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FAIRNESS AND REDISTRIBUTION

for the median voter becomes

f(7) = argminep { 7 [(1— @) + (70%) (1 = oT — (1= @)7)"] + (1 = 7)*(72?)

21
—t[l—a7—(1—a)r|A } (21)

The only difference from (19) is the last term, which captures the Meltzer-Richard effect.
And again, a politico-economic equilibrium corresponds to any fixed point 7 = f(7).

Note that f(7) increases with A for any 7 € [0, 1]. By implication, any stable fixed
point of f is locally increasing in A. This reflects simply the fact that, the poorer the
median voter is relatively to the mean, the higher the incentive to redistribute. As A
increases, the optimal tax rate trades less of the public good (fairness) for more of the
private good (self-interest redistribution). When A is sufficiently large, so that the selfish
motive dominates, or 7 is close to zero, so that there is little concern for fairness, a unique
equilibrium survives. But otherwise, the possibility of multiple equilibria remains.

The above results highlight that there are two forces driving the equilibrium level of
redistribution: The absolute extent of income inequality (as measured by A) and the social
value attributed to the fairness of economic outcomes (as measured by 7). Provided that
the latter is sufficiently strong, it is perfectly possible that the observed level of taxation is
lower in a country with more income inequality, even if there is no difference in underlying
fundamentals. Such an observation cannot be explained by a pure Meltzer-Richard model,
as in the absence of a social demand for fairness a unique equilibrium survives, in which

redistributive effort is higher the higher the income inequality.’

4.5 Comments

First, the two equilibria can easily be ranked from the perspective of the median voter,
namely the one with lower taxes is always superior: There are less distortions, more in-
vestment, and more aggregate income; and the ex-post heterogeneity in income is due
relatively more to ability than to luck, a socially desirable outcome. On the other hand,

behind the veil of ignorance (before learning either A; or 7,), the equilibrium with high

20For cross-country evidence which also gives little support for a pure Meltzer-Richards model of
redisitribution, see Perotti (1996).
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redistribution might be preferable if the variation in idiosyncratic productivities is suf-
ficiently large; that is, if you do not know whether you will be born with high or low
ability, you may prefer to be born in Europe rather than the United States, as the Euro-
pean regime provides more insurance against such genetic risk.

Second, it is perfectly possible that the “good” equilibrium has more inequality than
the “bad” equilibrium: If o is high relative to v, Var(y;) and Var(c;) will be larger in the

“variance decomposition” will be fairer.

“good” equilibrium, but the

Third, the multiplicity of equilibria arises because of the goal of social justice. If the
median voter targeted inequality per se, and placed no weight on the nature of the source
of income the multiplicity of equilibria would disappear. This, in fact, were true both in
the case in which the mean and median coincided and in the case in which the median
was poorer than the mean.

Finally, it is unrealistic to think that an economy could simply “jump” from one tax
regime to another by simply revising equilibrium expectations from one day to another.
In the next section, we consider a dynamic extension, in which the two regimes emerge as
multiple steady states. History then plays an important role in determining what beliefs
the society holds and what redistributive policies it selects. Similarly, while only the low-
tax regime would survive in the static economy if the society could credibly commit on its
tax and redistributive policies before agents make their early-in-life investment and effort
decisions, such commitment will be of little value in the dynamic economy, when wealth

and income are largely determined by family history.

5 Intergenerational Transfers and History Dependence

One important determinant of wealth and success in life is being born in a wealthy family.
In order to explore this issue, we now introduce intergenerational wealth transfers and
parental investment (e.g., bequests, education, status, etc.) that link individual income
to family history and birth.2! In order to concentrate on beliefs about the history of

the wealth distribution rather than expectations about future taxation, we abstract from

21For a recent discussion of intergenerational transfer of wealth and its effect on effort choices and

entrepreneurship, see Caselli and Gennaioili (2002)
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FAIRNESS AND REDISTRIBUTION

investment choices made within a generation before the tax is set, and thus shut down
the source of multiple self-fulfilling equilibria that we had in the benchmark static model.
The optimal rate of taxation and redistribution is now uniquely determined for any given

generation, but it depends on the whole history of the decomposition of wealth.

