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INTRODUCTION

‘ ‘ The perennial gale of creative destruc-
tion...” wrote the economist Joseph
Schumpeter, “...is the essential fact of
capitalism.” For new industries to rise and flourish,
old industries must fail. Yet creative destruction is
a process that is rarely—if ever—politically neu-
tral; even one-off economic shocks can have lasting
political-economic consequences. From his vantage
point in 1942, Schumpeter believed that capitalism
would become the ultimate victim of its own suc-
cess, inspiring reactionary and populist movements
against its destructive side that would inadvertently
strangle any potential for future creativity.

This paper argues that the countries that have
eluded Schumpeter’s dreary prediction have done
so by combining free-markets with robust systems
of universal social insurance. As one survey of na-
tional elections across Europe found, “the universal

welfare state” directly depresses the vote for reac-
tionary political parties.’ Conversely, I argue that
the contemporary rise of anti-market populism in
America should be taken as an indictment of our in-
adequate social-insurance system,* and a refutation
of the prevailing “small government” view that reg-
ulation and social spending are equally corrosive to
economic freedom. The universal welfare state, far
from being at odds with innovation and economic
freedom, may end up being their ultimate guaran-
tor.

The fallout from China’s entry to the World Trade
Organization (WTO) in 2001 is a clear case in
point. Cheaper imports benefited millions of Amer-
icans through lower consumer prices. At the same
time, Chinese import competition destroyed nearly
two million jobs in manufacturing and associated
services—a classic case of creative destruction.’
Yet rather than help those workers adjust, our social
insurance system left them to languish. In the re-
gions of the United States most exposed to import
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competition, Social Security Disability Insurance
(SSDI) was more than twice as responsive to the

economic shock as unemployment insurance and
Trade Adjustment Assistance (TAA) combined,
even though it is one of the most restrictive disabil-
ity programs in the developed world. Indeed, while
critics of the welfare state often argue the United
States spends a trillion dollars a year on social pro-
grams, only about a quarter of this comes close to
anything resembling cash or quasi-cash income
support—about the same annual amount spent sub-
sidizing employer-based health insurance.

As shown in Figure 1, this has made the U.S. in-
come security system one of the stingiest in the de-
veloped world. As a result, the “China Shock™
fueled a subsequent growth in anti-trade and nativ-
ist sentiment that, researchers have since shown, di-
rectly contributed to increasing political polariza-
tion, the election of nativists to Congress,” and the
populist presidential candidacies of Bernie Sanders
and Donald Trump !

Figure 1: America’s Missing Income Security System

While the impact of the China Shock is easy to see
thanks to its discrete timing and regional concentra-
tion, creative destruction of a similar magnitude is
a continuous fact in any growing economy. In fact,
in the decade after 1999, nearly four times as many
American manufacturing jobs were sacrificed to au-
tomation and productivity growth as to Chinese
trade—despite being a period with historically slug-
gish productivity growth and job destruction rates. "

With far bigger technological disruptions on the
horizon, from robotics to revolutions in artificial in-
telligence, preserving the full dynamism of the U.S.
economy will require transforming the current
patchwork of means-tested programs into a system
premised on the fundamental complementarity of
free-markets and universal social insurance—a true
“free-market welfare state.” This paper defends that
basic proposition, while leaving detailed reform
proposals for future research. My starting point is a
rejection of the prevailing view of social welfare,
shared by policy makers on both the left and right,
as simply a tool for addressing poverty or income
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inequality. While all insurance programs are redis-
tributive ex post, what separates social insurance
from a purely zero-sum redistribution is the ex ante
economic security created by risk-pooling. And
much like the market itself, risk-pooling arrange-
ments represent a positive-sum, cooperative institu-
tion.'' With this in mind, I argue that well-designed
social insurance programs are ones that:

e Promote entrepreneurial risk-taking and
ease credit constraints in low-income

households;

e Address the “adjustment costs” associated
with globalization and rapid technological
change;

e Substitute for (and justify abolishing) more
interventionist approaches to providing
economic security;

e Prioritize cash transfers over in-kind bene-
fits to preserve individual choice and flexi-
bility;

e Link working-age benefits to prior employ-
ment and social contributions;

e Detach important social benefits, like re-
tirement security and health insurance,
from any particular employer or market
structure.

