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Summary:

We consider the main international inequality dynamics and identify new challenges plus
empirical findings for OECD countries and the world economy. The focus is on key
elements of income inequality in rich and poor countries — and on the drivers of
international and national inequality. The econometric results presented show crucial new
insights about the role of individuals’ redistribution preferences and the impact of other
variables. The findings herein indeed suggest the existence of an Income Redistribution
Kuznets Curve for a broad group of countries from the World Value Survey. Key
conclusions concern the willingness of countries to cooperate. The economic control
variables suggest that education and postmaterialism weaken the interest in redistribution
while other variables reinforce the support for redistribution policy. Regional cooperation
and benchmarking could be useful as well as applying the golden rule in poor countries.
The analysis also explains US populism and argues that this will be a structural problem,
related to inequality, for years to come.
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1. Introduction

The inequality of income across countries and within countries has received increasing
attention in OECD (Organisation for Economic Cooperation and Development) countries
particularly since the publication of the book of PIKETTY (2014) and of the many related
publications which focus on the long run dynamics of inequality (e.g. ALVAREDO ET
AL., 2018 — see Appendix 2). Inequality in the US, the UK, China, India and some other
countries has strongly increased. Given the demographic changes in the North, there are
many challenges in the field of social policies and pensions systems, respectively. As the
median age in part of the developing economies is declining, the situation in the South is
somewhat different and there some specific challenges in income redistribution could be
relevant. The interaction between the dynamics in the South and in the North will be partly
visible in global capital markets in the short run and in the medium term, while the more
long-term challenges of capital accumulation are part of the long run globalization process
(WELFENS, 2013).

Immigration pressure has increased in the EU and in ASEAN countries where the creation
of a single market — EU in 1993, ASEAN in 2016 — brought not only freedom of trade and
capital flows but the migration of workers as well; and certainly immigration has become a
key political issue in the US under President Trump. The recent refugee waves in the EU
(2015/2016) could also affect the debate about inequality and social policy/income
redistribution in the near future. A refugee wave can raise fears of a lack of financial
resources among the relatively poor domestic residents. One may also argue that income
redistribution which narrows North-South post-tax per capita income differentials could
have an impact on migrationary pressure towards the North. However, there is also a
caveat as the summary analysis of CLEMENS/POSTEL (2017) shows: Rising international
aid that raises the disposable real income in countries in the South could actually reinforce
the emigration drive towards the North, since the improved income situation indeed
enhances the ability to pay for legal or illegal passage to OECD countries; it is only once a
critical per capita income is exceeded that the emigration pressure in countries of the South
reduces. This study, however, does not take into account the individual attitudes that one
finds in rich and poor countries as evidenced, for example, in the World Value Surveys.

The following analysis uses the results of the World Value Surveys to assess key questions
raised above. In particular, we are interested in whether or not a critical per capita income
value exists above which more income redistribution is desired — this is the question of the
existence of an “Income Redistribution Kuznets Curve”. For practical policy purposes, one
may point out that there could be direct income redistribution policies via a progressive tax
system plus a transfer system for families/individuals with special needs; or there can be
indirect income redistribution effects through the public healthcare system where the
contributions of low-income workers/employees are lower relative to their respective
income when compared to high-income workers/employees while both groups are entitled
to the same healthcare services.

The analytical focus of the subsequent analysis is to get a better understanding about the
attitude of individuals for/against government income redistribution — and, in particular, to
determine to what extent there is a change in this attitude along the dynamics of economic
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catching-up. Are individuals’ preferences in the field of income redistribution a positive or
negative function of per capita income?

The original Kuznets Curve shows a link between per capita income and inequality. When
per capita income was rather low and started to increase, inequality would also increase;
only beyond a certain critical per capita income, did the income inequality in the respective
country decline - so that an inverted U-shaped Kuznets Curve could be identified for many
countries in the course of economic development (Kuznets, 1955). One may also point out
that part of the literature has been concerned with an “Environmental Kuznets Curve”
which has tried to identify a critical per capita income above which individuals’, and hence
political, interest in investing in environmental quality improvement increased (ERDEM,
2015). Thus beyond that critical income more economic prosperity and a better
environmental quality would be achieved in parallel.

In the subsequent analysis we are looking at first at the debate over a Social Market
Economy from a normative and empirical perspective while taking into account open
economy effects. Section 2 takes a look at the basics of a Social Market Economy. Section
3 deals with selected related literature on income redistribution. Section 4 puts the focus on
the results of the World Value Survey, followed by an empirical analysis and discussion of
evidence of an Income Redistribution Kuznets Curve. Section 5 looks at the policy
implications and future research. There are two group of countries considered here, namely
high-income countries and low-income countries. Among the industrialized countries
covered in the subsequent analysis a particular interest is on the US, Germany and Spain,
among the developing countries naturally China plays a crucial role. The findings
presented indeed suggest, for a broad group of countries from the World Value Survey, the
existence of an Income Redistribution Kuznets Curve. The economic control variables
used in the ordered logit regression include gender, education, having children, age, trust
and postmaterial attitudes.

International cooperation among countries in the field of social policies thus can be
expected to become easier once a critical income threshold has been achieved — a finding
that could be useful, for example, to organize consensus among relevant groups of UN
member countries.

2. The Modern Social Market Economy: Normative Aspects

and Selected Key Issues

The modern welfare systems can trace their origins to developments in Germany in the
1880s which introduced reforms to assuage the elite’s fear of a socialist revolution — thus
began the concept of a public pension system and a basic public health insurance system.
Following World War I, unemployment insurance was introduced in the UK and other
countries, and the Keynesian models that became popular in the 1950s suggested that full
employment might be difficult to achieve in a market economy — long spells of
unemployment in the 1930s in the US and parts of Europe were considered as relevant
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historical examples. With the expansion of the Soviet socialist system in the 1950s and
1960s - after many Eastern European countries had adopted the model of the Soviet
command economy — the pressure on Western countries to create rather generous modern
welfare systems increased. The share of social security expenditures in OECD countries
increased considerably even before aging become a more pressing topic on the policy
agenda in the early 21st century. As regards the Western social market economies in
Europe, it was also emphasized that the rich countries of the North should redistribute a
least about 0.7% of national income to developing countries. As regards income
redistribution in developing countries, many states had hardly any redistribution in favor of
the rather poor strata of society; in some countries there was a very modest public health
service, but public pension systems played only a modest role — instead many countries, for
example in Latin America, emphasized in the 1990s the creation of private pension funds
as did Hungary and Poland, but later the nationalization of these funds was realized to
reinforce the public revenue situation in the countries concerned.

As regards a normative view of income redistribution, an influential book was RAWLS’
Theory of Justice (1971) which emphasized that justice could be defined as an institutional
setting in which everybody could be a candidate for public offices and where — following
the logic of a hypothetical natural state — there exists a “veil of ignorance” about the future
real position of the respective individual in society. Rawls argued that in such a setting
people would agree to accept income inequalities if it was made sure through some
redistribution mechanism that the real income of each person, thus particularly also of poor
strata, would increase over time.