5.1 The environment

Consider an economy of non-overlapping generations indexed by ¢ € {.., —1,0,1,...}. Each
generation lives for one period. Within each generation, there is a single effort choice,
made after the tax is voted on. Parents enjoy utility for leaving a bequest to their children;
by “bequests” we mean, not only monetary transfers, but also all other sorts of parental
investment. Let ¢} denote the consumption of family 7 in generation ¢, and k! the bequest
the family leaves to the next generation.?? Preferences are now given by

uy = U'(cy kisep, ) = Ve, ky) — B—iw(ei) — . (22)
The first term represents the utility from consumption and bequests, the second term is
the disutility of effort, and the last term captures the demand for fairness. As in the
benchmark model, 3! parametrizes “laziness” and ¢ is quadratic:

plef) = 5 (e

For simplicity, we also assume a Cobb-Douglas aggregator over consumption and bequests:
i 1. 1 V1= iva
Vi, kt) = A= a)aan (ct) " (KD

The constant (1 — a)'~™®a® is just an innocuous normalization. As the fraction of wealth
allocated to bequests will turn to equal «, the coefficient a can be interpreted as an
intergenerational discount factor.

The budget constraint for household 7 in generation ¢ is given by

¢+ ki < (1— 1)y + Gy, (23)

22This is of course a short cut, which is easier to model than adding the utility function of the children

into that of the parents.
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while the budget constraint for the government is
Gy = TtEyi- (24)

Pre-tax income (or wealth) is now given by the sum of effort, luck, and parental invest-
ment:
vy = Ay +m ki (25)
Al represents, as before, innate talent, which is independent of family history. To the
extent that productivity reflects child-rearing, education, and other shorts of parental
investment, we capture its effect on income through ki |, not A%.?* Finally, 7! is again
i.i.d. noise, which captures exogenous luck within the life of the agent.
Finally, for the measure of fair outcomes and social injustice, we must now take into
account not only the contemporaneous effect of luck but also the propagation of luck
through intergenerational transfers. Suppose 7; were zero in all ¢t. Then, iterating (25)

backward would give

v = (e +m)+hiy = (26)
= (Ajei+n) +a(Aljep +ng) +aki, = . =

= Z oﬁ’tAiei + Z oﬁ’tni

s<t s<t

Assuming that bequests and parental investments are considered fair only to the extent
that they reflect effort and talent, not pure luck or undeserved privileges, the “fair” or

“ideal” level of wealth is the cumulative effect of effort and talent,

U= Z a*tALe! (27)
s<t
while the residual
vi—0 =Y ol (28)
s<t

represents the cumulative effect of luck throughout the family’s history. The corresponding

fair levels of consumption and bequests are @ = (1 — )7 and ki = . Social injustice

ZIntroducing a production complementarity between parental investment, ki_;, and individual effort,

el, would complicate the algebra, but would not alter our qualitative findings.
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is now the distance between actual and fair levels of consumption and bequests:
. . .2
Qtsz{[cgmg] ~ R}

By (23), social injustice is equivalently the distance between actual disposable income and

fair income,
—B [ {1 - roui + ()] - 7Y (29)

which is exactly the same as in the benchmark model (see condition (8)).

5.2 Optimal allocations

Maximizing (22) subject to the budget constraint (23) implies that the optimal consump-

tion and saving choice is
¢=1—a)[(1—T)yi + 7T, (30)
ki =a [l =71y + 77,
Substituting into (22) , maximizing subject to (25) implies that the optimal effort is
e; = (1 - 7) A} (31)

Fair income is

0 :Zoﬁ_tAi . —Za (1—174)6 (32)

s<t s<t
where 6! = (i(Ai)2. Substituting the government budget into (29), and assuming that
5. and 7! are uncorrelated with each other, which ensures that 7' and ! — 7 are also

uncorrelated with each other, we obtain
QO =7Var(@) + (1 —7)Var(y. — ), (33)

which is identical to what we had in the benchmark model (see condition (9)). The
optimal tax rate is again bound to be a decreasing function of the signal-to-noise ratio in
the income distribution, which is now given by
Var(@) — Var (C,, 0" (1 =15}
Var(y; — i) Var (ngt Oﬁitné)

and is in turn decreasing in past tax rates.

