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Abstract

The debate on the Welfare State is mainly focused on a supposed trade-off between growth
and equity, more precisely, on the sustainability of socia programmes and their effects on individ-
ual incentives to work and save. In this paper we focus on the relation between Welfare State and
aggregate demand. The starting point is the claim that consumption levelsin US are responsible for
the high rate of growth of the economy during the period 1995-2000, and that the slowing down of
consumption in Europe (both in absolute levels and comparatively to the US) is a major factor in

explaining the poor performance of the EU countries.

We distinguish three effects through which the welfare state may affect demand for con
sumption: a “macroeconomic” effect, related to the stabilisation function of the public policy; a
“crowding out” effect, induced by the “substitution” of private consumption with public expendi-
ture; and an “income” effect caused by the fiscal austerity (both implemented and announced) im+
posed by the stability pact.
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1.Introduction: growth and Welfare State

The debate on social protection systems is focused on the supposed trade-off between
growth and equity, more precisely, on the sustainability of social programmes and their effects on
individual incentives to work and save. Indeed, if benefit systems discourage people from working,
and social provisions substitute household saving, both the amount of labour supplied in the econ
omy and of the capital available for reinvestment is lowered, so reducing the level of output and the
level of capital investment and hence growth.

On the other hand, to the extent that such insurance enables individuals to take more risks in
their economic behaviour, because they are, at least partialy, insured against failure, the insurance
afforded by social protection may encourage growth, assuming that there is a positive relationship
between the riskiness of a project and its expected rate of return (Sinn, 1998). One could argue for
instance (Barr, 2001) that an effectual system of unemployment compensation helps in sustaining
labour mobility, thus assisting growth.

Social protection expenditures can be seen as “socia investment”, or “productive factor”, to
the extent that, for instance, they are aimed to prevent a group or class of society from faling so far
behind the “average’ that they are unable to participate in the market economy, causing permanent
loss of potential outpuit.

From the mid-1980s to the mid-1990s, a number of studies have found conflicting evidence
about the influence of social protection on growth'. The bulk of studies which have previously iden
tified a positive causal effect between socia protection expenditure and growth, often used a cross
sectional OLS approach. However, the cross-sectional association that they demonstrate, between
greater social expenditure and growth, is effectively equivalent to observing that rich nations have
Welfare States but poor countries do not, an elementary tautology which says nothing about
whether social protection causes more rapid growth.

Arjona et a. (2002), using a panel data-set on 21 OECD countries covering the period from
1970 to 1998, find evidences that more social protection expenditure reduces output, although the
effect is ot large. In interpreting this result, the suggestion that different sorts of social expenditure
have different effects on growth proves to be important. The estimates in this study suggest that

more “active” spending® (i.e. socia spending which attempts to change the distribution of market

Dipartimento di Scienze Economiche, Universita di Roma“La Sapienza’. Cristina.marcuzzo@uniromal.it.

! See Arjonaet al. (2002), for awide review.

2 Active Labour Market Programmes (ALMP) contains all social expenditure (other than education) which is aimed at
the improvement of the beneficiaries’ prospect of finding gainful employment or to otherwise increase their earnings
capacity. This category includes spending on public employment services and administration, labour market training,
specia programmes for youth when in transition from school to work, labour market programmes to provide or promote
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income by promoting the labour market participation of part of the population that would have
lower-than- normal market incomes) is associated with higher growth, whereas other social spending

is associated with lower growth.

The (supposedly negative) effects of the welfare state on the supply side have been taken to
explain the better performance in terms of growth rates and job creation of the US economy with
respect to the European Union® over the 1990s (table 1). Among the causes of the superior dynam-
ics of the US supply-side potential the following have been identified: a) a higher “technological
capability” of the US productive system, which is characterised by a faster and more pervasive
process of adoption/diffusion of new technologies; b) a more efficient allocation of factor inputs,
due to a higher mobility/flexibility of the labour market and to the better ability of the capital mar-
ket to support the innovation process of the economy as a whole; ¢) a higher degree of “competi-
tion”, which contributes to the diffusion of innovations and enhances the efficiency of the allocative
mechanism.

The poorer European performance is explained in terms of labour rigidity, insufficient mar-
ket competition, excessive regulation All these elements are seen as forces that encumber the mod-
ernisation and the adjustment of the economy, or aternatively, as factors that create negative exter-
nalities for the economic environment.

An interpretation of differing growth and employment performances exclusively based on
supply-side factors appears to us unsatisfactory since differences in the dynamics of demand-side
factors also contributed to the overall macroeconomic outcomes. Among such factors, the following
seem to be of particular relevance (Simonazzi, 2003): @) the investment boom led by the Informa
tion and Communication Technology (ICT) innovation b) the European fiscal consolidation setting
targets and rules which reduce the possibility of stabilising domestic demand; ¢) a higher propensity
to consume and a higher level of consumption in the US; d) a greater European reliance on exports
(which subjects its economy to global demand fluctuations).

The low level of internal demand, which contributes to the stagnating prospects in the labour
and products markets, is at least partly explained by the differences in economic policies, as proved
by the latest recession. Since 2001, in the face of recession, the Fed has aggressively cut rates, while
the Bush administration implemented a massive tax reduction. In Europe, conversely, the European

Centra Bank has been much more hesitant in cutting interest rates, while fiscal policy has been

employment for unemployed and other persons (excluding young and disabled persons) and special programmes for the
disabled.

3 We refer here to “Europe” as awhole, though the various countries have gone through very different experiences, as
we shall see.
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constrained by the Stability and Growth Pact. Thus, while in the US the swing of the budget from
surplus to deficit in 2000-2003 is mainly due to changes in palicy, in the Euro area it is mostly due
to the weakness of the economy. Finally, the dollar depreciation vis-avis the Euro has sustained the
competitiveness of US domestic production, while causing lower competitiveness and further con
traction in Europe. Given the role of net exports in supporting effective demand in Europe, the Euro
appreciation has played a relevant role in the low down of the rate of growth of GDP: according to
some estimates, a 10% appreciation would lead to a 0.6% decrease in GDP (Blanchard, 2003).

