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Foreword

The lllI-Fare State in India
By Bibek Debroy

In public policy discourse in India, the most hated term should
be the “welfare state”. “Alice’s Adventures in Wonderland” has a
conversation between Alice and the Cheshire cat. “Would you tell
me, please, which way | ought to go from here?” “That depends a
good deal on where you want to get to,” said the Cat. “l don’t much
care where -- “ said Alice. “Then it doesn’t matter which way you
go,” said the Cat. “-- so long as | get somewhere,” Alice added as an
explanation. “Oh, you're sure to do that,” said the Cat, “if you only walk
long enough.”” Since India became Independent in 1947 and since
the Constitution came into effect in 1950, Indians have walked long
enough. The problem is that this has been in the wrong direction. We
gave ourselves a Constitution in 1950 and the Preamble promised us
a sovereign democratic republic that would ensure, for every citizen,
social, economic and political justice; liberty of thought, expression,
belief, faith and worship; equality of status and opportunity; and
fraternity, assuring the dignity of the individual. The Preamble was
subsequently amended through the 42nd Amendment Act of 1976 to
make India socialist and secular and to bring in “the integrity of the
nation”. That socialism expression and that socialism mindset is a
large part of the problem.

At India’s levels of development, capital and labour inputs are key
drivers behind high GDP growth, though technology and innovation
alsobegintokickin. Ataneven moresimple level, what are we saying?
We have got labour, capital, land and other natural resources. Letus
use them efficiently. We have entrepreneurship. Let us give people
access to market-based opportunities. Let us give them access to
physical and social infrastructure. For those who are able-bodied,
there can be institutional constraints in accessing market-based
opportunities. These can be in the form of inadequate access to
health, education, skills, technology, information, financial products,
land, physical infrastructure (roads, electricity, water) and law and
order. Are all these necessarily public goods, in the classic sense?
Beyond law and order, it is not obvious that these are public goods.
They are often collective private goods. As a follow-up question, are
there demonstrated instances of market failure in these segments?
One must remember that thanks to possibilities of unbundling and
advent of technology, what used to be regarded as an example of
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market failure in the 1950s is no longer pertinent. Therefore, there
are possibilities of private sector provisioning, even if this is backed
by public sector financing. Hence, have entry regulations been
sufficiently relaxed for private sector entry? To the extent that there
are market failures and public sector provisioning is important, how
does one improve the efficiency of public expenditure? Other than
this, there is the question of direct anti-poverty measures through
subsidies, certainly those who aren’t able-bodied or in working
ages. Direct anti-poverty measures, as opposed to public goods or
collective private goods, is a more debatable issue for those who are
able-bodied and in working-age groups.

Why do we want growth? That’s a good question to ask. Growth
isnotan end in itself. Itisameanstoanend. First, growth provides
additional resources for public expenditure, be it for items that are
public or collective private goods, or through direct anti-poverty
programmes. If a government doesn’t have the resources, how will
it spend on such agenda items? Second, growth is correlated with
improvements in human development outcomes. As examples, as
per capita income increases, so do life expectancy and literacy and
other assorted indicators. Infant mortality, gender disparities in
access and other assorted indicators show improvements. So if per
capita income goes up, Indians lead better lives. That's precisely
what we should want the government to do, provide the enabling
environment for growth and human development.