(34)
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5.3 Multiple steady states

We look for fixed points such that, if 7, = 7 for all generations s < ¢ — 1, then 7, =7 is
optimal for generation ¢. To simplify we assume that 0, = 8;(A?)? and 7! are i.i.d. across
both i and ¢, and let Var(d!) = o2 and Var(n) = v? for all i,t. Suppose 7, = 7 for all
s <t — 1. The signal-to-noise ratio in generation ¢ reduces to

Var(y;) 2 0

Varli — ) =[1—a7—(1—-a)r = (35)

This is identical to the analogous condition (20) in the benchmark model, with only 7
now representing an average of past tax rates rather than the ex-ante anticipated con-
temporaneous tax rate. To abstract from the Meltzer-Richard motive for redistribution,
we again assume §,, = Ed. Normalizing Ed = 2(1 — «), we can show that the utility of

the median voter in generation ¢ reduces to
u =k — (1 —a)r? — v,

where k = 2a(1 —7) + (1 — ). & is historically given for generation ¢ and the second term
represents the efficiency cost of taxation. Substituting {2; and maximizing with respect

to 74, we conclude:

Lemma 3 Let 0 > 0 measure the exogenous variation in genetic talent or willingness
to work, v > 0 the exogenous amount of pure luck, v > 0 the desire for social justice,
and « € (0,1) the relative importance of intergenerational transfers in shaping the wealth
distribution. Suppose that the mean and the median of the income distribution coincide
and define

f(7) = arg mTin {7’2 [(1 —a)+ (yo?)(1 — a7 — (1 — a)T)Z} +(1-— 7‘)2(71)2)} .

f(T) represents the best-response function of a given generation against a stationary his-
tory. That is, when all previous generation have chosen T, the optimal tax for the current

generation is f(T).

Comparing the above with Lemma 2, we see that the functional form of f is identical

to that in the benchmark model. Therefore, our earlier result of multiple equilibria in
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the static economy directly translate to a result of multiple steady states in the dynamic

economy:

Proposition 2 Suppose that the median and the mean coincide. A steady state is any
fixed point T = f(7). If v = 0, the unique steady state is T = 0. If instead v > 0, the tax
rate is 7 € (0,1) in any steady state; the steady state is unique when 7y is sufficiently small
or when v/o is either sufficiently small or sufficiently large; but there are two stable steady

states (and one unstable) when v is sufficiently high and v/o takes moderate values.

Therefore, the example of Figure 2 can be directly reinterpreted in the context of a
dynamic economy with intergenerational transfers, provided we read 7 as the tax rate in
some given generation and 7 as a weighted average of tax rates in all past generations.
Multiple steady states again exist when the social desire for fairness is sufficiently high
and the relative effect of luck takes moderate values. The two extreme intersection points,
US and EU, correspond to the two stable steady states. Different initial conditions, or
different exogenous aggregate shocks, would lead the economy to converge to either of
these two steady states. US is characterized by lower taxation, lower distortions, and
fairer outcomes as compared to EU.

Income inequality and social mobility can be higher in either steady state. Nonetheless,
both inequality and mobility are mostly the effect of effort in US and mostly the effect
of luck in EFU. Moreover, mobility and inequality need not be tightly related with each
other. It is quite possible that the superior steady state (US ) is associated with higher
inequality and yet higher social mobility. This will indeed be the case if the within-
family cross-generation variation in talent or willingness to work is sufficiently large, since
mobility will be mostly the effect of differences in effort and productivity in US, whereas
it will be mostly the effect of luck in FU.

5.4 Equalizing opportunities for children

In writing (27), we assumed that the society wishes to correct the cumulative effect of
pure luck, but otherwise parents are fully entitled to make different transfers to their

children deriving from different levels of effort. However, the society may not want to
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keep children born by unworthy parents responsible for their parents’ laziness and lack of
care. There is then a conflict between what is considered fair vis-a-vis parents and what
is considered fair vis-a-vis children. As a result, the society may like to make parents
only partly entitled to leaving different bequests to their children, even if these difference
reflect different levels of effort or parental care, so as to further equalize opportunities

across children.