It has been observed (Simonazzi and Vianello, 2001) that there may be a relation between
the macroeconomic policy stance and the Welfare State regime: because of the low protection of-
fered by the Welfare State, the US economy cannot endure persistent periods of low growth and
high unemployment. According to this interpretation, the existence of a safety net, through the pub-
lic provision of basic goods, such as health, education, Social Security, or through a more generous
policy of income support, elicits a lower commitment to full employment of European govern
ments, while relying on the greater impact of the automatic stabilizers to perform an anti-cyclical
function.

A different, though related, issue is whether (and how) the presence of the Welfare State af-
fects consumption behaviour, and how fiscal consolidation is likely to affect consumption and ag-
gregate demand.

2. Social expenditure and Welfare State

The Welfare State function is one of insuring individuals against risks (like sickness in the
case of elderly people, unemployment in case of recession) and to provide goods and services
(hedlth, education, Social Security) that the market would not produce at prices affordable to the
majority of the population (Artoni, 2004; Barr, 1992)%.

According to the usual classification of Welfare State model (Esping- Andersen, 1990, Fer-
rera, 1998, Esping- Andersen et al., 2002), Denmark, Finland, Norway and Sweden are represent a-
tive of the “social democratic” welfare system in which individuals are favoured over families and

social policies are universal, providing high levels of benefit and services, funded by relatively high

* The Social protection policy area are: old age, survivors, incapacity-related benefits, health, family, active labour mar-
ket programmes, unemployment, housing and other social policy areas. This category includes social expenditure (both
in cash and in kind) for those people who, for various reasons, fall outside the scope of the relevant programme cover-
ing a particular contingency, or if this other benefit is insufficient to meet their needs. Social expenditure related to im-
migrants/refugees and indigenous people are separately recorded in this category. Finally, any social expenditure which
is not attributable to other categoriesis included in the sub-category other. For more detailed information regarding the
categorization of social expenditure, see the Employment Outlook, OECD, 2002,
www.oecd.org/el s'femploymentoutl ook .

4



levels of taxation. Ireland, the UK and the US represent the “liberal” welfare typology, with limited
state provision, characterised by mean testing of publicly provided services and by mainly private
provision for the non poor. Austria, Belgium, France, Germany and Netherlands (which also shares
many features of the Scandinavian model) represent the conservative “corporatist” tradition, said to
be characterised by status-preserving intervention which safeguard the model of family sypported
by benefits and taxation. Finally Greece, Italy, Portugal and Spain are characterised by minimal
welfare policies, reliance on family solidarity, and a large informal sector®.

This digtinction can be illustrated by classifying the countries in relation to the three main
instruments of social protection, namely: a) public spending programs; b) tax expenditures; and c)
particular forms of regulations (Tanzi 2004, table 2).

Public socia expenditure is traditionally higher in Nordic countries and in continental
Europe than in the US. However, as evidenced by table 4, cross-country comparisons of the extent
of social protection cannot be based only on standard data on budgetary allocations to social sperd-
ing. First of al, the net value of the gross social expenditure may be considerably reduced by taxa-
tion of cash benefits, as in the case of Nordic countries. Second, gross expenditure does not account
for transfers which, although compulsory and motivated by social concerns, are not paid by the
government (Adema, 1997). Thirdly, the notion of socia sperding has to be extended to cover also
voluntary social spending by the private sector (Adema, 2000), since governments may encourage
employers and individuals to take up private insurances by granting tax advantages whose value can
be considerable. Since the purchaser faces a price which is different from the one which would pre-
vail in the absence of the tax advantage, governments introduce an element of interpersonal redis-
tribution in these programmes. Accounting for voluntary private social benefits and direct and indi-
rect taxation levied on such benefits enables the quantification of the “net total social expenditure’,
which represents the share of an economy’s domestic production devoted to social expenditure.

Comparing 11 OECD countries for which comprehensive data are available, Adema (2000)
finds that in 1995 the standard deviation of gross public social expenditure as a share of GDP was
7.2, but it was only 2.8 for net total social expenditure. It follows that any conclusion (or economet-
ric exercise) based on social expenditure levels across countries that do not account for private -
cia benefits and the impact of the tax system is likely to be miseading. In particular, while gross
public socia spending to GDP ratios in the Nordic countries is approximately double the amount of
the US, figures are roughly comparable when net total social expenditure is considered. Table 4 re-

® We are aware that no countries fit neatly into any of the Esping-Andersen’s welfare types. Nevertheless, this distinc-
tion is useful for illustrative purposes.
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ports data drawn from Adema (1999) for 10 countries which are more relevant to our objectives. As
mentioned above, there are, of course, relevant redistribution effects.

An obvious implication of the different way in which some “merit goods’ © are provided is
that countries with a more developed Welfare State will have alower share of private consumption,
and alower share of disposable income. However, actual individual consumption, which represents
the value of the consumption goods and services acquired by households, whether from the market
or through public provision, is much more similar across countries. Table 5 reports household and
actual individua final consumption in percentage of GDP. Household final consumption (column
[a]) in the UK and, especialy, the US is significantly higher than in most European countries. This
is particularly evident when we contrast the US with the Scandinavian countries. When looking at
the actual individual fina consumption (column [b]), however, differences between European
economies (in particular the Nordic countries) and the US become smaller, due to the greater weight
of “transfers’. The difference between column [a and column [b] provides information about the
government individual consumption across years. Between 1990 and 2003, in the US, federal gov-
ernment individual consumption has been, on average, about 6.5 % of GDP which compares with
an average of 17.6% in Denmark and with 11-12% of GDP in the remaining countries. Over the pe-
riod under examination, the share of transfers in kind in GDP has remained approximately un-
changed in most countries (or it has dightly increased, asin Denmark). Also the ratio between gov-
ernment individual consumption and household final consumption has remained roughly unchanged
overtime and across countries. These data are in line with the results obtained by Fiorito and Kol-
lintzas (2004) who have analysed the pattern of total government expenditure in twelve European
Union countries, over the 1970s and until the early 1990s. The higher fiscal discipline imposed by
the increased costs of debt financing did not curbe the increase in general government spending but
changed its composition: the share of government consumption and expecially fixed investment ex-
penditures fell to the benefit of trarsfers’ (with the exception of Italy), which became, in most
cases, the largest spending component, and interest payments (which however fell in the late

