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Abstract

A possible crowding-out effect of government social expenditure on private
donations has been thoroughly discussed in several papers with no solid
conclusion. This paper tries to shed some light on the matter by proposing a
theoretical analysis of the relationship between government intervention and the
individual decision of transferring income. Furthermore, the paper attempts at
providing a comprehensive understanding of several empirical studies on the
matter. Moreover, we explore various elements that enrich individual decision-
making process, particularly social and cultural environment which may be
relevant for a more complete analysis on a possible crowding-out effect of
government social expenditure on private donations. Thus, considering the set of
choices of an individual with altruistic preferences this paper intends to
comprehend how the level of government social expenditure may affect the
individual decision to donate part of his income. Finally, the paper tries to analyze
the individual decision to give regarding social income distribution inequalities,
evaluating the individual tolerance and possible response to different levels of
social income distribution inequality.
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Introduction

The role of charitable contributions, particularly in OECD countries, is
stressed by many studies (Alesina and Angeletos, 2003; Alesina and La Ferrara
2005; Bekkers and Wiepking, 2011) and the complexity behind giving should
alert economic literature to address such phenomena more comprehensively in
order to integrate pertinent empirical findings of other social sciences studying
this subject. This paper regards such effort fundamental to shed some light on
the interaction between governmental social expenditures and welfare
programs and the private contributions to charity.

A relevant, but not too extensive, literature review shows that most
theoretical economic literature of the early 1980’s and 1990’s has analyzed
private donations as contributions to the provision of a public good and
possible substitute for government intervention, as for the empirical literature,
particularly in the US, Canada, UK and the Netherlands, it has considered
charity as an ordinary consumption good analyzing price and income effects of
government spending. However, both seem to fail in providing a solid
crowding-out mechanism concerning the individual decision to transfer income
and government policies design to address social income disparities.

In fact, despite the intense academic discussion regarding a possible
crowding-out effect of government social expenditure on private donations the
theoretical debate is still searching for a mechanism to explain the interaction
between these two variables. A theoretical analysis of the relationship between
government intervention and the individual decision of transferring income
should be comprehensive and take into account different individual preferences
in order to capture the mechanism through which private income transfers are
affected by a more centralized decision process of income redistribution.

Therefore, section 3 of the paper explores various empirical findings that
enrich individual decision-making process, particularly social and cultural
environment which may be relevant for a more complete analysis on a possible
crowding-out effect of government social expenditure on private donations.
Hence, considering the set of choices of an individual with altruistic
preferences this paper intends to comprehend how the level of government
social expenditure may affect the individual decision to donate part of his
income.

Furthermore, section 4 of the paper tries to analyze the individual decision
to donate regarding social income distribution inequalities, evaluating the
individual tolerance and possible response given different levels of social
income distribution inequality reflected on different individual welfares. For
the analysis we emphasize the awareness of need, impure altruism in the sense
of Andreoni (1990) and the benefits and costs of giving.

Finally, some policy implications are suggested in section 5, particularly
regarding the awareness of need and the individual response to known social
income inequalities. In this section we also stress the egalitarian warm glow
giving, resulting from an individual indifference towards others’ welfare.
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Literature Review

Economic literature has addressed the possible crowding-out effect of
government intervention on private donations with many different conclusions,
particularly regarding empirical studies, whereas a significant number of
theoretical papers have suggested a partial crowding-out effect of government
social expenditures on charitable contributions. Assuming that individuals
regard government expenditure as a perfect substitute for charity, David and
Scadding (1974) suggest a complete crowding-out of private donations as a
result of increasing government spending, Abrams and Schmitz (1978) argue
that a partial crowding-out effect occurs, suggesting that microeconomic
investigation using less aggregative data may unveil different types of effects
for particular private donations, Roberts (1984) suggests that government
income redistribution policy crowds-out individual contributions, emphasizing
empirical evidence that the significant growth in public transfers during the
1930’s actually changed the nature of individual donations, since private
antipoverty efforts were progressively replaced by private contributions to
nonprofit organizations with religious, educational or cultural purposes
[Roberts; 1984:141-147].

