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FIGURE 1. Inequality and welfare generosity across countries, 1975–2010. Average values with gaps
for some countries. Welfare generosity index from Scruggs (2014), wage dispersion from OECD,
pre-tax hourly wages. See Online Appendix for details.

There are indications of a similar pattern of disparity over time within the same
country. Figure 2 shows how welfare spending and wage inequality have evolved in
the United States over the period 1945–2002. Up until 1975 we have low, and in part
declining, wage inequality and rising welfare spending, while after the turning point
around 1975 we have strongly rising wage inequality and stagnating welfare spending.

There are also signs of double disparity in the responses to political and economic
shocks. Based on the developments from 1975 to 2010, Figure 3 sums up how countries
react to changes of political power and changes in labor market institutions. As shown
by the left side of the figure, countries with an increase in right-wing parties in
government, experience not only a decline in welfare generosity, but also rising wage
differentials, while countries that get a decline in right-wing parties in government
experience not only increasing welfare generosity, but also declining wage differentials.
Similarly, as the right side of Figure 3 shows, countries that get more decentralized
wage setting not only experience rising wage differentials (as discussed by Freeman
1991, and Wallerstein 1999), but also declining welfare generosity, while countries that
get less decentralized wage setting, experience not only declining wage differentials,
but also rising welfare generosity.

In this paper we propose a novel mechanism to understand the origins of such
covariations in inequality and welfare spending. The core ingredients of our framework
is a standard Diamond–Mortensen–Pissarides model with heterogeneity in productivity
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TABLE 1. Generosity and inequality. IV-regressions.

(1) (2) (3) (4)
Inequality Generosity Inequality Unemployment

generosity

Generosity –0.374��
(0.147)

Inequality –1.190�� –1.097��
(0.235) (0.367)

Unemployment –0.296��
generosity (0.126)

F-value first step 39.30 15.11 13.26 15.11
P-value Sargan 0.1317 0.6247 0.2510 0.9040
N 359 359 359 359

Notes: Standard errors in parentheses. Instruments for generosity are measures of right-wing power in government
and the share of women in parliament. Instruments for inequality are coordination in bargaining and industrial
conflicts. All models include country and year fixed effects, measures of GDP per capita, openness, tertiary
education, union density, and dependent population. See Appendix for details.
��Significant at 5%.

and the generosity indices measure the generosity of the systems, rather than welfare
expenses.

An instrumental variable approach is used to separate the two effects. The nature
of the data and the lack of a clean experiment to rely on obviously limit our ability
to obtain clear-cut identification of the two separate effects, and the results should
thus be interpreted with appropriate caution. Instrumenting generosity with (lagged)
right-wing power in government and the share of women in parliament, with a F-value
in the first stage of 39.3, we estimate the wage equalizing elasticity to be about one
third. Instrumenting wage inequality with (lagged) coordination in bargaining and
workers in conflict, with a F-value of 15.1 in the first stage, we estimate the equality
magnifying elasticity to be 1.2.9 The implied equality multiplier is thus as large as 1.8.
Going through the same experiment, using unemployment generosity as our measure
of welfare generosity, the estimated equality multiplier is 1.48, suggesting that the
immediate effect of any shift is magnified by 50% through the feedback loops.

6. Concluding Remarks

Widening disparities within countries have received more attention recently than the
underlying wide disparities across countries. We argue that a widening of income
disparities generates self-enforcing feedback effects. So do narrowing disparities. The
feedbacks between the wage distribution and the generosity of social insurance add

9. All models include country and year fixed effects. Data sources, summary statistics, the full regression
models, and reduced-form estimations from the first stage are provided in the Appendix.
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TABLE D2. Generosity and inequality. IV-regressions.

