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The

“ Wellare State ”

Economic Objectives and Financing

by RENE TREMBLAY, Professor in the Faculty of Social Sciences of Laval University

Introduction

In the previous issue of “Indus-
trial Relations”, Maurice Tremblay
devoted an article to showing the
historical and sociological tendencies
which have caused the “Liberal
State” to gradually change into what
is known as the “Welfare State”. To
him this latter appears as the State
which undertakes, in addition to its
traditional functions, to guarantee a
minimum of social and economic se-
curity to its least-favoured citizens,
by stimulating private economic ac-
tivity and in making up for it when
necessary. Perhaps it would be in
order to point out more in detail the
economic objectives of the Welfare
State that the author indicated in
this article and to examine the me-
thods of financing set up in order to
carry out this new economic policy.

We have the impression of pro-
ceeding with only a partial analysis
of the ends and field of activity of
the Welfare State, in limiting oursel-
ves to the economic aspect of the
advocated social measures. Subse-
quent essays will perhaps throw light
on other important aspects of this
welfare policy which the limited ob-
ject of this article obliges us to put
aside. It must not be concluded
from this analysis that only the pro-
blems raised here are important and
that once these are solved, this policy
would be easy to apply. On the con-
trary, each discipline has its task to
accomplish in order to overcome the
difficulties to be met with in the car-
rying out of such a programme.
But, its successful results are so evi-
dent and awaited with such impa-
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tience by the mass of citizens of mo-
dern democracies, that to be blocked
by the secondary problems that arise,
would be to betray the legitimate
yearnings of the citizens and perhaps
contribute towards their acceptance
of a less desirable solution for their
liberty.,

The Welfare State has a double eco-
nomic objective. First of all, main-
tain a high and stable level of em-
ployment and effective demand and
secondly, stimulate national con-
sumption by a plan of social security.
In other words, to obtain maximum
production of goods and services, in
accordance with available productive
resources, especially labour, then, to
ensure a bigger part to the pro-
ducing agents not favoured in this
mass of goods and services.

All this economic policy is realized
in a counter-cyclical budget where
the outlays and incomes are synchro-
nized with the different phases of
the business cycle.

We shall analyse in turn these two
objectives of the Welfare State. Then
we shall study the problems raised
by this counter-cyclical budget.

Fluctuating nature of
capitalistic economy

What do we mean by stabilization
of national income at a high level ?

First of all, we must define this
concept of national income.

This represents the total of goods
and services produced in a given
period. These goods are produced
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either for future consumption, such
as stocks of merchandise and pro-
ducts during the process of manu-
facture, for the producing of other
goods, for example machines, tools,
industrial and commercial buildings,
or to satisfy human needs over a long
period, as are public buildings,
schools, private houses. These first
three categories of goods make up
what we call investments. Consump-
tion includes goods consumed during
the period in question as well as per-
sonal services. Therefore, during a
given period, the national income is
equal to the investments plus the
consumption. In other words, the
goods produced and services ren-
dered are necessarily equal to that
which remains unconsumed in the
economic cycle plus the consumption
in the period in question.

Why, then, should the authorities
undertake to stabilize the national
production at a high level ? Is not
private initiative, that excellent moti-
ve force of liberal capitalism, suffi-
cient ? It is to this first question that
we must answer. :

It has become commonplace to
maintain that the Liberal State, in
spite of the claims of its apologists,
has known long periods of under-
employment, that the operating state-
ment of the economic activity
showed a loss if compared with the
maximum possibilities of the system.
In fact, the cycle to which the eco-
nomy was subjected, with its regular
alternating periods of booms and de-
pressions, left idle most of the time
many productive resources: labour,
machinery, plants, etc.

Why is an economy, which has
profit and not service as its prime
mover, necessarily thrown into these
depressions which are the source of
so many evils and which the modern
states have set themselves the task
of overcoming ?

