performing
economies in the entire European Union. Rather than taking them as an example,
Europe’s politicians should shun the Scandinavian recipes.
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Figure 8: Job creation - Total civil employment (1981=100)

Jobs

While a poorly performing economy such as Belgium’s was able to create 8% new
jobs between 1981 and 2003, Sweden and Finland were unable to create any jobs at
all in over two decades. Denmark did a little better because it “activated” its labour
market by making it more “flexible.” It became easier for employers to fire people.
For workers in the construction industry the term of notice was reduced to five days.
Unemployment benefits were restricted in time, while those who had been
unemployed for a long time and young people found they could lose benefits if they
refused to accept jobs, including low-productivity jobs below their level of training
or education. The result is that productivity growth in Denmark is lower than in
Sweden and Finland.

These draconian measures reduced the unemployment rate, but did not eliminate
the cause of unemployment, namely the total lack of motivation on the part of
employees and employers resulting from the extremely high taxation level. Despite
the painful measures, the growth of Danish productivity and prosperity has been
substandard. Disappointment in Danish politicians is one of the reasons for the rise
of the far right.

Weak government, bad government 

Why are the Scandinavian countries doing such a bad job, despite their Protestant
work ethic and devotion to duty?  The main cause is the essence of the nanny state:
its very high tax level.  Between 1990 and 2005 the average overall tax burden was
55% in Finland, 58% in Denmark and 61% in Sweden. This is almost one and a half
times the OECD average.
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Figure 9: Productivity per working hour (1990=100)

Such a fiscal system does not put the entire burden of financing social security on
domestic production. Indeed, a consumption tax ensures that foreign production
also contributes evenly.

The Irish model combines the so-called “active welfare state” of continental Europe
with the Anglo-Saxon liberal economy in a balanced fashion. The model is efficient.
Ireland surpasses all other EU members in prosperity, job creation, social expenditure
and productivity per working hour.
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Figure 10: Total expenditure on training and passive/active labor
market programs (%GDP)

Total expenditure on training and passive/active labor market programmes (%GDP)
Source: OECD Labor Force Statistics, 2005
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Figure 11: Open and Full Unemployment
Open and Full Unemployment

The corporatist countries are DNK, FIN, NLD, NOR.  Full unemployment accounts for participants in 
training and subsidized employment programs.  
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Figure 12: Differences between Open and Full Unemployment,
1998-2004 averages

Differences between Open and Full Unemployment, 1998-2004 
averages
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Figure 13: Disability related expenditures (%GDP) in 1900,1999
Disability related expenditures (%GDP) (1900,1999)

Source: OECD Social Indicators 2005
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Figure 14: Non-employed disabled workers (% of labor force)

Non-employed disabled workers (% of labor force)
Source: OECD Social Indicators, 2005
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Figure 15: Open and Adjusted Employment Rates in a Subset of
European CountriesOpen and Adjusted Employment Rates in a Subset of 

European Countries
Countries: DNK, FIN, NLD, and NOR are the corporatists.  Adjusted employment subtracts 

participants in subsidized employment programs.
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Figure 16: Differences between Open and Full Employment rates,
1998-2004 averagesDifferences between Open and Full Employment rates, 1998-

2004 averages
Full employment rates are net of subsidized employment program participants (excl. category 5.3)
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Figure 17: Public Sector Employment Share

Public Sector Employment Share
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Figure 18: Total marginal tax wedge on personal income, including
consumption taxes (% of income) for a single worker earning the
average production wage without children (US: no cons. taxes
available)

Total marginal tax wedge on personal income, including consumption taxes (% of income) for a 
single worker earning the average production wage without children (US: no cons. taxes available)

Source: OECD Tax Data Base, 2005
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Figure 19: United States: single person

METR: Marginal Effective Tax Rate

67

Overall Denmark has the most generous unemployment insurance system providing
90% of earnings that can last for up to 48 months. Luxembourg and Sweden have
80% of earnings, whereas the Netherlands, Slovenia and Spain have 70% of
employment benefits. These countries also have high net replacement rates. As we
can see some countries, such as Sweden (90%), France (89%) and Luxembourg
(90%) have very high levels of net replacement rates for couples with two children.
This means there is little or no incentive to come off benefits in these countries as
moving into work would not result in any financial gain. For the single person the
net replacement rate is usually lower but still very high in Denmark (84%), Belgium
(83%), Sweden (82%), Portugal (81%) and Luxembourg (84%). In comparison the
UK, Greece, Italy and Ireland have low unemployment benefits and net replacement
rates. 

Another way to measure the unemployment trap is to look at the marginal effective
tax rate (METR). It is the rate at which benefits decrease and taxes increase as an
individual starts employment and it measures the short-term financial incentives to
move from unemployment into paid employment. In the following graphs the net
income line shows the METR. The flatter the net income line the larger is the part
of any additional earnings that gets taxed away. We can see that for Sweden and
Germany the line is horizontal at low wage levels meaning that any increase in gross
income is completely taxed away. In comparison, for the US the line is upward
slopping, creating an incentive to move into employment.  
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Figure 20: Sweden: single person
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Figure 21: Public spending as a % of GDP

grow. The Belgian tax rate is 9% higher than the OECD average and 15% higher than
the tax level in the US and Japan. If continental Western Europe does not change its
policies, its relative impoverishment today will soon turn into absolute pauperisation.

