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Abstract 

The welfare state is generally viewed as either providing redistribution from rich to 

poor or as providing publicly-financed insurance. Both views are correct but incomplete. 

Welfare policies provide both insurance and redistribution in varying amounts, depending 

on the design of the policy. We explore the political consequences of the mix of 

redistribution and insurance in the context of studying the impact of income inequality on 

expenditures in different categories of welfare spending in advanced industrial societies 

from 1980-1995. We find that spending on pensions, health care, family benefits, poverty 

alleviation and housing subsidies is largely uncorrelated with income inequality, but the 

spending on income replacement programs such as unemployment insurance, sickness 

pay, occupational illness and disability are significantly higher is countries with the most 

egalitarian income distribution. We show that this pattern is exactly what a theory of 

political support for welfare policies that embody redistribution and insurance in varying 

amounts would predict. 
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1 Introduction 

Governments collect and spend around 45 per cent of GDP on average in advanced 

industrial societies, and about half of government spending goes to fund the variety of 

expenditures on transfer payments and services that constitute what is commonly called 

the welfare state. The classical view of welfare spending is that these policies are the 

outcome of a long political struggle in which workers and their allies used the power of 

the ballot box to obtain some redress for the inequalities generated by the market.
1
 

Whether scholars celebrate the growth of the welfare state as a triumph of reform or 

lament the weakening of market discipline that the growth of the welfare state 

occasioned, most have viewed welfare policies in redistributive terms. 

The widespread view that welfare policies are primarily redistributive, whether the 

redistribution is between workers and capitalists, as in the social democratic model, or 

between tax payers and well-defined groups of beneficiaries, such as pensioners, limits 

understanding of the political bases of support for welfare expenditures. The alternative 

view is that social insurance policies provide insurance.
2
 Of course, all insurance policies 

are redistributive in the sense that fire insurance redistributes resources from those lucky 

enough to never experience a fire in their house to those who have. Nevertheless, fire 

insurance is not redistributive ex ante. We do not expect fire insurance to be more popular 

among the poor than among the rich. 

Both views of the welfare policy, as redistributive policies or as publicly financed 

insurance policies, are correct but incomplete. Most welfare policies can be best 

described  as  the  public  provision  of  insurance  on  redistributive  terms.   Whether we 
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understand the political support for welfare policies as being primarily based on the desire 

for income redistribution or primarily based on the desire for publicly provided insurance, 

however, has important implications for how we understand variations in support for 

welfare policy in response to changes in the social environment. 

Consider, for example, the relationship between income inequality and support for 

welfare expenditures. The redistributive view of welfare policy, as formalized in a series 

of papers by Romer (1975), Roberts (1977), and Meltzer and Richard (1981), implies that 

higher inequality of market incomes among voters is associated with higher levels of 

political support for redistributive policies. The basic intuition is that low income earners 

have more to gain and less to lose from expansions of welfare spending than persons with 

high incomes. Thus, the poorer the majority of voters relative to the average income, the 

greater the expected support for welfare expenditures. In the one-dimensional model of 

voting over welfare spending where the voter with median income is decisive, the key 

statistic is the ratio of the median income to the mean income. The more skewed the 

distribution of income or, more precisely, the lower the ratio of the median to the mean 

income, the higher the level of welfare expenditures desired by a majority of voters. 

Welfare policy is expected to “lean against the wind” in the sense that the greater the 

inequality of pre-tax and transfer inequality, the greater the electoral support for 

government policies that redistribute from rich to poor.
3
 

The conclusion that welfare policy could be expected to “lean against the wind” in 

democracies has important implications for the connection between inequality and 

poverty. Markets generate inequality of income and wealth. Redistributive policies, 

however, can prevent market inequalities from leading to destitution. If electoral 

competition results in greater redistributive effort, where inequality is higher, democratic 

institutions may sever the link between  inequality and poverty.  Cross-national  difference 
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in inequality need not be closely associated with cross-national differences in the 

incidence of poverty. 