This possibility is easy to incorporate in our model, as follows. Let A € (0,1) be the
fraction of effort-driven parental bequests that children are entitled to; that is, the “fair”
level of wealth is

U= Alel + )\ Z atALe
s<t—1
1 — X\ can be interpreted as a measure of the social desire for equalizing opportunities
across children. The analysis goes through as before, with simply replacing o with a.
Assuming again that the mean and the median coincide, and normalizing E§ = 2(1 —a)),
we conclude that the optimal tax rate in generation ¢ when past generations have chosen

T is given by 7, = f(T), where
f(T) = arg min {72 [(1 = aX) + (702) (1 = aXF — (1 — aX)7)’] + (1 = 7)3(1?) }.

It follows that the possibility of multiple steady states remains as long as A is not very
small. Moreover, the tax rate in any (stable) steady state is decreasing in \; that is,
redistribution increases with a higher desire to equalize opportunities across children.
Remark. We have considered only one kind of taxation and redistribution, namely
income taxation coupled with lump sum transfers. Different redistributional goals given a
desire for fairness could be achieved by using a mixture of different tax and redistribution
instruments. For example, we can introduce an inheritance tax in addition to the income
tax. A society may then consider an inheritance more or less “fair” depending on whether
higher bequests are or are not due to higher ability and effort by the previous generation.
Similarly, one could consider public provision of education. Our model would predict
that, in an attempt to correct for the more unfair variation in children’s opportunities,

Europe adopts a larger government intervention in education.
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6 Conclusion

Many more Americans than Europeans think that the poor are lazy (or at least lazier
than the rich); and many less Europeans than Americans think that market outcomes
are fair. We argue that in their attempt to improve the fairness of economic outcomes,
Europeans choose more redistribution and more government intervention which, in equi-
librium, distorts market allocations, increases the effect of luck, and makes economic
outcomes unfair. This in turn, vindicates the Europeans’ beliefs and justifies their policy
choices. The opposite occurs in the United States, where lower distortions imply a more
fair income distribution and therefore less need for redistribution.?* These considerations
help explaining why income inequality is higher in the United States than in continental
Europe, and nevertheless redistributive policies are much more limited. A different way of
saying this is that Americans seem much more willing than Europeans to tolerate inequal-
ity, because they (correctly) perceive income inequality as largely justified. Europeans are

less willing to tolerate inequality because they perceive it (correctly) as due to luck.?

Interestingly, the biggest differences in redistributive policies between the United
States and continental Europe reside in the support for poverty per se. That is, if you are
sick, old, or disabled, have dependent children, or have suffered an accident at work, you
do get substantial support in the United States; but if you are merely poor, you do not get
much support in the United States.?® This stylized fact is exactly what our model would
predict if we allowed two kinds of “luck”, observed and unobserved. Since accidents at
work, sickness, and disability are mostly beyond the control of the individual and are eas-
ily observed and verified by society, the social desire to correct for their effect on income
and consumption should be equally strong in the United States and in Europe. Poverty,
on the other hand, can be the outcome of unobserved choice (lack of effort) rather than

exogenous luck. If this is more the case in the United States than in Europe, support for

24Tt is worth mentioning an interesting difference with respect to Benabou and Tirole (2002). In their
model it is an “illusion” that in American effort is more important than in Europe, while in our model

it is a fully rational belief.
2>We are of course not arguing this is the only explanation of this difference. For an exhaustive

discussion of additional explanations see Alesina Sacerdote and Glaeser (2001)
26Gee Alesina, Glaeser and Sacerdote (2001) for more detailed evidence.
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poverty will indeed be lower in the United States.

We have focused on income taxation and redistribution, but the demand for fairness
may have similar implications for many other policy choices as well. Consider, for example,
the regulation of the labor market. Unemployment can be the outcome of either bad luck
(e.g., inefficient match) or lack of effort (e.g., low job search while unemployed, or high
shrinking while employed). If “everybody who is willing to work deserves a job” and the
society must protect anybody who is “unjustly” laid-off, two politico-economic regimes
may emerge: One in which extensive employment protection, generous unemployment
benefits, low turn over, and high unemployment rates reinforce each other (“Europe”),
and another in which limited regulation and efficient allocations are self-sustained as well
(“United States”). Moreover, if the exogenous component of short-term unemployment is
larger than that of long-term unemployment, the model would predict that American and
European policies diverge with respect to long-term unemployment support but converge
with respect to short-term unemployment support. This prediction is consistent with the
fact that the duration of benefits is much shorter in the United States but the replacement

ratio is as high as in Europe (see Table 3).