Part 1:
THE FREEDOM THAT

MATTERS

n the classical liberal conception, liberty is
about being the author of one’s own life, free
from domination. The market advances free-
dom by providing individuals with a mechanism to
harmonize their values and interests with those of
others, and to execute their plans according to their
own ends. In this sense, a regulatory intervention or

statute that actively precludes a particular life
course or mutually beneficial exchange, like rent

control or occupational licensing, impinges on per-
sonal autonomy (and, often, economic efficiency)
in a way that a universal social insurance program,
financed by a general system of taxation, does not.
This difference allows us to define two different ap-
proaches to addressing issues of economic insecu-
rity: “the interventionist state” and “the social in-
surance state.”

The libertarian economist F.A. Hayek made a sim-
ilar point in a coda to his famous book, The Road to
Serfdom. At the time of its original publication in
1944, Hayek noted that

socialism meant unambiguously
the nationalization of the means of
production, and the central eco-
nomic planning which this made
possible and necessary. In this
sense Sweden, for instance, is to-
day very much less socialistically
organized than Great Britain or
Austria, though Sweden is com-
monly regarded as much more so-
cialistic.'?

While Hayek didn’t advocate for the adoption of
Swedish-style welfare policies, his distinction be-
tween a state engaged in central economic planning
and a state that provides social insurance according
to general rules forced him to admit the latter was
fully consistent with a free society:

Where, as in the case of sickness
and accident, neither the desire to
avoid such calamities nor the ef-
forts to overcome their conse-
quences are as a rule weakened by
the provision of assistance—
where, in short, we deal with gen-
uinely insurable risks—the case
for the state’s helping to organize a
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comprehensive system of social in-
surance is very strong. There are

many points of detail where those
wishing to preserve the competi-
tive system and those wishing to
supercede it by something differ-
ent will disagree on the details of
such schemes; and it is possible un-
der the name of social insurance to
introduce measures which tend to
make competition more or less in-
effective. But there is no incompat-
ibility in principle between the
state’s providing greater security
in this way and the preservation of
individual freedom."

The contrast between contemporary Sweden and
Venezuela provides an updated illustration of
Hayek’s point. While both are often described as
“social democracies,” their regimes could not be
more different. Through the 19th and 20th centu-
ries, Sweden designed social policies based on a no-

» % Universal, flat-

tion of “the people's insurance.
rate social insurance schemes, from child allow-
ances to old age pensions, were created in the back-
drop of a highly capitalistic economy, including pri-
vatized natural resources and liberalized trade. As a
measure of this combination’s success, in the cen-
tury between 1870 and 1970 Sweden grew 70 per-
cent faster than the United States and went from be-
ing one of the poorest countries in Europe to having
the world’s fourth-highest GDP per capita.'’

Venezuela, in contrast, has been pushed to the brink
of famine thanks to Chavez’s (and now Maduro’s)
vision for “Socialism of the 21st century.” This ex-
plicitly anti-capitalist ideology inspired the Cha-
vista regime to go to war on economic liberty by
nationalizing industry and natural resources, insti-
tuting wage and price controls, and enacting all
manner of ad hoc, top-down, and choice-restricting
legislation. Call Venezuela the “interventionist
state” in contrast to Sweden’s “social insurance

state,” or call it something else. Even the most ar-
dent libertarian ought to recognize that, of the two
approaches, Sweden’s generous welfare state is far
superior from the perspective of personal and eco-
nomic liberty—high Value Added Taxes notwith-
standing.

The economic malaise that visited Sweden in the
1970s and ‘80s is a within-country case-study of the
same point. Following the 1973 oil crisis and the
stagflation that ensued, a political tumult in Sweden
pushed the country in a left-populist direction. Top-
down labor market regulations proliferated, mar-
ginal tax rates spiked, struggling industries were
subsidized, mercantile monetary policies were em-
ployed to prop up the export sector, and for a brief
period corporate profits were socialized under the
pretense of “economic democracy.” As a result, pri-
vate investment tanked, economic growth stalled,
and deficits ballooned.'® Sweden’s economic dys-
function ultimately culminated in a major recession
and banking crisis in the 1990s, a reckoning that
only underscored the need for major reforms. Sub-
sequently, Sweden significantly re-liberalized its
economy while keeping its social insurance state
largely intact, helping it to once again become an
outlier in terms of economic freedom."’

Four Design Principles for a
Free-Market Welfare State

It is one thing to admit that the social insurance state
is better for economic freedom relative to some
other, abjectly worse alternative. It’s another thing
entirely to reconcile the fact that social insurance
states like Sweden and Denmark routinely score
near the top in rankings of personal and economic
freedom, even when such rankings are constructed
by conservative and libertarian organizations that
stack the deck against a high-tax-and-spend ap-
proach to fostering an open society.'® For a Hay-
ekian this makes perfect sense: Central planning is
an enemy to freedom because it does damage to the
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individual’s capacity to plan for him or herself."”