It would be tiresome to outline ail
the theories that have been worked
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out to explain the constant variations
of the economy in relation to the
far-away position of full employment.
However, it is easy to dispose of the
under-consumption theories still very
much in favour in certain popular
and scientific circles. They explain
the difficulty of the situation and
the constant progress toward a de-
pression by a temporary or perma-
nent lack of effective demand for
consumers’ goods. These theories
originate from a fact that can be
readily verified, that of the Huctuat-
ing variation of the level of national
consumption, but, they are not able
to take account of the falling off of
consumption without also taking ac-
count of the income of the former
period. This, however, depends on
the level of investments and con-
sumption. From this point, we go
around in circles, unless a major part
of the investments do not depend on
the level of consumption or on the
level of income of previous periods.
Therefore, however, we have a
theory of under-investment and not
a theory of under-consumption.

This theory of under-investment is
the one which is most generally ac-
cepted to-day. It explains the va-
riations in the income by basing it-
self on the investments which are
not caused by changes neither in
former investments nor in former
consumption. These investments,
which are called ‘“autonomous”, are
made at a point so far away from
final consumption that the latter
cannot serve as a guide in the de-
cisions to be taken in their regard,
since these goods will be consumed
only after several months or will
serve to produce other goods which
will themselves be consumed perhaps
several years later.

The immediate factors which af-
fect the production of these goods
are the interest rate and the margi-
nal efficiency of capital. Now, as
the quantity of these goods pro-
duced increases, the marginal effi-
ciency or return on the invested ca-
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pital diminishes, due to the lesser
scarcity of these goods and the in-
crease in price of the production fac-
tors. The interest rate should go
down constantly in order to permit a
sufficient margin of profit. However,
this interest rate has rather a tenden-
cy to go up because of the greater
demand for liquid capital necessary
to finance these investments. Even
a more liberal policy on the part of
the banking system, could not permit
the continuation of these investments
at the same rhythm, as there is a
theoretical limit to the lowering of
the rate of interest and this limit is
indicated by the risk element, risk
which is necessarily incurred by the
lender of capital.

On the other hand, there is no li-
mit to the lowering of the marginal
efficiency of capital, which might
even be negative for a long period.
So that after a certain period of pros-
perity, that is of large-scale invest-
ments, the marginal efficiency of ca-
pital falls below the interest rate and
new investments cease, because of
lack of sufficient remuneration. This
sudden falling-off of autonomous in-
vestments has a magnified effect on
consumption which in turn causes a
falling-off of induced investments
and so on, by a process of inter-
action, the economy is started toward
a depression. The total production,
or national income, decreases cons-
tantly until the marginal efficiency of
capital is again greater than the in-
terest rate, because of new inven-
tions, discoveries, increase in popu-
lation or simply the deterioration of
present equipment and machinery.
A new phase of prosperity takes pla-
ce and so forth, indefinitely, con-
sumption only following investments
in this procedure but in intensifying
it.

These autonomous variations in
the investment level do not have any
direct relation to the level of income
and consumption. They are caused
either by an excess or by an insuf-
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ficiency of durable production goods.
Other ‘investments such as stocks of
consumers’ goods, private and com-
mercial buildings, etc., maintain a
close relationship with the variations
in the level of consumption. Fur-
thermore this influence of consump-
tion on these investments is magni-
fied and we call this the principle of
acceleration.

As to the influence that the autono-
mous and induced investments have
on the level of consumption, we call
it by the name of “multiplier”. These
two combined principles explain how
a given variation in the level of in-
vestments causes subsequent va-
riations in the same direction in con-
sumption and investments, therefore,
in the national income.

Counter-cyclical budget

It is now admitted by almost all
economists that private economy, un-
der the capitalist system, is neces-
sarily subjected to these alternate
periods of boom and depression and
that full employment is a condition
very rarely attained and only then by
accident,

Moreover, in referring to the pre-
ceding analysis, it appears that no
policy of stimulation of the private
sector would be sufficient to main-
tain the national income at a high
level, since the constant fluctuation
of the level of private investments is
inherent to an economic system
having profit as its motive power.
For this reason the Welfare State
must assume a compensative func-
tion in order to reach its objective
of maximum utilization of produc-
tive resources.