1990s). In terms of the functiona classification of governments spending, the provision of public

® Government expenditure can be summarized in three major categories:
A. Traditional Domain, which corresponds to the provision of public goods such as defense, public order, justice, etc.
B. Welfare State Domain, which in turn is made up by two subcategories:
i) Merit Goods, such as education and health services.
i) Income Maintenance Programs, that include Social Security benefits and many other cash benefits for the
eligible recipients (disability, injury, sickness, unemployment, housing benefits, etc.)
C. Mixed Economy interventions which mostly amount to infrastructure spending (Economic services) and to interest
payments on the outstanding general government debt.
Government final consumption expenditure may be divided into government expenditure on individual consumption
goods and services and government expenditure on collective consumption services (merit goods).
"It isworth noting that the bulk of transfers consists of Social Security benefits.



goods has remained roughly unchanged, with most of the increase associated with the Welfare
State, and a relatively small increase in the merit goods. (the merit good component is by far the

largest item, with education and health accounting for about 4/5 of the merit goods aggregate).

We can draw three main implications:

1 Up to now, it does not seem that the fiscal retrenchment has led to large changes
in the weight of welfare state expenditure yet; this may be ssimply the effect of the
low rate of growth of income, and the operation of the automatic stabilisers;
moreover one should consider the net total socia expenditure, to account for pos-
sible increases in taxation;

2. crowding out: cuts in public socia spending may actualy induce increases in pri-
vate spending, if the private and public goods are good substitutes,

3. the elasticity of substitution may be lower than one if some consumers are income
constrained. In the latter case, we may have a substitution within the private con
sumption bundle and/or risks of socia exclusion (e.g., health, pensions, etc.).

Thus changes in the welfare state may entail considerable distribution effects and their impact on

aggregate demand depends on the response of private consumption to disposable income.

3. Consumer behaviour

3.1 Effects on the propensity to consume

The basic idea of the life-cycle model (Modigliani and Brumberg, 1954, 1979) is that
households and individual s attempt to smooth consumption over time, so that workers save in order
to provide themselves a shelter in retirement. Probably, the most important implication of this
model is that, at the macro level, high aggregate saving is associated with population and income
growth. This result is due to aggregation rather than to the behaviour of agents. When population
grows, there are more savers compared with dissavers, because of an age structure effect, so that the
economy displays a higher aggregate saving rate than one with a static population. When the econ
omy grows, dissavers assets are accumulated out of incomes lower than those earned by current
workers, thus resulting in a higher aggregate saving rate. However, in presence of higher expected
real per capitaincome growth, young generations are in the position to augment their current sperd-
ing, if they can borrow, thus partially offsetting the higher saving rate which derives from the work-
ing population. Cross-country studies show evidence of a positive correlation of saving rates with

income or population growth, or ayoung age structure (Modigliani, 1990; Deaton, 1992).



Analyses based on household survey data however offer convincing evidence against the
life-cycle theory. Cross-section surveys show that consumption tends to track income over the life-
cycle more closely than the theory implies. Credit constraints, precautionary behaviour under uncer-
tainty, consumption habits and variation of needs over the life-cycle, especially related to child rear-
ing are among the most common reasons offered by the literature (Muellbauer 1994, p. 10; Carroll
and Summers, 1991; Deaton, 1992; Banks et al., 1993). Besides, the elderly people do not dissave
on the scale predicted by the life-cycle theory, uncertainty about income, needs and length of life
and the bequest motive being among the most common explanations (Kotikloff and Summers,
1981; Kotikloff, 1988).

Uncertainty introduces the presence of a precautionary element in saving decisions. Accord-
ing to the “buffer-stock theory of saving” (Carroll, 1992; Deaton, 1992), households hold assets in
order to protect consumption against unexpected changes in income. Hence, ncome uncertainty
could have the effect of raising savings. One important implication of the precautionary motive is
that future income is very heavily discounted, thus making current income to play a bigger role in
consumer’s decision. This may provide yet another explanation for the evidence that consumption
tracks income more closely than predicted by the theory, especially for the young generations with
out a cushion of assets.

The life-cycle theory implies a negative link between the welfare state and aggregate savings
For instance, a higher level of pension provisions has the effect of diminishing private saving out of
after-tax income (Feldstein, 1977, 1980). (A different argument relates to the discouraging effects
on savings of means-tested socia programs of income support; thus it has been argued that welfare
benefits targeted to households with assets below a certain threshold (Hubbard et al. 1993) or means
tested college scholarships (Feldstein 1995) might discourage the accumulation of assets).

Once accounting for uncertainty, risk-averse behaviour provides one more argument in &
vour of the inverse relationship between the welfare state and the level of household savings. By
providing insurance against risk, and thereby reducing uncertainty, income and health safety-nets
and market regulation could help explain the decline in saving rates doserved in many industria
countries since the 1980s®.

Conversely, cuts in social expenditure® or even threats of retrenchment in welfare state pro-

visions, should have the effect of increasing the saving rate. In many countries however, the saving

8 Bosworth et al. (1991) argue that more widespread ownership of pension and insurance plans as well as improved
regulation of pensions schemes may have reduced income uncertainty in the US. Along the same lines, Muellbauer
g1994) argues that in the UK income uncertainty has fallen in the 1980s.