Relevant contributions to this discussion have also been made by Peltzman
(1980) and Becker (1983), particularly regarding the role of political power of
pressure groups and the collective process of decision. Alesina and Angeletos
(2003) and Alesina and La Ferrara (2005) develop a similar approach, but more
focused on the relationship between the government income redistribution
policy and social tolerance to inequality.

Some authors (see Hochman and Rodgers, 1969; Andreoni, 1988) stress the
inefficiencies of pure altruism regarding the provision of public goods,
especially due to the free-riding phenomena, proposing an impure altruism or a
warm-glow approach to giving®, resulting in a partial crowding-out effect of
government intervention on private contributions to the public good. On the
other hand Sen (1977), Collard (1978), Laffont (1975) and Margolis (1982)
emphasize ethical principles, group values and the internalization of social
welfare as relevant variables for individual behavior regarding giving.

Among empirical studies the results are less consensual. Although some
papers stress the existence of a partial crowding-out effect others fail to
identify such causality between government intervention and private charitable
contributions. In one of the first empirical studies on the subject Reece (1979)
argues that government spending does not change households’ behavior
regarding contributions to nonprofit organizations, whereas Kingma (1989)
concludes that government spending crowds-out private contributions to the
provision of public goods®. In another paper, at a significance level of 5
percent, Lindsey and Steinberg (1990) find the relationship between

!See Hochman, H. and Rodgers, J. (1973); and Andreoni (1990).

’Kingma’s study attempted at measuring the effect of changes on aggregate funds to a
particular nonprofit organization regarding private contributions to that same organizations.
The example used in Kingma’s study was the public radio.
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government spending and private donations not statistically significant.
Moreover, Schiff (1985) finds a small crowding-out effect at the federal level
and a crowding-in effect at the local level as well as a crowding-in effect for
federal noncash transfers.

Concerning government direct transfers, such as grants, Payne (1998)
suggests that government grants clearly crowd out private donations to non-
profit firms. Regarding government provision of services such as education and
health some authors (Brooks, 2000) are more cautious, emphasizing the small
degree of crowding-out effect, despite the statistically significant results (for a
significance level of 1 percent) mainly for social/human service provisions and
health services.

More recently, Andreoni and Payne (2011) conclude that in Canada
government grants to nonprofit organizations largely crowd-out charitable
contributions due to less fundraising activities of the organizations themselves.
According to the authors this result is not attributable to individual donations,
but to the donations from other organizations and contributions from special
fundraising activities, such as galas and sponsorship.

As mentioned previously, other authors prefer to analyze the tolerance to
income inequality of individuals to justify different degrees of government
intervention with respect to income redistribution policy (Alesina and
Angeletos, 2003) stressing that different beliefs regarding social mobility
influence the redistributive policy chosen democratically. These authors
compare income tax levels in the US and Western Europe’ and the different
perceptions of social mobility. Inequality is more tolerable in the US than in
Europe, therefore the redistributive role of government is less important in the
US than in Europe. Thus, the authors also conclude that there are less
incentives for social mobility in Europe.

However, as some authors emphasize (Schokkaert and Van Ootegem,
1998), most economic literature, particularly empirical studies, neglects
individual preferences variation and focuses on price and income elasticities,
considering donations as any other consumption good. These authors stress the
relevant contribution of Long (1976), who concludes that individual
contribution increases according to the relationship proximity (family, friends,
co-workers), and Amos (1982), who argues that ethical motives are more
important than political, religious or social motives.

To conclude this section, it must be said that non-economic academic
literature has tried to address the complexity of the individual choice when it
come to giving. As a matter of fact increasing sociological, anthropological and
psychological studies have given more attention to individual preferences
variation, contributing to relevant developments as to comprehend how private
donations behave regarding several variables and subject to different social
environments.