As regards access to health care services and to pension payments, one may emphasize that
EU countries have broad requirements for compulsory health insurance for
workers/employees as well as entrepreneurs and the unemployed. In Europe, practically all
gainfully employed persons are covered by some basic form of public health insurance —
much in contrast to the United States where about 15% of the population are not covered
by a health insurance system. The US spends almost twice as much as Germany and
France on health care — relative to GDP — while life expectancy in these two EU countries
IS 2-3 years higher than in the US (and child mortality in Western European EU countries
is also lower than in the US). A transatlantic comparison of per capita consumption
corrected for health care expenditures (effective per capita consumption) suggests that the
US lead in per capita income translates only into a small effective consumption per capita
lead for the US and when lifetime effective per capita consumption is considered, Germany
and France are roughly on par with the US. For the UK a similarly favorable assessment
holds. As regards earnings and income mobility in OECD countries, the OECD (2018, see
also the earlier study OECD (2005)) analysis “A Broken Social Elevator? How to Promote
Social Mobility” gives new insights and shows, for example, that earnings mobility in
Germany, France and the UK is rather small. As regards the claim of OECD findings that
inequality of per capita incomes (real GNP per capita: Z/L where Z is real GNP and L is
the population) and output growth (gY where Y is real GDP) are negatively correlated, one
should point out that this observation could be misleading as (with o denoting the share of
foreign investors in the host country capital stock K, B is the capital income share in Y, *
for foreign variable; gq*;=eP*/P where e is the nominal exchange rate, P the price level) it
holds Z:=Y (1-a*R) + a*RY*g* and therefore (with z:=Z/L; y:=Y/L) we have z = y(1-a*R)
+ a*By*g*(L*/L) so that aggregate per capita income development (change of z and
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variance of z) in a neoclassical growth model will be correlated with the level of the
growth path of y and y*, respectively, as well as with the exogenous knowledge growth
rates a and a*, respectively; for simplicity L and L* are assumed to be given (u is the
natural unemployment rate that could be positively correlated with poverty, u” and u” are
positive parameters), savings S= s(1-t)(1-u’u)((1-a*R)Y+al*Y*g*(1-u’u*)) + s’(1-
T)a*BY — with s>0 as the purely domestic savings rate and s’>0 as the reinvestment ratio
of foreign investors, 1 is the income tax rate (savings abroad is S*=s*(1-t*)(1-u’*u*))((1-
alf*)Y*+  o*RY(1-u”u)/q*) + s*(1-t¥)aR*Y*) - and output Y=K*AL)'* and
Y*=K*¥(A*L*)®" _ hence the covariance for y, y* has to be considered in a world with
cumulated outward foreign direct investment (WELFENS, 2018). These are key aspects
for a long run perspective which imply that both inequality at home and inequality abroad
should be correlated with the level of the growth path and this was ignored in the OECD
studies. The World Bank study “Fair Progress” (NARAYAN ET AL., 2018) provides a
rich statistical and economic analysis for both developing countries and industrialized
countries on poverty, inequality and economic mobility. Inequality aspects and poverty
risks are related to wage and capital income, respectively, but also to the risk of pension
reforms and pension cuts, respectively.

Whether or not the public pension systems are rather solid or not could be assessed on the
basis of government bond rating results. The promised future pension payments have to be
heavily discounted by future pensioners if there is a serious economic crisis and a high
debt-GDP ratio — and in particular a high foreign indebtedness-GDP ratio; a country with a
non-investor grade rating has uncertain future pension payments, simply because economic
history tells us that countries with a serious crisis and facing the need for budget
consolidation will often cut public pensions. Indeed a typical element of government
consolidation in countries with high debt-GDP ratios is to cut government pension
payments as could be seen in the Euro Crisis in Greece and Portugal.

BONESMO FREDRIKSEN (2012) highlighted key aspects of inequality in the European
Union and it is obvious that there are systems with very limited income redistribution such
as the UK and some other EU countries while the redistribution of income in others, for
example in Ireland and the Scandinavian countries, is considerable; rather high VAT rates
are used in Scandinavian countries to finance a large part of public pension payments. This
amounts to a so-called fiscal devaluation in the sense that a higher VAT rate reduces
domestic consumption demand and therefore stimulates exports of goods and services (in a
small open economy, the domestic excess supply in the tradables market is equal to the
trade balance position); one may also note that this way of financing pensions implies a
low effective “gross wage cost” so that more labor intensive tradable products should be
internationally competitive. FRIEDL ET AL. (2015) have pointed out that the willingness
to accept government income redistribution differs considerably across countries as can be
shown on the basis of income redistribution games made at university labs in many
countries — with most game-based experimental insights obtained in industrialized
countries.

A caveat is that experiments from university labs can hardly be expected to be
representative of whole societies. This raises all the more the interest in international value
surveys: With the World Value Survey being the best database available for such
questions. In democratic societies, the redistribution preferences of the population should

visible ; v ) ) cies,
be visible in governments’ economic and social policies
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Income redistribution is often part of the social policies in OECD countries; for example,
health insurance benefits are rather equal for workers but as contribution rates are a
percentage of income it is clear that there is some income redistribution effect in favor of
poorer strata. This holds unless the health relevant behavior — for example, in terms of
smoking or excessive alcohol consumption — of such strata would lead to a life expectancy
so far below average that insurance equivalence ratios would be excessive.

Direct income redistribution occurs through various government transfers in favor of
relatively poor households (in the WVS language, the question posed often used wording
relating to the “subsidization of households” - meaning transfers in favor of households).
The next analytical step is to focus on desired redistribution attitudes and the explanatory
variables for these in a group of both countries in the North and in the South.

3. Inequality and Attitudes in the World Value Survey

The seminal paper by Kuznets (1955) founded a rich theoretical and empirical body of
literature aimed at documenting and explaining the relationship between income inequality
and some measure of economic development, typically mean income or per capita Gross
Domestic Product (GDP).

In particular, the Kuznets curve depicts an inverse U-shaped relationship between income
inequality and development (economic growth). Kuznets hypothesized that low-income
countries would tend to exhibit very low levels of inequality, which would begin to rise as
those countries experienced increasing levels of average income. This increase in
inequality would continue until countries reached middle-income status, at which point
further increases in average incomes would be associated with declining inequality. By the
time countries became fully industrialized, inequality would have returned to a low level.
The main idea is that economic development - including shifts from agriculture to industry
and services, and the adoption of new technologies — initially primarily benefits a minority
of the population. As the new capital-intensive and knowledge-intensive methods of
production become widespread, the benefits from economic development are shared more
evenly, and in societies with higher per capita GDP there is some tendency to reduce
inequality — this could happen endogenously as the relative demand for unskilled labor in
full employment, high-income societies is rising so that the wage premium for skilled
workers is falling; or government income redistribution activities are enhanced in such a
way that post-redistribution disposable income per capita is less unequally distributed than
before.

Given the new inequality debate following the expansion of the digital economy in the
1990s in OECD countries, one may raise the question of whether or not from a critical per
capita income level in a digital economy (characterized, say, by a share of real information
& communication technology value-added exceeding 1/5" of GDP which would make ##
the biggest sector in the economy) inequality rises once again. Here, empirical research is
needed. The broader issues of inequality in the world economy will be highlighted briefly
in the next section where the special aspect that foreign income sources are obviously less
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well taxed than national income sources (FOLLMI/MARTINEZ, 2017) — an element of
globalization and capital flow dynamics — will be ignored.

Looking at Selected Findings from the Literature

There are several remarkable features of income inequality dynamics in the world
economy:

The income share of capital in national income is rising in many countries — prior to
the Banking Crisis 2007-09 the profit share of banks in particular had strongly
increased; with some normalization after 2010.

There is still a recent history of considerable redistribution from labor to banks and
thus artificially increased banks’ profitability in OECD countries: The key problem
is that loans to private households have been provided on the basis of artificial
bundling, namely of loans and payment protection insurance (PPI); this strange and
anti-competitive bundling which reduces the price elasticity of the demand for
loans (and raises overall loan costs artificially) had been declared illegal in the UK
in 2011 and clients of banks have reclaimed more than 30 billion pounds by 2018
(August) in the UK. Such anti-competitive bundling, which does not reflect the
normal result of competitive market dynamics, is also a problem in Germany and
many other EU countries. Nevertheless, a study of iff/ZEW (2012) argued in a
strange report to the German government that the interest rates in Germany are in
line with competition — the study, however, uses neither the analytical concepts of
the relevant market in a meaningful way, nor does it critically focus on the anti-
competitive bundling. The German and British case study is not only an example of
redistribution of worker/household’s income to profits of banks but it also is a bad
precedent in the sense that such anti-competitive behaviour in loan markets can
continue over decades and distorts both capital flows and resource allocation.

In a world of liberalized capital markets, distortions in major national capital
markets will have distorting international spillover effects. Therefore a key issue of
income inequality dynamics and adequate redistribution policy naturally will put a
critical focus on capital market distortions in both the North and in the South.

In the North there is often a view that income redistribution policies combined with
“active” education policy will help to bring about more efficiency as well as a more
equitable society; Scandinavian countries are often considered as a good example
of this. However, LANDERS@/HECKMAN (2017) in their comparison between
social mobility in the US and Denmark have shown a differentiated view: Denmark
is a rather mobile society in terms of income mobility, but not when measured by
indicators for educational mobility. High Danish income mobility is largely due to
redistributional tax, generous transfers and wage compression policy. Social
policies for children generate more favorable cognitive test scores for
disadvantaged children in Denmark but they do not result in more favourable
educational outcomes — this to some extent is due to disincentives to acquire
sufficient education, as Danish redistributional policies undermine incentives for
income mobility.