Because of the obsession with publicexpenditure and confusion
about poverty and inequality, that simple point is complicated by
profligate public expenditure. First, are people willingly poor? Do
they not wish to better their lives and improve their standards of
living? Assuming otherwise is tantamount to a very patronizing
attitude towards poor people. People in working-age groups do
not wish to be poor. At best, there can be exceptions for those who
aren’'t able to work, such as the old and the disabled. And perhaps,
some kinds of subsidies can be directed towards women headed
households. Income growth and liberalization will ensure that such
people are no longer poor. This has already begun to happen for
India and will continue, assuming we can ensure that the growth
continues. In States that have grown, there have been such sharp
drops in poverty — Punjab, Haryana, Kerala, Tamil Nadu, Gujarat,
Andhra Pradesh and Assam. Second, even if people do not wish to be
poor, they may be stuck because they do not have access to education
and skills, health services, market information, technology, financial
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products, roads, electricity, water, sewage and sanitation. But then,
the answer is to efficiently provide these public goods or collective
private goods. If such people continue to be poor, that is because in
more than 60 years, these goods and services haven’t been efficiently
provided, notwithstanding colossal amounts of public expenditure.
People may also be poor because they are stuck in subsistence-level
agriculture and have no other employment opportunities. If such
people are poor, that is because in more than 60 years, we haven't
been able to reform agriculture and the rural sector. Third, we
should therefore ask an important question. Are there sections in
the Indian Constitution that prevent such integration? For instance,
Articles 370 and 371 of the Constitution ensure that certain parts of
India will never be integrated and mainstreamed. If that is the case,
how can we ensure that people who live in these regions will ever be
mainstreamed and become part of the growth process? Fourth, this
kind of mindset also ensures that we look at the problem of poverty
with a distorted lens. In any table of poverty, there will be categories
of SC-s, ST-s OBC-s and Muslims. But are they deprived because
they belong to these collective categories? Or are they deprived
because they lack access to the public or collective private goods we
have mentioned? Poverty is an individual household characteristic.
By equating it with a collective category like SC, ST or Muslim, we
commitadoublekind of mistake. We assume thateveryoneinside this
collective category is poor, by virtue of being a member of a collective
category. And we also assume that everyone outside this collective
category is rich, by virtue of not being a member of this collective
category. Neither of these propositions is true. Fifth, it is plausible
to argue that these public or collective private goods aren’t going to
be efficiently delivered in a hurry. Nor is the rural sector going to be
reformed in a hurry. Therefore, in the intervening period, we need
to subsidize the poor. And we have been going round and round
in circles on this one. There is a great deal of talk about switching
from the present system of subsidies (food, fertilizer, petroleum
products at the level of the Union) to direct cash transfers. There is
no question that this is more efficient. This does not distort resource
allocation. It also offers poor consumers the choice. However,
technology doesn’t solve the problem of identifying BPL (below the
poverty line).

Poverty isan absolute concept, while inequality is relative. Thereis
an impression that increases in inequality, real or perceived, are bad.
Inapaper by Suresh Tendulkar, there isan interesting anecdote about
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a conference in Bangkok when Manmohan Singh was the Deputy
Chairman of the Planning Commission. “After other delegations
presented their experiences in managing a market economy, the
Chinese vice minister presented an outline of the Chinese reform
program. At the end of the presentation, Manmohan Singh, in his
usual gentle but forceful tone, asked, “Would not what you are trying
to do result in greater inequality in China? To that the minister
replied, with great conviction, “We would certainly hope so!"”[1]
There is a difference between inequality in access to inputs (physical
and social infrastructure, financial products and so on) and inequality
in outcomes (income). Everyone would like India to be equitable.
But equity should be interpreted in terms of access to inputs and we
should be legitimately upset if there is inequity in that. However,
why should there be equality in outcomes? This is a hangover of
the socialism introduced in the Preamble to the Constitution, as a
result of which, a political party cannot be registered in India unless
it abides by the principles of socialism.[2] Socialism is a delightfully
vague phrase, which can never be pinned down. As a result of this
damage that was done to the Constitution, we have begun to take
Article 38 of the Directive Principles too literally. This states, “The
State shall, in particular, strive to minimize the inequalities in
income, and endeavour to eliminate inequalities in status, facilities
and opportunities, not only amongst individuals but also amongst
groups of people residing in different areas or engaged in different
vocations.” The second part is fine. But minimizing inequalities
in income is disastrous. There is a difference between saying that
every student should have access to a good school and saying that
every student should obtain the same marks. Any period of rapid
economic growth results in increased income inequalities. Simon
Kuznets argued this out a long time ago.[3] This should be welcome,
not denigrated, while taking care of inequity in access to inputs.

What has the socialist State done in India? It has prevented
freedom of choice and opportunity. It has created a shortage
economy. Itis a myth that licensing ended in 1991. 1991 brought an
end to licenses for manufacturing. Licensing and controls continue
for assorted services and agriculture. The socialist State prevented
competition. This deprived consumers and also made producers
inefficient. And in the name of reducing poverty and inequality, the
socialist State introduced public expenditure of doubtful efficacy
and efficiency. Though the expression “welfare State” is not used all
that often in India, when the public expenditure is criticized, there is
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often a defence in terms of the welfare States in developed countries.
People who advance such justifications are rarely aware of what such
so-called welfare States do in practice and of the opportunity costs of
those expended resources, in terms of what future generations have
to pay for that profligate public expenditure. This collection, edited
by Tom Palmer, will provide all readers with more information and
ammunition and enable them to think with their brains, and not
with their hearts.

[1] “Inequality and Equity during Rapid Growth Process,” Suresh
Tendulkar, in, Shankar Acharya and Rakesh Mohan edited, India’s
Economy, Performance and Challenges, Essays in Honour of Montek
Singh Ahluwalia, Oxford University Press, 2010.

[2] The Representation of the People Act was amended in 1989.