Social insurance, in contrast, exists to enhance an
individual’s capacity to plan by imposing a degree
of certainty on future states of the world.** The so-
cietal value of social insurance is thus not unlike the
societal value of rule-bound monetary policy, prop-
erty rights, or the rule of law. In each case, the in-
stitution evolved to provide a level of social conti-
nuity—whether in terms of stable prices, secure
ownership and contract, or “regulatory certainty”—
needed for more specialized and complex economic
coordination.

Specifically, social insurance can enhance market
dynamism and economic freedom in four key ways:
By enabling entrepreneurial risk-taking; by easing
the adjustment and search costs associated with cre-
ative destruction; by detaching social benefits from
market structure; and by making the economy more
robust to immigration. Together, these point to a set
of design principles for reforming existing U.S. so-
cial insurance programs in a pro-market way.'

1. Risk and Entrepreneurship

As the metaphor of a “safety net” suggests, social
insurance can enhance risk-taking and entrepre-
neurship by ensuring failure (an inevitability in any
dynamic market) is not catastrophic. This effect can
be seen in the Supplemental Nutrition Assistance
Program (SNAP), commonly known as food
stamps. Research by the economist Gareth Olds
suggests that the expansion of food stamps in the
mid-2000s, which increased enrollment by 3—5 per-
centage points, added the equivalent of 1.1 million
additional workers to the labor force by relaxing
credit constraints in poor households. More inter-
estingly, newly eligible households were also 20
percent more likely to start their own business, in-
dependent of whether they opted to receive the ben-
efit—exactly what one would expect if food stamps
acted as insurance for entrepreneurial risk-taking.”*

SNAP is characterized as a nutritional program for
convoluted, political reasons. In reality, the fungi-
bility of grocery spending makes food stamps
something much closer to a quasi-income support.
Income floors, including proposals for a “basic in-
come guarantee,” differ from traditional unemploy-
ment insurance by insuring against income volatil-
ity rather than job destruction, per se, including the
wage risk associated with entrepreneurship. The
typical SNAP recipient, for instance, enters the pro-
gram following a “trigger event” like a sudden drop
in income, and stays in the program for a relatively
short spell (8-12 months on average, depending on
labor market conditions) before exiting once in-
come volatility subsides.”® As the economist Ham-
ish Low and his colleagues note in their life-cycle
model of wage and employment risk, “individual
productivity shocks, other than major observable
health shocks, are rarely insured in any formal way
because of moral hazard and limited enforcement
and commitment reasons.”**
supports like food stamps solely in terms of redis-

Thinking of income

tribution from haves to have-nots ignores this cru-
cial risk-pooling dimension and thus amounts to a
basic conceptual error. This line of thinking sug-
gests that entrepreneurship can be enhanced, not by
cutting food stamps, but by simplifying enrollment
and converting the benefit into cash.

Direct cash transfers are particularly important
from a “free-market welfare state” perspective be-
cause they preserve neutrality with respect for indi-
vidual choice. This extends from value-based life-
style choices to day-to-day decision making. The
most immediate credit constraint in a poor house-
hold, for instance, may be rent or phone bills rather
than grocery spending, rendering cash more effec-
tive than food stamps. And yet our current para-
digm considers exchanging more than $100 in food
stamp benefits for cash a felony with a maximum
penalty of five years in prison—a risk no one
should be forced to take.
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2. Search and Adjustment Costs

In agrarian societies, workers never dealt with is-
sues of transitional unemployment or labor-market
mismatch. Instead, the firm and the family tended
to coincide, with a degree of social insurance pro-
vided by kin- and community-networks. This all
changed with the industrial revolution and the enor-
mous increase in the division of labor, which in turn
created idiosyncratic unemployment risks and a va-
riety of novel labor market “search” and infor-
mation frictions. Public unemployment insurance
schemes proliferated throughout the early 20th cen-
tury as a result, as private insurance failed in the
face of large adverse selection problems.”

The countries that are most specialized and open to
trade are not coincidentally countries with some of
the most well-developed social insurance sys-
tems.** Denmark has relatively few statutory labor
laws, for example, but only because workers who
are laid off in periods of market restructuring are
ensured a smooth transition through generous wage
replacements and active labor-market policies.
While your job may not be secure in Denmark, your
employment is. Thus, 1 in 5 Danes change jobs
every year—one of the highest job mobility rates in
the world—with the greatest job-switching in the
export sector. Denmark’s key innovation was to de-
tach economic security from a particular market
structure, allowing the marketplace to be organized
in accordance with productivity and free choice.”’