An important aspect that has been recently studied for the US, Germany and China
are the links between income distribution and current account imbalances: The
worsening of the US current account after 1980 can be partially explained by
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overlapping forces of rising (top-end) household income inequality and institutional
developments; as regards German and Chinese developments since the mid-1990s,
current account imbalances seem to be related to considerable shifts in the
respective functional income distribution at the expense of the household sector and
workers, respectively (BELABED/THEOBALD/VAN TREECK, 2018).

Economic inequalities have partially been shaped in many countries by new forces:
There is the expanding role of Information and Communication Technologies
(ICTs)/robotics — the ability of the supply-side in the digital economy to impose
price differentiation in a very effective way (e.g. based on the mobile phone devices
or the type of laptop used) brings redistribution effects in favour of profits and ICT
firms, respectively (WELFENS, 2002). There is no reason for broad scepticism
about robotics as the analysis of DAUTH ET AL. (2017) shows for the case of
Germany: Robots bring gross job losses but no net job loss; there is, however, a
distributional challenge because of the decline of the wage income-GDP ratio;
robots raise labor productivity but not wages (while jobs are lost in manufacturing
employment, there will be new jobs created in the services sector).

Empirical analysis has shown for OECD countries that import competition from
China has brought about new labor market polarization (BREEMERSCH ET AL.,
2017); with China’s increasingly important import competition in so many
countries worldwide, the phenomenon of labor income polarization should be
carefully monitored. As much as China’s integration into the world economy is
certainly welcomed by economists, business people and politicians globally, it
should be clear that the special case of China — representing a big economy entering
world markets — has to be analysed and monitored carefully. If, for example, the
losers in OECD countries would not be offered both some form of compensation
and new retraining opportunities, the “new” globalization which includes China
might not be sustainable.

Fiscal devaluation has been considered as a new potentially useful option in regard
to economic policy. Fiscal devaluation which is based on raising VAT tax rates in
combination with reducing social security contribution rates (and therefore labor
costs) can help to improve a country’s current account position as empirical
analysis from EU countries has shown (BURGERT/ROEGER, 2014); however,
there is a redistribution effect in favor of profits and capital income, respectively,
partially related to more competition in labor markets.

A new global challenge is the apparent rise of immigration pressure — largely from
the South to the North. Immigration in a regional context can, however, work as
empirical evidence from the EU shows: The poverty risk of EU immigrants, for
example in the UK, Germany and Poland in 2014, was lower for immigrants from
EU partner countries than for population of the reporting country (EUROPEAN
COMMISSION, 2016, p. 149). The OECD has shown for the UK that immigration
has had a positive net effect on the government budget (OECD, 2013).

The effects of aging in societies are important in many countries. The effects in
individual countries are, however, partially related to adequate pension reforms:
The benefits from regional capital integration combined with reforms is different
than the same integration without reforms as has been shown in an overlapping
generations model for EU countries by DAVOINE (2018).



Many challenges mentioned will indeed affect both the North and the South of the world
economy. It is, however, not clear how the attitudes of people in many countries are in the
field of income (and wealth) satisfaction and the willingness to support government
redistribution policy. At least for some forty countries, the World Value Survey (WVS)
gives statistics in this field. One should emphasize the caveat that in the WVS there is no
question about different types of redistribution policies so that one should be careful with
the conclusions drawn from survey analysis.

International Income Dispersion and National Income Inequality

As regards inequality of income, in the two decades after 1985 the observation has been
made that there has been some convergence of per capita income across countries which
largely reflects trade globalization effects, namely the fact that an increasing global trade
network — which includes China and Russia as a member country of the World Trade
Organization (WTO), those countries joining the WTO in 2001 and 2012, respectively —
has contributed to a long run catching-up process in per capita income which is in line with
the Heckscher-Ohlin-Samuelson model; at the same time, income inequality in many
countries has increased since there is a biased technological progress in the context of the
expansion of ICT which raises the relative demand for skilled workers (JAUMOTTE ET
Al., 2008): Hence in both OECD countries and in Newly Industrialized Countries (NICs)
an increasing wage premium in favor of skilled labor could be observed; and the authors
show that financial globalization also reinforces inequality due to the finding that the
poorer strata of society relatively rarely have access to cheaper priced loans as they have
neither collateral (e.g. land) nor a high income which is the basis of credit worthiness in the
view of banks. The inequality of income is typically measured by the Gini coefficient, the
Theil index or decile income shares or some log income dispersion indicator.

As regards inequality in the US, there is also a considerable role played by capital income
growth in the top strata of the income pyramid (US COUNCIL OF ECONOMIC
ADVISERS, 2016). As regards the rising inequality of market income in many OECD
countries, one may ask to what extent redistribution of income plays a significant role —
many European countries are characterized by considerable redistribution of income
through progressive taxation, government transfers to poor households and social security
systems (ADDISON/WELFENS, 2003 (2" ed.)). By contrast, income redistribution in the
US is rather modest and in many poor countries - with low per capita income - one also
does not find much income redistribution. In the US, rising female university education has
brought an increase in household inequality as pointed out by DEATON (2015) -
universities have many social functions and implicity they are also places where many
couples are formed leading to later marriages; if this also would hold in developing
countries, a temporary economic catching up with countries in the North, based on higher
female university education, could also bring about higher household income inequality in
developing countries.

These observations raise the question of to what extent more or less income redistribution
through government is desired by individuals in rich and poor countries and which drivers
of income redistribution can be identified. (RODRIK, 2007) has argued that some
government income redistribution is required if globalization is to remain politically
acceptable in countries that are open to trade and capital flows which in turn bring
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considerable potential and the actual exposition to international income and technology
shocks. Government income redistribution is considered as a kind of insurance against
adverse globalization shocks. Modern social security systems — if financed in a sustainable
way — can not only support economic globalization through broad political support, but
will also have side effects, for example by attracting high immigration figures from abroad.
Immigration can have a positive effect on the government budget in many industrialized
countries as has been shown by the OECD (2008): Only few industrialized countries face
problems with a net effect of immigration on government budget, for example Germany.
By contrast, immigration in the UK had a positive effect on the government budget —
mainly due to the high labor participation ratio of immigrants in the UK. Nevertheless, a
fear of immigration played a considerable role in the UK in the run-up to the EU
referendum of 2016, although one may emphasize that one key issue in the immigration
context had a strong link with identity aspects as well as with a perceived increased
shortage of local public services by large strata of the British population (WELFENS,
2017).

Inequality in the world economy has increased over more than a century if one considers
the broad picture analyzed by BOURGUIGNON/MORRISON (2002), while it seems to
have reduced from 1950 to the end of the 20th century; not only was income convergence
across countries observed for a broad group of countries over this period, but “composite
inequality” based on the measurement of lifetime income per capita — at PPP — has also
reduced, namely measuring per capita income as well as life expectancy. Life expectancy
in developing countries has increased strongly since 1960. The role of life expectancy will
be neglected subsequently, although it may be considered as a crucial aspect in a global
perspective. The focus of the subsequent empirical analysis, however, will be rather on a
group of about 50 countries, namely those covered by the World Value Survey. The idea is
to get a better understanding about individuals’ wish that government should organize
income redistribution. Only if there is a broader wish of people and voters for such type of
activity may one assume that government indeed will become active in long-term
redistribution policies — whether or not government redistribution policies will ultimately
be successful is a second question which, however, will be neglected here. Similarity of
individuals’ redistribution preferences in various countries could also be quite important
when it comes to international initiatives in income redistribution or in social policies. As
regards the latter, the United Nations (UN) has undertaken a new initiative SPIAC in 2010
which has been reinforced by the G20’s request to establish a Social Protection
Interagency Cooperation Board (SPIAC-B).

The UN’s summary of SPIAC-B reads as follows: “The Board’s establishment in July
2012 responds to a request from the G20 that called upon international organizations that
provide social protection financing and technical advisory services to developing countries
to improve coordination of their efforts. The Board is co-chaired by the ILO and the World
Bank and includes in its membership several agencies, funds and programmes of the
United Nations, international financial institutions and bilateral development agencies”.
Until 2017 a rather limited number of countries have participated in the new UN activities
and the meetings of the SPIAC-B where Germany and France were countries participating
in the 2012 meeting whose focus was mainly on data collection and getting information
regarding the institutional settings in various countries. National policy preferences might
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differ considerably across countries as could individuals’ attitudes concerning, for
example, the role of governments’ income redistribution.