[3] “Economic Growth and Income Inequality,” Simon Kuznets,
American Economic Review, 1955.



Introduction

After the Welfare State
By Tom G. Palmer

Young people today are being robbed. Of their rights. Of their
freedom. Of their dignity. Of their futures. The culprits? My
generation and our predecessors, who either created or failed to stop
the world-straddling engine of theft, degradation, manipulation, and
social control we call the welfare state.

The welfare state is responsible for two current crises: the financial
crisis that has slowed down or even reversed growth and stalled
economies around the world, and the debt crisis that is gripping
Europe, the United States, and other countries. It has piled mountains
of debt on the shoulders of the most vulnerable among us—children
and young people—and has issued promises that are impossible to
fulfill. The crisis of unfunded obligations is approaching. It won’t be
pretty.

The essays in this volume are hardly the last word on the subject of
the past, present, and future of the welfare state. Quite the contrary.
They are presented in the hope that they will stimulate more thought,
more study, and more soul searching on the subject. Accordingly,
some are written with scholarly and academic apparatus and some in
amore journalistic style; they draw on various intellectual disciplines.
It is hoped that they will offer something of value to every reader.

As welfare states begin to collapse, implode, or retreat it's worth
asking why this is happening. What role has the welfare state played
in causing major international crises? Where did the welfare state
come from, how does it function, and what did it displace? Finally,
what will follow the unsustainable systems of today? This short
volume is intended to help readers grapple with those questions and
more.

Some consider the welfare state as sacrosanct, beyond question
and inherently good. What matter for such people are “intentions,”
and only intentions. Intentions are certainly important to evaluating
human behavior, but in evaluating institutions, we should also
look at evidence and then investigate the incentives that have led
to particular consequences. Those who look only to intentions
close their minds to evidence and hard questions. They reason that
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if one questions the welfare state, it must be because one has bad
intentions, which makes those who question the welfare state bad
people; one should not listen to bad people, because bad people only
try to trick you; so it’s best to close your ears and your mind to avoid
being tricked by them.

But not all minds are closed. Those with open minds believe
that we should investigate whether the incentives established
by welfare states tend to turn citizens against each other and to
promote a system of mutual plunder, rather than mutual solidarity;
whether current welfare state systems are unsustainable; whether
politicians have responded to incentives to promise—and citizens to
demand—much more than can be delivered; whether, rather than
being a complement to democratic liberalism, the welfare state
originated as an anti-democratic form of manipulation and tends to
undermine demaocratic liberalism, sometimes subtly and sometimes
spectacularly; and whether what the welfare state destroyed was in
fact more humane, more effective, and more sustainable than what it
put in its place. History, economics, sociology, political science, and
mathematics should be our tools to understand and evaluate welfare
states, rather than emotional responses or conspiracy theories.
This little book is for those who prefer to ask hard questions and to
pursue them with open minds. It's time to ask the hard questions
about what the welfare state has wrought, whether it is sustainable,
and what should come after the welfare state.

Tom G. Palmer

Jerusalem
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Section |

Mutual Plunder and
Unsustainable Promises






The Tragedy of the Welfare State
By Tom G. Palmer

Many approaches to the welfare state focus exclusively on
the intentions of those who support it, or offer mere descriptions
of current income transfer programs. This essay draws on the
economics of common pool resources to examine the welfare state
as a dynamic and evolving system, a “tragedy of the commons” that
has created incentives for its own exhaustion.

The welfare state has something in common with fishing. If no
one owns and is responsible for the fish in the lake, but does own
all the fish he or she can catch and pull out of the lake, everyone
tries to catch the most fish. Each reasons that “if 1 don’t catch the
fish, someone else will.” Each of us may know that catching lots of
fish now means that the lake will be fished out, but so long as others
can catch whatever | don’'t catch, none of us have an incentive to
limit our fishing and let the fish population replenish itself.! Fish are
caught faster than they can breed; the waters are fished out; and in
the end everyone is worse off.

Environmentalists, economists, and political scientists call that
the “tragedy of the commons.” It's a serious problem and is at the
root of a great deal of the environmental crises facing the world
today, from depleted ocean fisheries to air and water pollution and
other problems. But it's not limited to environmental problems.
The welfare state operates like a commons, too, and the tragedy is
unfolding as you read this. In modern welfare states, everyone has
an incentive to act like the irresponsible fishermen who fish out the
lake, except that the resource we're plundering is each other. Each
person seeks to get as much as he can from his neighbors, but at
the same time his neighbors are trying to get as much as they can
from him or her. The welfare state institutionalizes what the French
economist Frédéric Bastiat called “reciprocal plunder.”