Since 1993 in the European Union Social Expenditure has slowed down. From 1995 to 2000, Social Expenditure in
EU (in percentage of GDP) has decreased by 1%, reaching a peak in Finland (-6.4%) and Ireland (-3.7%), in part as a
consequence of the restructuring of some expenditure categories (Zolli, 2004).

8



rate has cortinued to decrease (figures 5 to 7). Italy provides a good example. In the 1990s, the Ital-
lan government passed three successive pension reforms (in 1992, 1995, and 1997), which had the
effect of reducing the replacement rate® and increasing the retirement age, thereby resulting in are-
duction of pension wealth. The impact was different across cohorts, with the replacement rate of
young workers falling relative to older cohorts. Jappelli et al. (2004) analyse the effects of these re-
forms on private saving (over the period 1989-2000). They find that pension reforms indeed &-
fected expectations of retirement benefits, but had only limited impact on savings (and private ac-
cumulation). The authors explain the lack of effects in terms of myopic behaviour: a limited revi-
sion in expectations and a delay in adjustment in expectations to the new pension regime by the vast

magjority of individuals.

3.2 Substitution and income effects

The analysis of the effects of cutsin social security is part of a broader debate on the effects
of changes in fiscal policy on economic aggregates. These effects depend on the relationship be-
tween government and private consumption (Barro, 1981). The claim that compensating shifts in
private saving can make fiscal contraction expansionary has been instrumental in the argument in
favour of fiscal consolidations. Not only was the welfare state harming efficiency, but its curtail-
ment was not going to be detrimental to demand.

The evidence in favour of these nonkeynesian effects, however, is contradictory. Even in
those cases where fiscal consolidation seemed to have provided room for private expenditure, other
factors were probably more important (OECD 2004)!. Moreover, this response will depend on
composition effects - taxation, public spending, public investment having different effects on con
sumption - and on whether there exists substitution between government and private consumption
expenditure.

There are two views (Levaggi, 1998): a) fiscal neutrality: public goods are perfect slbstitute
for private goods, so that an increase in government expenditure will result in a “crowding out” ef-
fect of private consumption; b) Keynesian view: due to income redistribution effects or fiscal illu-
sion, consumers perceive an increase in their disposable income and if this increase is expected to
be permanent, thiswill produce an increase in private spending.

As for fiscal neutrality, once again the evidence is controversial. Ahmed (1986) for the UK
and Bean (1986) for the US find evidence of substitution effects between private and public con

sumption, while Karras (1994) in a cross-country analysis finds evidence of complementarity. As

10 The expected ratio of pension benefits to pre-retirement earnings.



noted by Ni (1994), results are very senditive to the choice of the utility function and the interest
rate measurement. Moreover, as argued above, some components of government expenditures are
likely to be complements, and others substitutes, to private consumption. Evans and Karras (1998)
for instance find that private consumption and non military government spending are generally sub-
stitutes or independent, while private consumption and military spending display a relationship of
complementarity. These results suggest the need for a distinction between “public goods’ (defense,
public order and justice), and “merit goods” (health, education and other services that can be pro-
vided privately). While public goods are to a great extent nonrival in consumption, merit goods
tend to be rival and their positive externalities depend mainly on distributional and demographic
characteristics.

Fiorito and Kollintzas (2004), take up this distinction and investigate the relation between
public and merit goods and private consumption for twelve EU countries from 1970 to 1996. They
find that public goods substitute, while merit goods complement private consumption. They suggest
two possible explanations: inefficiency, when complementarity occurs within the same spending
category (for instance, demand for private tutors may increase if the quality of public schools is
deemed inadequate, or costs need to be incurred in order to obtain the services, e.g. time lost in
lines, applications, etc.; this implies that private and merit goods are not perfect substitutes) and
positive externalities, when the relation is between spending categories (for instance, if public
schools or public health improve the consumption of other private goods, as in the caso of more
educated people increasing their demand for books, magazines, etc., or, more generally, earning
higher incomes and, consequently, being alowed to spend more. Similarly, healthier people are
able to engage in more amenity spending).

The positive relation between merit goods and private goods turns out to be stronger than the
negative one between public goods and private goods: since merit gpods represent about two thirds
of government spending, this implies that in the aggregate government spending complements pri-
vate consumption, at least in the European case.

Finaly, Levaggi (1998) introduces income distribution. Focusing on the Italian case he finds
that consumers perceive public spending differently according to their income levels. Consumers
with high earnings do not modify their consumption patterns in response to a change in the public
provision of merit goods. For lower income groups an increase in production of public goods will

raise consumption, via indirect complementarity between private and public goods. Hence, an in-

1 In the two most famous cases, the Danish fiscal consolidation of 1983-86 and the Irish post-1987 stabilisation pro-

gram, the fiscal retrenching was preceeded by the depreciation of the exchange rate.
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come effect might be detected, since the provision of public goods allows them to spend more on

private consumption.

4. Consumption growth

4.1 The data

During the 1990s growth in consumption'? has been consistently stronger in the US (and the
UK) than in the magjor European economies (Germany, France and Italy). Medium-sized European
economies (and especidly Ireland), have enjoyed relatively strong consumption growth rates in the
second half of the 1990s (figures 1 to 4). As one would expect, there is a strong positive correlation
between rates of growth of GDP and final consumption (table 2), (with the exception of Portugal
and Norway) =

The propensity to consume* (final consumption expenditure in percentage of disposable in-
come), ison therisein all countries during the 1990s, (France being the only exception), but differ-
ences remain concerning its value (figures 5 to 7; table 3, column [a]). Two groups can be identi-
fied: the UK, the US'® and the Scandinavian countries (plus Netherlands) have values consistently
above 0.9, while the largest continental countries start from levels far below, and only reach this
threshold by the turn of the century. Italy in particular has staged an astounding 15 percentage
points increase since the 1980s, which has placed it within the core European countries, (starting
from the lowest level). Finaly, the UK, Netherlands and the Scandinavian countries present a
marked cyclical pattern, going through a boom-to-bust cycle during the 1980s (and 1990s?).