If support for welfare expenditures is motivated more by the desire for insurance 

than for redistribution, however, the relationship between welfare policies and inequality 

may be more accurately characterized as “bending in the wind” rather than “leaning 

against the wind.” Richer voters prefer more insurance than poorer voters if the demand 

for insurance rises with income. The insurance framework does not imply that high-wage 

workers desire more of every type of insurance than low-wage workers. The demand for 

insurance depends on risk as well as on income. Low wage workers may express greater 

support for unemployment insurance than high-wage workers, for example, since the 

probability of being laid off is higher for low-wage workers. The insurance framework 

does imply, however, that a worker’s demand for unemployment insurance would rise if 

the worker’s income increased while the risk of being laid off remained constant. In a 

comparison of two countries with the same distribution of unemployment risk but 

different distributions of income, the more skewed the distribution of income, the lower 

the level of insurance desired by the voter with median income. 

In this paper, we investigate the impact of income inequality on welfare spending in 

aggregate and disaggregated into spending on pensions, publicly financed health care, 

insurance against unanticipated income loss, family benefits, housing subsidies and 

poverty alleviation. It is generally recognized that the policies that comprise the welfare 

state are heterogeneous in ways that have important political consequences. Benefits may 

be narrowly targeted or paid to a large fraction of the population. Benefits may go to the 

elderly or to families with children. Here we argue that the impact of inequality on 

support for welfare spending depends on the degree to which social insurance policies 

provide insurance versus redistribution. 

Previous  attempts  to  verify the  Romer-Roberts-Meltzer  and  Richard model  of 
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welfare expenditures have proven to be disappointing. Perotti (1996) found no significant 

relationship between inequality and social insurance spending in a sample of 50 rich and 

poor countries. Rodriguez (1998) found no relationship between welfare spending at the 

state level in the US and inequality while Moffitt, Ribar and Wilhelm (1998) found 

spending on AFDC to be lower in states where the distribution of income was most 

unequal. Among OECD countries, Rodriguez (1998) found income inequality to be 

associated with less, not more, social insurance spending. None of these studies has 

explored the differences in the impact of inequality on spending in different welfare 

programs. 

In the second section of the paper, we demonstrate that the relationship between 

income inequality and welfare spending varies by type of welfare expenditure. For the big 

ticket items of pensions and health care, as well as for smaller items such as family 

benefits and anti-poverty programs, social insurance expenditures are largely uncorrelated 

with income inequality. For insurance against the risk of income loss due to layoffs or ill 

health, however, spending, as a share of GDP is significantly higher in countries where the 

pre-tax and transfer distribution of income is most egalitarian. 

In the third section of the paper, we show that expanding the Romer-Roberts-

Meltzer and Richard framework to encompass the provision of insurance in addition to 

redistribution along the lines suggested by Moene and Wallerstein (2001) can provide an 

explanation for the differences in the relationship between inequality and the major 

components of the welfare budget that the data reveal. While the demand for redistribution 

declines with income, the demand for insurance generally rises with income. Putting these 

two observations together implies that changes in the income of the median voter relative 

to the mean has two, counteracting effects. Which effect dominates depends on the 

relative mix of insurance and redistribution in a sense that  can be made rigorous  with  the  
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use of a formal model. Applying the model to different welfare programs provides an 

explanation for three prominent features of the data: (1) For programs consisting of 

roughly two-thirds of welfare expenditures, there is little or no relationship between 

spending and pre-tax and transfer income inequality. (2) For the remaining third of 

welfare spending, levels of spending are highest in countries where the pretax and transfer 

distribution of income is most egalitarian. (3) For almost no welfare policy is spending 

significantly higher in countries where inequality is highest. 

2 Income Inequality and Social Insurance Expenditures 

We begin with a discussion of the data used in the statistical analysis and of the 

methodological issues that we confronted. We then discuss our results and compare our 

findings to what others have found. Details regarding data sources and summary statistics 

for all variables used in the analysis can be found in Appendix 1. 