As Edward Alden notes in his book Failure to Ad-
Jjust, “At the heart of the trade dilemma is the ques-
tion of ‘adjustment costs.”””® While the size of the
internal U.S. market—representing nearly one
quarter of global GDP—made policy makers com-
placent about adjustment costs, the unique histori-
cal circumstances of the U.S. economy are destined
to change as the rest of the world develops. A start-
ing point should be to reverse the secular decline in
active labor-market policy expenditures witnessed

over the past three decades. This could be done by
reinvigorating unemployment insurance with a sys-

tem of subsidized employment for the long-term
unemployed, combined with job search and reloca-
tion supports for geographically locked workers.
Additionally, SSDI could be reformed along the
lines of the United Kingdom’s core disability pro-
gram, the Personal Independence Payment (PIP).
Unlike SSDI, which restricts the ability of claim-
ants to work, PIP is universal and unconditional,
meaning that those who are assessed for recurring
disability benefits are not penalized for re-entering
the labor force if and when their condition im-
proves.”

3. Benefit Portability

Firms exist as optimal units for production, not op-
timal units for social insurance. Markets therefore
work best when social benefits follow the individ-
ual and are detached from any particular firm or
market structure. This can be achieved through
portable-benefit legislation and complex public-
private schemes, but in many cases it’s simpler for
the state or federal government to provide social in-
surance directly.

Consider health insurance. Over half of all Ameri-
can workers receive health insurance through their
employer, a historical accident that persists to this
day thanks to over $250 billion in annual tax subsi-
dies for employer-sponsored plans. Receiving
health insurance through an employer is well
known to create job-lock. Less obviously, it also
creates a bias in favor of large firms with the econ-
omies of scale required to absorb compliance costs
and to efficiently pool risk.”’ The Affordable Care
Act took modest steps towards addressing this issue
by creating an individual marketplace, but in turn
introduced an array of new regulations, mandates
and complex subsidy schemes that have added
greatly to the existing kludge. Ironically, the rela-
tive success of the Medicaid expansion suggests a
universal public option, modeled on a system of
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universal catastrophic coverage, would have been a
better approach from the perspective of free-mar-

kets. Universal catastrophic coverage has a long
pedigree among free-market economists, including
Milton Friedman.*' Niskanen Center Senior Fellow
Ed Dolan has explored the exact details of how such
a system could be built on, or even replace, Medi-
caid and Medicare.*

A similar story can be told about employer-linked
retirement benefits. While the U.S. government felt
immense pressure to bail out General Motors in
2008 due to its $100 billion in unfunded pension
obligations, countries like Denmark, which center
their retirement security system on universal, de-
fined-benefit pensions, don’t face nearly the same
political pressure.”” Indeed, it’s hard to see how
Denmark’s open and laissez-faire model would
have survived if it were otherwise. With exports
equal to roughly half of GDP, a shift in trade winds
has the potential to send shockwaves throughout the
Danish economy. Thus in 2012, the world’s largest
wind turbine manufacturer, Vestas, was forced to
lay off roughly one sixth of its workforce in the face
of falling global demand. Vestas lobbied the Danish
government for a bailout, but Denmark’s Energy
Minister refused, stating, “We cannot and will not
support a single company. It is against the govern-

ment’s general state aid policy.”**

4. Migration Robustness

While this essay is focused on resiliency to trade
and technology shocks, no high-level discussion of
welfare policy is complete without addressing its
interaction with immigration. According to conven-
tional wisdom, the welfare state and open immigra-
tion are fundamentally incompatible, particularly
when immigration is low-skill. It’s an interaction
that is complicated by the fact that low-skill immi-
gration is often used as a scapegoat under more gen-
eral conditions of economic austerity.”> While fully
disentangling the socio-cultural and economic com-

ponents of contemporary populist movements is be-
yond the scope of this essay, it’s nonetheless worth
noting that social insurance programs can be more
or less robust to high rates of immigration depend-
ing on the details of their design.