The value of the propensity to consume reflects the choice of the definition of disposable in
come and of final consumption (ISAE, 2004). We have adjusted the usual definition to account for

the different regime in the provision of “merit good” (section 2 above). The inclusion of the social

12 Final consumption includes expenditure by both household and non-profit institutions serving households (NPHIS).
Although it is preferable to employ household figures, for many countries are available only data on households and
NPISHSs, the so-called “personal sector”. For the sake of comparison, we have used personal sector data even for those
countries for which household data are available. However, the inclusion of NPISH expenditure affects only marginally
overall results.
13 Correl ation coefficients are computed from 1992 on, because until 1991 data are not available for all countries.
14 Values exceeding 100 are partly due to the fact that, according to the System of National Accounts rules (hereafter
SNA93), realised capital gains are not included in household disposable income, while taxes on capital gains are fully
deducted. Therationale is that these receipts are too much volatile.
15 National Account rules in the US are slightly different from those of SNA93 adopted by the other countries here re-
viewed. In particular, according to the National Income and Product Accounts (NIPA) rules, adopted by the US, dispos-
able personal incomeis split into personal saving and personal outlays, which include the following:

personal consumption expenditures (i.e., spending on food, housing, clothing, household operations such as

utility bills, transportation, and medical care).

consumer interest payments (i.e., payments of credit card interest).

personal current transfer payments.
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transfers in kind received by NPISHs'® and the government affects the level of the propensity to
consume (computed as the ratio of actual individual consumption to aljusted disposable income),
but not its dynamic. Since by definition transfers in kind have an unitary propensity to consume,
(consumption and disposable income are augmented by the same amount), the adjusted propensity
to consume is higher than the propensity to consume when the latter is less than 100, and it is lower
when propensity to consume exceeds 100 (table 3, column [b]). Thus, it has the effect of smoothing

of the fluctuation of the propensity to consume.

Whatever effect the welfare state, and its retranchement, might have had on the propensity
to consume, other factors seem to have prevailed in affecting consumption behaviour. Among these,
the wedlth effect, which influences the exogenous component of consumption, has been hailed as
the factor that saved the day in the aftermath of the stock market collapse. Another factor, income

distribution, is creeping in on the wave of the direct and indirect effects of the fiscal retrenchment.

4.2 Wealth effect

The rapid increase in household propensity to consume observed in most OECD countries in
the 1990s has coincided with an unprecedented increase in household net wealth'’. This has raised
the question of the role played by wealth on consumption.

The impact of wealth on consumttion is likely to vary with the type of wealth and with its
concentration. As for composition, wealth may be distinguished in real and financial assets, and
these may differ because of a series of reasons. liquidity, volatility, channels of fnancing (i.e.,
whether the asset has being acquired through savings or borrowing). Thus, it has been argued that
real wealth effects may be larger than financial (stock market) effects'®, and that stock market -

According to the SNA93 rules, consumer interest and personal current transfer payments are not included in the net dis-
posable income (see Mead et al., 2004). Hence, for the sake of comparison, we have deducted these two items from the
disposable personal income.

16 Since we employ data on personal sector, transfers in kind received by NPISHs are already included in our definition
of disposable income and final consumption.

YSince the mid-1990s in the major industrialised countries, with the exception of Japan, stock markets have experi-
enced a sharp increase followed by a contraction started in 2001. The patterns of share price were quite sinlar across
countries. Broad share prices indices have declined by over 40% between 2000 and 2002 in the UK and the US, and by
close of 50 % in the Euro area. Figures are drawn from Boone and Girouard (2002).

18 Case et al. (2002) find that housing wealth has a more significant impact on consumption than equity wealth. Their
research is based on a pooled sample of 14 countries observed annually for various periods during the past 25 years and
a panel of US states observed quarterly during the 1980s and 1990s. As for US states, they find that the housing wealth
effect is twice as large as the stock-market effect. As for countries (including the US), they observe an even larger
wealth effect from housing, while the stock market effect is negligible.

12



fects are larger in market-based systems, because consumers have access to deeper financial sys-
tems, that provide a greater liquidity (IMF, 2002, p. 79)*°.

The empirical evidence seems to confirm these hypotheses®; in particular, while for coun
tries with market-based financial systems?! the rise in wesdlth is estimated to have had a sizeble im-
pact on the saving rate, “in countries with bank-based financial systems, saving behaviour is not af-
fected much by changes in equity weath” (IMF 2002, p. 83; see also Bertaut 2002, and Paiella 2004
for Italy®?). In fact, despite a rapid appreciation in equity prices and an increase in equity ownership
in continental European countries since 1995, equities remain a minor form of household wealth.
Moreover these holdings still belong disproportionately to the high-income population (Boone and
Girouard, 2002), traditionally thought to have the lowest propensity to consume out of wealth. In
the case of Italy, Paiella (2004) observes that, given the very low estimated margina propensity to
consume out of real assets, the rapid increase in real estate prices since the end of the 1990s has af-
fected only marginally household expenditure. This is due to the relative illiquidity of the real as-
sets, which limits the scope to realise the capital gains, and to the strength of the bequest motive.
Hence, the housing market effects prove to be even smaller than the financial market effects. How-
ever, when taking into account the concentration of income and wealth, one could argue in favour
of an aggregate negative weadlth effect. the shift in income distribution in favour of high-income
brackets has favoured an increase in savings that, because of the still underdeveloped size of the fi-
nancial market, has been disproportionately invested in the property market, thus pushing up prices
and rents. While higher real wealth has not fuelled consumption, it has however reduced the real in-

come of those paying rents, thus affecting their real consumption.