There can be several driving forces of inequality and equality, respectively. JORDAHL
(2009) shows for the second half of the 1990s that there is a negative correlation between
trust in society and economic inequality for a large sample of countries from both the
North and the South. There could be several reasons for a high degree of social trust: A
rather homogenous society — for example in terms of religion — could have a high share of
individuals who would be willing to support government redistribution activities politically
(certain religions encourage a pro-redistribution attitude, however, in a society with
different religious groups, trust might be smaller than in a religiously homogenous society
which in turn could imply that immigration from foreigners with different religious
backgrounds could weaken trust in society and thereby indirectly contribute to greater
inequality — beyond the initial rise of inequality which is often associated with the
immigration of unskilled workers; unskilled in early years of immigration is a relevant
attribute as long as immigrants do not speak the language of the host country).

The analysis of income inequality has many aspects and several authors have made key
contributions — with only a few papers selected subsequently:

e The World Development Report of the WORLD BANK (2006) has considered the
transition of countries from low income to medium income, where the analysis has
taken into account the role of wealth distribution: Countries with rather equal
distribution of land in 1960 showed rather high growth rates in the following four
decades; it was, however, not analyzed to what extent land ownership was not only
generating income but also acting as the basis for taking loans for investment
outside agriculture, for example for creating a non-agricultural firm or for investing
in human capital formation (indeed land ownership is the basis for agricultural
production as well as for obtaining loans in imperfect capital markets where banks
require collateral for giving loans). In industrialized countries, education plays a
crucial role for inequality.

e CORAK (2013) has shown evidence that countries with high inequality tend to
have lower intergenerational mobility: The larger the Gini index in 1985, the higher
the income correlation between children’s income — children considered were born
in the 1960s — and their parents’ incomes.

The aim of the analysis is to empirically examine the Kuznets curve at the individual level.
Although the empirical test for the Kuznets curve requires time-series or panel data, and
not just a cross-section, it is common practice to look at the correlations between inequality
and income from a cross sectional perspective (GLUZMANN/GASPARINI, 2018)

In order to measure individuals’ perception of inequality and their income, we exploit the
2010-2014 wave of the WVS with 66,278 survey responses across 46 countries, 25 of
which are classified by the IMF (2014) as low-income countries (see Appendix 1 for the
breakdown of countries in the high-income and low-income sub-samples. The WVS is
designed to be a representative survey carried out using consistent methodologies across
numerous countries and focusing on changes in the beliefs, values and motivations of
people throughout the world. The WVS employs a probabilistic sample method and uses
minimum sample sizes of 1,000 respondents. (ISRAEL/LEVINSON, 2004).
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Satisfaction with the personal financial situation is not much different from subjective
well-being (SWB) — and on SWB and inequality there is a broad list of contributions in the
literature; fortunately there is a meta-study available covering 1980-1917 (October) by
NGAMABA/PANAGIOTI/ARMITAGE (2017) according to which most studies —
covering different sets of countries and inequality measurements (mostly Gini coefficients)
find a negatve link between inequality and subjective well-being. While this is not exactly
the focus of our study the list of 39 paper covered by the authors is quite useful. No author
has looked into the question of a Kuznets redistribution curve, namely a parabola-type link
between subjective financial satisfaction — according to WVS data — and the willingness to
support redistribution activities of government.

The authors write: “...income inequality is more likely to be a contributor to SWB in
citizens of developing countries than in developed countries. Reducing income inequality
could be a potentially fruitful approach for governments and policy makers of developed
countries as a means of improving the SWB of their citizens (INGLEHART, 1997; BEJA,
2014). The inverse association of SWB with income inequality in developing countries
suggests that income inequality is more likely to be seen as job opportunities for
innovation in these countries. However, this review was only based on cross-sectional
studies and no causal inferences are allowed; longitudinal studies are needed prior to
forming any causal links. The association between income inequality and SWB was not
influenced by the measure used to assess SWB, geographic region or the way income
inequality was operationalised. Our findings are in line with previous research conducted
in OECD countries suggesting no association between income inequality and SWB
(ZAGORSKI ET Al., 2014) “the best evidence that we have to date is that redistribution
beyond the minimum for advanced societies does not enhance subjective well-
being/quality of life” (ZAGORSKI ET AL., 2014 p. 1107). Nevertheless, further studies
are needed to understand the circumstances in which income inequality reduces SWB
(WILKINSON/PICKETT, 2010; OISHI/KESEBIR/DIENER, 2011; BJORNSTROM,
2011) versus the circumstances in which income inequality is not necessarily harmful to
SWB (BERG/VEENHOVEN, 2010; BEJA, 2014). For example, extraordinary
circumstances such as the Great Recession may affect how inequality is associated with
subjective well-being. This gap in knowledge is critical because some government and
policymakers still ask whether people care about income inequality and if income
inequality affects SWB. At present, the evidence base is weak and cannot strongly support
such decisions.”
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4. Empirical Analysis of the WVS Results: Evidence for an

Income Redistribution Kuznets Curve

4.1 Description of variables

Dependent variable

The corresponding dependent variable is constructed from individuals’ responses to the
following statement:

Q. Governments taxing the rich, subsidizing the poor is an essential characteristic of democracy?

Responding to this question, individuals have ten alternatives to choose between, ranging
from “strongly disagree” (1) up to “strongly agree” (10).

Table 1: Dependent Variable
Variable Type Frequency
1 2 3 4 5 6 7 8 9 10
Full sample
Equal Ordinal
1-10 6,290 2,666 3,539 3,539 7,621 5,128 6,862 8,766 5,650 13,110
High income
Equal Ordinal
1-10 2,556 1,018 1,614 1,645 4,046 2,714 3,785 4,389 2,147 5,467
Low income
Equal Ordinal
1-10 3,734 1,648 1,925 1,894 3,575 2,414 3,077 4,377 3,503 7,643

Independent Variables

Since our aim is to empirically examine the Kuznets curve at the individual level, our main
dependent variable is constructed from individuals’ responses to the following question:

Q. How satisfied are you with the financial situation of your household?

Responding to this question, individuals have ten alternatives to choose between, ranging
from “completely dissatisfied” (1) up to “completely satisfied” (10). Effectively this is a
question related to real income (and possibly individual wealth); this is dubbed quasi-
income subsequently. The descriptive statistics are shown for the overall sample and the
low income and the high income group of countries.
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Table 2: Independent Variables

Variable | Type Frequency

1 2 3 4 5 6 7 8 9 10

Full Sample
Income Ordinal
1-10 4,427 2,445 4,741 5299 10,405 8,825 10,205 9,556 4,150 5,687

High income
Income Ordinal
1-10 1,462 879 2,006 2,372 4,540 4,134 5,329 5,109 2,278 2,523

Low income
Income Ordinal
1-10 2,965 1,566 2,735 2,927 5865 4,691 4,876 4,447 1,872 3,156

A vector of economic and social control variables — see the subsequent list with descriptive
information - includes several socio-economic and attitudinal characteristics which might
also be relevant for individuals’ perception of inequality. Because individual-level
responses are pooled across countries, unobservable cultural or geographic differences are
considered by including country dummies. The variables are self-explanatory, except for
postmaterial attitude which can be understood as an attitude which favors environmental
sustainability over economic growth in case a choice is to be made. Rich is indicative of a
high wealth position of the respective individual. Frequencies from the WVS are indicated
in Table 3.

Table 3: Control Variables
Variables Type Frequency

0 1 2 3 4 5 6 7 8 9
female 31,317 34,907
education 3,784 3,312 7,000 4,413 12,891 5024 11,067 5,508 12,552
postmat 7,135 15,565 19,280 13,434 4,341 941
trust 47,609 16,836
child_dummy 20,027 45,919
age_code 4,664 15,166 13,086 11,865 9,765 7,053 3,691 834 30
rich 9,731 16,774 12,001 11,438 9,097 5,274

4.2 Empirical strategy

Since our corresponding dependent variable is an ordered variable, we apply an ordered
logit model on the pooled sample of individual responses. We consider the following
baseline specification where quasi-income is entering the equation with 3; and B, (income
squared):

(1) Pr (Equality >1) = @ (B, + BIncome + B, Income? + Xfc +y + u)

where Equality are the responses regarding the question of whether governments taxing the
rich and subsidizing the poor is an essential characteristic of democracy. Income denotes
the individuals’ satisfaction with their financial situation. In order to examine the Kuznets
curve, we include Income squared (Income?).