(1) (2) (3) (4)
Inequality Generosity Inequality Unemployment

generosity

Generosity –0.3739��
(0.1471)

Inequality –1.1901�� –1.0966��
(0.2351) (0.3674)

Unemployment –0.2961��
(0.1262)

ln GDP per cap. –0.0134 0.0191 –0.0764 –0.1602
(0.0486) (0.0676) (0.0616) (0.1056)

Openness 0.0001 –0.0023�� –0.0003 –0.0048��
(0.0007) (0.0008) (0.0009) (0.0012)

Education 0.0003 –0.0001 –0.0015 –0.0061��
(0.0007) (0.0009) (0.0010) (0.0014)

Union density –0.0007 –0.0002 0.0014 0.0073��
(0.0006) (0.0009) (0.0012) (0.0015)

Dependent population –0.0108�� –0.0045 –0.0091�� 0.0066
(0.0034) (0.0061) (0.0040) (0.0095)

Coordination –0.0143� –0.0187��
(0.0076) (0.0073)

Conflict(days/empl.) 0.0191 0.0199
(0.0155) (0.0173)

Right government –0.0309�� –0.0392��
(0.0107) (0.0167)

Women in parliament 0.0015 0.0035��
(0.0012) (0.0018)

Constant 2.9125�� 4.7997�� 2.9696�� 5.2073��
(0.7431) (0.9382) (0.8384) (1.4660)

F -value first step 39.30 15.11 13.26 15.11
P -value Sargan 0.1317 0.6247 0.2510 0.9040
N 359 359 359 359

Notes: Standard errors in parentheses. All models include fixed country and year effects.
��Significant at 5%.

The relative share of the population with tertiary education from 1991–2010 is
taken from OECD Education at a Glance, various years (linearized when missing).
From 1975–1990 education data is calculated going backwards from the OECD
1991 level, subtracting annual changes in the five-year figures of tertiary attainment
reported in De la Fuente and Domenech (2002). GDP per capita, in PPP-adjusted
USD, is taken from OECD National Accounts at a Glance. Openness, defined
as the trade-to-GDP ratio, at constant prices and exchange rates, in percent, is
obtained from the OECD Macro Trade Indicators. Table D1 provides summary
statistics.
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1 Introduction

Against the background of the huge inequalities across countries, the United States, Denmark,

Finland, Norway and Sweden are all prosperous, with per capita incomes more than 40 times

those of the poorest countries around the world today. Over the last 60 years, all four countries

have had similar growth rates.1 But there are also notable differences between them. The United

States is richer than Denmark, Finland and Sweden, with an income per capita (in purchasing

power parity, 2005 dollars) of about $43,000 in 2008. Denmark’s is about $35,870, Finland’s

is about $33,700 and Sweden’s stands at $34,300 (OECD, 2011).2 The United States is also

widely viewed as a more innovative economy, providing greater incentives to its entrepreneurs

and workers alike, who tend to respond to these by working longer hours, taking more risks and

playing the leading role in many of the transformative technologies of the last several decades

ranging from software and hardware to pharmaceuticals and biomedical innovations. Figure

1 shows annual average hours of work in the United States, Denmark, Finland, Norway and

Sweden since 1980, and shows the significant gap between the United States and the rest.3

Figure 1: Annual average hours worked. Source: OECD (2010)

To illustrate the differences in innovation behavior, Figure 2 plots domestic patents per

one million residents in these five countries since 1995, and shows an increasing gap between

1 In particular, the average growth rates of income per capita in the United States, Denmark, Finland, Norway
and Sweden between 1980 and 2009 are 1.59%, 1.50%, 1.94%, 2.33% and 1.56%.

2Norway, on the other hand, has higher income per capita ($48,600) than the United States, but this comparison
would be somewhat misleading since the higher Norwegian incomes are in large part due to oil revenues.