PWwealth effects could account for the cyclical patterns of the UK and of the Scandinavian countries, as well. Both in
UK and in Scandinavia, the deregulation of financial markets occurred during the 1980s was not accompanied by a tax
system reform which would have made borrowing |ess tax-advantaged (Muellbauer, 1994). This has exacerbated, espe-
cialy in the Nordic countries, the early 1990s downturn (Berg, 1994).
20Boone and Girouard (2002) use stock data on financial and housing wealth for six countries (G-7 with the exception
of Germany, due the lack of data), and provide evidence of significant wealth effects across countries, though their size
varies considerably across countries and assets form. By disaggregating wealth, they do not find a larger impact of
housing wealth with respect to financial wealth, with the exception of Japan and Canada, where a significant housing
wealth effect has been detected.
21 Market-based economies are Ireland, the Netherlands, Sweden, the UK and the US, Australia and Canada. Bank-
based economi es are Belgium, Denmark, Finland, Norway, France, Germany, Italy, Spain and Japan (IMF 2002, p. 81).
22 paiella (2004), using evidences based on the Bank of Italy’s financial accounts and on the SHIW, find that the in-
crease in household wealth during the second half of the 1990s was due both to rising asset prices and to the high rates
of savings of Italian households. On the whole, the rise in asset prices, especially in equity prices, had a small effect on
consumption. Indeed, even though saving rates fell over the decade, they remained relatively high, and, in particular,
those of stock-owners held essentially unchanged. Italian household marginal propensity to consume out of financial
wealth isfound to be comparabl e to that estimated for the US and other industrialised countries. On the other hand, Ital-
ian households own relatively little financial wealth, thus, the majority enjoyed modest capital gains despite the stock
market boom. In addition, the propensity to consume out of financial wealth has tended to diminish as pension reforms
have reduced household pension wealth.
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4.3 Income distribution

Income inequality has been increasing since the 1980s in amost all OECD countries (For-
ster and Pearson, 2002). The increased dispersion of gross earnings has been identified as the main
factor behind income inequality. Labour market and welfare reforms, low rates of growth and high
unemployment have resulted in a decrease in the share of labour in national income, as well as an
increase in the dispersion of earnings and in the share of low-paid jobs?® (Brandolini et al., 2001).

On the other hand, an increasing share of the family income is taken up by those items mak-
ing up the “subsistence bundle” and displaying a low elasticity of demand. Atella and Ross
(2004)%*, find that between 2000 and 2002 in Italy, for median income classes, expenditures on “en-

ergy”,
“health” have grown faster than total expenditure, reflecting both higher than average increases in

transportation services’, “insurance”, “elderly and disabled assistance’, “education” and

market and public prices, and the constraints of a social expenditure unable to keep in step with
changing needs of society.

As a result, an increasing number of households have become income constrained. Using
data drawn from the SHIW survey for Italy, Jappelli and Checchi (2004) report that, from 1993 to
2003 the share of households with negative saving has remained unchanged. The author fails to re-
mark, hoewever, that this share had jumped by 10 percentage points during the recession of 1992-
93, stahilising at that higher level thereafter.

5. Conclusions

The low level of consumption in Europe can be traced back primarily to the low rate of
growth of the European economies, and to the policies implemented by central authorities.

Different configurations of the welfare state affect the composition of consumption and, by
reducing uncertainty, consumer behaviour. Conversely, expectations of cuts to social expenditure,
in particular the pension system, should raise saving rates and, correspondingly, reduce consump-
tion. However, the saving rate has fallen in amost all countries since the 1990s. Wealth effects may
have played a role in the US, the UK and the Scandinavian countries, where the cyclical pattern of
consumption seems to follow the asset market tendency, but no similar role has been found for the
major European continental countries.

We have argued that low rates of growth in disposable income and distributional effect
might have been at work: an increasingly polarised income distribution has been combined with

changing patterns and needs of consumption of a society characterised by an ageing population, an

2 |ncreasein fixed-term contracts, part-time work and other forms of contingent work.
24 Data are from the Survey of Family Budgets (SFB) carried out by Istat for the period 2000-2002.
14



increasing precariousness of labour relations, an increasing uncertainty on future incomes and trans-
fers, and the actual or threatened reduction in public provision of goods and services. Income corn-
gtraints, rather than consumers myopia, might have more than compensated the negative effect on

consumption of social expenditure retrenchment.
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B. Tables

Table 1. Average rates of growth of GDP and employment
GDP at 1995 market prices

France Germany Italy Euro 15 Us
1961-70 5.6 4.4 5.7 4.9 4.2
1971-80 3.3 2.7 3.6 3.0 3.2
1981-90 2.5 2.2 2.2 2.4 3.2
1991-2000 1.8 1.9 1.5 2.0 34

Employment, persons: total economy

France _Germany Italy Euro 15 us
1961-70 0.6 0.2 -0.5 0.3 2.0
1971-80 0.5 0.2 1.0 0.4 2.1
1981-90 0.3 0.5 0.7 0.5 1.8
1991-2000 0.5 0.3 0.2 0.5 1.5

Source: Simonazzi (2003)

Table 2. Correlation between GDP and final consumption growth - 1992-2003

Belgium Denmark Germany Greece Spain France Ireland Italy
0.826 0.677 0.719 0.798 0.893 0.795 0.798 0.742

Netherlands  Austria  Portugal  Finland Sweden UK Norway S
0.939 0.707 0.581 0.862 0.872 0.687 0.316 0.776

Own elaboration on Eurostat data
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Table 3. Average propensity to consume out of disposable income

