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Chapter 1

Kenneth J. Arrow

The Trade-off 
Between Growth 
and Equity

The goals of economic policy are many and varied. Some of them are 
drawn from outside the economic sphere: national security and power, 
the achievement of a broad range of social goals (such as the aesthetic 
improvement of urban life, social communication, health, and internal 
order and personal security), or the better development of individuals 
and of the modes of social interaction. Even within what might loosely be 
regarded as the endogenous goals of economic policy (perhaps defined as 
those for which the market is or could be used as a detailed allocative 
instrument), there is a considerable variety. But perhaps all or virtually 
all can be reduced in one way or another to three: economic stability, 
allocative efficiency, and distributive equity.

Where does the goal of economic growth appear in this short list? In 
some ways, economic growth has been a recurrent theme of economic 
analysis since the days of Adam Smith. But perhaps the period since World 
War II has seen more emphasis than ever before. This is not surprising 
since this period has also seen a more rapid rate of economic growth than 
anything achieved in the past. This period may be drawing to a close. I 
have no more belief in the existence of the Kondratiev cycle now than I 
did when my professors ridiculed the idea, but it still may be true that 
high productivity growth is due to random and unpredictable causes; we 
may just have had a run of good luck, aided by an arrears of technological 
development resulting from the Great Depression and World War II. 
Further the exaggerated views of the limits-of-growth proponents do 
contain a genuine if tautological truth: there are resources, land and min­
erals, whose total stock is fixed, and continued use must eventually lead 
to their exhaustion. If these limited resources are indeed essential, growth 
must become negative.

But resource scarcities are not, in my judgment, a problem that will 
restrict growth seriously within the next twenty-five to fifty years; and I



think it by no means unlikely that the rapid growth of scientifically 
inspired technology will lead to a resumption of growth of factor pro­
ductivity. So growth, the attitudes toward it, and the policies that can 
achieve it or at least prevent its cessation are still major issues. But growth 
is not an elementary goal; it is one derived from the goals of efficiency and 
equity as applied to choices over time. Specifically just as we are concerned 
with possible conflicts between efficiency and equity in resource allocation 
at a moment of time, so we are also concerned with possible conflicts 
between efficiency and equity in allocating resources among individuals 
at different points of time.

From the viewpoint of values, this is what the problem of optimal 
growth policy amounts to. There is also the descriptive problem: identify­
ing both the different policies that can affect the distribution of income or 
that can affect the future evolution of the economy and the effects of 
egalitarian policies on growth and of growth-promoting policies on 
equality of distribution.

Let us start with a review of the problems of reconciling efficiency and 
equity in a static context. First there is the conceptual question of what 
is meant by efficiency and what by equity. The answers to both question 
have been (and doubtless always will be) matters of dispute as long as 
humanity, with its inevitable tension between the demands of the indivi­
dual and those of society, exists. I confine myself to a few observations, 
to set the basis for subsequent discussion.

Efficiency and equity arc both judgments, statements of preference. In 
the context of economics, the judgments or preferences are about alloca­
tions of resources. By an allocation in the full sense, I mean a statement 
of the inputs and outputs of every production process, of the assignments 
of final goods to individuals or households, and of the productive re­
sources, labor and property, required of each individual or household.

Interest is clearly confined to feasible allocations. An allocation that 
requires the use of more of a primary resource than is available or that 
calls for the distribution of final consumers of more of a commodity than 
is produced cannot be considered. Further, the outputs required of any 
production process must in fact be obtainable from the inputs; the alloca­
tion has to be consistent with the available technological knowledge.

Modern economic analysis has begun to emphasize that there are 
restrictions on feasibility, in addition to those of resource availability and 
technology. The very nature of our economic institutions prevents us from 
achieving any allocation we wish. In an economy based on private property



and free sale of labor services, the initial distribution of skills and owner­
ship of property determines the distribution of income, which in turn 
determines the allocation of consumers’ goods. Thus not all technically 
feasible allocations can be realized. To be sure, the market allocation can 
be modified by government actions, either by directly allocating goods or 
by modifying the distribution of income through taxation, but the pos­
sibilities for reallocation in this manner are limited.