2.1 Description of the Data 

According to OECD statistics (OECD 1999), welfare expenditures averaged 23 per 

cent of GDP and 51 per cent of total government spending in advanced industrial societies 

between 1980 and 1995. The welfare budget can be divided into three large categories and 

three smaller categories. Pensions (old age cash benefits) make up 30 per cent of the 

welfare budget on average. Public spending on health consumes an average of 26 per cent 

of welfare spending. Policies that provide income support in a wide variety of 

circumstances (unemployment, disability, sickness, occupational injury, death of a 

spouse) comprise 31 per cent of social insurance expenditures on  average.  The  

remaining 13 per cent  of  the  welfare  budget  is  spent  on  benefits  and  services  for  

families  with children  (9  per  cent of welfare expenditures), benefits targeted to low 

income individuals, refugees  and  indigenous  groups (3 per cent of welfare expenditures) 

and   housing   subsidies  (1  per  cent   of   welfare   expenditures).    It   is   interesting  to 
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used. In practice, the lognormal distribution is a good approximation but not a perfect 

characterization of the actual distribution of wages and all variables are measured with 

error. Therefore, we used all three available wage ratios in our analysis. To save space, 

we only report the results using the 90/10 wage ratio but none of our findings are 

significantly different when the 90/10 wage ratio is replaced by either the 90/50 or the 

50/10 wage ratio. 

Because wage inequality data is not available on an annual basis for many countries 

and because we do not think that small annual changes in distribution of income have an 

immediate political impact, we used the average value of the 90/10 wage ratio for each 

five year period. That is, to explain social insurance expenditures in, say 1985, we use the 

average of all measures of the 90/10 wage ratio that are available for the time period 

1980-1984. Thus, our data set consists of data on spending in various social insurance 

programs as a share of GDP in the 18 countries in the years 1985, 1990 and 1995 with 

measures of wage inequality (and most other control variables) averaged over the time 

periods, 1980-1984, 1985-89 and 1990-94. We have 50 observations after subtracting the 

four cases in which there is no measure of wage inequality within the five-year time 

period.
5
 

On average, a worker at the 90th percentile received three times the earnings of a 

worker at the 10th percentile. The most egalitarian wage distribution in the data set is 

Norway in 1990-94, where the ratio of earnings at the 90th percentile to earnings at the 

10th percentiles was less than two to one. The least egalitarian earnings distribution was 

achieved by the US in 1985-89, when workers at the 90th percentile received a wage or 

salary that was 5.5 times the wage received by workers at the 10
th
 percentile. 

As control variables, we include the dependent variable lagged one period (5 years), 

the rate of unemployment, the share of elderly in the population, voter turnout, and a 

measure of Conservative party participation in government. We discuss each briefly in 

turn. 
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Lagged dependent variable: Budgeting is incremental. The best single predictor of 

next period’s welfare budget is the current welfare budget. Indeed, the simple regression 

of current total social insurance spending on past total social insurance spending (plus a 

constant) yields an R
2
 of 87.7 per cent.

6
 Therefore, we include the lagged dependent 

variable in the set of regressors. 

Unemployment rate: Once the parameters of unemployment insurance are fixed, 

expenditures on unemployment benefits vary directly with the rate of unemployment. 

Expenditures on active labor market policies and even disability insurance may also be 

sensitive to the unemployment rate. Thus, we include the rate of unemployment in the 

same year as the data on expenditures when analyzing categories of spending that might 

be sensitive to the unemployment rate.
7
 

Share of elderly in the population: Government spending on pensions and health 

care may be affected by the share of elderly in the population, both because the larger the 

share of elderly, the greater the need for spending to maintain the elderly in reasonable 

comfort and because the larger the share of elderly, the larger the share of the electorate 

with a keen interest in spending on pensions.
8
 We use the average share of elderly in the 

population in the previous five years (as is appropriate if the elderly share primarily 

measures the political strength of the elderly) rather than in the same year (as would be 

appropriate if the elderly share primarily measures need) because the five-year average 

fits the data better than the same year figure, although the difference in fit is small. 

Turnout: Since the electorate is not a representative sample of the adult population 

as a whole, the level of turnout may affect support for welfare expenditures, as argued by 

Lijphart (1997) and Franzese (1998). The electorate is both richer and older than the adult 

population as whole, and the correlation between electoral participation and income is 

generally weaker than the correlation between  electoral  participation  and  age  (Franklin 
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1996). Thus, the strongest impact of a low turnout may be to increase the political 

influence of the elderly. We include the average turnout in elections to the lower house of 

parliament (except in the US where we only include presidential elections) in each five 

year period. 

