Redistributive policies and
the demand for fairness

par Gilles Le Garrec

Six years after the onset of the Great Recession, France’s
economic situation is still gloomy: growth is sluggish, there
are almost 3.5 million unemployed in mainland France, and the
public debt is approaching the threshold of 100% of GDP (95.4%
according to the 2014 Maastricht criteria according to the
OFCE). One cause for satisfaction has been the ability of the
social protection system to mitigate the increase in income
inequality. The Gini index [1] calculated on the labour force
(population age 18 to 65) shows that, between 2008 and 2011,
inequality in market income increased by 2.9 percentage points
while inequality in disposable income increased by only
1.8 points. To achieve this, social spending rose by 0.8
point, bringing it to 19% of GDP excluding old-age pension
expenditures [2]. However, one of the fears associated with
the crisis (due to its duration and magnitude) is that France
can no longer afford to provide people with such a high level
of social protection. Is this fear justified? Not necessarily.

Starting from the premise that in a democracy a policy can be
carried out only if it has the majority support of its
citizens, Meltzer and Richard (1981) suggest that increasing
inequality leads to an increasing demand for redistribution,
not because people have an aversion to inequality, but rather
because they are motivated by their own interests. Therefore
the poorer the median individual becomes in terms of income
[3] compared to the average population, i.e. as the income
distribution becomes more unequal, the greater will be that
individual’s interest in income redistribution. In this
perspective, the increasing 1inequality generated by the
economic crisis should result in an increase in social
spending. Redistribution is thus not inflicted, but instead


https://www.ofce.sciences-po.fr/blog/redistributive-policies-demand-fairness/
https://www.ofce.sciences-po.fr/blog/redistributive-policies-demand-fairness/
http://www.ofce.sciences-po.fr/pages-chercheurs/legarrec.htm
http://www.ofce.sciences-po.fr/pdf/documents/prev/prev1014/france291014.pdf
file:///C:/Users/laurence-df/Desktop/GLG_MoralRedistBLOGrevise.docx#_ftn1
file:///C:/Users/laurence-df/Desktop/GLG_MoralRedistBLOGrevise.docx#_ftn2
file:///C:/Users/laurence-df/Desktop/GLG_MoralRedistBLOGrevise.docx#_ftn3

should have the support of a majority of the citizens. Though
attractive in its simplicity, this explanation suffers from a
major flaw: the data does not show any positive correlation
between income inequality and redistribution. Typically, the
level of inequality measured by the Gini index (before taxes
and transfers) is 0.46 in France with respect to the labour
force, versus 0.475 in the US, where the level of social
spending is only 13% of GDP[4]. More generally, and as 1is
illustrated in Figure 1, this presumed correlation proves to
be zero or even negative (see Perotti 1996 for an empirical
review). To understand the possible weaknesses of the French
social protection system, the analytical framework proposed by
Meltzer and Richard (1981) will not be sufficient.

Figure. Income inequality and redistribution
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This discrepancy between the observed facts and the theory has
spawned several lines of research[5]. In particular, the
assumption that individuals are motivated solely by self-
interest has been challenged by a large number of laboratory
experiments. Take, for example, the ultimatum game. In this
game, two anonymous subjects must agree on how to divide a sum
of money. The first participant must make an offer to share
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the sum. The second can then either accept or reject the
offer. If he accepts, then the two share, otherwise neither
gets anything. In theory, the first player, knowing that any
positive offer will be accepted, should always offer the
second player as little as possible. Contrary to this
prediction, the results of the experiment show that many
people offer 50% of the total to the second player, with an
average offer of around 40%. Furthermore, any offer of less
than 25% of the total has a high chance of being rejected.
These results demonstrate behaviours characterized by a sense
of distributive justice. When people are asked outside the
laboratory setting about the reasons why someone would favour
redistribution, this is the particular reasoning given. Survey
data also underscore that individuals tend to give greater
support to redistribution when they think that poverty 1is
caused by factors for which the victims are not responsible
(see Fong, 2001). In line with these results, the belief that
luck rather than effort determines income proves to be a
better predictor than income inequality of how much
redistribution takes place in a country.