16




> ¢ are control variables at the individual and country level, y are country dummy
variables and u are error terms.

B, and B, are the corresponding coefficients of interest throughout the paper. Coefficients
B, and B, measure the effect of Income and Income?, respectively, on the probability that
respondents agree with the statement that incomes should be made more equal. Kuznets
hypothesis is accepted if B; is negative and [, positive.

4.3 Results

Table 4 reports the results of the ordered logit regressions. Before proceeding, it should be
noted that the estimated coefficient does not reflect a marginal effect. However, its sign
provides information about the direction of the effect on the end response categories. Thus,
it is possible to interpret the sign and the significance but not the size of the coefficient.

The results obtained are fairly robust:

e The results across several regression approaches always clearly indicate empirical
evidence for a Kuznets-type redistribution curve (recall the original Kuznets curve
indicates a link with inequality on the vertical axis and per capita income on the
horizontal axis where the graph is an inverse parabola).

e In the first model specification (1), we include only variables of interest (quasi-
income and quasi-income squared) and country dummies; in the second
specification (2), we additionally include all control variables - however, country
dummies are excluded; and the third specification (3) differs from the second
through the inclusion of country dummies and all control variables.

e The subsequent control variables have a rather uniform pattern across the
regressions (1), (2), (3), however, the female variable is positively significant only
in the low income countries, while the child dummy is only positively significant in
the low income country group — where families have a higher number of children
than in high income countries with a broad social policy pillar; the postmaterialist
attitude has a negative significant impact in the low income country group, but in
the high income country group the impact is positive (to what extent this stands for
international empathy/”’solidarity preferences” in the context, for example, of a
preference to support the fight against global warming, is unclear).

The first estimation result reveals that, across all sub-samples, an increase in individuals’
satisfaction with their financial situation significantly decreases the likelihood that
respondents agree with the statement that governments taxing the rich and subsidizing the
poor is an essential characteristic of democracy. However, the second estimation result,
which captures the effect of the squared financial situation, shows that, across all sub-
samples, there is a U-shaped relationship between individuals’ satisfaction with their
financial situation and agreement with the statement that governments taxing the rich and
subsidizing the poor is an essential characteristic of democracy. Thus, individuals’ critical
perception of inequality begins to rise as respondents experience a higher level of financial
satisfaction. The results provide supporting evidence for the Kuznets hypothesis from the
behavioral point of view. According to the regression results, we get an U-shaped curve as
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can be seen from the coefficients for the income satisfaction variable (where one cannot
know the exact form of the curve to the right of point F). One may expect that the critical
point F will be more to the right in the group of high-income countries as compared to the
low-income country group. How far to the right the critical point F is could also depend on
cultural aspects and individual or family characteristics. The ordered logit regression gives
key insights into many aspects where we look at the overall sample and sub-samples.

The finding of a Redistribution Kuznets Curve implies that as the satisfaction with one’s
own financial situation initially falls, support for political redistribution is also falling —
perhaps as many people are afraid that redistribution would entail a squandering of
taxpayers’ money. Only beyond a certain minimum level of the degree of favoring
redistribution by government — possibly reflecting some positive experience with results
from income redistribution — will public support for income redistribution rise parallel to a
rising satisfaction with one’s own financial situation.

Thus the Redistribution Kuznets Curve could reflect several perspectives:

e The upward bending part of that curve indicates that there is some broad confidence
both in the political system and income redistribution results as well as a modest
fear that one’s own improved financial situation would lead to excessive “unfair”
taxation (which, of course, would in turn reduce satisfaction with one’s own
financial situation).

e There could also be a broader view that the social market economy — with a direct
redistribution policy through transfers as well as some redistribution through social
policies (e.g. health care policy - which in EU countries brings redistribution effects
in favor of the poor) contributes to politico-economic stability; and hence also
higher growth. Limited public redistribution policy thus is interpreted as an implicit
insurance in society.

e Thus countries that develop a positive economic and political track record with
limited and transparent redistribution policy could give politicians and the
government, respectively, more room to maneuver in the field of redistribution and
social policy, respectively. Countries whose societies are clearly beyond the right of
point F possibly would possibly be more inclined to cooperate internationally in the
field of social policy.

From this perspective, an international organization such as the UN/ILO/World Bank
might try to nurture positive experiences with carefully designed redistribution
programs and help with the diffusion of best practices. This does not rule out a positive
complementary role for private insurance companies (but such insurance should not
sold in anti-competitive product bundles as in the case of PPI).
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Figure 1:

Income Redistribution Kuznets Curve

A

Degrees of favoring redistribution

0
Satisfaction with own situation

Source: Own representation
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Table 4:

Results of the Ordered Logit Regression

Full sample High-income Low-income
Equality 1) ) ©) (1) ) ®) 1) ) ®)
income_new -1942577*** - 1572860*** - 1747475%** -.2545316*** -2210209*** -.2490616*** | -.1663751*** -.1319956*** -.1427976***
income2 .01527562*** .01063141***  .0137048*** .01779398*** .01330059*** .01722429*** | .01482666*** .01063042*** .01281413***
Female .02873528* .02252703 .01440811 .02029872 .04005816** .02208344
Education -.0402645*** - 0232542*** -.0605419*** -0370174*** -.0243559*** -.0161811***
age_code .0160661*** .02333495*** .01339352*  .0376668*** .0260492*** .01323922*
child_dummy .03918666** -.02390114 .00724955 -.04290595 .05869561** -.00791042
Trust .06812464***  -,02245795 .00863334 .04301241* .1404690*** -.0736198***
Postmat -.0305833***  -.00288085 .0888481*** . 0716341*** -.1124564*** -.0618136***
Rich .00920653* -.0273872*** .03951417*** -,0347069*** -.00711729 -.0216789***
Cut1 _cons -3.934451***  -2.861670***  -4.090820*** -2.766683*** -3.201380*** -2.658755*** | -3.644522*** -2.619633*** -3.842466***
Cut 2 _cons -3.520987***  -2.452456***  -3.669041*** -2.38338***  -2.817119*** -2.265958*** | -3.207961*** -2.1918847***  -3.4002727***
Cut 3 _cons -3.104116***  -2.053344***  -3.252089*** -1.935346*** -2.373546*** -1.809726*** |-2.811301*** -1.8166813***  -3.0056019***
Cut4 _cons -2.764966***  -1.727899***  -2,908787*** -1.576806*** -2.017422*** -1.441781*** |-2.485432*** -15085024***  -2.6770655***
Cut5 _cons -2.164341***  -1.168967***  -2.312991*** -.8875273*** -1.353783*** -.7492653*** |-1.958986*** -1.0219233***  -2.1521975***
Cut 6 _cons -1.803234***  -8358066***  -1.954499*** -.4839073*** -9696942*** -3442288*** |-1.636132*** -72598472***  -1.8301287***
Cut 7 _cons -1.330428***  -38979676*** -1.4729383*** |.06765808 -4239141***  2313272* -1.233701*** -.35315353***  -1.422594***
Cut 8 _cons -.6759124***  23128108***  -.80341744*** .7863 .3017614***  98967839*** | -.6305030*** .20243761*** -.8149276***

8912***

Cut9 _cons -.16202746* 72687902*** - 27541968*** | 1.2327015*** 7454122*** 1.447869*** |-.06248181 T13877743*** -.23550443**
Country dummies | Yes No Yes Yes No Yes Yes No Yes
Pseudo R2 0.0236 0.0022 0.0250 0.0172 0.0045 0.0199 0.0281 0.0030 0.0289
Number of
Observations 62,832 55,604 55,604 29,102 24,401 24,401 33,730 31,203 31,203

Legend: * p<.1; ** p<.05; *** p<.01
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The framework and key findings are as follows:

As regards the control variables in the ordered logit regression, we include gender,
education, having children, age, trust, the role of high wealth targets (“rich”) and
postmaterial attitudes (a rather opaque variable whose meaning for respondents
might be different in rich countries and poor countries).