3Average annual hours are obtained by dividing total work hours by total employment. Data from the OECD
Labor market statistics (OECD, 2010).
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Figure 2: Patent filings per million residents at domestic offi ce. Source: World Intellectual
Property Organization.

only one, and nations can achieve prosperity within the context of much stronger safety net,

more elaborate welfare states, and more egalitarian income distributions. Many may prefer

to sacrifice 10 or 20% of GDP per capita to have better public services, a safety net, and a

more equal society, not to mention to avoid the higher pressure that the US system may be

creating.7 So can’t we all– meaning all nations of the relatively developed world– be more like

Scandinavians? Or can we?

The literature on “varieties of capitalism,”pioneered by Hall and Soskice (2001), suggests

that the answer is yes. They argue that a successful capitalist economy need not give up

on social insurance to achieve rapid growth. They draw a distinction between a Coordinated

Market Economy (CME) and a Liberal Market Economy (LME), and suggest that both have

high incomes and similar growth rates, but CMEs have more social insurance and less inequality.

Though different societies develop these different models for historical reasons and once set up

institutional complementarities make it very diffi cult to switch from one model to another, Hall

and Soskice suggest that an LME could turn itself into a CME with little loss in terms of income

and growth– and with significant gains in terms of welfare.

In this paper, we suggest that in an interconnected world, the answer may be quite different.

In particular, it may be precisely the more “cutthroat”American society that makes possible

the more “cuddly”Scandinavian societies based on a comprehensive social safety net, the wel-

fare state and more limited inequality. The basic idea we propose is simple and is developed

in the context of a canonical model of endogenous technological change at the world level. The

7Schor (1993) was among the first to point out the comparatively much greater hours that American workers
work. Blanchard (2004) has more recently argued that Americans may be working more than Europeans because
they value leisure less.
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Figure 3: Patents granted between 1980-1999 per million residents to each country relative to
the U.S. by number of citations. Source: NBER patent data from the USPTO.

main building block of our model is technological interdependence across countries: technolog-

ical innovations, particularly by the most technologically advanced countries, contribute to the

world technology frontier, and other countries can build on the world technology frontier.8 We

combine this with the idea that technological innovations require incentives for workers and en-

trepreneurs. From the well-known incentive-insurance trade-off captured by the standard moral

hazard models (e.g., Holmstrom, 1979), this implies greater inequality and greater poverty (and

a weaker safety net) for a society encouraging innovation. Crucially, however, in a world with

technological interdependences, when one (or a small subset) of societies is at the technological

frontier and contributing disproportionately to its advancement, the incentives for others to do

so will be weaker. In particular, innovation incentives by economies at the world technology

frontier will create higher growth by advancing the frontier, while strong innovation incentives

by followers will only increase their incomes today since the world technology frontier is already

being advanced by the economies at the frontier. This logic implies that the world equilibrium–

with endogenous technology transfer– may be asymmetric, and some countries will have greater

incentives to innovate than others. Since innovation is associated with more high-powered in-

centives, these countries will have to sacrifice insurance and equality. The followers, on the other

hand, can best respond to the technology leader’s advancement of the world technology frontier

by ensuring better insurance to their population– a better safety net, a welfare state and greater

equality.

8Such knowledge spillovers are consistent with broad patterns in the data and are often incorporated into
models of world equilibrium growth. See, Coe and Helpman (1995) and Keller (2001), Botazzi and Peri (2003),
and Griffi th, Redding and Van Reenen (2005) for some of the cross-industry evidence, and see, among others,
Nelson and Phelps (1966), Howitt (2000), and Acemoglu, Aghion and Zilibotti (2006) for models incorporating
international spillovers.
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Table 1 Indicators of innovation activity, 2008

 USA  SWE  DEN  FIN

Triadic patents per million of population 48.7 88.3 60.5 63.9

Business expenditure on R&D, % of GDP 2.01 2.78 1.91 2.77

Researchers per 1000 of employed 9.5 10.6 10.5 16.2

Venture Capital, % of GDP 0.12 0.21 0.16 0.24

Worker reallocation, 2000–2007, % 43.3 32 45.5 39.8

Sources : Worker reallocation from Bassanini and Garnero (2012), other statistics from OECD (2010).