Thus, in order to determine the ways in which concern for
others can explain the differences in redistribution observed
between democracies, the theoretical literature has focused on
the formation of beliefs. In the approach of Alesina and
Angeletos (2005), individual preferences combine personal
interest and the demand for fairness. Specifically, fairness
is defined according to the principle that each person should
get what they deserve. Knowing that income depends on both
luck and the effort exerted, the authors argue that the
differences between the amounts redistributed in different
countries result from different self-fulfilling beliefs.
Americans, expecting little redistribution, invest more 1in
their human capital and thus create the conditions for a low
level of redistribution because the role of chance is reduced
in the determination of income. Conversely, Europeans,
expecting strong redistribution, invest less in their human



capital. Luck is thus more important in the determination of
income; individuals will therefore support strong
redistribution in accordance with the principle of fairness.
Furthermore, assuming that Americans and Europeans share the
same preferences, Alesina and Angeletos highlight an important
result: the low-redistribution American model is preferred by
a majority of citizens over the European model because it
produces less distortion and thus results in a higher overall
income. However, this does not mean that poor people do not
prefer the model with strong redistribution.

In contrast to this result which is based on the assumption
that Americans and Europeans share identical preferences,
Corneo (2001) showed that West Germans incorporated collective
motivations into their preferences, whereas Americans were
motivated only by their own interests. The intensity of a
collective motivation is thus culturally determined.

In this context, building on the approach proposed by Alesina
and Angeletos (2005), Le Garrec (2014) has offered a mechanism
for the cultural transmission of the intensity of the demand
for fairness. In accordance with the socialization process, a
person’s observation during childhood of the previous
generation’s inability to develop a fair redistribution policy
will reduce the moral cost to that person of not supporting a
fair policy later in life. When someone is socialized in an
environment characterized by a fair redistributive policy, the
demand for fairness remains strong in the person’s
preferences: a system with strong redistribution (as 1in
France) is perennial and perpetuated from generation to
generation. Conversely, if people are socialized 1in an
environment where the redistributive decisions deviate
significantly from distributive justice, the internalization
of the norm “individual success comes first” reduces the
weight of the moral imperative in their preferences. In this
case, a system with little redistribution (as in the US) is
also sustainable. In Le Garrec (2014), the choice of a system



will therefore depend on the respective histories of the
nations[6].

In light of the way the canonical model of Meltzer and Richard
(1981) has been extended, based on the demand for fairness
observed at the individual level, can we understand the
concerns expressed about the future of the French social
welfare model, that is to say, a model characterized by strong
redistribution? First note that in the later developments of
the model, since individuals are motivated in part by their
own interests, the Meltzer-Richard effect continues to exist.
Rising 1inequality tends to increase the 1level of
redistribution, and this receives majority support in both
Europe and the United States. However, based on the Alesina-
Angeletos approach, the depth of the economic crisis could
weaken the French model if it leads people to believe that it
can no longer be financed. In this situation, the belief could
become self-fulfilling and eventually lead to a sharp
reduction in the generosity of the welfare system, with a
shift towards a US-style system. This interpretation of the
Alesina-Angeletos model (2005) is all the more credible as the
low-distribution American model seems to be preferred by most
Europeans. The exposure that could result from the crisis
could then serve to change beliefs. This perspective, however,
is not present in Le Garrec (2014), and rightfully so as
preferences co-evolve with the social protection system. A
French person will (on average) prefer strong redistribution
because his or her preferences express a strong demand for
fairness. From this point of view, the high redistribution
model, like the low redistribution one, seems very durable.
Nevertheless, in Le Garrec (2014) the sustainability of the
high redistribution model requires a minimum consensus 1in
society on the causes of injustice in order to ensure a moral
standard that is relatively strong. However, the economic
crisis in Europe 1is characterized precisely by strong
disagreement about its origins: excessive debt on the part of
households or government, fiscal austerity, monetary
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conservatism, divergence in competitiveness with a single
currency, a lack of solidarity among nations, etc. From this
perspective, the crisis could jeopardize the French model by
weakening moral standards. Ultimately, in contrast to the
approach of Meltzer and Richard (1981), the approaches of
Alesina and Angeletos (2005) and Le Garrec (2014), which go
more deeply into people’s motivations, offer keys to a
different and complementary understanding of the potential
dangers that could face the French social security system as a
result of the economic crisis.
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[1] The Gini index 1s based on a comparison between
proportions of the population and their combined income. A
value of 0 represents perfect equality, a value of 1 complete
inequality.