This paper has shown how the complementarity between political and economic choices
that emerges in the presence of a concern for fairness can lead to multiple equilibria or
multiple steady states for the same “fundamentals”. More generally, however, we can
think of this complementarity as an amplification and propagation mechanism for small
exogenous differences. This may relate to the different historical experiences of the United
States and continental European countries. In Europe, due to its history, class differences
are more rooted and wealth more associated with privileges, which we can interpret as
“luck” of being born in the right family. The “self-made man” is very much an American
“idol”; and aversion to nobility and birth-related privileges are deeply rooted in American
history, from its very beginning. At the time of the extension of the franchise in Europe
more so than in the US the distribution of income was perceived as unfair because it was
generated more by birth and nobility than by ability and effort; as result redistributive
polices and other forms of government intervention were more aggressive. In the “land
of opportunities,” the perception was instead that those who were successful and wealthy

had “made it” on their own, at least to a larger degree than in Europe. As a consequence,
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the Americans have chosen low redistribution, strong property protection, and limited

regulation, resulting to much lower inefficiencies and a much smaller effect of “luck”.?”

A related issue concerns welfare and regulation reforms in Europe. Since the “Euro-
pean” steady state is locally stable, small “shocks”, such as incremental policy reforms,
may not be enough to move Europe away from the politico-economic regimes that sustains
the existing system. Only large, bold, and persistent reforms may switch the politico-
economic equilibrium to the one with low taxes, limitted regulation, and more efficient
outcomes. In practice, this means that a successful welfare reform needs to convince
people that market outcomes will eventually become more “fair” with lower taxes and

narrower government intervention.

Finally, our paper offers just one example of how fairness may have important im-
plications for both the normative and the positive analysis of government policies. To
give another example, consider the taxation of capital income. On the one hand, fairness
introduces an additional incentive for taxing capital income, to the extent that variation
in investment and returns reflects the effect of “luck”. On the other hand, while in a
representative-agent economy it is ex post optimal to impose the maximum possible cap-
ital levy once capital is sunk, a fairness concern in a heterogeneous-agent economy limits
the ex post optimal tax, to the extent that variation in investment and returns reflects the
effect of talent, entrepreneurship, and past hard work. In other words, a social preference
for fairness may affect both the characterization and the time inconsistency of optimal

fiscal policy. We believe these are important questions for future research.?®

2TDifferent exogenous shocks may also be part of the story. For example, the two world wars have
likely increased the effect of “luck” more in Europe than in the United States, while the rise of socialism

has clearly increased the political demand for fairness more in Europe than in the United States.
28Recent research in the Mirrlees paradigm of optimal taxation (e.g., Golosov, Kocherlakota, and

Tsyvinski, 2001; Werning, 2001) partly incorporates a concern for “fairness” in the sense of social insur-
ance. However, the existing work assumes only ex post heterogeneity in luck; it does not allow for any
ex ante heterogeneity in talent, patience, or willingness to work. Combining such ex ante and ex post
heterogeneity remains an open question, just as considering the time inconsistency of Mirrlees optimal

taxation.
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Appendix: “Bad” effort, not luck

We now consider the case in which the socially undesirable source of income inequality
is due to various kinds of socially unworthy activities, or “bad effort”, such as corruption,
rent seeking, etc. In order to focus on this new channel, in this section we abstract from

disutility of effort and cost of investment.

The environment

The agent has one unit of time or capital during the first period of life, which he can
allocate in either “production” or “corruption and rent seeking.” We model productive
activities as in the previous section: If agent ¢ allocates k; in production during the first
period of his life, he receives A;k; during the second period. “Rent seeking” or “corrup-
tion”, on the other hand, represent activities which do not create any new social product
but merely affect the distribution of a given social product among the different agents
in the economy; they are a zero-sum game. Specifically, if agent ¢ allocates a fraction