A socialist economy might, in theory, achieve a wider set of allocations, 
but it is also subject to limitations. If it relies heavily on the market and its 
incentives, then its outcome is similar to that of a capitalist economy. If it 
tends more toward direct allocation, then it is apt to be mechanically 
egalitarian and give the same bundle of goods to individuals of varying 
needs and tastes, not merely for ideological reasons but also for lack of 
information to make finer differentiations. Thus the concept of feasibility 
takes account not merely of resource limitations and technology but also 
of institutional constraints.

Of efficiency and equity, efficiency is the simpler concept. The usual 
definition in economics was first clearly formulated by Vilfrcdo Pareto: 
an allocation of resources is efficient if there is no other feasible allocation 
that will make everyone better off. The only ambiguity in this definition, 
is the meaning of “better off.” I will confine myself to the individualistic 
interpretation: each individual is to be the judge of when he or she is 
better olf, so that we respect individual decisions in the market and in 
voting.1

Even in a static world, equity is an elusive concept. There is no need to 
enlarge on the rival concepts that have always held the field. The dif­
ferences among the utilitarian viewpoint, Rawls’s principle of benefiting 
the worst off, and Nozick’s view that any distribution arrived at by free 
contracting is just, sufficiently illustrate the variety of views. I will assume 
simply that equity means as much equality of income as is possible, that 
the only reason that can be raised against policies leading to equalization 
of income is that they impair efficiency (or other desirable aims not 
considered in this article). I have stated this in an extreme fashion for 
simplicity. Ail that is really needed for my purposes is that the desirable 
income distribution is more nearly equal than would be yielded by the 
natural workings of the system.

To some extent, economic theory can be used to argue that the goals of 
efficiency and equity can be separated, that any distribution deemed equi­
table can be achieved without loss of efficiency. The argument is based on 
important properties of the competitive price system. There are two pro-



positions here: any resource allocation achieved by a competitive price 
system is efficient; and for any efficient resource allocation, there is a redis­
tribution of initial assets such that the competitive system will, after the 
redistribution, come to rest at the given resource allocation. These con­
clusions are valid only under some significant conditions, but for the 
moment let us assume that the conditions are met. Then the policy impli­
cation is that equity should be achieved by redistributing initial assets and 
then letting the market operate freely to determine production and con­
sumption. In the extreme case, an equal division of initial holdings of 
primary resources would be called for.

It is important that the redistribution of assets not be made dependent 
on the individual’s subsequent actions in the market, for that would a- 
mount to a tax on the sales of certain goods, which will impair efficiency. 
The most important case is that of labor skills, which cannot be redistrib­
uted. An alternative would be to redistribute the income arising from their 
sale, but this amounts to a tax on the sale of skilled labor, as in the case of 
an ordinary income tax. Since an individual always has the power to reduce 
his or her offering of labor, the efficiency of allocation is reduced. In short, 
under a system in which individuals have some control over the total 
amounts or the particular kinds of labor services they will offer, arbitrary 
redistributions of income are not feasible. Hence there is a trade-off 
between equity and efficiency.

One important qualification to this last statement must be registered: 
the undisturbed market system leads to efficiency only under the as­
sumption of perfect competition, but competition is far from perfect. It is 
therefore conceivable that steps that interfere with the market might im­
prove both efficiency and equity. Antimonopoly policy is a case in point. 
To the extent that monopolies increase the inequality of income, breaking 
them up may be a policy in which the efficiency-equity conflict is absent. 
But one cannot generalize. If antimonopoly policy includes policy against 
labor monopolies, the effect may be to decrease equity. It is, however, 
in the context of time that imperfections of competition are most relevant 
to the efficiency-equity issue.

In considering the relations between efficiency and equity over time, I 
will simplify the discussion by ignoring problems of equity within a genera­
tion and assume provisionally that all individuals in a given generation 
are alike.

In the context of allocation over time, there is a new kind of redistribu­



tion of resources as compared with the static case: resources can be dis­
tributed from the present to the future. This typically takes the form of 
investment, a sacrifice of current consumption to increase future products. 
Refraining from consumption of exhaustible resources can be thought of 
as a special case of investment.