In the words of the Niskanen Center’s namesake,
William Niskanen, “Build a wall around the welfare
state, not around the country.” That’s essentially the
approach the United States has taken ever since the
1996 welfare reform restricted recent immigrant ac-
cess to most forms of public assistance for their first
five years. Designing social insurance systems to
require prior contributions through related fees or
taxes can have a similarly salutary effect on the fis-
cal impact of new immigrants, real or perceived. As
the economist Martin Ruhs notes, “If welfare bene-
fits are seen as payments resulting from insurance
funds to which people have contributed while
working in the host country, migrants who claim
such benefits may not be perceived to be a great
problem.”*® Free movement within Europe is lead-
ing many countries to reform their non-contributory
systems along these very lines.

Additionally, recent research suggests anti-immi-
grant backlash in Europe is driven largely by immi-
grant use of in-kind benefits like public housing, ra-
ther than social spending, per se.’” The inelastic
supply and geographical boundedness of in-kind
benefits mean increases in immigration cause short-
run congestion issues, and thus create a salient dis-
tributional conflict with local populations. A free-
market welfare state, by prioritizing direct cash
transfers and contributory social insurance
schemes, mitigates the tension between welfare
spending and immigration by leaving the supply of
actual goods and services to the market.
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PART 2:
WHEN THE MOOD

DOESN’T MATCH THE
TERRITORY

he common conflation of high taxes and

public expenditure with ‘big government’

in the sense of regulatory overreach and
central planning is mistaken but not surprising. As
social animals, we depend on simplifying heuristics
to sort friend from foe. Ideological alignment thus
has far more to do with “mood affiliation” than co-
herent policy groupings.”® When we see someone
railing against lazy bureaucrats, draconian regula-
tions, and the “takers” who exploit the “makers,”
for example, we assign to him or her an “anti-gov-
ernment mood,” rather than decomposing the issue
into its constitutive parts.

The “economic freedom indexes” produced by con-
servative think tanks like the Heritage Foundation
and Fraser Institute provide a case in point. Both
pool indicators of institutional quality (like rule of
law, protection of private property, and ease of do-
ing business) with indicators of government size
(like total spending and tax revenues as a percent-
age of GDP) to produce a composite ranking of eco-
nomic freedom by country. The Niskanen Center
has been critical of these indexes in the past, but it’s
not just us.”

A January 2018 article in the journal Social Indica-
tors Research, “Measuring Economic Freedom:
Better Without Size of Government,” unpacks the
subcomponents of each index and tests them for
their relevance, finding

...levels of government spending,
consumption, and transfers and
subsidies appear to correlate posi-
tively with the other indicators re-
lated to institutional quality, while

this correlation is close to zero for
the level of taxation as a percent-

age of GDP. Using government
spending, consumption transfers
and subsidies as positive indicators
is no alternative, because these lev-
els stand for very different govern-
ment activities, liberal or less lib-
eral. This means that levels of gov-
ernment activities can better be left
out as negative or positive indica-
tors.*’

In other words, the Heritage Foundation and Fraser
Institute worsen the external validity of their in-
dexes by including subcomponents based on “gov-
ernment size” that are at best neutral (taxation) and
at worse positively correlated with institutional
quality (transfers). That this is a sacrifice both or-
ganizations are willing to make shows the extent to
which their indexes are driven by anti-government
ideological priors rather than social-scientific util-
ity. Caveat emptor.

The bias in the Heritage index is known to political
scientists as “dispositional sorting” and occurs in
many other domains as well.*' If you support action
on climate change, for example, you’re also more
likely to support recycling laws. Although the two
issues couldn’t be more different in their specifics,
they share a common “pro-environment” mood that
predicts affiliation far better than any sober analysis
of costs and benefits.*> A strong belief in human-
caused climate change, though justified, may not
even be well correlated with knowledge about the
very basics of climate science.

This becomes a major problem at the level of polit-
ical affiliation since, as a rule, there is no abstract
reason for the kinds of policies that clump together
according to disposition to reflect stable political-
economic equilibria. Instead, stable regimes are
forged by historical circumstance and reinforced by
actors with an interest in maintaining the status quo.
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Denmark’s combination of flexible labor markets
and employment security, for example, stems from
a century-old compromise between labor and capi-
tal, carried forward to the present day through vol-
untary collective bargaining agreements. It’s also a
model that runs orthogonal to traditional mood af-
filiation, since the ideological cohort that typically
rails against the burden of statutory labor law (the
“anti-labor” mood, say) also tends to oppose union-
ization, public pensions, and larger social transfers.
Indeed, the consensus driven, high-trust backdrop
to Danish politics strongly suggests there is no “get-
ting to Denmark”™ by giving either end of the ideo-
logical spectrum free rein over public policy. Like
other varieties of liberalism, Denmark’s success is
liminal, existing on the boundary of conflicting
worldviews.