Education and postmaterial attitude have a negative coefficient. As regards the
education variable, this could reflect an increase of skepticism in the efficiency of
government redistribution policy once people know more about the economic,
social and political system in their respective countries; part of this aspect could be
that better educated people find it easier to get information on the scope and
effectiveness of income redistribution policy. More educated people are also likely
to have relatively high income and therefore they might be hesitant to face a
government with strong redistribution activities.

The child variable has a negative impact on the support of redistribution in poor
countries: Families with children indeed should have more trust in traditional
family ties as a basis for solidarity and implicit insurance; also adults with children
might fear that more redistribution will put a higher tax and social security burden
on their own children. However, the child dummy and female dummy are not
significant in the high-income group and in the overall sample (and postmaterial
attitude is not significant in the overall sample).

In all regressions with country dummies — that is for the overall sample group, the
group of low-income countries and the group of high-income countries — the trust
variable has a positive significant impact; nurturing and maintaining trust is crucial:
The fact that trust reinforces the preference for redistribution is in line with the
findings of JORDAHL (2009).

Postmaterial attitudes could weaken redistributional preferences as respondents
might fear a trade-off — if a bigger government budget share is devoted to
government redistribution policies, one might be afraid, for example, that
government is not investing sufficient funds in promoting climate mitigation policy
or other postmaterial goals (on WVS analysis and sustainability see UDALOV
(2018)).

Individuals who emphasize the goal of becoming rich indicate that “rich” has a
negative impact on support for redistribution policies; this is not surprising as many
prospectively rich individuals will anticipate that more redistribution will imply
higher corporate tax rates or higher income tax rates — one may, however, point out
that the relatively small group of rich people in OECD and developing countries are
fairly easy to organize, compared to the large group of workers. The ability of
governments to effectively tax the rich strata of society seems to be rather limited
as long as there is no cooperation among G20 countries in the field of corporate
taxation and income taxation, respectively.

The female variable has a positive sign in poor countries in the regression without
country dummies (and in the overall sample). This could imply that a rising role of
the South — with an increasing political influence of women - could reinforce
redistributive policies; but as countries are catching-up, the impact of the female
variable could become insignificant.

Age has a positive effect on support for redistribution: It is not so surprising that the
age variable reinforces redistribution preferences since many people will anticipate
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the risk of poverty at retirement age — more redistribution on the part of
government could be perceived by many elderly individuals as an implicit
insurance contract for better pensions (whether or not such expectations are
consistent/rational would have to be analyzed in a separate study).

The fact that the aging of the workforce in many EU countries will accelerate after 2025
could bring stronger redistribution policies in the respective countries. However, EU
countries can be divided in two groups where France, the UK and other countries face
weaker/later aging pressure than for example Germany, Italy, Spain, Greece and Portugal
(AITYAR/EBEKE/SHAO, 2016). This finding could make achieving political consensus
much more difficult in the EU after 2025 so that it would be wise to achieve broader
institutional reforms rather around 2020 when demographic divergence across EU
countries is still rather weak.

Looking at the years until 2050 one may point out:

e aging could strongly reinforce a worldwide role of more redistribution and social
policies, respectively;

e more global redistribution could be a starting point for more international
benchmarking and hence efficiency gains in redistribution policy and social policy,
respectively — at the same time, there is some risk that more such policies could
slow-down global growth so that more political conflicts could become relevant at
the national level which, in turn, could weaken the political willingness for
international cooperation (if growth would mainly slow down in the South,
increasing immigration pressure in the North could help to slow-down societal
aging there, but possibly more importantly, this could also reinforce populist and
xenophobic policies which in turn undermine international cooperation.

Here international organizations — such as the UN, the OECD, the ILO or the World Bank -
have a role in organizing transparent benchmarking, in monitoring and contributing to
more research in the field.

5. Economic Policy Conclusions

The findings presented indeed suggests for a broad group of countries from the World
Value Survey the existence of an Income Redistribution Kuznets Curve — while the US is
considered to be an outlier in the group of countries considered. Key conclusions concern
the willingness of countries to cooperate: Countries with relatively high per capita income
could be expected to engage in income redistribution in direct and indirect ways; those
countries could develop cooperation in social security and income redistribution in order to
develop optimal policies. One cannot rule out that EU countries could cooperate rather
well with China in the field of social security policy and income redistribution in the long
run. There is an existing cooperation through the OECD Development Center which, for
example, has already organized conferences on social security policies jointly with China.

The findings presented herein provide evidence for an Income Redistribution Kuznets
Curve such that beyond a critical financial satisfaction level most countries covered in the
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WVS will shift towards some government redistribution of income. Sustained global
economic growth could help poor countries to achieve the critical per capita income level —
and then international cooperation in income redistribution policies and social security
could become easier. This is important not least for cooperation in income taxation and the
willingness to impose minimum corporate taxation. From this perspective, one may point
out that the aggressive trade policy under the Trump Administration which undermines
global growth and stability, respectively, is a serious problem and actually contributes to
weakening the Western world in particular.

There can be effective and efficient redistribution policy — including relevant pillars of
social policies (e.g. health care financing in EU countries, some Newly Industrialized
Countries and certain developing countries), but there are several critical questions:

e Is redistribution mainly financed by tax exemptions, untaxed benefits or taxed
benefits paid to households; in the US there is a tendency to rely on untaxed
benefits, possibly in order to let redistributions/social policies look to a be a rather
small policy element while in EU countries most redistributions/social policies are
based on taxed benefits — in the Scandinavian countries, the financing of the
pension system via the VAT also plays a particular role, most notably in Denmark
(where it also is a stimulus for a current account surplus along the logic of fiscal
devaluation policy);

e Are current redistribution policies/social policies excessive, namely non-
sustainable, so that government will go bankrupt and lose access to international
capital markets (for example, as in the case of Greece, Ireland and Portugal in
2009/2010) — too generous government policies and excessive, unsustainable
deficits have led to government policies under which tax increases and pension cuts
in particular (mostly in Greece and Portugal) are part of the stabilization policy:
This effectively is inefficient redistribution policy that possibly will weaken the
trust of people amongst each other and vis-a-vis government and therefore will
discourage political support for future redistribution policy. If government faces the
risk of bankruptcy, it is clear that there will be strong expenditure cuts where the
main burden often falls on pensioners whose ability to threaten the functioning of
the economic or political system is very modest. While most public pensions
systems in the Eurozone countries are based on defined contribution systems
combined with some equivalence of pension payments and contributions, so that
not much redistribution is occurring in pension systems (compared to health care in
EU countries), a serious fiscal crisis could bring about a forced ex post
redistribution of the older generation to the younger generation, namely when
pensions for specific age groups are strongly cut by governments;

e if government is financing increased redistribution and more generous social
policies in a way that the debt-GDP ratio is rising critically and hence the rating of
government bonds — mostly held by banks in the country considered — falling
strongly, then there is a risk of excessive redistribution coupled with an
unsustainable government debt plus a national banking crisis. In this case
government will have to raise taxation strongly at some point (or give up an
existing exchange rate peg — and then devalue strongly which will lead to much
higher inflation rates which effectively also taxes people; namely, through an
implicit seigniorage tax on holding money) and this will bring a forced
redistribution of income and wealth. Rich individuals might not have to contribute
much to the financing of the stabilization of government and the banking systems —
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with some banks possibly failing as high stocks of bonds in banks’ balance sheets
strongly lose value after a massive downgrading of government debt — as rich
households might anticipate the government debt and banking problem and relocate
the seat of companies abroad. At the same time there is the risk that partner
countries in a regional integration system may have to bail out the respective
country (this could be the case of Italy under the populist government in the
medium term) so that international negative spillovers for foreign taxpayers also
become relevant.

e Such international political free-rider behavior could be avoided by adequate
institutional rules for regional integration clubs. One may emphasize that
International Organizations, such as the IMF or the World Bank, could provide a
kind of rational politico-economic insurance system for random negative shocks;
but not for deliberate political shocks — those will be considered as an unfair burden
in such international organizations (a difficult case, however, is if a country such as
the US under the Trump Administration imposes partly arbitrary import taxes on
the exports of WTO partner countries; this is a deliberate negative international
political shock that might also have negative repercussion effects on the US
economy).

e The risk of poverty in most OECD countries is strongly correlated with long-term
unemployment rates; and with rising poverty levels, income redistribution becomes
a more urgent political aspect on the political agenda — hence achieving full
employment (e.g. through the creation of new firms, more public investment as a
means to stimulate the investment-GDP ratio, labor market deregulation where an
adequate (or more) retraining of workers) is a key challenge in all countries of the
world economy.

e To the extent that workplace security is rather weak — as in many developing
countries — many unskilled workers will indirectly pay a “lifetime tax”, namely
facing a reduced life expectancy compared to skilled workers; this is a perverse
redistribution in kind where the rich strata in the country and in the world economy
will obtain artificially cheap goods from rather poor countries with soft workplace
safety standards. In a macroeconomic perspective, the higher accident rate at the
workplace means that labor in efficiency units in the poor countries is reduced
while adequate government investment in better workplace standards would easily
help to avoid this unfair redistribution from the poor to the rich.