The condition for efficiency in this context is well known; it is the 
requirement that all investments yield the same rate of return in any given 
time period. However, among the efficient allocations, there is a distinc­
tion between the concept of growth and the concept of equity. If, for the 
moment, we assume that growth basically results from capital accumula­
tion, then the greater the capital accumulation, the faster the rate of 
growth. (It is generally recognized that this process cannot continue 
indefinitely, eventually the rate of growth is conditioned by labor and other 
fixed factors. But clearly an increase in capital accumulation can in­
crease growth for a period which may be rather long.) But indefinitely high 
growth is not necessarily good. Quite apart from problems of exhaustible 
resources, there is no particular reason why the present generation should 
sacrifice large amounts of consumption indefinitely to achieve higher 
rates of growth and higher rates of consumption for its successors. Justice 
requires a balance between competing values of the current and future 
generations.

Redistributions in time differ from redistributions at a given moment 
of time in one important aspect. Usually we think of the latter as reducing 
total product by reducing incentives. Redistribution from the present to 
the future, however, is typically productive; we expect such an allocation 
to yield a return over and above the initial resources invested. In terms of 
goods, the recipient gains more than the donor loses. Whatever one’s 
exact form of ethics, this clearly is a powerful argument for benefiting the 
future.

There are, however, two offsetting considerations. One is that present 
investments tend to make future individuals better off than present ones, 
so the redistribution is from the present poor to the future rich. To mini­
mize this adverse redistribution, the rale of return required on investments 
for the future should be higher, the higher is the rate of growth. A second— 
more disputed—consideration is that there is an intrinsic tendency to dis­
counting the future. No individual living today can really regard individ­
uals living in the future, particularly the far future, as being equivalent to 
himself. Indeed, if benefits for all future generations were counted equally, 
the value of the present would dwindle into insignificance. If we consis­



tently refuse to discount the future, then a current generation should reduce 
itself to subsistence levels if there is any positive return on investment, no 
matter how small.

Thus a rough consensus is that a future investment ought to be made if 
and only if the productivity of the investment is at least as great as the sum 
of two countervailing effects, the pure futurity or discount effect and an 
allowance for the greater income of future generations. I will call this 
statement the Investment Criterion.

I have spoken so far, for simplicity, as if growth were entirely due to 
large capital accumulation. In fact a large fraction of growth in modern 
society is a result of technological advances that are to a considerable 
extent at least independent of the usual form of capital accumulation. 
Hence the future generations may well be richer even if no investment 
were made today. To that extent the argument for restricting redistribu­
tion to the future is strengthened.

Economists typically argue that public investment should be governed 
by the Investment Criterion. But actual public investments are not neces­
sarily made in accordance with them. The question may also rise whether 
private investments are made this way. Indeed if concern for the future is 
considered social rather than individual in nature—that is, an expression 
of justice or of concern for the perpetuation of humanity—then we would 
expect individuals to save and invest less than the Investment Criterion 
requires.

The situation in practice is more complicated than the simple model I 
have assumed thus far because individuals live over time and because they 
are concerned about the futures of their families. Hence individuals as 
well as society have some reason to save or invest for the future. Their 
behavior in this regard is indeed parallel to that of the social sector, and 
they may come up with a rather similar criterion.

To the extent that this is true, we may suppose that the market will lead 
to something like a just and efficient allocation of resources over time. The 
theoretical argument might suggest some underinvestment in the future; 
optimal investment might be more than would be sustained by the prefer­
ences of individuals for their own future and for that of their children.

But I think a more serious question may be one of imperfections of the 
capital market. In a world of uncertainty, borrowing cannot necessarily 
reach the optimal levels. In particular, borrowing for human capital for­
mation, as in education or for development of new technologies, is likely 
to be restricted, and the government intervention for these purposes has



been well argued; in the case of education, the need is essentially fully ac­
cepted by most nations, possibly even overaccepted.