Conservative government: There are two ways to view the impact of economic and 

demographic variables on the level of welfare expenditures. In the first approach, 

economic and demographic variables are thought to influence the likelihood that pro-

welfare parties win elections and implement their preferred policies. In this case, the party 

in power is endogenous and should not be included as a control. In the alternative 

approach, economic and demographic variables are thought to determine the policies 

associated with the center of the political spectrum, around which the parties compete. In 

this case, the party in power and the economic and demographic variables have 

independent effects. We take the second view in this study and include the party in power 

as a control. Like many others, we find the greatest partisan difference with respect to 

welfare expenditures is that which separates conservative parties from both center and left 

parties (Castles 1992, Esping-Andersen 1990).
9 

Therefore, we use the average share of 

cabinet seats held by conservative parties in each period as our measure of the partisan 

composition of government. 

Finally,  it  is  worth  discussing  common  controls  that  we  do  not  include.   We  

do  not  include  measures  of  union  density,  union  concentration  or  the  centralization  

of  bargaining,  since  previous  studies  have  identified  these  variables  as  being  the  

primary  determinants  of  the  inequality  of  wages  and  salaries.
10

   Our  assumption  is  

that  the effect  of  union  organization  and  wage-setting  institutions  on  welfare  

expenditures  is  indirect.   Unions  and  wage-setting   institutions  affect   the  

distribution  of   income  which,   in  turn,   affects  the  political   support  for  social  

insurance.    The   relationship   between   organization  of   the   labor  market   and  wage 
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tion (Beck and Katz 1995, Greene 1997). However, with only three time periods, it is 

nuclear whether the correction improves the standard errors or makes matters worse. 

To decide this question, we turned to simulations, described in Appendix 2. The 

simulations reveal that, the uncorrected estimates of the standard errors perform well, 

even in the presence of heteroscedasticity and cross-sectional correlations, while the 

panel-corrected estimates of the standard errors perform poorly with so few time periods. 

Therefore, we report uncorrected standard errors in the regressions that follow. 

2.3 Results 

We begin with total welfare spending as a share of GDP. As column 1 in Table 1 

reveals, total welfare spending is significantly and negatively related to the inequality of 

wages and salaries. Spending levels are lower in countries which are more unequal. Total 

welfare spending is also reduced by conservative parties in government and high levels of 

voter turnout. The estimated negative effect of turnout on social insurance spending may 

surprise readers, but it fits with the result of studies of turnout cited earlier that age is 

highly correlated with voting. Thus, lower turnout may imply an older electorate on 

average. Both the share of the population who are elderly and the rate of unemployment 

are positively associated with welfare expenditures as a share of GDP. 

However,  as  discussed  above,  it  is  likely  that  aggregating  all  welfare  

programs  together  may  obscure  where  and  in  what  way  inequality  matters.   In 

columns  2,  3  and  4,  we  consider  the  three  main  pillars  of  the  welfare  state,  each  

one  of  which  consumes  roughly  30  per  cent  of  the  total  welfare  spending  or  7  

per  cent  of  GDP.     In   column  2,   the   dependent   variable  is  spending  on   

pensions  (old   age   cash   benefits)  as  a  share  of  GDP.   In  column  3,  the  dependent 
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spending on unemployment insurance and active labor market policies, as column 5 

shows, but the relationship is significant and negative for both categories of expenditures. 

It is also worth noting that, in spite of the charge that employers and unions and 

governments under conditions of high unemployment encourage workers to apply for 

disability payments, the unemployment rate does not have a significant effect on 

expenditures on disability insurance as a share of GDP. 

Readers might question the specifications presented in Table 1. Perhaps 

unemployment should be dropped from column 6, since the estimated coefficient has the 

“wrong,” i.e. unexpected, sign. Perhaps the unemployment rate should added to column 3, 

since unemployment may be damaging to health. Perhaps conservative government 

should be removed from the set of controls on the a priori grounds that electoral 

competition forces all parties to implement the same policies, as in the Downsian model. 