Toward a Multi-Axis Model of
Political Ideologies

The dilemma created by the mismatch between
mood affiliation and actual political-economic out-
comes can be illustrated in a multi-axis model of
political ideology that makes an explicit distinction
between light-touch social insurance and heavy-
handed market interventions (Figure 2). “Anti-
market” in this context refers to things like intru-
sive, statutory labor market and business regula-
tions, trade protectionism, nationalization and ad
hoc industrial policies—all of which are recogniza-
ble populist reactions to real and perceived eco-
nomic insecurity, and conceivably substitutable
with a more general tax and transfer scheme.

The traditional ideological spectrum runs diago-
nally from the bottom right, “libertarian” or anti-
government quadrant (pro-market, anti-transfer), to
the top left, “social democratic” or pro-government
quadrant (anti-market, pro-transfer). Orthogonal to
the traditional spectrum are what could be thought
of as the “reactionary populism” and “free-market
welfare state” quadrants. Reactionary populists lev-

erage resentments against foreigners and other per-
ceived “takers” to justify restricting transfer pro-

grams, closing the border, and intervening in the
economy to the benefit of particular firms or inter-
est groups. Of the four, the free-market welfare
state is closest to the economics textbook: lightly
regulated markets with insurance schemes that
compensate the losers from creative destruction.

Figure 2. Ideological sorting v. Real world outcomes

Anti-market Pro-market
8
[72]
S
g Pro- Free Market
a | Government | Welfare State
8
[72]
G
% | Reactionary Anti-
£ Populism Government

Countries can be sorted into the four regime types
using the Economic Freedom Index data prepared
by the Heritage Foundation.*” The index is made up
of subcomponents that score countries from 0 to
100, where O is least free and 100 is most free. In-
cluded are three measures of “regulatory effi-
ciency,” three measures of “openness,” and three
measures of “rule of law” which, when combined
with a geometric mean, generate a single index for
that excludes the last three
measures based on “government size.” Given the

“interventionism”

coarseness of total government spending, the trans-
fer axis is best constructed with the metric from the
OECD social-expenditure database shown** in Fig-
ure 1 that measures the net income-support pro-
vided by social programs, given as a percent of me-
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dian income—in essence, a county’s de facto "guar-
anteed minimum income.” The world’s developed

economies can then be plotted according to the
multi-axis model described above by each coun-
try’s deviation from the OECD average for both in-
dexes. As shown in Figure 3, a positive economic
freedom score indicates above-average openness,
rule of law and regulatory efficiency, while a posi-
tive social welfare score indicates above-average
income transfers.

Figure 3: Plotting the Multi-Axis Model
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A strong positive relationship between social insur-
ance and free-markets is immediately apparent,
with regime types that closely match intuition. In a
clear case of American exceptionalism, the United
States is the country most deeply in the “libertarian”
quadrant, thanks to its relatively free-markets and
patchwork income support system. A gradient of
liberal regimes then runs from Commonwealth
countries like Canada and New Zealand with aver-
age income supports to more generous systems like
those in Ireland and Denmark. In the progressive

corner is Slovenia, with its history of state social-
ism. Finally, in the farthest corner of the populist
quadrant are places like Hungary and Greece with
conservative-reactionary histories. Most countries
involve some mix of influences, however. France,
for instance, has typical income supports, but is
above average in terms of dirigisme, placing it on
the line between social democracy and a more reac-
tionary model.

While history is not predetermined, the multi-axis
model suggests that the current U.S. equilibrium is
unstable.®’ In fact, measured economic freedom in
the U.S. has been slowly declining in recent years,
and under the leadership of Donald Trump, there’s
a risk that the trend will accelerate towards the re-
actionary-populist quadrant. Despite campaigning
as a moderate on social programs, Trump has gov-
erned as an anti-market, anti-transfer president ex-
actly as the multi-axis model predicts: relatively
“libertarian” members of Congress are permitted to
pursue tax and social spending cuts, and in ex-
change the president picks fights with private cor-
porations and launches trade wars. Despite a freeze
on new formal regulations, from a Hayekian point
of view, the Trump presidency has thus far been a
disaster for an individual’s ability to plan for the fu-
ture.

The Political Economy of
“Big Government”

At the level of our moral tribe, politics feels like a
tug of war between the top-left and bottom-right
quadrants: Right-wing austerians versus nanny-
state progressives. But at the level of likely politi-
cal-economic outcomes, developed economies tend
to fall in a spectrum between the top-right or bot-
tom-left quadrants.