[2] As the pension system is not aimed at reducing income
inequality, but at providing deferred wages on the basis of
what has been paid in, it is best to remove these expenditures
in order to properly assess the capacity of social spending to
reduce these inequalities.

[3] 50% of individuals have an income that is higher than this
person’s, and 50% lower.

[4] Social spending (and taxation) is also less progressive in
the United States than in France. Thus, social spending of 1%
of GDP would reduce the Gini index by 1.74% in France compared
with 1.46% in the United States.

[5] See Alesina and Glaeser (2004) and Acemoglu et al. (2013)
for an overview of the various extensions made to the
canonical model.

[6] It is beyond the scope of this note to analyze the
historical facts that would help explain the convergence
towards one type of social protection model rather than
another. For this, please refer to the work of Alesina and
Glaeser (2004).
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Pensions: the Moreau report’s
poor compromise

By Henri Sterdyniak

Under pressure from the financial markets and Europe’s
institutions, the government felt obliged to present a new
pension reform in 2013. However, reducing the level of
pensions should not now be a priority for French economic
policy: it is much more urgent to re-establish satisfactory
growth, reform the euro zone’s macroeconomic strategy, and
give a new boost to France’s industrial policy as part of an
ecological transition. Establishing a committee of senior
officials and experts is a common practice that is used these
days to depoliticize economic and social choices and distance
them from democratic debate. In this respect, the Moreau
report, released on 14 June 2013, seems like a bad compromise.
Although it does not call into question the public pension
system, it weakens it and does not give itself the means to
ensure the system’s social viability.

Do the social security accounts have to be balanced during a
depression?

The deficit in the pension schemes in 2013 was mainly due to
the depth of the recession, which has reduced the level of
employment by about 5%, causing a loss of about 12 billion
euros in funding for the pension schemes. The central
objective of Europe’s economic policy should be to recover the
jobs lost. Unfortunately, the Moreau report proposes
continuing the strategy of a race to the bottom that is being
implemented in Europe and France: “the pension schemes must
contribute to restoring the public accounts and to France’s
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international credibility” (page 82). The report forgets that
lower pensions lead to a decline in consumption, and thus in
GDP, and to lower tax revenues and social security
contributions, especially since all the euro zone countries
are doing the same thing.

The report recommends reducing the deficit in the pension
system relatively quickly by increasing the taxes paid by
retirees. It adopts several well-known proposals uncritically.
It would align the rates of pensioners’ (CSG wealth tax with
those of the employed. At one time, unlike employees,
pensioners did not pay health insurance contributions. They
have been hit by the establishment and then increase in the
CSG tax. They already pay an additional contribution of 1% on
their supplementary pensions. They are suffering from the
retreat of the universal health scheme in favour of top-up
health insurance. Increasing their CSG rate from 6.6% to 7.5%
— the same as for employees — would bring in 1.8 billion
euros. But shouldn’t it be necessary in exchange to eliminate
the 1% contribution on supplementary pensions and make their
top-up health insurance premiums (which are not paid by the
companies) deductible?

Pensioners are entitled, like employees, to a 10% allowance
for business expenses, but with a much lower ceiling. Even for
employees, this allowance is much higher than actual business
expenses; it offsets to some extent the possibilities of tax
evasion by non-employees. The removal of the allowance would
lead to 3.2 billion euros more in tax revenue to the state and
a 1.8 billion reduction in certain benefits, linked to the
amount of taxable income. Retirees would lose 2% of their
purchasing power. But it is hard to see how this 5 billion
would make its way into the coffers of the pension programmes.