(1 — k;) of his resources to corruption and rent seeking, then he receives
J

zi = [Bi (1 — k)" /4. (37)

where

z; represents the level of rent-seeking activity by agent i and f] z; the aggregate rent
seeking in the economy. B; measures the productivity of agent i in rent seeking, his
ability in negotiating with bureaucrats and lobbying with politicians, or his indifference
towards the morality of his own business life. ) € (0, 1) introduces diminishing returns
in rent-seeking activities; we do so only to ensure an interior solution and, for simplicity,
we let 1 = 1/2. Since corruption is a zero-sum game, iji = 0. Total income and

consumption for agent i are given by
c=01-7y+G. (39)
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The “fair” levels of consumption and income are:

~

Suppose that y; and R; are independent; which will be true in equilibrium if and only

if A; and b; = B;/A; are independent, which we assume for simplicity. Then:
Q = /(cZ —3)? = ™Var(y) + (1 —7)*Var(R), (41)

By comparing the above with (15), it becomes clear that rents R; in the present economy
play the same role that luck 1, played in the benchmark economy. Finally, the government

budget is
G = T/yi = By;, (42)

and individual preferences are given by
u; = c¢; — Y2 — (1 —a)7?. (43)

The last term captures any contemporaneous cost of taxation. We cut through the mi-

crofoundations only for the shake of expositional simplicity.

Equzilibrium allocations, corruption, and redistribution

The FOC with respect to k; reduces to®”

1—k =B, (%)2 (44)

It follows that z; = 2G(B;/A;) and Ez; = 2GE(B;/A;). Rent-seeking activity is thus
increasing with the size of government. Let b; = B;/A; denote the relative productivity
of agent 7 in rent seeking and, without serious loss of generality, assume that b, and A;
are independent. Using (44) together with (36), (38) and (39), we infer that income from

rent seeking and from “good” effort is given by

29To avoid corner solutions for any agent, we assume that the parameters of the economy are such that,

in any equilibrium, B;(G/A;)? < 1 for all 4. This is obviously without any loss of generality.
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It follows that ER; = 0 (reflecting the fact that corruption is a zero-sum game) and
Ey; = By; = EA; — GEb;. Normalizing EA; = Eb; = 1 and using G = TEy;, we infer that
aggregate output and the size of government are given by

1 T

Ey; = (46)

where T again denotes the anticipated tax rate. Note that the negative dependence of
aggregate output on the tax rate reflects not the usual tax distortion, as we have assumed
(only for simplicity) that total resources are in fixed supply, but rather the waste of
resources in rent seeking, which is proportional to the size of government.

From (45), the “variance decomposition” of income is Var(R;) = 4G*Var(b;) and
Var(y;) = Var(A)+G*Var(b;). Letting 0? = Var(4;) and v? = Var(b;), and substituting
G from (46), we conclude

Var(y; 1 1% 02

Vi) 1 [, 1)'0 -
Therefore, as the incentives to engage in corruption and rent seeking are increasing in
the expected size of government, the “signal-to-noise ratio” in the income distribution
is decreasing in the anticipated tax rate. Note that this relation between the “variance
decomposition” of income inequality and the anticipated tax rate is isomorphic to that
in the benchmark model. Now it reflects the effect of corruption rather than luck, but
its implications for multiplicity are essentially the same. Two stable equilibria may again
arise. If agents anticipate a high tax rate, then they allocate a large portion of their
resources in corruption rather than production, as they anticipate the private benefits of
the corruption game to be large. But then most of income heterogeneity is the outcome
of socially undesirable means, which in turn makes it optimal to impose a high tax rate
in an attempt to redistribute from the corrupt rich to the politically disadvantaged poor.
On the other hand, if agents anticipate a low tax, they allocate most of their resources in
production rather than consumption. In this case, most income heterogeneity is socially
desirable and the ex post optimal tax rate is small, once again vindicating agents’ initial
expectations.