It should also be noted that implementing the golden rule (PHELPS, 1961) from the
neoclassical goal model typically represents a redistribution in favor of the poor provided
that the consumption per capita of poor strata also is raised (for OECD countries ABEL ET
AL. (1989) suggest that these countries were dynamically efficient — whether or not this
also holds in the decade of very low real interest rates after the Banking Crisis 2008/09 is
an open question): If the conditions for the golden age are realized (the output growth rate
should be equal to the real interest rate and the national savings rate s should be equal to
R), per capita consumption is maximized; income redistribution has a goal and higher per
capita consumption of the poor strata is such a goal. A careful check for the fulfillment of
the golden rule conditions should always be the first test of a rational economic and
redistribution policy — and international organizations such as the UN or the World Bank
or the IMF could be quite useful with regard to such a new field of monitoring in the
future. The gap between 3 and s determines in a simple neoclassical growth model together
with 3/(1-) the percentage increase that is possible by switching from s=s# to s=R# where
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# stands for the steady state and B’:=B/(1-R): In(C/L)®% — In(C/L)# = B’In(B/s) where
(C/L)*" is maximum per capita consumption in the steady state and consumption per
capita C/L=(1-s)(1-t)Y/L has been assumed; it holds that c:=1-s as usual (zero foreign
direct investment is assumed here for the sake of simplicity). If $=1/3 and /s is 1.5, the
possible increase in per capita consumption from moving to the golden rule condition is
20.5%. Typically, a convergence to the golden rule conditions requires reforms in capital
markets and competition policy, possibly also capital flow liberalization and a reduction of
distortions in foreign exchange markets. Whether or not full capital flow liberalization is
useful seems to be doubtful if distorted banking regulations abroad imply international
negative spillover effects in a foreign banking crisis.

e For many OECD countries, plus China and some other Newly Industrializing
Countries, a critical point in the future could be that aging will play an increasing
role. However, a small group of OECD countries is actually facing rather slow
aging; most developing countries have no society aging problem. Thus the world
economy broadly consists of two groups of countries — international political
cooperation will be rather easy among the aging group of countries which thus have
a stronger interest in the redistribution of income.

e Taxing the rich is rather difficult in a world economy with high international capital
mobility; EU Social Market Economies could indeed put the subject of minimum
tax rates on the agenda of future G20 meetings which, in turn, could be a starting
point for the UN to work on a consensus definition of fair taxation standards (it is
rather unclear whether or not the OECD BEPS initiative (BEPS= base erosion and
profit shifting) will be successful. Effective banking supervision on a broad scale,
possibly within a new G20 framework — instead of the weak rules coming from the
Bank for International Settlements — could also be useful as it seems that there is a
trilemma of having simultaneously flexible exchange rates, free capital flows and
the effective prudential supervision of banks worldwide (WELFENS, 2017b).

e Assuming that regional integration clubs represent — after a convergence process
driven by economic integration — active policy clubs of countries where people
have similar political preferences, it could be useful to identify fields of
benchmarking and social policy cooperation; and the EU is indeed a good example
in certain fields. There are so many important regional integration clubs that the
UN could publish a comparative report — with some benchmarking - and might also
raise the issue of the integration of regional integration areas.

e Compensation for the relative losers from trade liberalization could be a broad
challenge in many countries — without such compensation payments (rarely made in
reality) and more public support for retraining, the international acceptance of
globalization will be rather limited.

e The Income Redistribution Kuznets Curve makes it important to carefully consider
the level of per capita income/satisfaction of people with their own economic
situation and the degree of support for redistribution policies.

Crucial points are summarized in the following figure which thus suggest a broader role for
the UN — possibly coupled with G20 initiatives in the field of minimum tax rates (at first
naturally a controversial issue, but the EU could bring the topic on the agenda) and
comparative studies on the golden rule in countries in the North and in the South.
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From a strategic perspective, the UN could not only consider best practice results in
various regions of the world economy but could also raise the question of the sequencing
of reforms and the right policy mix in various country groups; possibly building on the
experience of the World Bank and regional international banks such as the ADB or the
EBRD or others. International Organizations such as the ITU also could contribute
valuable insights, for example in the prospects for digital economic modernization.

Figure 2: Conclusions for the UN and Partner Organizations
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If redistribution is arranged in an excessive way — with high costs in terms of the efficiency
of resource allocation — the rather young and poor countries could find it relatively easy to
catch-up with the aging countries of the North. There could be a tendency for excessive
redistribution to the extent that the older group of voters in aging countries could have a
median voter position (in a two-party country model or equivalent coalition models) so that
political majorities in certain OECD democracies will indeed bring about higher
redistribution: Namely, for the elderly and more generous pensions systems, respectively.
Aging could undermine the speed of learning at work, the dynamics of creating new firms
as well as innovation dynamics so that “excessive” redistribution policy plus endogenous
growth-slowing could bring lower growth of aging OECD countries. Moreover, one may
assume that wealth concentration in an aging society — with a smaller number of children
in subsequent cohorts — will endogenously increase which, in turn, also reinforces
inequality.

It is unclear to what extent high inequality in countries in the North (say in Germany in the
region of Bavaria or Hamburg) will stimulate immigration from the South; the assumption
here is that poor people in the South will learn about such top income regions in the North
and that migration is selective in the sense that emigrants from the South have a preference
for high-income regions — unless previous groups of immigrants have settled mainly in
other regions of the country (such historical immigration regions naturally are a bridge for
immigrants from the same country/community since those immigrants seek to benefit from
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ethnic networking effects). With more immigration from poor countries, the rich aging
countries can, of course, reduce the speed of aging and the neoclassical growth model
suggests that a growing population — assuming that immigration is so strong that the
working age population in the host country is rising — means a downward shift in the level
of the growth path. If migrants send remittances to the home country this in turn could help
the poor country group to catch-up. Taking a look at global UN population projections, one
sees a global aging process in most countries around 2050 which then will be a rather new
situation for the world economy.

Digital modernization of societies means better prospects for education in poor countries as
the absolute and relative price of digital equipment has been falling over time. This could
reduce the global pressure for more income redistribution as higher education weakens the
preferences in favor of income redistribution. For the political competition process in
OECD countries this means that a combination of aging and digital modernization policy
could help to limit the pressure for more government income redistribution (as a case
study, one might consider Switzerland which is facing aging but also strong in its digital
modernization efforts). Postmaterialist attitudes also slow down the desire for income
redistribution. One might consider that postmaterialists have a rather long-term perspective
and typically support climate mitigation policy which could be considered as some form of
global benefit share/benefit redistribution in favor of the poor countries in the South where
many governments would face massive problems to finance adequate infrastructure
investment in order to better cope with risk associated with global warming. Hence this
might mean that some international redistribution is considered as a priority compared to
possible national redistribution. From a long-term perspective, postmaterialists therefore
could also consider broad income redistribution policies — often financed through high
structural government deficits — as a risky strategy which would not be supported. This,
however, is merely a hypothesis. More research is needed.

Further research should shed light on some of the aging issues raised. For a UN project
considering a new approach towards broader social policies it would be quite important to
analyze future World Value Surveys in a more specific way which, however, requires that
more questions related to social policy will be raised in future survey waves.
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Appendix 1: Breakdown of the Full Sample into High-Income

and Low-Income Sub-samples

The full sample has been split into high-income and low-income sub-samples in
accordance with IMF (2014). The sub-samples comprise of the following countries:

Low-income sub-sample:

Algeria, Azerbaijan, Armenia, Belarus, China, Colombia, Egypt, Ecuador, Ghana, Iraq,
Kazakhstan, Jordan, Lebanon, Libya, Malaysia, Mexico, Morocco, Nigeria, Pakistan, Peru,
Philippines, Tunisia, Ukraine, Uzbekistan, Yemen.