Because we can plunder each other, people reason, “if 1 don’t
get that government subsidy, someone else will,” and each has an
incentive to exploit the resource to exhaustion. They justify taking
government funds on the grounds that they’re “just getting back
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what they paid in taxes,” even when some of them are getting a lot
more than was ever taken from them. Everyone has an incentive to
take. This tragedy has a dimension not present in the case of the
depleted fisheries; because we’re plundering each other, we not
only spend resources to plunder our neighbors, but we also spend
resources to avoid being plundered by those same neighbors, which
makes us all worse off to that extent. Not only are we plundered, but
we are increasingly being plundered beyond all sustainable levels.
The result is exhaustion. It's where we’re heading now with welfare
states:

« Governments have promised so many benefits to so many
constituencies, all at the expense of each other, that the systems
are unsustainable, but none of the recipients want to give up their
benefits. We might do so in exchange for lower taxes, but we don’t
even get that choice. Governments can borrow the money and put
the taxes off until later, that is, until after the next election, when
they’ll promise even more, to be financed by more borrowing.

» The pensioner demands an increase in state pension payments
and even argues that it's just payback for what was paid in. Those
pensions are financed on a “PAYGO” (“Pay-As-You-Go”) basis,
meaning that the taxes taken from current workers are paid out
to current recipients. Any surplus of taxes over expenditures is
just “invested” in government bonds, that is, promises to pay out
of future taxes. That's all the US government’s “Social Security
Trust Fund” is: a big “IOU” “nestled in the bottom drawer of an
unremarkable government file cabinet.” There really is no “Trust
Fund.” It’s a gigantic scam. Today’s young people are being forced
to pay for their grandparents’ retirement, their parents’ retirement,
and—if they have any money left over—they will have to finance
their own. State pension schemes are indistinguishable in their
structure from classic “pyramid schemes,” also known as “Ponzi
schemes” or “Chain Letters,” which require that the base of people
paying in increases indefinitely; when it stops growing, the pyramid
collapses. Governments can postpone the inevitable by printing
money or by borrowing money, but it’s just that, a postponement,
and with each postponement, the situation becomes worse. You
can hear the rumblings of collapse now.

e The farmer demands a subsidy for his crops, which comes at
the expense of taxpaying autoworkers; automobile firms and
autoworkers demand “protection” from more affordable imports,
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as well as bailouts for failed firms. The trade restrictions raise
the prices of vehicles for farmers and the bailouts for automobile
firms raise the taxes paid by farmers. Autoworkers are plundered
for the benefit of farmers, and farmers are plundered for the
benefit of autoworkers. The cycle of reciprocal plunder goes
round and round, with the vast majority of “winners” being losers
after the cycle is completed. (Some, of course, who specialize in
manipulating the political system and negotiating what Ayn Rand
called the “aristocracy of pull,” win much more than they lose.
Politically connected Wall Street firms such as Goldman Sachs,
mega agricultural firms such as Archer Daniels Midland, and
others have profited handsomely from the aristocracy of pull.)

We are boxed by tax systems into medical “insurance” systems
(in the US payments for private insurance are tied to wages, while
wage taxes finance “Medicare,” and in Europe they are tied to taxes
and in some cases to private insurers); this “third-party financing”
affects the choices available to us. Since such pre-paid “insurance”
typically pays for routine care, as well as catastrophic events
(like injuries from car accidents, being diagnosed with cancer,
or falling sick), we have to ask for permission from the insurer,
whether private or state, before we get treatment. More often
than not “health insurance” is not really “insurance,” although it's
called that; it's pre-paid medical care, which creates incentives
among consumers to overuse it, and incentives among insurance
companies and governments to monitor consumers to determine
whether we qualify for benefits. As consumers we can’t exercise
the same choices as customers that we exercise with respect to
other important goods, so we are forced to act like supplicants,
rather than customers, and increasingly medical care is rationed
by administrators, rather than purchased by customers.

Benefits to particular identifiable groups are concentrated and
costs are diffused over vast numbers of taxpayers and consumers,
giving beneficiaries incentives to grab for more, while the plundered

have little incentive to defend their interests. Each one thinks himself

or herself lucky when he or she gets a benefit, but doesn’t stop to
think of the cost of the benefits to everyone else; when everyone acts
that way, the costs become enormous. The poor suffer the worst,
because a trickle of benefits may seem like a boon to them, when
their very poverty is both perpetuated by the welfare state and
deepened by the hidden transfers from the powerless to the powerful
caused by protectionism, licensing, and other restrictions on labor
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market freedom, and all the other privileges and special deals the
powerful, the educated, the articulate, and the empowered create for
themselves at the expense of the weak, the uneducated, the voiceless,
and the disempowered.