It’s easy to see why. When social insurance states
like Sweden ventured down the path of market in-
terventionism, they nearly killed the goose that laid
the golden egg, making their generous spending

The Free-Market Welfare State | Niskanen Center | 9



programs seem unaffordable relative to (off-
budget) command-and-control regulations. It’s a

vicious cycle that, absent liberalizing reforms, leads
down the road to serfdom, as has tragically hap-
pened in Venezuela. On the other hand, unregu-
lated, open economies that lack robust forms of so-
cial insurance are vulnerable to reactionary populist
backlashes when the forces of creative destruction
leave large swaths of society behind. This is partic-
ularly the case for liberal democratic regimes with
multiple formal channels for transferring populist
energy from grassroots to public policy.

Public choice economists argue that the internal in-
centives of democratic governments cast doubt on
our ability to optimally address various types of
market failure. But rarely is the same political-eco-
nomic filter applied to the politics of austerity. As
my colleague Will Wilkinson puts it, “Folks on the
right need to consider the possibility that we’ve
been wrong to see demand for government as the
sort of dependent variable that can be manipulated
through education or propaganda or political organ-
izing or too-clever-by-half fiscal policy gymnastics
or far-fetched constitutional amendments.”*® After
all, as the economist Peter H. Lindert once noted,
Wagner’s Law—the observation that as national in-
come grows, so does per-capita public spending—
is “the most durable black box in the whole rise-of-
the-state literature.”"’

The leading theory behind Wagner’s Law is simply
that bottom-up demand for public goods like social
insurance increases with a nation’s income. Liberal
democracies do a better job at meeting that public
demand, which is why the exceptions to Wagner’s
Law tend to be authoritarian city-states, or countries
with unusually binding institutional constraints.
Under the authoritarian Pinochet regime, for exam-
ple, Chile had aggressive pro-market reforms and
austere social policy, but not without vigorous pub-
lic demonstrations. Immediately after Chile’s re-
democratization in 1989, the new government “al-

leviated the tension by expanding the size of wel-
fare expenditures” while maintaining an open, lib-
eral market regime.*® Chile also expanded collec-
tive bargaining and labor rights, but still found a
way to balance conflicting interests in a way that
steered clear of the interventionist, state-led model
that typified Allende’s socialist government.

The economist Tyler Cowen calls this the “paradox
of libertarianism.” Economic liberty and capitalism
make nations rich. And yet, “The more wealth we
have, the more government we can afford.” Cowen
blames the failure of libertarians to embrace the em-
pirical connection between liberty and “big govern-
ment” on a type of mood affiliation. “That’s why
libertarianism is in an intellectual crisis today,” he
continues, “The major libertarian response to mo-
dernity is simply to wish that the package deal we

face isn’t a package deal.”*’

Why Universalism Matters

The preceding sections have put forward a number
of strong theoretical and empirical arguments for
how free-markets can be enhanced by a universal
welfare state. These have been underscored by
cross-national comparisons that suggest the policy
bundling we take as more-or-less given in the
United States—free-markets with limited income
security—is potentially unstable. Either we will be
pulled toward a reactionary equilibrium that trades
in reduced social transfers for central planning and
protectionism, or we will make the market resilient
to economic shocks by expanding complementary
social insurance systems.

This raises the question of how the United States,
or any country for that matter, transitions from one
equilibrium to another. On this point, the study of
economic development suggests universalism is
key. Take the issue of the “middle income trap,” in
which countries experience fast catch-up growth
only to hit a developmental ceiling far below that of
rich countries. There are many explanations for the
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trap, but the common theme is a failure to smoothly
transition into new modes of production due to in-
stitutional constraints. The countries that avoid the
middle-income trap appear to do so by making a
transition away from micro-level corruption and fa-
voritism to some semblance of rule of law. This le-
gal transition is mirrored fiscally by a transition to
relatively universal social insurance programs, re-
placing firm-specific bribes and kin- or guild-based
support networks with general, rules-based systems
of social protection.