High-income sub-sample:

Australia, Chile, Cyprus, Estonia, Germany, Japan, South Korea, Kuwait, Netherlands,
New Zealand, Poland, Qatar, Romania, Russia, Singapore, Slovenia, Spain, Sweden,
Turkey, United States, Uruguay.
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Appendix 2: Income Shares of Selected Count

ries (1980-2016)

Figure 3: Top 10% National Income Shares Across the World, 2016
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Figure 4(a): Top 1% vs. Bottom 50% National Income Shares US (1980-2016)
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Figure 4(b): Top 1% vs. Bottom 50% National Income Shares Western
Europe (1980-2016)
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Note: The data representing the income shares of Western Europe are calculated by merging the
income distributions of France, Germany and the UK, and an aggregate representing other
Western European countries (28 countries in total).
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Appendix 3: Inequality and Redistribution

Text and graph adopted from WELFENS (2018), Explaining Trumpism as a Structural US
Problem: New Insights and Transatlantic plus Global Economic Perspectives, EIIW paper
No. 253, European Institute for International Economic Relations (EIW/University of
Wuppertal).

In a nutshell, the main dynamics of rising inequality in the US and some other OECD
countries can be summarized in the following graph: ICT/robotics reinforce the income
share of capital, partly through the ability of many ICT-related products to be sold as
differentiated products and also in the context of high digital innovation dynamics in
combination with network effects — as emphasized by WELFENS (2002). Economic
globalization, in the sense of trade globalization, contributes to the economic catching-up
of the South and international economic convergence, but financial globalization and
biased ICT-based technological progress raise the relative demand for skilled labor so that
the ratio of wages of skilled workers to those of unskilled workers is raised in almost every
country — as emphasized in JAUMOTTE ET AL. (2008). Through FDI globalization — and
rising international portfolio investment — globalization also brings an effective reduction
of capital income taxation as shown by FOLLMI/MARTINEZ (2017) for the case of
Switzerland and most of the increase of the top 1% income earners was explained by
individuals having foreign income sources. Income accruing from abroad is taxed at lower
effective rates than domestic income sources and a risk premium on income from abroad
could also play a role here. A final key driver of rising wage inequality within
industrialized countries is, according to an OECD study, China (see
BREEMERSCH/DAMIJAN/KONINGS, 2017) whose strong export growth has been
remarkable since about 1985. China’s exports have contributed to wage polarization in the
US and other industrialized countries — the middle income class is facing a new challenge
as medium-paid jobs are eliminated by the export dynamics and the structural export
pattern, respectively. The fact that China, as a big economy, brings about declining relative
goods prices for those sectors where China’s firms have started to export large quantities to
the world economy, implies massive downward wage pressure in the respective OECD
sectors. In countries with a broad human capital basis and broad retraining programs, firms
facing import competition from China could resort to product innovation as a means to
avoid declining market shares and export unit values; however, in the US — and in the UK
— the retraining expenditures per person unemployed traditionally were low (Germany’s
figure is 4x that of the UK and also much higher than in the US). Falling real minimum
wages over time could also play a role for rising inequality in the US and the declining
union density in the US is a phenomenon observed in 1980-2016 (EICHENGREEN, 2018).

One should point out that the lower half of US income earners suffered a decline in
national income from 20% in 1981 to about 13% in 2015 and the overlap of digitalization,
relatively rising outward US foreign direct investment and growing global exports from
China should all contribute to an ongoing medium trend of rising US inequality.

These inequality US dynamics explain, together with findings from surveys in the US, the
rise of populism in the US:
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e The majority of US survey respondents hold the view that there is a problem with
the rise of inequality (and that they think that hard work is a basis for upward
income mobility), but the preferred remedy is that big firms should bring about
adequate changes here - see LINDH/McCALL (2018). It is also noteworthy that
government intervention for reducing inequality has no majority support amongst
US voters. The findings of LINDH/McCALL may be commented in a compact
way: This is an illusionist view of the US public; in a shareholder economy of the
US-type, one cannot expect that major stock market-quoted companies would
somehow willingly reduce the remuneration of top managers or increase the
salaries of unskilled workers considerably. Incidentally, it should be noted that the
US problems in parts of the tradables sector is related not to the US imports from
China in certain sectors but to China’s rising exports to all importing countries.
Thus, if the Trump Administration imposes import tariffs on Chinese goods, this
will not raise world market prices of the relevant goods considered, on the contrary
it will reduce the world market price (net of import tariffs);

e the strong contradiction between seeing a rising inequality problem and the
inability/ideological unwillingness of the US to extend income redistribution and
social policies, respectively, is a guarantee for continued voter frustration on the
part of the poor strata — now and in the future. Hence populist presidents who
promise to improve the situation of the “forgotten men and women” (to use the
words of Donald Trump in the presidential campaign of 2016) could become a
rather long-term phenomenon in the US; along with broad import protectionism and
anti-multilateralist policies, mostly to demonstrate to voters a level of international
political activism and to have a scapegoat for populist policies which do not work;

e US populist policy leaders will try to export populism to Europe, Latin America
and Asia. By pushing for bilateralism and populism in other countries, the Trump
Administration will destabilize the world economy and contribute to new
international conflicts as well as declining global prosperity. The US indeed could
destabilize the EU and Trump’s support for BREXIT in his campaign 2016 was a
first step in this direction (Trump’s proposal for Nigel Farage, the head of the
populist Anti-EU party UKIP, to be appointed the new UK ambassador to the US is
on example of the strange new policy ideas from the populist US). Thus the US is
likely to contribute to new security problems in other parts of the world. This
populism problem of the US could continue until the US Administration decides to
adopt more of an EU Social Market Economy system which — with income
redistribution and social policies — is not a natural reform for the US entrenched in
a traditional policy of no government intervention. That the US might face a serious
challenge is visible in the field of health insurance where the expenditures in the
United States are roughly twice as high as in Germany/France/the UK, while life
expectancy is about 2.5 years lower in the US. Per capita consumption in Western
EU countries, disregarding health care expenditures and taking into account the
value of longer vacations in these countries (compared to the US), is as high as in
the US. The alleged 20% transatlantic standard of living gap of the Western EU
countries vanishes almost completely.

The increasing capital share in OECD countries and the rising skill wage premia in all
countries stimulate South-North migration which, in turn, could reinforce xenophobic and
populistic policies in some countries, particularly if countries face a refugee wave. The
political confusion of refugees and immigrants is part of declining political rationality in
parts of the Western world. The rising potential inequality faced in many countries in the
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North and in the South could be reduced by adequate redistribution policy plus social
policies, education policy and new retraining schemes that should include digital formats
that are ubiquitous, efficient and based on the mobile internet. Experience from the
Netherlands shows that the retraining of unskilled workers does not have a lower rate of
educational return than retraining of skilled workers, however, the motivation of unskilled
workers seems to be generally weaker than that of skilled workers. International
organizations should play a considerable role in helping to collect relevant data and
organize benchmarking.

In the digital field, the ITU (Geneva) should play a more active role. One should not
overlook opportunities to consider comparative regional integration analysis and to
possibly develop interregional networking initiatives that could in principle lead in the end
to a worldwide network of formal or informal cooperation. One can also identify particular
successful policy reforms that could serve as a basis for encouraging reforms in other
countries. Moreover, as digital expansion is a global phenomenon — as much as the
problem of global warming which thus calls for UN activities in order to create a global
public good, namely climate mitigation — one could also particularly consider certain fields
of digital rule setting with global relevance: E.g. global competition policy and provision
of global data security; sufficient telecommunications network investment as well as
digital innovation dynamics — often with positive international/global spillover effects —
are important as is avoiding global negative international digital spillovers (the internet-
based diffusion of viruses or trojans) should be avoided. Millions of unsafe internet W-Lan
networks of hotels — with access offered to guests for free — are part of the problem; these
unsafe W-Lan connections should be heavily taxed by all governments and countries
which refuse to effectively forbid unsafe W-Lan-connections should face economic
sanctions which could, however, be implemented only if all UN member countries would
pay upfront a certain deposit into an escrow account of the UN. The World Bank’s
capacity building experience could be very helpful in building more safe digital networks
around the world. Adequate immigration policy partly could help to contribute to North-
South economic convergence.
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Figure 5:

Inequality and Redistribution
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