Immigrants are systematically demonized as “here to get our
welfare benefits.” Rather than welcoming people to come and produce
wealth, subjects of welfare states act to protect “their welfare benefits”
by excluding would-be immigrants and demonizing them as locusts
and looters.® Meanwhile, political elites loudly proclaim that they are
helping poor people abroad by using money taken from taxpayers to
fundaparasiticinternational “aid industry,” dumping huge quantities
of the agricultural surpluses that have been generated by welfare
state policies (to subsidize farmers by guaranteeing floor prices for
their products), and handing over loot to autocratic governments:
in short, by internationalizing the welfare state. The entire process
has been a disaster; it has undermined democratic accountability in
developing nations, because the political leaders know that it is the
foreign aid masters whose concerns must be addressed, not those of
local citizens and taxpayers; it has fueled warlordism and civil war;
and it has destroyed indigenous productive institutions.®

While citizen is set against citizen and citizen against immigrant
in a vast system of mutual plunder (and defense against plunder),
bureaucracies extend their control and both create and nurture the
political constituencies that sustain them.

But mutual plunder is not the only salient characteristic of the
modern welfare state. It has created one crisis after another, each
an unintended consequence of foolish policies adopted for political
reasons by politicians who don’t have to bear the consequences of
their policies. Two are gripping the world as I write this.

The Financial Crisis and the Welfare State

The financial crisis emerged at the intersection of human
motivations and bad incentives. Those incentives were created by
foolish policies, all of them traceable to the philosophy that it's
government’s purpose to control our behavior, to take from Peter to
give to Paul, and to usurp responsibility for our lives.” The seeds of
the current crisis were planted in 1994 when the US administration
announced a grandiose plan to raise home ownership rates in the US
from64 percentto 70 percent of the population, through the “National
Partnership in Homeownership,” a partnership between the federal
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government and banks, home builders, financiers, realtors, and
others with a special interest. As Gretchen Morgenson and Joshua
Rosner document in Reckless Endangerment: How Outsized
Ambition, Greed, and Corruption Led to Economic Armageddon,
“The partnership would achieve its goals by ‘making homeownership
more affordable, expanding creative financing, simplifying the home
buying process, reducing transaction costs, changing conventional
methods of design and building less expensive houses, among other
means.””® That extension to the welfare state seemed to sound so
reasonable to many. Why should people not own their own homes
just because they haven't saved for a down payment? Or don’t have
good credit records? Or don’t have jobs?

Why not make home ownership “more affordable” through
“creative financing”? Government agencies, such as the Federal
Housing Administration, and “government-sponsored enterprises,”
such as the Federal National Mortgage Association (“Fannie Mae”),
were directed to convert renters into owners by lowering down-
payment rates, drastically lowering lending standards among banks,
increasing the amounts of money going into the home market
by buying and “securitizing” more mortgages, and a host of other
measures. Itwas a bipartisan effort at social engineering. The Federal
Housing Administration under the Bush administration offered loan
guarantees on mortgages with zero percent down payment rates. As
Alphonso Jackson, acting secretary of the Department of Housing
and Urban Development, gushed in 2004, “Offering FHA mortgages
with no down payment will unlock the door to homeownership for
hundreds of thousands of American families, particularly minorities.”
He added, “We do not anticipate any costs to taxpayers.”

The US government deliberately and systematically undermined
traditional banking standards and encouraged—in fact, demanded—
increasingly risky lending. Risks that turned out well would
generate private profits, and risks that turned out badly would fall
on the taxpayers, for “a banker confronted with these new relaxed
requirements could off-load any risky loans to the government-
sponsored enterprises responsible for financing home mortgages
for millions of Americans.”® Private profits and socialized losses
characterized the intersection of welfare statism and cronyism.

Home prices went up and up and up as more and more money
was pumped into housing. It was like a party. Everyone was feeling
richer, as the prices of their homes sky-rocketed. People took out
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“adjustable rate mortgages” to buy homes bigger than they were able
to afford, because they expected to sell them before interest rates went
up again. Credit was easy and Americans took out second mortgages
to finance vacations and boat purchases. More and more houses were
built in anticipation of ever-rising prices. The result was a housing
bubble of enormous magnitude. People bought houses to “flip” them
and sell them to the next buyers. Meanwhile, government financial
regulators worldwide rated as low-risk what were in fact high-risk
loans, including both government debt (bonds) and mortgage-
backed securities.! German banks bought Greek government debt
and banks in the US and all over the world bought mortgage-backed
securities that they were led to believe were guaranteed by the US
government.