The moment that public authority
decides to intervene by following a
rational policy in order to stabilize
the economy at a level of full em-
ployment, a whole series of decisions
have to be made. The first consists
in forecasting in the most exact way
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possible, the level of private invest-
ments as well as the consumption
that this will cause. Then, it is ne-
cessary to determine the national in-
come that it is desirable to attain,
taking into consideration the labour
and existing productive resources.
After this, the policy to be followed
to reach this objective must be de-
termined. I will not insist on the
first two steps that must be taken
which do not raise any particular
problem for economists aware of mo-
dern techniques of analysis and fore-
cast. I will spend more time on the
economic policy itself which is of
particular interest to us.

The best instrument for control of
the economy of which the State dis-
poses is its budget. Its action on
private investments and consumption
is now recognized everywhere. In
the past, this budget, considerably
enlarged by war expenditures and
the ever-increasing number of servi-
ces demanded from the State, far
from contributing towards the sta-
bilization of the economy increased
the phases of depression as well as
those of prosperity.

While it was considered necessa-
rﬁ to balance the budget annually,
the investment expenditures were
curtailed at the same time as the pri-
vate sector, thus increasing the down-
ward movement, at the same time as
the rates of taxation were also raised,
taking away a purchasing power
that was already gettine scarce
enough. In a period of prosperity,
with greater income, expenditures
were increased excessively, thus con-
tributing towards the inflationary
trend of prices and monetary reve-
nues. At the same time the excess
of purchasing power present in the
business cycle was left there by
keeping taxes at too low rates. The
State was following a cvclical policy
of the same nature as the entrepre-
neurs of the private sector who at
least had the excuse of being obliged
to balance their budget annually or
find themselves in bankruptcy.
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The principle which is the basis
of the economic policy of the Welfa-
re State consists in making public in-
vestments fluctuate exactly opposite
to private investments, and to finan-
ce capital expenditures in such a way
as to not go against these, at a time
when investment opportunities are
exl:iausted, at least for a certain pe-
riod.

Three policies may be adopted.
The first consists in not making any
supplementary expenditure to sti-
mulate private investments, but to
make the normal capital expenditu-
res that a State must necessarily in-
cur to ensure a reasonable service to
its citizens, at a time when private
investments are falling off. This ra-
ther timid policy does not necessarily
bring up the national income to a
level of full employment but at least
it has the advantage of being rational.
The second consists in using capital
expenditures to make up the diffe-
rence between the private investment
level and the national income of full
employment, and as a consequence
financing these expenditures by taxes
at the time the national revenue is at
its maximum., This second budget
will be higher than the first, but
would be balanced like the first over
a period of 8 to 10 years, Finally,
the third policy consists of establish-
ing a capital budget separate from
the budget of current outlays, which
would be financed by borrowing and
necessarily, would always be in de-
ficit.

The first policy would still leave
many workers inactive and wouid
necessitate relief to unemployed
which is not a cure, and which it is
preferable to replace by public
works. The third policy is based
on a very pessimistic theory of the
possibilities of private investments
that is difficult to accept, i.e. Han-
sen’s stagnation theory. According
to this theory, investment opportu-
nities, as Capitalism progresses, will
gradually diminish to the point

69



where public investments will take
a larger and larger part of the na-
tional income, These expenditures
could not be financed by taxation but
would have to be through borrowing.

The second policy, which is based
on a budget over a period of 8 to 10
years, seems to be the most widely
accepted. It includes a programme
of public expenditures, especially pu-
blic works, and an appropriate me-
thod of financing. Let us analyse
briefly these two aspects of the
counter-cyclical budget.

These public outlays set up two
fundamental problems, the value
and the nature of these works. These
two problems cannot be solved inde-
pendently from each other. In fact,
if it is taken into account of the ef-
fect that these public works cannot
fail to have on the level of private
investment and consumption be-
cause of the double relation of the
“multiplier” and the principle of ac-
celeration, the amount spent on pu-
blic works could be less than the
difference indicated by the forecast
at the start. If the multiplier is 2
and the acceleration 1, these expen-
ditures could be only half of the
amount that it would have required
to compensate for a difference. This
multiplier will be that much larger
as from the sums received in reve-
nues by the workers engaged in
these public works, a small propor-
tion will be saved, hoarded or used
to pay off former debts, Further-
more, the higher proportion that wa-
ges are of the expenditures, the
higher will be the multiplier. There-
fore, works which require lots of la-
bour and little capital, would be
those which would have the most
effect in stimulating consumption,
income and employment; those
which would have the highest multi-
plier. Consequently, in addition to
the direct benefit of the works to the
community, it is necessary to take
into account the effect on the eco-
nomy of the expenditures thus made.
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This programme of public works re-
quires also that we give considera-
tion to the needs of the different eco-
nomic regions, as well as the possi-
bility that it offers to suspend it ra-
pidly, in the case of recovery of pri-
vate economic activity.