Denmark Germany France Italy Netherlands

[a] [b] [a] [b] [a] [b] [a] [b] [a] [b]
1980 : : : : 88.0 89.9 76.1 : 98.3 98.6
1981 96.7 : : : 87.3 89.3 73.7 : 95.5 96.4
1982 93.3 : : : 88.0 90.0 74.0 : 94.4 95.5
1983 97.6 : : : 88.8 90.7 72.4 : 97.3 97.8
1984 98.4 : : : 90.4 92.1 73.1 : 96.2 96.9
1985 105.5 : : : 91.2 92.8 73.2 : 95.9 96.6
1986 107.0 : : : 91.9 93.4 75.0 : 95.1 96.0
1987 107.7 : : : 93.8 94.9 75.7 : 96.3 97.0
1988 102.4 101.8 : : 93.4 94.6 76.3 79.5 96.5 97.2
1989 101.1 100.8 : : 92.8 94.1 76.8 79.9 93.5 94.7
1990 97.8 98.3 : : 92.1 93.5 76.6 79.9 90.4 92.1
1991 97.9 98.5 87.8 89.5 91.2 92.7 775 80.7 95.1 96.0
1992 98.9 99.2 88.0 89.7 90.4 92.1 78.8 81.8 92.3 93.8
1993 100.8 100.6 88.3 90.0 89.5 91.4 79.6 82.5 95.6 96.5
1994 105.7 104.2 89.0 90.7 90.2 92.0 81.4 83.9 94.4 95.5
1995 101.0 100.7 89.7 91.3 88.8 90.9 82.4 84.7 94.0 95.2
1996 103.7 102.7 89.8 914 89.9 91.8 81.5 83.9 95.0 95.9
1997 106.5 104.8 90.3 91.7 88.7 90.8 85.0 87.0 94.6 95.6
1998 106.1 104.4 90.5 92.0 89.2 91.2 88.4 90.0 95.7 96.5
1999 110.0 107.2 91.0 92.3 89.4 91.4 91.1 92.3 98.7 99.0
2000 107.4 105.3 91.2 925 88.9 91.0 91.7 92.9 101.1 100.9
2001 103.2 102.3 90.8 92.1 88.5 90.6 90.7 92.1 97.8 98.2
2002 102.0 101.4 90.5 91.9 87.8 90.1 90.4 91.9 97.5 98.0
2003 : : 90.3 91.8 88.8 90.9 90.2 91.6 96.0 :

Finland Sweden UK Norway us

[a] [b] [a] [b] [a] [b] [a] [b] [a] [b]
1980 96.2 96.8 : : : : : : 89.7 90.6*
1981 96.5 97.2 : : : : 111.9 109.2 88.8 89.7*
1982 95.7 96.4 : : : : 108.5 106.6 88.5 89.4*
1983 93.9 94.9 : : : : 107.4 105.8 90.7 91.5*
1984 95.3 96.2 : : : : 107.1 105.5 88.8 89.7*
1985 96.8 97.5 : : : : 112.2 109.6 90.7 91.4*
1986 98.3 98.7 : : : : 116.0 112.5 91.5 92.2*
1987 97.1 97.7 : : 103.9 103.3 113.6 110.5 92.8 93.4*
1988 101.2 100.9 : : 106.6 105.5 110.0 107.8 92.5 93.1*
1989 101.7 101.3 : : 105.3 104.5 106.3 104.9 92.6 93.2*
1990 98.7 99.0 : : 101.1 100.9 104.9 103.8 92.8 93.4*
1991 93.6 95.0 : : 97.6 97.9 97.4 97.9 92.5 93.1*
1992 90.8 92.8 : : 94.9 95.7 95.5 96.4 92.0 92.7*
1993 92.6 94.1 90.0 92.6 94.8 95.6 94.2 95.4 94.0 94 .5*
1994 98.8 99.0 92.3 94.3 96.5 97.0 95.7 96.6 95.0 95.4*
1995 95.8 96.7 93.5 95.2 95.8 96.4 96.4 97.1 95.2 95.6
1996 100.1 100.1 96.0 97.1 97.3 97.7 98.9 99.1 95.8 96.2
1997 98.1 98.5 99.0 99.3 96.8 97.3 98.1 98.5 96.2 96.5
1998 100.3 100.2 100.0 100.0 100.9 100.8 95.1 96.1 95.5 95.9
1999 99.0 99.2 101.2 100.9 101.7 101.4 95.6 96.5 97.5 97.7
2000 100.4 100.3 101.9 101.4 102.2 101.9 96.4 97.2 97.6 97.8
2001 100.4 100.3 96.1 97.2 100.6 100.5 96.5 97.3 98.2 98.3
2002 100.2 100.2 95.5 96.8 : : : : 97.9 98.1
2003 99.4 99.5 : : : : : : 98.6 98.7

[a] = Household and NPISH final consumption (% of net disposable income) - [b] = Actual final consumption (% of adjusted net disposable income)
Note: (:) = missing data -(*) = estimated data

Own elaburation on Eurostat data - US household and NPISH net disposable income: Bureau of Economic Analysis - US actual individual consumption: OECD
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Table 4. Net social expenditure indicator - percentage of GDP at factor cost - 1995

Finland Germany

Ireland

Italy

Gross public social expenditure

Net current public social expenditure

Gross mandatory private social expenditure
Net direct mandatory private social expenditure
Net publicly mandated social expenditure
Gross voluntary private social expenditure

Net direct voluntary private social expenditure
Net direct private social expenditure

Net total socialexpenditure®

21.8
17.4

17.4
2.0
1.5
15

18.7

26.5
20.9

20.9
1.9
14
14

22.3

UK

us

Gross public social expenditure

Net current public social expenditure

Gross mandatory private social expenditure
Net direct mandatory private social expenditure
Net publicly mandated social expenditure
Gross voluntary private social expenditure

Net direct voluntary private social expenditure
Net direct private social expenditure

Net total socialexpenditure®

25.9
22.3
0.4
0.3
22.6
4.8
3.6
3.9
26.0

17.1
17.7
0.5
0.5
18.2
8.6
7.8
8.3
24.5

Note: (:) = missing data

(°): net total social expenditure is not simply the sum of net current public social expenditure and net direct
private social expenditure, as some public expenditure items are tantamount to financing current private

benefits, like private health provisions.

Estimates on net total social expenditure account for this potential double counting, see Adema (1999).