The interventionist policies of the US government to make
homeownership more affordable, expand “creative financing,” and
destroy sound banking practices were coupled with the arrogance of
global government financial regulators who were sure that they knew
the real magnitudes of the risks—and market participants risking
their own funds did not. The result was that the global financial
system was poisoned with risky loans, bad debts, and toxic assets,
with disastrous results. Mortgage defaults rose as interest rates rose,
and those “low-risk” mortgage-backed securities that institutions
had been encouraged to buy turned out to be not so low risk, after
all. Savings were wiped out, home owners found themselves unable
to pay mortgages, financial institutions crashed and burned, and
economic output fell. Numerous distortions of incentives caused
by the entire system of intervention in both housing and financial
markets are to blame, but without the policy of the American welfare
state of “making housing more affordable” and “creative financing,”
the financial crisis would not have happened. The global financial
train wreck was the outcome of one bad policy piled on another; it
was a train wreck set in motion by the welfare state.*?

The Debt Crisis and the Welfare State

While governments in the US and some European countries were
frantically pumping up a gigantic housing bubble, the explosion of
spending on welfare state programs for retirement pensions, medical
care, and many other programs has plunged the governments of the
world into a debt crisis. Much attention has been focused on the
huge increase in government debt, and it has indeed been staggering.
At the same time, those numbers are small when compared to the
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accumulated mountains of unfunded liabilities, that is, promises that
have been made to citizens and on which they are relying, for which
there is no corresponding financing. If a private firm were to mislead
the public and its principals about the magnitude of its obligations,
as governments systematically do, the officers of the firm would be
imprisoned for fraud. Governments manage to exempt themselves
from sound accounting practices and deliberately and systematically
mislead the public about the obligations they are loading onto the
shoulders of future taxpayers. Governments find it easy to promise
today to pay money in the future. But the future is arriving very
fast.

Economists Jagadeesh Gokhale and Kent Smetters calculated
(rather conservatively) in 2006 that the total federal budgetary
imbalance for the US government in 2012 would be about $80
trillion. The budgetary imbalance is defined as “the difference in
present value between what the government is projected to spend
under current law on all expenditure categories—entitlements,
defense, roads, and everything else—and what it is projected to
receive in taxes across all revenue accounts.”® That was in 2006;
Gokhale is currently updating the numbers, which he predicts will be
higher. As Gokhale wrote, “Add the likely health-care cost increases
associated with the new health-care law and this number is probably
too optimistic, but we won't know until my project nears completion.
For Europe, | estimate an overall imbalance of €53.1 trillion as of
2010. That is, 434 percent of the combined annual GDP of twenty-
seven EU countries of €12.2 trillion. That is also an under-estimate
because the projections are made only through 2050 (unlike the US
projections, which stretch into perpetuity).”

That means that those promises cannot be fulfilled and will not
be fulfilled. Taxes would have to rise to astronomical levels to fund
even a fraction of the current promises. Governments are far more
likely not only to default on their acknowledged debts (bonds held
by creditors), but to repudiate the promises made to citizens for
pensions, health care, and other benefits. They have been lying to
their citizens for years about their finances and the lies are made
explicit when the promises are broken because they cannot be fulfilled,
as we are seeing unfolding before our eyes in Greece. One way to
repudiate their promises is to turn on the printing presses and pay
them with piles of paper money, with more and more zeroes added to
each note, which is to say, the currencies in which the promises are
redeemed would be dramatically devalued. (Inflation is especially
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harmful as a means of dealing with debt, for it both distorts behavior
and falls disproportionately on the poor and those unable to shield
themselves from it.) The welfare states we know may be collapsing
in slow motion in some countries, rapidly in others, but they are
collapsing all the same and, as always, the burden will fall mostly
on those lacking the political connections and the sophistication to
avoid the consequences.

Many people indignantly respond to such facts by citing their
intentions, in disregard of consequences. “Our aim is to help people;
we did not deliberately aim to crash the world financial system by
intervening into markets to make housing more affordable and
lowering banking standards, nor did we intend to bankrupt our
country!” they say. As the philosopher Daniel Shapiro quite aptly
noted, “Institutions cannot be adequately characterized by their
aims.”® The best aims in the world, if combined with bad incentives
via the wrong institutions, can generate terrible outcomes.’* The
intentions of advocates of the welfare state are irrelevant to the
outcomes of their policies.t” Most “political philosophy,” as it is
commonly practiced, is about comparing one intuition about right
and wrong with another. That, frankly, is not very helpful to the
task of creating institutions that work, that are sustainable, and that
are just. For that we need much more than the mere comparison
of intuitions; we need history, economics, sociology, and political
science, not merely moral theory divorced from practice.