The other element of public ex-
penditures is made of social security,
of which the benefits are not ad-
justed to the cyclical fluctuations,
with the exception of those of un-
employment insurance, but of which
the effect on consumption and
through this on investments, is evi-
dent. These expenditures furnish a
supplementary income to citizens
whose marginal propensity to con-
sume is very high and this stimulant
to economic activity may contribute
very much to our reaching of a
higher national income. ’

As far as the methods of financing
which are available to public autho-
rities are concerned, they are of three
kinds: a) Public or bank loans; b)
Individual or corporation income tax,
capital tax and succession duties;
c¢) Taxes on consumption.

The influence on consumption and
investments of these various methods
of financing is very different. Taxes
on consumption, because of their re-
trogressive character, hit hardest on
the poorest social layers, consequent-
ly just where the marginal propensity
to consume is the highest. A lower-
ing of rates and a wider exemption
for certain products, in a period of
depression would have a tendency to
stimulate  consumption  strongly.
These taxes, because of the deplo-
rable effect that constant variations
of rates and of their extension to new
products cannot fail to produce,
should not be adjusted to cyclical
fluctuations. Furthermore, the im-
portance of these taxes tends to di-
minish constantly and thus serve as a
supplement to social security.

Individual and corporation income
tax, capital tax and succession duties
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have a direct influence on invest-
ments of durable and semi-durable
consumers’ goods, and on industrial
products. It is therefore these taxes
which must fluctuate in the opposite
direction to the economic cycle and
serve to finance the major portion of
the supplementary public expenditu-
res.

As far as bank loans are concerned,
because of their strong inflationary
influence, they may be used to ad-
vantage at a time when private in-
vestments are at a minimum on the
condition that they are repaid at the
time when the private national in-
come is at its maximum.

Public borrowing showed itself
during the last war, as a powerful
method of holding down the infla-
tionary tendencies of the economy at
a time when the productive resources
of a country are fully employed. In
fact at a time when the demand for
consumers’ goods is too high, these
public loans may serve as a method
of absorbing an excess of purchasing
power. On the other hand, in a pe-
riod of depression, these loans can-
not very well reduce consumption
which is already at a very low level.
Their effect is then rather to make
idle savings serve for productive in-
vestments for the community. An-
other part of public capital expendi-
tures may be financed in this way.
As to how to determine in what pro-
portion each of these methods of

It is much easier to be critical than to be
correct.
Disraeli

* x *

There is nothing little to the truly great

in spirit.
Dickens
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financing should be used, it would
appear to be rather difficult. A
whole series of factors which it
would be too long to analyse must
guide the public authorities in their
choice.

Conclusions

To sum up this brief outline of the
economic objectives and financing of
the Welfare State, it may be con-
cluded that the private sector of ca-
pitalist economy is necessarily sub-
jected to these alternate periods of
prosperity and depression, which
rarely allow the attainment of a le-
vel of maximum utilization of pro-
ductive resources. The State, which
undertakes the responsibility of fur-
nishing work for all must organize
its budget in such a way as to stimu-
late as much as possible private in-
vestments and to compensate for
them when they show themselves in-
sufficient.

Based on a factual analysis of the
development of the capitalist econo-
my and on the recognition of the
ever-increasing importance of public
expenditures and income on the pri-
vate sector of the same economy, the
economic policy of the Welfare State
represents the only formula, in our
opinion, that can reconcile these two
fundamental values of any political
democracy, liberty and security.

The greatest riches are not to need riches.

Chrysostom

* * %

No man can sincerely try to help another
without helping himself.
J.P. WEBSTER
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