This version of the model implies that a “benevolent” government is trying to correct

some corruption that is present somewhere in the system. In a sense we are implic-

34



FAIRNESS AND REDISTRIBUTION

itly viewing government activities and interaction with the public as a combination of
benevolent and corrupt. A more cynical interpretation would be that some redistributive
programs are introduced to placate the electorate letting corruption run wild. But a de-
tailed modelling of corruption is beyond our scope here.**The contemporaneous presence
of corruption and redistribution may well capture the case of many developing countries,
even some OECD countries (e.g., Italy, Greece), in which the welfare state is not as effi-
cient and well-functioning as that of other European countries. These are welfare states
in which redistributive programs are often mis-targeted, or favor special interests, and
attempts at correcting inequities end up creating even more injustice. In other words, in
the previous sections we considered a redistributive system in which redistributive flows
were as well targeted as possible. In this section we have considered a case in which fiscal
flows are a combination of favoritism and corruption in addition to an attempt at creating

more “fair” economic outcomes.
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Figure 1

The above scatterplot illustrates the cross-country relation between the fraction of the population
who believe that luck determines income (as measured in the World Value Survey), and the
percentage of GDP allocated to social spending.



Table 1

Composition of General Government Expenditure, 2000 (Percent of GDP)

Social
Consumption benefits
Goods and Wages and and other Gross
Country Total*  Services  salaries  Subsidies transfers®  investment

United States 29.9 5.3 9.2 0.4 10.6 33
Continental Europe® 44.9 8.3 12.4 1.5 17.6 2.5
France 48.7 9.7 13.5 1.3 19.6 3.2
Germany 43.3 10.9 8.1 1.7 20.5 1.8
Sweden 52.2 9.8 16.4 1.5 20.2 22

Source: Authors’ calculations based on data from OECD Economic Outlook Database (No. 71, Vol. 2002, Release 01),

June 2002.

a. Totals also include interest payments and some categories of capital outlays.

b. Includes social security.

c. Simple average for Austria, Belgium, Denmark, Finland, France, Germany, Greece, Italy, Netherlands, Norway,

Portugal, Spain and Sweden.

Table 2

Government Expenditure on Social Programs, 1998 (Percent of GDP)

Old-age, Unemployment
disability and labor
and market
Country Total  survivors® Family®  programs Health®  Other*
United States 14.6 7.0 0.5 0.4 59 0.9
Continental Europe® | 25.5 12.7 2.3 2.7 6.1 1.7
France 28.8 13.7 2.7 3.1 7.3 2.1
Germany 27.3 12.8 2.7 2.6 7.8 1.5
Sweden 31.0 14.0 3.3 3.9 6.6 3.2

Source: Authors’ calculations based on data from OECD Social Expenditure Database 1980-1998 (3™ Edition), 2001.
a. Includes cash benefits and in kind services.
b. Includes, among other things, inpatient care, ambulatory medical services and pharmaceutical goods.
c. Includes occupational injury and disease benefits, sickness benefits, housing benefits and expenditure on other
contingencies (both in cash or in kind), including benefits to low-income households.
d. Simple average for Austria, Belgium, Denmark, Finland, France, Germany, Greece, Italy, Netherlands, Norway,

Portugal, Spain and Sweden.




Table 3

Labor markets in the US and in Europe

Minimum Benefit Benefit
Labor Employment | annual leave | replacement duration
standards protection (weeks) ratio (%) (vears)
Country 1985-93 1990 1992 1989-94 1989-94
France 6 14 5 57 3
Germany 6 15 3 63 4
Sweden 7 13 5 80 1.2
UK 0 7 0 38 4
European Union (1) 4.8 13.5 3.8 58.7 2.6
UsS 0 1 0 50 0.5

Source: Nickell and Layard (1999) and Nickell (1997)
1. Austria, Belgium, Denmark, Finland, France, Germany, Ireland, Italy, Netherlands, Portugal, Spain, Sweden

and UK.




Table 4

Effect of belief that luck determines income on total social spending
(cross-country data)

Dependent variable: Total social spending

1 2 3 4 5
Gin cocfficient -0.306* -0.238* -0.115 -0.041
i coctticien [1.724] [1.739] [0.613] [0.347]
Mean belief that luck 32,728+ 32.272%%% 36.430% %+ 31.782%+ 13.758
determines income [2.925] [3.064] [3.305] [2.521] [1.345]
Latin America 26.950% % 4323 2,992 0.413 2344
atin Amer [3.887] [1.472] [0.941] [0.098] [0.832]
i 29.044% % -6.075%* -0.808 4.657 0.774
[6.684] [2.153] [0.142] [0.618] [0.314]
148 4754 -1.202
GDP pe 3 7
[1.348] [1.548] [0.742]
1.430% %
Population above 65 [3.833]
0.079
p 15 and 64
opu b/w 15 and 0.337]
Majoritarian 0.493 0.031
J [0.184] [0.011]
424
Presidential [1.392]
constant -3.088 7.907 225.207 41.401 3.937
nstan [0.590] [1.396] [1.152] [1.425] [0.215]
Observations 29 26 26 26 26
Adjusted R-squared 0.431 0.494 0.495 0.496 0.7