As Mancur Olson warned, the tendency for regula-
tions to have “concentrated benefits and diffuse
costs” risks making democracies sclerotic over
time, as a mosaic of rules accumulates into a sub-
stantial—and locked-in—drag on economic dyna-
mism.”® The same can be said of niche transfer pro-
grams, ranging from agricultural subsidies to flood
insurance, or the dozens of distinct federal anti-pov-
erty programs. As the cliché that “programs for the
poor are poor programs” suggests, means-testing is
one way to create narrow programs that are easy for
parochial interests to defend. In the United States,
means-tested programs like SNAP are thus linked
with powerful retail and agricultural lobbies, de-
spite an expert consensus that SNAP would work
better as a direct cash transfer. The same goes for
virtually every federal program that supplies in-
kind benefits to low-income parents and children,
and the particular lobbies that they simultaneously
benefit. In one case, the International Dairy Foods
Association lobbied intensely—and quite pub-
licly—against adding fruits and vegetables to the
Women, Infants, and Children (WIC) special nutri-
tion program, fearing that it would dilute public
spending on milk products.”

Lying between means-tested and universal pro-
grams in the taxonomy of welfare states is “corpo-
ratism,” or systems in which social protections are
organized at an industry or sectoral level. The rise
in occupational licensing follows a corporatist pat-

tern, for instance. As employment shifted out of un-
ionized sectors like manufacturing and into ser-

vices, licensing has risen as a kind of third- or
fourth-best solution for providing workers with
wage and job security. The problem is that licensing
also raises prices for the rest of us, reduce service
quality and competition, harm labor mobility, and
limits our capacity to transition workers into pro-
ductive areas of employment following an eco-
nomic shock. Absent a more general system of in-
come security, the decline of unions seems to have
simply expanded the adoption of the next-most ex-
pedient alternative, like shifting the air in an inter-
ventionist balloon.™

Breaking out of these sub-optimal arrangements re-
quires substituting the political-economy of con-
centrated benefits with what Olson called the “en-
compassing coalition.” Canada’s Conservative
Party, for instance, used the creation of a universal,
cash-based child allowance to consolidate a number
of smaller niche programs, while also heading off
demand for nationalized daycare. The universality
of the program and neutrality of cash in a sense “en-
compassed” the interests of traditional and career-
oriented families, ensuring the program’s durabil-
ity.”® In contrast, analogous “cash assistance” pro-
grams in the United States have the stigma that ac-
companies highly means-tested programs—a pat-
tern seen throughout the OECD.**

Given time, the slow decay in the generality of our
laws and the accumulation of regulatory kludges
will push us away from the productive frontier. His-
tory suggests that avoiding the reactionary political
equilibrium, and the interventionism that comes
with it, will require the United States to redouble its
commitment to the rule of law, including as applied
to social spending. In the U.S. context, that means
discarding the prevailing understanding of welfare
as merely a form of poor relief (in the case of
means-testing) or industry responsibility (in the
case of corporatism), and embracing the universal
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forms of social insurance that maximize economic
freedom in a democratic context.

CONCLUSION

In this policy essay, I have sought to defend the
basic complementarity of economic freedom and
universal social insurance. Well-designed welfare
programs go beyond relieving poverty and inequal-
ity to represent a type of cooperative institution, not
unlike the market, which exists to enable individual
self-authorship and planning in the face of uncer-
tainty. This includes insurance against the sort of
idiosyncratic productivity and employment shocks
that are part and parcel of a specialized, risk-toler-
ant economy.

The process of creative destruction naturally creates
winners and losers, and often in highly asymmetric
ways. Democracies can respond to the economic in-
security generated by dynamic markets in one of
two ways. Either the cooperative surplus of a pro-
ductive, growing economy can be used to buoy
workers in transition, or those affected by displace-
ment will demand direct interventions in the market
process itself, generating growth- and freedom-kill-
ing regulatory kludges, from occupational licensing
to trade protectionism. By encompassing a wide

number of competing interests, universal programs
are particularly adept at reducing the demand for
parochial interventions, and, when linked to prior
contributions, can even mitigate the backlash to im-
migration.

Indeed, when developed countries are grouped ac-
cording to their commitment to free and open mar-
kets and the strength of their social insurance sys-
tem, “free-market welfare states” stand out as
among the freest countries on earth. Contrary to our
ideological axis, which runs from “small govern-
ment” libertarian (pro-market, anti-transfer) to “big
government” progressive (anti-market, pro-trans-
fer), countries tend to converge around an off-diag-
onal axis running from reactionary (anti-market,
anti-transfer) to liberal (pro-market, pro-transfer).
Universal social insurance programs are thus not
only freedom- and dynamism-enhancing in and of
themselves, but appear to go together as part of a
stable political equilibrium. This provides a frame-
work for a research and reform agenda that goes be-
yond insulating markets from a reactionary back-
lash, to one based on social welfare policy as a tool
for actively accelerating the American economy
into the future.
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