Today there is a widely dispersed distribution of income. Individuals 
and institutions, through their decisions, allocate their resources between 
current consumption and investment and saving for the future. Capital 
markets, to the extent that they operate, direct the desired saving into 
different forms of specific investment. The economy of the future is gen­
erated from all these decisions, together with the outside forces that also 
influence growth. The result, as experience has shown, is a restructuring of 
an economy, generally at a higher average income level but again with a 
widely dispersed distribution of income.

What, then, is the effect of classical redistributive policy through the 
tax system on efficiency and growth? There are both positive and negative 
effects. To start with the latter, the first, and perhaps most important, 
point is the reduced efficiency of the economic system. This has conse­
quences for growth. The loss in income compared with what might have 
been means both that there is less available for capital accumulation and 
that the capital accumulated is used less efficiently. Hence the economy is 
on a permanently lower level, and perhaps the growth rate is lowered.

A second problem arises out of the redistribution itself, apart from the 
efficiency problems arising from the taxes to pay for the redistribution. It 
appears that savings by individuals is likely to rise more than proportion­
ately with income. Hence total personal savings will fall as a result of re­
distribution. Further, to the extent that redistributive taxes fall on fhe 
business institutions that form such a large part of the saving mechanism, 
there may again be a reduction in saving; The income, concentrated in one 
place and therefore easier to use for saving, is now scattered. In a world of 
perfect capital markets, this redistribution from firms to individuals would 
make no difference, but internal financing by firms is to a large extent pre­
cisely a compensation for imperfect capital markets.

For these reasons, the aggregate volume of capital formation may fall 
as a consequence of redistribution. There are compensating factors, how­
ever. The recipients of the redistributed income may now have better ac­
cess to capital markets—for example, through mutual funds or even 
through savings banks. Their incomes may rise to the point where saving 
becomes worthwhile.

More important is the increased ability of lower-income individuals to 
engage in forms of capital formation not handled well through the market.



I am thinking especially of human capital formation. More schooling may 
become financially possible. The poor may have a greater chance to choose 
among jobs the ones for which they are best fitted. Improved conditions in 
the home are an important, though informal, type of capital formation. 
Because human capital formation among the poor will not be financed 
through capital markets, there is special reason to believe it will have an 
unusually high rate of return.

Taking everything together, taxation-financed redistribution will prob­
ably lower aggregate saving, though possibly redirecting part of it into 
higher-return activities. But such a policy will have in general a positive 
effect in reducing the future inequality of income. On the high-income side, 
the taxes will have the effect of reducing the concentration of wealth. The 
rich allocate their resources between current consumption and wealth ac­
cumulation for themselves and their heirs. If they are taxed, they will in 
general reduce both. Hence to the extent that income inequality is per­
petuated by inheritance, the same policies that redistribute wealth today 
will reduce inequality tomorrow. On the low-income side, the subsidies 
will be used for human capital formation, which is largely devoted to 
affecting income tomorrow. While inheritance can make no significant 
contribution to improving the income of the next generation of poor, im­
provement in the household and more schooling can.

Different types of taxes can be used to finance redistribution. Although 
the ordinary income tax has many merits, it also has some defects. It dis­
torts the choice between labor and leisure, but this is probably unavoidable 
in any tax system. It imposes a double taxation on saving by taxing both 
saved income and the return to that saving. How serious the resulting 
distortion is not known, but it might be considerable. It can be avoided 
by shifting to progressive taxes on total consumption. This will have the 
additional virtue, from the redistributionist point of view, of taxing con­
sumption derived from gifts and inheritances, which are effectively taxed 
at much lower rates.

It will still be necessary to have annual taxes on wealth, as in Sweden 
today, to prevent a concentration of wealth by those who consume rela­
tively little out of high incomes. The rate can be low enough to minimize 
disincentives to save by those who are saving for the purpose of future 
consumption, while the annual repetition of the tax over a long period of 
time will fall on those who are accumulating wealth for its own sake or 
for the sake of the power it conveys.

A policy of income redistribution through taxes and transfers does in­
volve a risk of efficiency losses both at a moment of time and over time. On



the other hand, there are some gains in efficiency if the income of lower 
groups is raised sufficiently to enable them to engage in some rational plan­
ning. On the whole redistribution within a single generation tends to have 
some positive effect toward equality in the future.

