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Redistribution: How to reduce income inequality?

progressive income taxation

transfer programmes

public insurance

schooling

public transport

public housing
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Preferences for Redistribution

International Social Survey Programme (ISSP): Cross-county survey
about economic conditions and attitudes on different social sciences
topics

Question: Do you strongly agree, agree, neither nor, disagree, strongly
disagree with the statement:”It is the responsibility of the government
to reduce the differences in income between people with high incomes
and those with low incomes”

Preferences for redistribution: strongly agree or agree with that
statement
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Preferences for Redistribution in Europe and US (ISSP,
1999)

Percentage of population favoring government redistribution
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Reasons for redistribution: Corneo and Gruener 2002

Homo oeconomicus effect

Support in favor for redistribution depends inversely related to an
individual’s position in the income scale.
Under a linear redistributive scheme, all individuals with less than
average income are in favor for redistribution.

Public values effect

Individuals have a social welfare function that express their preferences
over resource allocations which is independent of their income.
Ethics: Personal hard work justifies inequality
Efficiency: Incentive costs for redistribution

Social rivalry effect: relative position matters

Redistribution of income might lead to changes in social composition
Heterogenous neighborhood or schools
Mixed marriages
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Reasons for redistribution: Empirical test

Data: ISSP which contains individual information about preferences
for redistribution, incomes, prestige scores of their jobs

Construction of relative social indicator measuring the distance to the
lower social class

Logit estimation on question: government should reduce inequality
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Cross-country Results from Corneo and Gruener (2002)
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The effect of the political system on preferences for
redistribution

Is it possible that living under a specific political system leads to
adaption of preferences?

Why is that an interesting question?

can explain persistence in differences between countries
makes it difficult to change policies in the short run

Why is it difficult to establish empirical evidence about the causal
effect of the political system on preferences for redistribution

Feedback between preferences and policy
How is it possible to isolate the effect of a political system from other
factors explaining redistribution, e.g. income
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Feedback: Policies on preferences
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Correlation versus causality

In general we are interested in the causal effect of variable x on y

Correlation between x and y could be due to:

causal effect x on y
causal effect y on x
third factor influencing both x and y

Natural experiments: exogenous shock that allows to split population
into treatment and control group

Randomized experiments: research design that allows to split
population into treatment and control group (similar to medicine)

Instrumental variables: find an exogenous variables z that is
correlated with the potential endogenous variable x
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Reunification in Germany as natural experiment: Alesina
and Fuchs-Schuendeln (2007)

Germany before 1945 relative homogenous population

After World War II split into East and West Germany

Split was bargained by Allies
Related to geography
Exogenous to preferences

Reunification 1990

Economic and political system of West Germany transferred to the East

West Germans serve as control group
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Research question of Alesina and Fuchs-Schuendeln
(2007)

Have 45 years of living under Communism had any lasting effects on
preferences for state interventions?

Economic effect: East poorer than West
Pure preference effect: East Germans got used to redistribution and
intense state involvement

Do preferences converge to those of West Germans?

To answer these questions, compare preferences of East Germans to
those of West Germans after reunification
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Are the West Germans a valid control group: Economic
situation
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Are the West Germans a valid control group: Elections in
1898
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Data: Socio Economic Panel (SOEP)

Household panel survey

started in 1984 in West, since 1990 covering East as well

Survey rounds 1997 and 2002 since special questions on preferences

Observations: 11,400 West / 7,000 East

In analysis, East and West refers to residence before reunification
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Dependent variable
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Basic regressions: Probit regression
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Speed of convergence

In 1997, being from the East increases probability of favoring state
intervention by 15 to 17 percentage points

Between 1997 and 2002, probability of favoring state intervention
declines by between 2.3 and 6.9 percentage points for an East German

Convergence (assuming linearity) takes between 20 and 40 years, i.e.
1 to 2 generations
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Age and cohort effects
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By how many percentage points is East German of certain
birth cohort more likely to favor state intervention than a
West German of same cohort?
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Do East Germans favor redistribution only because their
household income increases due to redistribution?

Results robust to inclusion of the following controls:

fourth-order polynomial of household income
decomposition of household income by sources
expected future income: change of household income between 1997
and 2002 (in regression with 1997 data only)

Up to one third of East effect due to economic effects of Communism
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Preferences and Migration
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Why have former East Germans stronger preferences for
redistribution (besides economic effects)?

Simply because they are used to it?

Or has communism changed their beliefs regarding the driving forces
of success in life (effort, luck, or social conditions)?
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Life achievements determined by social conditions

Peter Haan (J. W. Goethe Universität) Europe and the US: Preferences for Redistribution Summer term, 2010 24 / 33



Luck
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Conclusion

Strong effects of Communism on preferences:

East Germans are on average around 16 percentage points more likely
to be in favor of state intervention than West Germans
Convergence will take around 1 to 2 generations
These effects go beyond purely economic effects, i.e. there is a
feedback from policies on preferences

Policy Conclusions:

For Germany, that means that reunification not only constituted an
economic shock, but also a preference shock
In general, this means that policy reforms might be hard to implement
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Alesina and Angeletos (2005): Fairness and redistribution

Beliefs about the tax systems affect the effort-luck composition of
income and this affects preferences for redistribution.

Assumption of the model: redistribution is fair if income is driven by
luck

Different beliefs might lead to different stable equilibria and this
explains differences in redistribution between countries

Dynamic extension of the model: different initial conditions or
different shocks, not different beliefs, explain why a specific regime
exists in an economy
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Fairness and redistribution: US and Europe

Europe: for centuries wealth and success were determined by class
(feudalism; i.e. birth major determinant of success in life); when
feudalism was abolished, wealth distribution was hence perceived as
”unfair” similar to luck

US was considered the ”land of opportunities” by immigrants: those
who became wealthy and successful had ”made it”, and hence wealth
distribution was considered ”fair”

while nowadays e.g. intergenerational mobility is the same in Europe
and US, these perceptions are still there and reinforce themselves
through taxation
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The Believe in Luck and Preferences for Redistribution

Peter Haan (J. W. Goethe Universität) Europe and the US: Preferences for Redistribution Summer term, 2010 29 / 33



Model

Optimal policy: Maximize the utility of median voter

Preferences of agents depend on private utility from consumption
(income - tax) and from disutility generated by unfair social outcome

Fairness depends on the effort-luck composition of income

Two period model

Period I: investment before tax rate is known
Period II: effort after tax rate is known

Differences in beliefs about taxation in the first period generate
different optimal policy response
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Optimal Policy: Multiple Equilibria

Optimal policy: trade off between fairness and efficiency

Equilibrium tax rate: expected and actual tax rates are the same

The higher expected tax rate, the lower is effort, the higher is
equilibrium tax rate

Dynamics (s-shape) through the effect that higher tax rate in itself
has 2 opposing effects:

leads to lower effort, and thus lower signal to noise ratio in
pre-government income
leads to more redistribution, and thus lower effect of luck in
post-government income

Multiple equilibria: higher tax rates reduce the fair component of
income (through negative incentive effects) by more than the unfair
component of income (through actual redistribution)
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Multiple Equilibria
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Optimal Policy: US versus Europe

Europe: anticipation of high tax rates, lower effort and more luck thus
redistribution is optimal

US: anticipation of low tax rates, higher effort and less luck thus less
redistribution is optimal

Faced with alternative, median voter would rather have US
equilibrium: more output (though higher effort), less distortions,
higher signal-to-noise ratio, i.e. though income distribution is more
unequal, it is perceived as ”fairer”

If government could pre-commit to taxes, only US equilibrium would
survive
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