Taxing pension family benefits (which would yield 0.9 billion)
is certainly more justifiable, but again it is unclear how and
why the product of this tax would go to the pension funds,
especially as family benefits are the responsibility of the



CNAF (National family benefits fund).

On the other hand, with regard to increasing contributions the
report 1is very timid in at best proposing an increase of 0.1
percentage point per year for 4 years, 1i.e. ultimately 1.6
billion euros in employee contributions and 1.6 billion in
employer contributions.

Most importantly, the report intends to increase the highest
pensions (those who pay the full rate of CSG tax) only at the
rate of inflation: 1.2 points for 3 years, thereby hitting
them with a reduction of 3.6% in their purchasing power.
Pensions subject to the reduced rate of CSG would lose only
1.5%. The 1lowest pensions would be spared. While this
disparity in efforts may seem justified, the reliability of
the public pension system would be seriously undermined. How
can we be sure that this de-indexation will last only three
years, that it will not become a more or less permanent
management tool, which would especially hit older pensioners
whose standard of living is already low? As the pensions
received by a retiree are not all currently centralized, it is
difficult to have the indexation of pensions vary in
accordance with their level. The solution advocated by the
report — to take into account the situation of the pensioner
vis-a-vis the CSG - is hard to manage; making someone’s
pension level depend on their family’'s tax situation 1is just
not justifiable. Pensions are a social right, a return on the
contributions paid in, and not a tool for adjustments. How can
we justify a 3.6% decline in the purchasing power of part of
the population while GDP per capita is expected to continue to
rise? Should the purchasing power of pensioners be cut when it
has not benefited from an increase since 1983, even during
periods of wage growth? Respect for the implicit social
contract that underpins the pension system means that
pensioners should make the same efforts as employees, no more,
no less.

Furthermore, in times of economic recession the refrain that



efforts need to be equitably distributed 1is dangerous. If
everyone makes an effort by accepting less revenue and then
reducing their expenditure, the inevitable result will be a
drop in overall consumption, which, given spare production
capacity, will be accompanied by a decline in investment and
thus in GDP.

Guaranteeing a fall in pensions

In the medium term, the report’s main concern 1is to ensure a
decline in the relative level of pensions. Indeed, because of
the Balladur reform, since 1993 wages recognized in the
general pension scheme have been re-valued based on prices,
and not on the average wage. The replacement rate (the ratio
of the first pension payment to final salary) falls in line
with strong increases in the average wage: at one time the
pension system’s maximum replacement rate was 50%, but this
drops to 41.5% if real wages rise by 1.5% per year, but only
to 47% if they rise by 0.5% per year. The mechanism introduced
will lead to lowering the average level of pensions by 31% if
the real wage increases by 1.5% per year, by 12% if it grows
by 0.5% per year or by 0% if it stagnates. However, in recent
years, wages have been rising by only 0.5% per year. The
relative level of pensions might then recover. It is necessary
therefore to increase wages to reduce the relative level of
pensions.

The committee of experts gathered around Mrs. Moreau have
therefore made two alternative proposals:

» — Either the wages used will be re-valued only as: price
+ (real wages less 1.5%), which means that, regardless
of the wage increase, the maximum replacement rate for
general pensions would fall to 41.5%. The relative
decline in pensions would therefore be definitively
consolidated. On the technical side, the increase in
wages recorded will become a tool for adjustment,
whereas, objectively, it should be used to calculate the



average wage over the career; the oldest wages would be
sharply devalued. However, the report acknowledges (page
107) that the current level of pensions corresponds to
parity in living standards between active employees and
pensioners, and that the proposed change would lead
eventually to lowering the standard of living for
retirees by 13%. Nevertheless, it considers that “this
development 1is acceptable”. Is this a judgment that
should be made by the experts or by the citizens?
Moreover, it neglects that this loss would come on top
of the impact of the tax reforms and de-indexation that
have also been recommended.