*Empirical paper based on data collected by the World Value Survey.

8
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Giving: An Individual Choice

It is important to stress the fact that a possible crowding-out effect is not
independent of the motives behind the decision of giving and to understand this
reasoning it is fundamental to consider the complexity of individual
preferences and utility regarding others’ welfare and perhaps regarding the
actual collective welfare. Moreover, government macroeconomic policies,
particularly the provision of services, publicly designed welfare programs
through government redistribution policies as well as social security schemes
may be considered a clear interference on the individual perception of social
income inequalities and, therefore, affect the amount and the beneficiaries of
private donations.

Thus, to comprehend the effect of government social spending on the
amount of charitable contributions it is relevant to analyze the motives behind
private donations. These income transfers may be individually or collectively
motivated. If a significant number of individual motives converge to a
collective trend, then a theoretical analysis should attempt at formulating
hypothesis and making simulations in order to accomplish a more
comprehensive study regarding the decision of giving.

Recent empirical studies care more for a comprehensive analysis of the
individual choice to transfer income to other individuals. This set of empirical
findings should not be ignored by economic literature, since it may contribute
significantly to the analysis of a possible crowding-out effect of government
spending on private donations.

Bekkers and Wiepking (2011) extensive overview emphasizes eight
principal motives that influence people to make charitable contributions:
awareness of need; solicitation; costs and benefits; altruism; reputation;
psychological benefits; values; and efficacy [Bekkers and Wiepking; 2011:
927-943]. However, the main difficulty with studies focused mainly on
individual preferences is to measure separately and accurately the impact of
each of these motives, since some of them may be tangible or intangible
whereas others are clearly intangible.

Despite the relevance of all eight motives, this paper will focus on the
awareness of need, costs and benefits, and impure altruism in the sense of
Andreoni (1990). In terms of the awareness of need it results from a social
interaction where income inequalities may lead to specific contributions,
depending on the individual tolerance to such inequalities (see Alesina and
Angeletos, 2003). Moreover, Carter and Castillo (2002) argue that proximity
between individuals may also increase private donations, which may signal that
the awareness of need is, indeed, relevant (see also Wagner and Wheeler,
1969).

Concerning costs and benefits they are generally associated to the specific
decision to donate to a particular association, fund, cause, group, or individual.
Thus, the amount donated may be regarded as a cost itself for the donors
(Sargeant and Jay, 2004; Wiepking and Breeze, 2011), which is in accordance
with the hypothesis that requests for larger donations are less successful



ATINER CONFERENCE PAPER SERIES No: EC02013-0790

(Andreoni and Miller, 2002). As for benefits many authors stress the role of
gifts, lotteries, discounts and services (Alpizar et al, 2007; Landry et al, 2006;
Buraschi and Cornelli, 2002).

Finally, altruism materially reflects the care for the welfare of other
individuals or groups. Altruism may be pure or impure, depending on the
motives behind giving. If an individual donates only to increase the welfare of
the beneficiary it is called the pure altruism. Notice that pure altruism leads to
a complete crowding-out of government intervention on private donations, as
many theoretical papers have stressed (David and Scadding, 1974; Abrams and
Schmitz, 1978; Kingma, 1989). Alternatively, if an individual gives because he
benefits or expects to benefit from his choice it is called impure altruism, as
giving may be a necessary warm glow sentiment for the donor (Andreoni,
1990), resulting in a partial crowding-out effect of government intervention on
private donations, as already mentioned in previous section.

