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Inequality, Social Insurance and Redistribution*
Abstract
Is the political support for welfare policy higher or lower in less egalitarian societies? We
answer the question using a framework in which welfare policies are modelled as publicly financed
insurance policies that pay benefits in a redistributive manner. With the majority of voters having
both redistributive and insurance motives for supporting welfare spending, the impact of inequality
on voters’ support for welfare depends on how benefits are targeted. If benefits are mostly paid to
persons who are employed, redistribution dominates and greater inequality increases support for
welfare spending. K benefits are mostly targeted to those without earnings, however, the insurance
aspect dominates and greater inequality reduces support for welfare spending. When voters choose
both the level and the targeting of benefits, we find that the insurance aspect dominates in the sense
that greater inequality is associated with lower benefits targeted to those without earnings. This
prediction is contrary to the dominant view in the literature but, as we show, consistent with the
evidence among advanced industrial societies.
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I. Introduction
What is the effect of changes in the inequality in pre-tax and transfer income on political
support for welfare policy? The conventional intuition that is expressed in almost all economic
models of welfare policy starting with Romer (1975), Roberts (1977) and Meltzer and Richard
(1981), is that increased inequality leads to greater political demand for redistributive policies. The
logic is simple and compelling. Welfare policy, it is assumed, redistributes income from persons
with above-average incomes to persons with below-average incomes. Given that the income
distribution is skewed such that a majority of the population receives an income below the mean, it
is natural to think that an increase in inequality that causes above-average incomes to rise and
below-average incomes to fall would provoke to increasing demands for public policies to reduce
the gap between the rich and the poor. In the Romer-Roberts-Meltzer and Richard formalization,
political competition drives the level of welfare spending towards the ideal point of the voter with
median income. The greater the distance between the median and the mean income, the greater the
equilibrium level of welfare spending.
This simple model of voting over redistributive policies has several comforting implications.
If greater equality reduces the political demand for redistributive policies and redistributive
policies inhibit growth, reducing income inequality promotes economic development as argued by
Alesina and Rodrik (1994) and Persson and Tabellini (1994). In addition, if an exogenous change
in the economic environment causes the distribution of income to grow more unequal, the RomerRoberts-Meltzer and Richard model predicts that political support for redistributive policies will
increase. Thus, political support for redistributive policies is predicted to increase when
redistribution is most needed. Although each voter is assumed to care only about his or her welfare,
the result is a welfare policy that varies appropriately with the needs of the poor.
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can lead to the opposite conclusion: The relationship between pre-tax and transfer inequality and
support for welfare policies may be perverse in the sense the increased inequality is associated
with lower, not higher, support for policies that benefit the bottom half of the income distribution.
In the second part of the paper, we show that the perverse relationship between inequality and
redistributive policies is what the data show among OECD countries. Together, the theory and the
evidence implies that the political consequences of inequality magnify, rather than diminish,
differences between countries and change within countries over time in the inequality of wages
and salaries, at least among advanced industrial societies.
The framework we develop combines two different approaches to understanding the sources
of political support for welfare policy. In the first view, as expressed in the Romer-Roberts-Meltzer
and Richard model, as well as in the large literature in political science and sociology that
emphasizes the political strength of the working class in cross-national studies of welfare spending,
welfare policy is fundamentally about redistribution from rich to poor.1 Self-interested voters
support welfare policy up to the point where their gain from the redistribution of income is
matched by their share of the cost that redistributive policies impose. In the second view, the
essence of welfare policy is the public provision of insurance. In the insurance framework, selfinterested voters support welfare policy to obtain insurance against risks for which private
insurance markets fail to cover.2
Whether welfare policy is viewed as redistributing income or providing insurance has
significant rhetorical implications. Viewed as redistributive policies, welfare programs benefit the
poor at the expense of the rich, and generally reduce the efficiency of the economy. Viewed as
social insurance policies, welfare policies provide insurance benefits to all and enhance efficiency
to the extent that the public sector provides insurance against risks that are difficult or impossible
to cover through private insurance markets. In fact, the policy implications of the two different
understandings welfare policies are less clear
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fundamentally redistributive yet support increases in spending on the grounds that the benefit of
increased equality outweighs the efficiency loss. On the other hand, one might consider welfare
policies as social insurance policies yet think that the demand for insurance could be better
satisfied by private firms.
In this paper, our purpose is to investigate the contrast between the redistributive and the
insurance model of welfare policies in terms of the impact of inequality on the political support for
welfare spending. Consider an increase in the inequality of income that lowers the income of the
median voter, while leaving average income constant. In the redistributive model, the lower the
income of median voter relative to the average income, the more the median voters gains from
welfare expenditures. In the insurance model, in contrast, the demand for insurance declines with
income, holding risk constant, assuming that insurance is a normal good. If the median voters’
income declines, and the risks covered by social insurance do not change, support for spending on
social insurance declines.
In our judgment, both approaches provide essential ingredients for an adequate understanding
of the politics of welfare policy. Social insurance policies comprise a large part of the welfare
budget, at least in advanced industrial societies, and even policies of social assistance can be
viewed as providing insurance against the residual risk of income loss that social insurance
policies do not cover. At the same time, public insurance is commonly provided and financed in a
manner that is redistributive ex ante in that voters with lower expected incomes receive insurance
on more favorable terms than voters with higher expected incomes. Thus, one cannot tell which
aspect of welfare policy, redistribution or insurance, dominates in determining the impact of