=— 0Or, every year a committee of experts would propose a
reduction in the level of the pensions to be paid based
on a demographic factor that would ensure the system 1is
balanced. In addition to the fact that this would be
another blow to democracy (isn’t it up to the citizens
to arbitrate between pension levels and contribution
rates?) and to social democracy (the social partners
would merely be consulted), and employees would have no
guarantee of the future level of their pension,
especially given the memory of the precedent set by the
appointment of an expert group for the minimum wage (the
SMIC), which was fiercely opposed to any increase.

Lengthening the contributions period

The Moreau report calls for further lengthening the period of
contribution payments required based on the principles of the
2003 Act (extending the contribution period by two years for
every three year increase in life expectancy at age 60). The
required contribution period would then be 42 years for the
1962 cohort (2024), 43 years for the 1975 cohort (2037), and
44 years for the 1989 cohort (in 2051). As the average age
when vesting begins is currently 22 years, this would lead to
an average retirement age of 65 in 2037 and 66 in 2051. This
announcement is certainly designed to reassure the European



Commission and the financial markets, but it leads above all
to worrying the younger generations and reinforcing their fear
that they will never be able to retire.

Is it really necessary to announce a decision for the next 25
years without knowing what the situation will be in 2037 or
2051 with respect to the labour market, job needs, social
desires or environmental constraints? Eventually, like all the
developed countries France cannot escape the need to revise
its growth model. Is it really necessary to do everything
possible to increase production and private sector employment
at a time when ecological constraints should be pushing us to
decrease material output? Maintaining the possibility of a
period of active retirement in good health is a reasonable use
of productivity gains. Reform should not go beyond a
retirement age of 62 years and a required contribution period
of 42 years. So if the “long career” approach is maintained,
people who start work at age 18 can retire at 60, and those
who start at age 23 will stay on until 65. But working
conditions and career development programmes need to be
overhauled so that everyone can actually stay in work until
those ages. This also implies that young people seeking their
first job receive unemployment benefits, and that the youthful
years of precarious employment are validated.

Taking the arduous character of work into account

The convergence of public, supplementary and private pension
programmes likewise involves taking into account how arduous
jobs are, by distinguishing between professions that are
difficult to exercise after a certain age, meaning some kind
of mid-term conversion 1s necessary, and jobs that are too
tough, which can reduce life expectancy and thus should be
phased out. For those who still have to do such jobs, periods
of heavy work should give rise to possible bonus contribution
periods and reductions 1in the age requirements. Common
criteria should be applied in all the pension systems. In
offering only one year’s bonus for 30 years of hard labor, the



Moreau report does not go far enough. This is almost insulting
and makes it impossible to open up negotiations on a plan to
align the different systems.

What is to be done?

Whereas the COR report declared only a limited deficit (1% of
GDP in 2040), the Moreau report proposes inflicting a triple
penalty on future pensioners: de-indexation, a lower
guaranteed replacement rate and the automatic extension of the
contributions period required. This is no way to reassure the
young generations or to highlight the advantages of the old-
age pension system.

Pension reform is not a priority for the year 2013. In the
short term, concern should be focused not on the financial
imbalances in the regimes induced by the crisis but mainly on
getting out of the depression. A strategy of a race to the
bottom economically and socially, which is what de-indexation
would lead to, must be avoided.

In the medium term, in order to convince young people that
they will indeed enjoy a satisfying retirement, the goal
should be to stabilize the pension / retirement ratio at close
to its current level. The State and the unions must agree on
target levels for the net replacement rate for normal careers:
85% for the minimum wage level; 75% for below the social
security ceiling (3000 euros per month); and 50% for one to
two times that ceiling.

To guarantee the pay-as-you-go pension system, the government
and the unions must state clearly that a gradual increase in
contributions will be required to bring the system into
equilibrium, if necessary, once a strategy of extending the
length of careers has been implemented at the company level
that corresponds to the state of the labour market and actual
workforce needs.
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