From a microeconomic perspective this paper will focus mainly on these
three motives to analyze possible interactions between government social
expenditures and private contributions to charity. In fact, in the following
section we will attempt at modeling the awareness of need, costs and benefits,
and altruism as part of an individual decision

Modeling Government Intervention and Private Donations

Given the relevant empirical findings and the various theoretical
contributions mentioned in the previous two sections we will attempt at
modeling the interaction between two agents, both contributors and receivers
of charity and consumers of public goods and services provided by
government. As mentioned previously for the sake of simplicity we will take
into account the agent’s awareness of need, degree of altruism and the benefits
and costs of giving regarding the individual decision to transfer income to
another agent. Notice that these benefits and costs are not exactly the ones
stressed on the empirical literature presented in previous section.

In the model we separate the provision of public goods and the
government social expenditure in order to address social income inequalities,
such as the implementation of income redistribution policies through social
security schemes. Moreover, we decided not to include a variable regarding the
solicitation motive, because we assume that the beneficiaries will always ask
for donations® and the donators will respond to their awareness of need for a
given degree of altruism and inequality perception.

Given the following strictly quasi-concave utility function:

U, =f(x,9,C ), for j=i

i

YThis is an assumption to simplify the model, since many empirical studies suggest that
solicitation is clearly important for giving (see Bryant et al, 2003), despite the studies that
argue that people try to avoid solicitation to donating (see Diamond and Noble, 2001).

10
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Where agent i derives utility from private consumption x., consumption of
public goods and services, g, and private contributions to another agent ¢, ;,

weighted by an altruistic parameter, «;, .
Similarly the utility derived by agent j will be:

Ji

Assuming the Ricardian Equivalence, then the total amount of government
spending will be financed only through taxes paid by both agents. Thus, total
government spending, G , will be equal to the total amount of taxes, T :

G =T, such that the total amount of fiscal revenue is given by

T =ty +1,y;
If we separate government spending into the provision of public goods and
services, g, and social income redistribution through subsidies, s, as well as a

residual government waste, p, we will have:
G=g+s+p

And we may also account for the different weights of each governmental
expenditures:

G=Q1-o — 0 -p)tY; +tjyj)+(di +O_j)(tiyi +tjyj)+p(tiyi +tjyj):T

Where, o; + o, +p <1.

Thus, we get the amount of g separately from the amount spent on income
redistribution policies.

Indeed, g=(-o0, —c; —p)(t;y; +1;y;), where t;and t; are the income
tax levels for agent i and agent j, respectively. As for o; and o, they denote the

share of governmental expenditure regarding direct income transfers to agent i
and agent j, respectively.
Moreover, agent i budget constraint is given by:

X, +G, +C; =Y, +Cj; +5;

Where Y, denotes agent’s i income and G; =t;y; is the amount of taxes
paid, for a given individual income and tax rate. Whereas c;; is the amount of

private contributions received from agent j and s; = o, (t;y; +t;y;) is the total
amount of governmental subsidies transferred to agent i.

11
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Finally, ¢, ; reflects exogenous private contributions based on social and

cultural values or principles, or merely an individual concern regarding another
individual welfare”.
Rearranging the agent’s budget constraint we will get:

X =Y~y +¢;; —¢; +o iy +t;y;)
Or,

X =+t —t)y, +ot,y, + B where 3, denotes the net benefits of giving

for agent i.
Therefore, the utility function for agent i can be re-expressed as:
U, = f|_(1+o'iti -ty +ot,y; + B,1-0,—o; - p)tY, +tjyj)’aici,jJ

Following the same steps we will get a similar utility function for agent j:
U, = fl@+o,t, —t,)y, +o .ty + 8, 0-0, —o, - p)tY +1,y, ) e,C;; ]
Notice that for agent i:

maxVU; (x;, 9, ¢ ;)

(]

We get the following result:

o, & M, o, &
+ =0 and, thus, ——=¢;
X; &i,j 50”. X; éc”
Therefore, if %ﬁ<ai, then agent i will increase Cij whereas for
X; &i,j ’
o, X

—L—1 > ¢, agent i will decrease private contributions.
X, o

i i,

Notice also that the crowding out effect is given by:

"The discussion on impure altruism, social motives and ethical principles and consequent
differences between Sen (1977), Margolis (1982), Laffont (1985) and Andreoni (1990) is not
developed.