The Future is Imperiled, but Not Lost

The welfare states of today are directly responsible for the two
great economic crises that are gripping the world: the global financial
crisis that has turned economic growth rates negative in many
countries and wiped out trillions of dollars of asset valuation, and
the debt crisis that has rocked Europe and threatens to bring down
some of the world’s most powerful governments, currencies, and
financial systems. Even the best of intentions can generate terrible
consequences when implemented through perverse incentives and
institutions.

The story is not all doom and gloom, however. We can get out
from under the welfare state and its crushing debts, humiliating
bureaucracies, and reciprocal plunder. It won't be easy and it will
mean summoning the courage to stand up to special interests and
manipulative politicians. But it can be done and it must be done.
Those who have demonstrated in the streets against “budget
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cuts” (usually merely cuts in the rates of increase in spending) are
demonstrating against arithmetic. You can’t keep adding negative
numbers to negative numbers and get a positive sum; the numbers
don’t add up. We need demonstrations in the streets on behalf of
reason, of fiscal responsibility, of cutting back the state, of freeing
and empowering people to decide their own futures. We need a
rolling back of the state’s powers so that it is limited to protecting
our rights, not attempting to take care of us. We need clear-eyed
decision making about the capabilities of the state. We need an end
to the welfare state.
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How the Welfare State Sank the Italian Dream
By Piercamillo Falasca

Journalist and researcher Piercamillo Falasca tells the story of
how sound policies launched Italy as an economic success story in
the 1950s and 1960s, but welfare state policies initiated when the
population was young, the economy was growing, and the future
seemed far away have bankrupted the country. Falasca is vice
president of the Italian classical liberal association Libertiamo.it
and a fellow of the Italian think tank Istituto Bruno Leoni.

“The growth of your nation’s economy, industry, and living
standards in the postwar years has truly been phenomenal. A
nation once literally in ruins, beset by heavy unemployment
and inflation, has expanded its output and assets, stabilized its
costs and currency, and created new jobs and new industries
at a rate unmatched in the Western world.”—President John
F. Kennedy

Duringofficial meetingsfriendlywords of praise may be customary,
but what US President John F. Kennedy said in 1963 at the dinner
given in his honor by Italian President Antonio Segni in Rome was
a statement of fact. From 1946 to 1962 the Italian economy grew at
an average annual rate of 7.7 percent, a brilliant performance that
continued almost until the end of the '60s (the average growth over
the whole decade was 5 percent). The so-called Miracolo Economico
turned Italy into a modern and dynamic society, boasting firms able
to compete on a global scale in any sector, from washing machines
and refrigerators to precision mechanical components, from the food
sector to the film industry.

The period 1956 to 1965 saw remarkable industrial growth in
Western Germany (70 percent in the decade), France (58 percent),
and the United States (46 percent), but all were dwarfed by Italy’s
spectacular performance (102 percent). Major firms, such as the
auto-maker Fiat; the typewriter, printer, and computer manufacturer
Olivetti; and the energy companies Eni and Edison, among others,
cooperated with an enormous mass of small firms, many managed by
families, in accordance with the traditionally strong role of the family
in Italian society. At least one-fifth of a population of fifty million
moved from the poor, arid south to the rich, industrialized north,
changing their way of life, buying cars and television sets, mastering
standard Italian, enrolling their children in schools, saving money to
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buy houses and to help relatives still living in their old villages. After
1960, rapidly rising living standards, as well as growing business and
job opportunities, brought about an end to the flows of Italians to the
rest of Europe and the Americas, ending that Italian diaspora that
had driven almost twenty million people to leave their homeland in
less than a century.

What was the magic formula of the Italian economic boom?
Many years later a senator for Democrazia Cristiana (a leading
Catholic center-right party) said in an interview: “We understood
and immediately realized that we couldn’t drive Italian society. The
country was stronger than politics, and even more clever. Don't do
anything was a better choice than many government measures.”
Who was the “we” Bassetti was talking about?

In the very first years after the Second World War, a group
of liberal market-oriented economists and politicians attained
key positions in government, swept away Fascist legislation, and
instituted democratic politics and free-market reforms. A central
figure was the anti-Fascist journalist and economist Luigi Einaudi,
one of the most prominent Italian classical liberals, who returned to
Italy and served after the war as Governor of the Central Bank, then
Minister of Finance, and finally President of the Republic; he greatly
influenced the economic policies implemented by Prime Minister
Alcide De Gasperi (1945-1953) and, after De Gasperi’s death, by his
successor Giuseppe Pella, and others.