Source: Adema (1999)



Table 5. Final consumption (% of GDP)

Denmark Germany France Ireland Italy Netherlands

[a] [b] [a] [b] [a] [b] [a] [b] [a] [b] [a] [b]
1980 53.7 : : : 55.8 67.9 : : 58.2 : 52.8 65.1
1981 54.0 : : : 57.0 69.6 : : 58.4 : 51.6 64.1
1982 53.0 : : : 57.2 70.3 : : 58.6 : 51.7 64.3
1983 52.1 : : : 56.9 70.1 : : 57.9 : 51.7 64.1
1984 51.9 : : : 56.7 70.2 : : 58.2 : 51.3 63.2
1985 51.9 : : : 57.0 70.4 : : 58.3 : 51.3 63.2
1986 52.3 : : : 56.3 69.5 : : 58.3 : 50.9 62.9
1987 50.9 : : : 56.7 69.7 : : 58.3 : 51.6 64.1
1988 50.2 67.5 : : 55.6 68.3 : : 57.8 69.5 50.4 62.6
1989 49.9 66.9 : : 55.3 68.0 58.4 70.1 49.8 61.5

1990 49.1 65.8 : : 55.3 68.2 59.1 68.9 57.5 69.8 49.6 61.2
1991 49.3 66.3 56.8 67.3 55.5 68.4 59.5 69.9 58.1 70.5 49.9 61.8
1992 49.5 66.8 56.7 67.7 56.5 68.7 590.4 70.1 59.3 71.6 49.9 62.3
1993 50.0 68.1 57.5 68.5 55.8 69.9 57.8 68.7 58.5 70.4 49.8 62.5
1994 51.1 68.4 56.8 68.0 55.6 69.7 57.6 68.5 58.9 70.3 49.4 62.0
1995 50.5 67.7 56.9 68.3 55.5 69.6 54.2 64.2 58.7 69.3 49.0 61.5
1996 50.3 67.7 57.4 68.9 55.8 70.1 53.7 63.2 58.3 69.1 49.9 61.7
1997 50.2 67.4 57.7 69.0 55.0 69.1 51.1 60.3 58.9 69.9 49.4 61.4
1998 50.3 67.7 57.6 68.8 54.8 68.9 49.0 57.5 59.4 70.2 49.7 61.6
1999 49.6 67.3 58.4 69.5 54.8 68.7 47.6 56.2 60.3 71.2 50.1 62.2
2000 a471.7 65.2 59.0 70.0 54.4 68.4 46.7 55.4 60.5 71.8 49.9 61.9
2001 47.1 65.4 59.7 70.8 54.7 68.7 45.7 56.2 60.0 71.7 49.6 62.0
2002 47.2 65.9 58.9 70.2 54.7 69.2 44.7 54.5 60.1 71.9 49.8 62.9
2003 47.2 66.2 59.0 70.3 55.5 70.3 45.2 55.4 60.4 72.4 48.4 :

Austria Portugal Finland UK Norway us
[a] [b] [a] [b] [a] [b] [a] [b] [a] [b] [a] [b]
1980 54.4 65.2 : : 52.5 63.9 58.9 70.0 46.7 58.4 63.0 69.8*
1981 55.3 66.6 : : 52.4 64.2 59.6 71.2 46.3 58.0 62.0 68.6*
1982 55.8 67.2 : : 53.5 65.3 59.6 71.1 47.0 59.0 63.8 70.6*
1983 57.3 68.5 : : 53.3 65.4 59.9 71.5 46.8 58.9 64.8 71.5%
1984 56.7 67.9 : : 52.5 64.9 60.0 71.3 45.6 57.3 63.6 70.2*
1985 56.6 68.0 : : 52.8 65.9 59.9 70.7 47.7 59.3 64.5 71.1*
1986 55.8 67.4 : : 52.9 66.4 61.8 72.8 52.1 64.5 65.0 71.8*

1987 55.8 67.6 : : 52.7 66.4 61.7 72.9 51.0 64.1 65.4 72.3*
1988 56.7 67.8 62.7 71.2 51.3 64.5 62.5 73.5 50.5 63.8 65.7 72.5*
1989 56.7 67.7 61.9 70.6 50.7 63.9 62.5 73.3 49.4 62.5 65.6 72.3*
1990 56.9 67.8 62.5 717 50.1 64.2 62.6 73.5 49.1 62.2 66.2 73.1*
1991 56.7 67.8 63.4 73.4 53.5 69.4 63.3 74.8 49.2 62.0 66.5 73.5*
1992 57.5 68.9 64.4 74.6 54.5 70.6 64.0 76.0 50.2 63.5 66.8 73.7*
1993 57.5 69.5 66.1 77.1 54.1 69.2 64.8 76.4 50.1 63.4 67.3 74.1*
1994 57.8 69.9 65.1 75.8 52.9 67.4 64.3 75.7 49.8 62.9 67.1 73.8*
1995 57.1 69.1 63.3 74.3 51.2 65.5 64.0 75.2 49.3 62.2 67.3 73.9
1996 58.1 69.9 63.4 75.1 52.1 66.7 64.6 75.7 48.6 61.2 67.2 73.8
1997 57.9 69.1 62.5 73.8 50.6 64.4 64.6 75.3 47.4 59.9 66.8 73.1
1998 56.8 68.1 62.2 73.5 49.5 63.0 65.0 75.6 49.0 62.5 67.2 73.5
1999 56.1 67.4 62.4 74.2 50.3 63.9 65.6 76.6 47.4 60.6 67.8 74.1
2000 56.8 67.9 62.0 74.1 49.5 62.7 65.9 77.1 42.6 54.5 68.7 75.0
2001 57.0 67.8 61.4 73.9 50.1 63.7 66.4 77.9 42.7 55.8 69.7 76.2
2002 56.2 67.1 61.3 73.9 50.9 64.9 66.3 78.5 44.7 57.7 70.3 77.1
2003 56.1 67.0 62.3 : 52.3 66.8 65.5 78.4 46.2 59.7 70.5 77.4

Note: [a] = Household and NPISH final consumption expenditure; [b] = Actual individual consumption
(:) = missing data - (*) = estimated data
Own elaboration on Eurostat data - US actual individual consumption, US GDP: OECD
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