inequality on support for welfare spending without specifying how the policy is designed.
In the model we develop, government spending is characterized by two parameters that
determine the level of government spending and the group to which the benefits of
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as fundamentally redistributive and the model of welfare policy as fundamentally about insurance
depending on the type of targeting. When the benefits of government spending are predominantly
received by persons who are employed, we are able to reproduce the Romer-Roberts-Meltzer and
Richard model. When benefits of government spending are targeted to those without earnings, the
response to greater inequality is as predicted by the model of welfare policy as insurance. Finally,
when the type of targeting is determined endogenously through a democratic process, we show
that the equilibrium consists of an outcome in which the insurance aspect of welfare policy
dominates if the pre-tax and transfer inequality is not too great. If the initial inequality is
sufficiently large, the political equilibrium is one in which both models retain some predictive
power.
The next section of the paper presents the basic assumptions regarding the economy and the
policy choice. In Section III, we consider the impact of inequality on voters’ choice of the level of
benefits for a given type of targeting. In this section, we show that the conclusions of both the
redistributive model and the insurance model of welfare spending can be generated within a single
framework by assuming different values for the parameter that determines the extent to which
benefits are targeted to those without earnings. In section IV, we investigate the simultaneous
choice of the level and targeting of benefits and demonstrate that, if the initial distribution of
income is not too unequal, the comparative statistics of the political equilibrium correspond to the
insurance model of government spending. The fifth section discusses the empirical association of
welfare spending and wage inequality in OECD countries. Section VI concludes.
II. Basic Assumptions
In order to make our analysis as transparent as possible, we present our theory in the context
of the simplest model of the economy that we can think of that contains the essential ingredients of
(a) uncertainty with regard to future income on the part of a significant fraction of the population
and (b) heterogeneity among voters in terms of
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assumption that there is a majority of voters with identical preferences.11
V. Inequality and Welfare Spending Among OECD Countries, 1980-1995
The two central results of the model with endogenous targeting are that (1) total spending is a
non-monotonic function of inequality, first falling and then rising as inequality increases and (2)
welfare spending targeted to those without employment is a monotonic, declining function of
inequality. It is difficult to reject the prediction of a non-monotonic relationship between inequality
and total spending. Without some way of estimating w0 in Figure 2, the model is compatible with
finding either a positive or negative relationship between inequality and total spending in the data.
Moreover, it is the second claim that most sharply distinguishes our approach from the RomerRoberts-Meltzer and Richards model in which more inequality is predicted to lead to more
redistribution towards the poor. In this section, therefore, we conduct a preliminary empirical test
of the sign of the relationship between the inequality of wages and salaries and the level of welfare
spending targeted to those without earnings.
Most social insurance and social assistance policies provide benefits to persons who are not
currently employed. The most important exception is health care. In the US, government spending
on health care is targeted to the elderly (Medicare) or the poor (Medicaid). In all other countries in
our data set, however, government financed health care is a universalistic benefit provided to all
regardless of income of employment status. To including government spending on health care in
our dependent variable would significantly overstate expenditures targeted to those without
employment in advanced industrial societies other than the US. To exclude government spending
on health, however, would significantly understate expenditures targeted to those without
employment in the US.
Let SIit (for Social Insurance) denote government spending on old-age cash benefits, disability
cash benefits, occupational accidents and disease benefits, sickness benefits, services for elderly
and disabled, survivors’ benefits, family cash benefits, family services,
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particular, greater inequality or greater uncertainty of income increases support for redistributive
policies when benefits are mostly targeted to those with earnings. The intuition is that the wider the
gap between the income of the decisive voter and the income of the average voter, the greater the
incentive for redistribution. When benefits are mostly targeted to those without earnings, however,
greater inequality of income reduces support for redistributive policies. Here the intuition comes
from the insurance framework. When the income of the median voter falls, the median voter
wishes to reduce his or her purchase of insurance against the possibility of income loss. Finally, we
demonstrated, in the context of a model of electoral competition with two parties or two competing
blocks of parties, that when voters choose both the type of targeting and the level of benefits, it is
the intuition from the insurance model that prevails with regard to benefits targeted to those
without earnings. Public support for benefits targeted to those without earnings goes down as
inequality increases. Regression results indicating that higher inequality is associated with less
spending on benefits targeted to those without earnings among OECD countries provide empirical
support for the model.
The model also implies that the impact of redistribution from the rich is non-monotonic with
respect to income inequality. A small increase in income inequality from an initial condition of
relative equality reduces majority support for redistribution from the rich since, if incomes are
relatively equal, voters prefer to target all benefits to those without earnings and support for
benefits to those without earnings declines as the median voters’ wage declines. An increase in
inequality from an initial condition of sufficient inequality, however, increases majority support for
redistribution from the rich to the middle. In highly unequal societies, the rich may have a good
reason to fear democracy even while the poor may not find that democracy brings many benefits.
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OECD (1996).
13

Pampel and Williamson (1989) emphasize the importance of the size of the groups

receiving welfare benefits as determinants of the level of expenditures.
14

If one adds an interaction term between turnout and inequality, the coefficient on the

interaction term is positive as found by Franzese (1998). However the impact of turnout remains
negative at every level of inequality. The positive interaction indicates that turnout is less
negatively associated with welfare spending, on average, at higher levels of inequality than at
lower levels.
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