Some of those figures may not be well known outside of Italy,
but they represented an extraordinary “exception” for European
political culture. After twenty years of Mussolini’s Fascist regime
and the horrors of war, that group of classical liberals represented
the only hope for the nation to emerge from its totalitarian past into
demaocratic capitalist freedom. The context they operated in could
be hardly considered an easy one. Italy was a poor country that
had been devastated by Fascist collectivism and war; most of the
population was both unemployed and uneducated; infrastructure
was absent or very poor; a powerful Communist Party threatened to
replace Fascist collectivism with Communist collectivism; and state-
controlled companies dominated much of the economy.

Luigi Einaudi’s influence was crucially important. A careful
monetary policy curbed inflation for at least twenty years (in 1959
the Financial Times celebrated the lira as the most stable Western
currency); free-trade agreements helped Italy to re-enter the
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international market; a fiscal reform (the Vanoni Act, named for the
minister who designed it) cut tax rates and simplified the tax collection
system. In an era dominated by Keynesian ideas and easy spending,
Italian public expenditure remained relatively controlled: in 1960
public expenditure barely reached the level of 1937 (30 percent of
GDP, with a significant share of fixed-capital investments), whereas
in other European countries it had risen dramatically.

A few, such as the famous jurist Bruno Leoni, warned of dangers
if the people did not remember what had caused their newfound
prosperity. Rising prosperity seemed the perfect occasion for new
government expenditures and interventions. As early as the 1950s
the Italian government established Cassa del Mezzogiorno (similar
to Roosevelt’s Tennessee Valley Authority, but in poor southern
Italy). In the 1960s Italian governments passed legislation aimed at
redistributing wealth, expanding government control of the economy
(e.g., the nationalization of electric supply), and establishing a
stronger welfare state.

Inrelatively prosperous Italy, redistributionist movements gained
broad popular support. In 1962, during important negotiations on
job contracts for metal workers, unions asked for shorter hours,
more vacation, and more power to organize union activities in
factories. Partito Socialista Italiano joined the ruling coalition with
the Christian Democrats and the first “center-left government” was
formed. In 1963, a public housing program undertaken through the
nationalization of landaroused strongoppositionfromentrepreneurs’
associations and private owners (among them the Catholic Church),
which convinced Democrazia Cristiana to abandon the idea, but
such collectivist causes dominated the rest of the decade and the
1970s.

Several important public policies adopted in that period laid the
foundations for Italy’s current crisis. The first was a weakening of
fiscal discipline, due to a 1966 Constitutional Court decision that
loosely interpreted the constitutional balanced budget constraint;
that suspension of constitutional limits allowed the Parliament
to pass laws for which annual expenses were covered not by fiscal
income (taxation), but by the issue of Treasury bonds. That decision
tore a leak in the public budget that grew larger every year. Luigi
Einaudi died in 1961 and all his calls for fiscal discipline were
quickly forgotten. Until the early 1960s the “primary deficit,” which
is calculated by deducting interest payments from the total budget
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deficit, was almost zero; it rose quickly after the Court’s decision and
accelerated after 1972, when deficit spending became a systematic
policy strategy. In 1975 the primary deficit had already reached a
dangerous 7.8 percent of GDP.

The second was the introduction of a generous pension system
in 1969 (the Brodolini Act). The previous contribution-based
mechanism was replaced with a redistributive system, according to
which retirees received pensions that were not determined by the
total amount of compulsory savings collected during their working
years, but merely by their previous wages. A “social pension” for
every citizen was established, along with a seniority criterion for
pensions, thus allowing workers to retire early and a lax approach
was adopted to awarding disability pensions in southern Italy, which
was considered a surrogate for more effective pro-growth policies.
Few paid any attention to the issue of financial sustainability. After
all, the voters of the future do not vote today.

The third was heavier regulation of labor markets through the
adoption in 1970 of the so-called Workers’ Statute, including Article
18, which stipulates that if a court finds unjust the dismissal of an
employee of a firm that employs more than fifteen employees with
long-term fixed contracts, then the employee has the right to be
reinstated. The burden of proof rests entirely on the employer. By
making it very costly to dismiss employees, the law at the same time
made it very costly to hire employees, which both reduced workplace
mobility and encouraged illegal work.

The fourth established, through successive acts between 1968 and
1978, a nationalized health care system that is almost fully financed
by taxes, meaning that there is little incentive for consumers to
economize on use of medical services.

Finally, in January 1970, the government imposed a compulsory
rule for all employees in the 