Earlier 1 singled out the imperfection of the capital markets as the 
largest element of inefficiency in allocation over time. This raises the ques­
tion of whether it is possible to counteract these distortions and at the 
same time decrease inequality. It is clear that the imperfection of the capi­
tal market weighs most heavily upon the poor in their human capital for­
mation, and this suggests the proper course of action.

A great part of redistribution should take the form of social capital 
formation of a kind that will raise the productivity of the poor. The nega­
tive income tax will allow the poor the right to choose their own consump­
tion patterns, for example. But 1 think that it is fairly clear that many kinds 
of capital formation that will benefit them cannot be carried out at all or at 
least cannot be carried out efficiently on an individual level.

The most obvious example of social capital formation is education. It 
may be objected reasonably that this activity is already largely socialized 
and that there is little possibility of further gains in highly educated coun­
tries like the United States and Japan. However this obvious lesson has 
not been learned by many—perhaps even most—developing countries. 
They have not realized that education provides a means of achieving both 
high-productivity investment and income equalization.

Even in advanced countries, there is room for improvement. I would 
judge that the biggest lack is technical education. This becomes especially 
important in a technologically advancing world where skills have not only 
to be acquired but also changed. Mid-career shifts should be facilitated by 
suitable education, as well as updating in the same line of work. The facili­
ties provided are inadequate in most countries. There is another problem. 
For an individual capable of earning an income, even an adolescent going 
to the university, the sacrifice of income is a larger investment than the cost 
of providing the educational facility. This situation illustrates an imperfec­
tion of the capital market; ideally the individual should be able to borrow 
against future earnings but cannot.

Providing technical education and financing students is both equalizing 
and socially efficient in producing appropriate growth. It would be desir­
able, in my view, that the beneficiary ultimately be responsible for the costs 
incurred. The best way would be a repayment dependent upon future in­
come. In this way the risks and uncertainties of the benefits are borne by 
the state, which is an ideal insurer, rather than by the individual. If such a



repayment scheme is considered too diflicult to achieve, however, I would 
rather have free tuition and scholarships than no system of technical edu­
cation or one paid for out of current income.

Similarly government subsidy to facilitate labor mobility across occu­
pations and across regions would seem an appropriate form of social in­
vestment, aimed simultaneously at intertemporal efficiency and equity.

A more speculative idea is subsidizing investment by the poor. Cur­
rently in most advanced countries, subsidized housing is provided for 
lower-income groups. In the United States, the program has not worked, 
possibly for reasons peculiar to the country. This program is investment 
on behalf of the poor but not by them. An alternative possibility is to 
enable the poor to own their own homes by subsidizing the investment— 
for example, by interest-free or low-interest loans. This will constitute a 
transfer of wealth, not merely of income. In addition to giving the poor a 
greater stake in the maintenance of their housing, it offers a chance to 
make more equal the future distribution of income.

Finally I urge that the government take a much greater role in the devel­
opment of civilian technology, particularly in the basic steps. It is a fa­
miliar argument of economists that in a competitive world, a firm's incen­
tives to innovate will be limited if the innovation will become everyone’s 
property. Patent rights protect only a limited range of innovations. Gov­
ernment addition to the supply of innovative effort will therefore improve 
efficiency.

The policy of government development of civilian technology will also 
contribute to equality. In the absence of markets to achieve efficient risk 
bearing, the resources for technological development come from those 
already wealthy, and hence technical progress on the whole reinforces the 
existing distribution of income. If the supply of new technologies comes 
from the government and is freely available to all newcomers, there is 
likely to be greater opportunity for equalization of wealth through com­
petition.

1 take very seriously the moral obligation to achieve equity in income, 
now and in the future. This obligation does have to be properly balanced 
against the requirements of efficient allocation at a given moment of time 
and over time. No simplistic solution is possible, but recognizing the in­
trinsic imperfections of competition in a capitalist system affords oppor­
tunities to reconcile the two aims.

Note

I. In the context of time, which is discussed later, this viewpoint may not be en­



tirely admissible. In education and in other social institutions, we do seek to 
influence what kind of individuals will emerge, not merely accept whatever 
emerges.