Robust t statistics in brackets
* significant at 10%; ** significant at 5%; *** significant at 1%




Table 5

The effect of mean belief that luck determines income on social spending,
excluding old age, disability and survivors’ benefits (cross-country data)

Dependent variable: Social spending excluding old age, disability and survivors’ benenefits

1 2 3
-0.232 -0.014 -0.242*
Gini coefficient
1 coethieren [1.617] [0.129] [1.824]
Mean belief that luck 29.817** 22.085% 27.686%*
determines income [2.552] [2.026] [2.317]
A56%** 10.162%** L005%*
GDP pe 7.156 6 7.005
[3.868] [5.893] [2.811]
. 0.529*
Population above 65 [1.857]
. -0.631*
Population 15-64 [1.832]
Majoritarian 0895 185
L [0.490] [1.143]
S -6.924%%*
Presidential [3.536]
Constant -59.411%** -89.823%** -22.528
[3.057] [5.394] [1.190]
Observations 20 20 20
Adjusted R-squared 0.511 0.644 0.609

Robust t statistics in brackets

* significant at 10%; ** significant at 5%; *** significant at 1%




Table 6

The effect of belief that luck determines income on individual political orientation
(individual data)

Dependent variable: Being left on the political spectrum

1 2 3
-0.125 -0.096 20.051
US resident
residen (12.14)** (3.31)** (1.37)
-0.01 -0.009 -0.009
Income . - -
(7.20) (3.31) (3.88)
-0.004 -0.002 0.000
Years of educati
cars of edtication (3.79)* (0.74) (0.07)
) . 0.01 0.01 0.009
City population " " s
(7.43) (4.29) (4.40)
0.036 0.051 0.033
Whit
e (4.83) (3.13)%* 2.11)*
-0.026 -0.03 20032
Married . . s
(3.22) (2.97) G.11)
-0.009 -0.01 -0.013
No. of childr
o- of chridrent (3.63)%* (3.00)%* (3.59)%*
Fermale -0.044 -0.043 20.039
(6.93)%* (3.43)%* (3.39)%*
Individual belief that luck 0.541 0.607
determines income (3.69)** (3.78)**
0.1 0.078 0.007
A 18-24
ge group (6.19)%* (3.41)%* (B.11)**
0.131 0.116 0.114
A 25-34
ge group (11.73)%* (7.23)%* (7.00)%*
0.126 0.117 0.12
A 35-44
ge group (12.03)%* (8.96)%* (9.27)%*
0.085 0.081 0.08
A 45-54
ge group (7.98)%* (6.37)%* (6.03)%*
0.039 0.038 0.037
A 55-64
ge group (3.55)%* (3.25)%* (3.00)%*
Constant 0.347 0.045 0218
(16.15)%* (0.62) (1.64)
Observations 20269 16478 14998
R-squared 0.03 0.03 0.04

Absolute value of't statistics in parentheses
* significant at 5%; ** significant at 1%
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The above figure depicts the relation between the tax rate that agents anticipate ex ante, and the tax
rate that the society (median voter) finds optimal ex post. The solid curve represents an economy
where the exogenous noise (luck) in the income distribution is moderate as compared to the
exogenous heterogeneity in talent, patience, or willingness to work. A politico-economic equilibrium
corresponds to any intersection of this curve with the 45-degree line. In this case, there are two stable
equilibria, one with low injustice and low taxation (US), and one with high injustice and high taxation
(EU). The lower dashed line, on the other hand, represents an economy where the noise in the income
distribution is very small, the social desire for fairnessis very week, or the cost of taxation is very
high. In this economy, only the low-tax regime survives. Finally, the upper dashed line represents an
economy where both the desire and the ahility to redistribute are high, in which case only the high-tax
regime survives.