12
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——= and —= as well as

i

Thus, private contributions of agent i will depend on the government
subsidies o; and o; as well as on the individual tax level t; .

Awareness of need and individual perception of inequalities

«Enfin je me rappelai le pis-aller d’une grande princesse a qui [’on disait que
les paysans n’avaient pas de pain, et qui répondit : Qu’ils mangent de la
briochey.

Rousseau, Jean-Jacques in Les Confessions (1782)

Allowing for an endogenous weight attributed to the amount of private
contributions reflecting a choice for utility ratio interdependence and capturing
the individual awareness of need we may say that private contributions from
agent i to agent j will be weighted as follows:

Ui
a; =
U.

*
J

Notice that U; is an individual approximation of the actual U ;. A warm

glow giving in the sense of Andreoni (1990) occurs when U, :U;, since it is

assumed that the agent projects his own utility for an agent he does not know,
reflecting a mirror image of an unknown individual welfare®.
This approximation results from i’s perception and valuation of j’s

behavior. Thus, U : is j’s utility evaluated by agent i.
* -1
U; =U;(X;,9,¢,¢c;;)
Where,
X; = f(dj1tj!yj118j) and g =(1-o0; —0; - p)(tY; +tjyj)

Moreover, we may say that:

Ynspired by Rousseau’s quote in the beginning of this subsection we may call this the Marie-
Antoinette assumption.

13



ATINER CONFERENCE PAPER SERIES No: EC02013-0790

Suggesting that a marginal increase in U, increases the altruistic weight
a; , and this increase is marginally constant as the second derivative implies.
And,

5a,

*2
i

" <0 and >0

Ml U

Suggesting that a marginal increase in U; decreases the altruistic weight
a, and this decrease marginally increases as the second derivative implies.

Then, for o; >1 if U, >UI and agent i attributes a weight to his private
contributions that will determine:

o, &, ) : . . :
—— <¢; and since U,(X;,d,C; ;) is a strictly quasi-concave function,
X; &i’j ’
oU.
then —>0.

ivj
On the other hand if ¢; <1, then U, <U; and agent i attributes a weight
to his private contributions that may determine:

oM, &,
X; &i’j
: o, &, M.
Thus, depending on Cad B and on «; we may have —- < 0.
X, & | & ;

Policy Implications

From the previous section we may argue that the interaction between
government intervention and private donations will depend on the individual
perception of how income redistribution policy effectively reduces social
inequalities.

On one hand it may be said that private donations do not substitute
government intervention, but they complement it at a face-to-face level. In fact,
despite governmental welfare programs, individuals are faced with daily
welfare disparities that they may soften through individual and voluntary
income transfers.

Notice that, according to the model, U, ;tU; projects an impact of private

contributions on i’s utility function, whereas the difference may be a result of
insufficient government intervention regarding income redistribution policies.

Therefore, as U, —>U; the impact of private contributions on i’s utility

14



ATINER CONFERENCE PAPER SERIES No: EC02013-0790

softens, since they lack the main motivation, which is the approximation of
utilities from the donor’s perspective.

On the other hand, according to the model presented it is plausible that
government intervention may partially substitute private donations if
governmental welfare programs are effectively carried out from an individual
perception. Thus, if social income inequalities are soften through effective
redistribution policies private contributions to charity decrease.

Indeed, given U; =Ui(Xj,g,ai_1Cj’i) agent i will project j’s utility
according to his preferences and given a tangible behavior, which is given by
j’s private consumption, X;, and the governmental provision of public goods

and services, g .
Regarding X; it has the following behavior:

x; = f(o.t,y,.5))

X X; X; X;
With —>0; —<0; —>0; and — >0, according to j’s budget
90 | A j P
constraint.
Thus, government intervention through subsidies, o, and taxes, t;, will

affect j’s private consumption and influence i’s perception of j’s utility, U,

which then is relevant to determine «; the altruistic weight of private
contributions.