Its tax structure is not adapted to the challenges of globalisation. Taxes on
production are the opposite of import taxes. They double Europe’s production costs
and, in doing so, halve its productivity. Like protectionism they lead to distortions in
world trade, but they do so in the opposite direction. Ever more rapidly, continental
Western Europe is losing its semi labour-intensive sectors to countries where
productivity is even lower than in Western Europe. This move from high
productivity to low productivity countries is a waste. It is not only a catastrophe for
Western Europe’s employment. It is also bad for the world at large because the highly
productive production apparatus and infrastructure of Western Europe is not used to
its full capacity. This leads to less than optimal global labour division and wealth
creation. Politicians must realise that economic growth is not brought about by
fiscally punishing productive citizens, nor by collective impoverishment and social
welfare cuts, but by cutting taxes and bureaucracy. Ireland has shown that it can be
done and how to do it.
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Figure 22: Correlation of growth and public spending - 30 OECD
countries, 1960-2005
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The Irish experience

Having cut tax from nearly 55 to 35 percent over the last two decades Ireland has
enjoyed growth rates of over 10 percent a year. Ireland has been transformed from
one of the poorest to one of the richest countries in Europe.
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Figure 23: Proportion of 25-34 age group with university education

23

According to a separate survey by the Times Educational Supplement, only 11 of the
world’s top 50 universities are found in the EU, and 8 of those are in the UK.6

An average of 23% of people in the EU (15) aged 25-64 have tertiary-level education,
compared with 44% in Canada, 38% in the US, 31% in Australia and 37% in Japan.7

Looking just at younger age groups (i.e. reflecting current policies rather than
previous policies) shows that the EU is still lagging behind its key competitors. This
crucially reflects the fact that the US spends far more on education than Europe does
by making use of private as well as government funding. Only two universities in
Europe would get into a list of the top one hundred and fifty in America for the size
of their private endowments.

As Chris Patten argued in a recent speech: “To be clear and blunt, much of our
higher education system is in severe difficulties; our research base is threatened; we
are losing many of our best researchers; we face more not less competition in the
knowledge business; and there are consequences for our future as an economy and 
a civilisation.”

Falling productivity

The combination of high regulation with weakness in science and higher education
has meant that Europe’s historic productivity catch-up with the US between the
Second World War and the 1980s has gone into reverse.
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Figure 24: Real expenditure per student in US $

Real expenditure per student in US $
Source: OECD in Figures, 2005
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Figure 25: Sick Leave Participation for Men and Women
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Summary

Elevate the discussion of the welfare state beyond the level of
endorsing one system over another.

Go to the essential features that underlie the success of aspects
of many systems.

It’s all about incentives to produce, create, succeed.
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Summary

Incentives to work rather than to politic.

Incentives to seek jobs (sanctions in Holland and Denmark).

Incentives to invest as opportunities arise, to venture, to build
for the future.

Incentives to move (as in the flexicurity system), not lifetime
jobs.
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Summary

The long-run trends in modern Western welfare states are not
favorable even in the Nordic countries.

High levels of welfare state taxation, protection and generosity
erode the dynamism of a society.

(a) Builds a culture of dependency that erodes innovation.

(b) Creates a level of complacency and erodes the work ethic and
incentives to invest in skills and in the larger society.

(c) Creates a system that protects the status quo and is very
difficult to change except when a crisis appears.

(d) Witness Ireland, Finland, Holland, Sweden where changes
occurred only in moments of crisis.
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Summary

Many European welfare states are not creating incentives for
investment in skills needed for performance in the global
economy.

The policies in place reduce incentives to work and create
dependency.

Need to think creatively about incentives :

1 Create incentives for mobility, but at the same time give
workers some security (Denmark “flexicurity”).

2 Create incentives to work (WTC, EITC, UK / US) — not
participate in welfare. Boost productivity and raises levels of
well-being and social integration.

3 Use social insurance accounts that insure, but retain flexibility.
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Summary

The political economy of present arrangements in Western
Europe is rigged against reform because so many persons are
beneficiaries of the current system.

Reforms that have occurred are small.

More drastic reforms are needed.

Most of the reforms that have been put in place have come in
the wake of an economic crisis.

There is little internal capacity for democratic societies to
reform themselves without a crisis.
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Summary

In principle, society can undo one distortion with another.
However,

1 Devising such incentives is complicated.

2 The social system is delicate and, as von Hayek often stressed,
the essential details are not really known well enough to plan
successfully with any precision.

3 Easy to create perverse incentives, and there are many
examples.
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Summary

Current measurement systems used to evaluate policies and
compare economic performance are flawed and conceal
problems that are readily exposed once we disaggregate and
look at what is going on at the individual level.

Creating the will to make the necessary reforms within a
democratic welfare state is a very difficult process.
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Summary

Successful reforms in the welfare state have all come in the
wake of a crisis.

The politics of the welfare state often lead to reversal of the
reforms after the crisis passes.

Based on the historical record, crisis is inevitable before
meaningful reforms are implemented.
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Summary

On a more optimistic note, if the basic economic forces are
analyzed in an intellectually honest way and the public is
educated on the need to respect and implement incentives, we
can elevate the level of the dialogue on the welfare state.

Then, the reforms needed to make the welfare state viable
might be achieved without the wrenching crises that have
spawned most reforms in the past two decades.
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