Rather than consider each possible objection, we investigated the robustness of the results 

in Table 1 by regressing each of the dependent variables on the lagged dependent variable, 

wage inequality on every subset of the “questionable” control variables, where the 

“questionable” control variables are Right Government, Turnout, the Percent Elderly and 

the Unemployment Rate.
12

 

The results are presented in Table 2, where we display the minimum and the 

maximum value of the estimated coefficient on Inequality  (90/10)  over all  combinations  

of  the  questionable  controls  for  each  dependent  variable.   Table  2  shows  that  the  

qualitative  results  in  Table  1  with  regard  to  the  three  large  components  of  the  

welfare  budget  are  robust.   While  the  effect o f  uncertainty  regarding  the  correct  

specification  is  larger  than  sampling  uncertainty  for  any  given  specification,  every  

specification  implies  that inequality  is  negatively  associated  at  the  .05  significance  

level  with  spending  on  income  replacement  as  a  share  of  GDP.  In  contrast,  

inequality  is  not   significantly   associated   with  spending  on  pensions  as   a  share  of 
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The second column of Table 5 indicates that conservative parties in government are 

associated with more spending on housing subsidies and antipoverty programs, which 

may reflect the preference of conservative parties for narrowly targeted over broadly 

targeted programs. In addition, countries with high rates of unemployment spend more on 

benefits targeted to those with low income. In neither category, however, is spending 

significantly associated with the inequality of wages and salaries.
15

 

In sum, the inequality of the distribution of wages and salaries has a strong impact 

on some parts of the welfare budget and not on others. Spending on such programs as 

health care, pensions and family benefits are largely independent of the inequality of 

wages and salaries. In contrast, spending on programs that provide income replacement 

for many of the risks facing working age adults, that is the inability to work because of 

unemployment, occupational illness or injury, disability and sickness, is significantly 

more generous in countries with a relatively egalitarian pre-tax distribution of wages and 

salaries. 

3 A Model of Political Support for Social Insurance 

It is striking that the central result of the Romer-Roberts-Meltzer and Richard 

model, that welfare expenditures are an increasing function of income inequality is not 

supported by spending from any of the major welfare programs among advanced 

industrial societies. Nevertheless, in this section we show how a straightforward extension 

of the Romer-Roberts-Meltzer and Richard framework to include the provision of 

insurance as well as redistribution can account for differential impact of wage inequality 

on expenditures across different social insurance programs observed in the data.
16
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surance as well as redistribution. The demand for redistribution increases when income 

falls, but the demand for insurance increases when income rises. Thus an increase in 

inequality that lowers the income of the median voter relative to the mean generates two 

counteracting effects. With two counteracting effects, the impact of inequality on support 

for welfare spending depends on the design of the welfare policy. Inequality lowers 

support for spending in policies designed such that the insurance effect dominates, that is 

in policies that provide insurance against the loss of income due to unemployment, 

sickness, disability, occupational illness or injury or death of a working spouse. In welfare 

policies where the mix of insurance and redistribution is more tilted in favor of 

redistribution, the two effects work against each other in such a way that a relationship 

between income inequality and welfare spending is hard to discern in the data. The fact 

that we failed to find any category of welfare spending where inequality clearly raises 

welfare spending can be explained by the absence of welfare policies designed purely to 

provide redistributive benefits to a majority of voters. 

There are other possible explanations of the empirical pattern. It could be that 

voters are particularly concerned with the disincentive effects of income replacement 

programs in highly unequal societies, as Moffitt, Ribar and Wilhelm argue (1998). 

Alternatively, it could be that high levels of wage equality are associated with educational 

systems that promote the acquisition of sector-specific skills that increase the demand for 

insurance against job loss, as Iversen and Soskice (2001) suggest. Such alternative 

explanations are complementary to the explanation provided here. Finding convincing 

ways to distinguish among these explanations is a task for future work. 

Understanding that the political support for welfare programs is based on the 

demand for insurance in addition to the demand for redistribution provides a simple 

explanation for the differential impact of inequality on expenditures in different 

categories of welfare spending. 
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The negative impact of income inequality on support for spending on important 

categories of social insurance, in turn, helps explain the strong association of pre-tax and 

transfer income inequality and the proportion of households whose post-tax and transfer 

income falls below the poverty line.
21

 Inequality matters for poverty, not because (or not 

only because) employed workers are paid so little, but because income inequality reduces 

political support for important categories of social insurance spending. 
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