Morevover, if o, =

, then government redistribution policy is
i T4

ineffective for agent i, which makes g, the only mechanism to alleviate

possible utility disparities.

If o, = b and U, >U], then:

ti+tj

&>0

i

t+1,

However, the same result would be obtained whether o; <

or

15
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Therefore, the fundamental variable for private contributions is not the
disposable income effect of redistribution policy, but the effect on individual
perception of comparative welfare that this policy may have.

Information asymmetry and individual preferences generalization

From the previous discussion it is assumed that agent i’s knows X;, but
that may not be a realistic assumption. Moreover, X; may be known, but its
quantitative components may be occult, thus agent 1 projects j’s utility without
knowing the respective contribution of o, y; and S; as well as t;.

Furthermore, U ;is a mere individual perception of j’s utility given i’s
preferences, which may lead to a misperception of the real U ;. However, «;
does not depend on how accurately i captures the actual U ;, but rather on the
difference between U, and the utility he would derive if he consumed
X; instead of X;.

The paradox of egalitarian warm glow giving
If X; is not known to agent i, then he cannot be aware of j’s needs and,

thus, he can only project his pattern of individual consumption, which is X;.
This leads us to a particular weighting regarding private contributions, which
results of a complete absence of awareness of need of agent i with respect to
agent j.

Attributing X; to X; without knowing j’s actual private consumption

;» which leads, indeed, to a warm glow effect of private

results in U, =U
contributions on i’s utility function. This misperception of U ;, resulting from a

simple assumption that X; = X; without knowing j’s consumption behavior

may be referred as the Marie-Antoinette assumption and leads to a
. . . . O0U; & oU,
misperceived welfare equality that results in 5—'—'<0¢i and —->0,
X; OC i j
assuming X; = X; . Notice that this assumption may also reflect a warm glow
giving scenario.

Concluding Remarks

According to the comprehensive analysis developed to understand the
crowding-out effect of government social expenditures on private contributions
we may conclude that it is difficult to identify a link or consistent mechanism
of interaction between governmental policies and the individual decision of
transferring income to other agents.

16
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However, if such interaction mechanism exists it must operate through the
individual perception of the welfare of other agents and particularly through
the proximity and degree of altruism among individuals. Previous papers on the
subject have tried to capture the crowding-out effect, whereas this paper has
tried to explore motives that influence private donations and incorporate them
in a theoretical model which pictures the individual set of choices in order to
comprehend an interaction between government spending and donations.

Thus, the model is not conclusive concerning the crowding out effect, since
private donations are not directly influenced by the amount of government
spending, but on the individual perception of the welfare of those who may
benefit from charity or governmental programs. This is an interesting
contribution for the theoretical debate on the interaction between governmental
redistribution policies and private contributions, since the giving decision
depends on the effectiveness of the intervention.

In fact, the effectiveness of the redistribution policies affects the individual
perception of social income inequalities, influencing the amount of private
contributions for a given degree of altruism. Moreover, another contribution of
this paper is that for the giving decision the utility of the beneficiaries will be
weighted by the contributor, but according to his own preferences and not the
actual preferences to whom he donates.

Furthermore, in the last section of the paper and based on the model
developed we concluded that private donations do not substitute government
intervention, but they complement it at a face-to-face level, since individuals
are faced with daily welfare disparities that they may soften through individual
and voluntary income transfers, despite the governmental programs.

Finally, despite the inconclusive result regarding an actual mechanism of
crowding-out effect of government intervention on private donations,
according to the model presented and discussed in section 4 and 5 of the paper
it is plausible that government intervention may partially substitute private
donations if governmental welfare programs are effectively carried out from an
individual perception. Thus, if social income inequalities are soften through
effective redistribution policies private contributions to charity decrease.
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