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NOTES ON THE WELFARE STATE

These notes represent a very short introduction to the way in which economic theory
justifies the organization of social protection programmes through State intervention,
instead of a provision by market firms. Different forms of redistribution, determined
by the functioning of the Welfare institutions through monetary transfers, in-kind
services and public goods, are also described. As is well known, depending on
profound heterogeneity in the cultural values embedded in different societies, the
United States citizens show a much lower preference for redistribution than the
European Union citizens. However, the results of an econometric estimate show that
the opinion on the size of the Welfare State is very much divided within Europe too.

As for their impact on the individuals’ income level, welfare institutions can be divided in different
categories of redistribution:

1. EX-ANTE REDISTRIBUTION: institutions devoted to control the functioning of market
forces in the determination of the degree of income dispersion across persons. There is usually a
negative relationship between labour market regulation (Employment Protection Laws, a legal min
wage, in-work benefits, and collective labour contracts) and income inequality. Depending on a low
or a high degree of labour market regulation, the Gini index of income inequality will result to be
high or low.

2. EX-POST REDISTRIBUTION:

2.a. TAX-REDISTRIBUTION: a proportional and - to a larger extent - a “progressive” tax system
i.e. the redistributive impact due to the tax rate (the tax rate applied on an income interval is higher,
the higher is the considered range of income), and then the presence or the absence of a poor’s tax
free-zone, of a progressive taxation on pensions, and finally the exemption of the poor from the
health tickets result in a different degree of disposable income inequality.

2.b. TRANSFERS-REDISTRIBUTION: Unemployment Benefits (financed out by the workers’
social contributions) paid to unemployed (and often also to temporary workers);
grants/scholarships/ bank credit for the education of low-income students; Social assistance
(minimum income programmes), all these institutions can be very effective in modifying the Gini
index computed on the disposable income.

In addition to the reshuffling in people’s well-being due to the income reshuffling that Welfare
institutions determine through monetary transfers, we have to also consider the:

3. IMPLICIT REDISTRIBUTION: Since the State through the fiscal revenues funds not only
monetary transfers but also the provision of services (the most important being health care and
education), we have to consider that there is an implicit redistribution going from the rich to the
poor:

3.a. the income implicit reshuffling caused by fiscal revenues financing the provision of in-kind
services, which are disproportionally used by the poor (e.g. medical treatments, days in hospital,
surgeries), while taxation is obviously contributed to a much greater extent by the rich.

3.b. the “progressive” impact of public goods (which are disproportionally used by the poor: e.g.
public transportation).



Then, we have to take into account two characteristics of the public pension system which affect the
overall income distribution:

INTRA-PERSONAL REDISTRIBUTION: this is a transfer of income which the same person
makes between the working and the retirement periods of his life. In the European Welfare States,
the public pension system has an intergenerational redistribution character. In fact, firms take out
the social contributions from the young workers’ wages and salaries and transfer this money to the
public pension system. This solidaristic financing paid by the worker during his working years
entitles the same individual when retired to get a pension financed by the social contributions of the
young workers.

A further redistribution stems from the way in which the pension computed.
INTERGENERATIONAL REDISTRIBUTION: the “contribution” method of computation
favours the parents while the “retribution” system favours the children (if the pension is related to
the last years’ wage or salary, for sure the amount of money computed according to the life
expectancy of the cohort for each year when retired is higher than when computed on the social
contributions paid the public pension system while at work). We may then think of this
redistribution in terms of a conflict between the fathers’ and the sons’ disposable income.

The reason why all these monetary transfers and in-kind services are provided to citizens by welfare
public institutions and not by private firms (such as insurance companies as for health care, private
pension funds, private schools) depends on two problems in which the market provision by means
of private operators is usually not efficient: 1. the market failure, that is the discrimination of the
low income people from a health care contract because it is likely to be too expensive to take care
of his health (e.g., to be poor also means to be very exposed to illness); 2. rationality failure, that is
the myopic behaviour in which people can easily incur. Individuals are often short-sighted, so that
they do not attend the public educational system till the university degree (or they do not buy
private education in countries where most schools and universities are privately-owned), or they
tend not to appropriately preserve their health especially when to heal themselves through market
operators is very expensive, or they do not save as much as they should in order to conduct a decent
standard of life in the years of retirement.

Hence, the State substitutes the market in providing mutual social insurance (education, health care,
pensions).

We may judge the Welfare State by looking at the:

1. OUTCOMES, that is the fairness of the market functioning, whether the final income
distribution determined by the market is more or less unequal influences the desire to redistribute
more or less through the functioning of the Welfare State:

There is a huge heterogeneity across countries as for inequality aversion. A taste for inequality
reduction is much more present in Western Europe than the United States.

2. PROCESS, that is the way in which people behave in the market or are treated by market forces.
a. Beliefs about Individual Responsibility If opportunities are available for all, one’s success is
under one’s control. Hence, it is likely that the poor is poor just because he is lazy. Most U.S.
citizens think that in their country social mobility is high because opportunities are available for all,
so that they vote in the polls for a low degree of redistribution. This also leads U.S. citizens to a
high tolerance for high inequality.

b. US citizens also think that merit is more important than luck for success in life, so that they are
willing to reward individual merit more than Europeans (the rich deserve high pays just because
they are more skilled and exert more effort in their job). Europeans usually think the opposite.

Econometric estimates conducted on the LIS database show that there is a negative correlation
between the variation in the degree of poorness of the median voter vis-a-vis the mean income and
the variation in the redistribution (measures as the difference between the Gini index on market
incomes and the Gini index on disposable incomes). This hypothesis means that the more the



median voter perceives his standard of life as becoming increasingly vulnerable, the more he exerts
a successful political pressure by voting for the party or the coalition of parties which has highly
redistributive social expenditure programmes. In fact, this correlation does not appear when all
countries are plotted in the Cartesian diagram, but different correlation lines can be spotted once
different cluster of countries are considered. The interesting thing to notice is that these clusters
correspond to Esping-Andersen’s (and other scholars’) classification in Scandinavian, continental,
Mediterranean, Anglo-Saxon countries. In other words, the econometric model conveys the message
that for a given level of poorness of the median voter in each of this cluster a very different
redistribution level (as measured by the difference between the Gini index on market incomes and
the Gini index on disposable incomes) results. To find a meaning for the econometric regression we
must make recourse to an exogenous hypothesis: the division in the four clusters. Then, what is the
reason for different degrees of redistribution even starting from the same relative poorness of the
median voter? The likely answer is that culture and moral values matter. This is the reason for the
democratic process ending up in different level of redistribution in different groups of countries.
Another important result is obtained by computing Gini indices of income distribution before and
after the functioning of the tax-and-transfers system (by using OECD data and LIS data). It can be
shown that countries with a high income inequality tend also to have less income mobility across
generations. The interpretation of this result is that social mobility, i.e. how much is likely that the
sons could enjoy a higher income level than their parents, mainly depends on the degree of
inequality of opportunity. The more to an unequal income distribution a destitute social context and
a low cultural background of the family are added, the higher the inequality of opportunities for a
good life.



