
Figure 1.1 Inequality, Economic Growth, Employment Growth, and Real Income Growth in Sweden, Germany, and
the United States, 1980s and 1990s

Source: Author’s compilation; see appendix.
Note: Individual earnings inequality data refer to those employed full-time year-round. Posttax-posttransfer income inequality data are for
households. GDP per capita and 10th-percentile household incomes are converted to U.S. dollars using purchasing power parities. Em-
ployment refers to the share of the working-age population that are employed. Data for inequality of household earnings and incomes and
for 10th-percentile household incomes refer to working-age households. For variable descriptions and data sources, see the appendix.
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vestors and firms have become increasingly able to shift assets across
national borders, governments face pressure to reduce taxes, which
constrains their ability to redistribute income. Because of heightened
competition resulting in part from globalization, firms have become
more aggressive in opposing union efforts to limit pay differentials. As
employment in manufacturing has shrunk and been replaced by ser-
vice-sector jobs, a larger share of the workforce is employed in a sector
with wider pay differentials. In addition, segmentation among work-
ers—particularly between high- and low-skilled and private- and pub-
lic-sector employees—has reduced the unity and hence the strength of
unions.

It is perhaps not surprising, then, that several recent studies report
an upward trend in inequality in many affluent countries. David Rueda
and Jonas Pontusson (2000), for instance, find that earnings inequality
among employed individuals increased in eleven of sixteen countries
in the period from 1973 to 1995. And Arthur Alderson and François
Nielsen (2002) find an increase in income inequality in ten of sixteen
countries between the late 1960s and the early 1990s.

Figure 3.2 shows trends in income inequality in the 1980s and 1990s
in the affluent countries for which comparable data are available. The
data are for posttax-posttransfer income inequality among households.
Inequality increased in all but two countries during this period. This
should perhaps be cause for concern among those who prefer a less un-
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Figure 3.1 Pretax-Pretransfer and Posttax-Posttransfer Household Income 
Inequality in Thirteen Countries, Mid-1990s

Source: Author’s compilation; see appendix.
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equal distribution of income. On the other hand, the increase was
largest in less-egalitarian nations—such as the United States, the
United Kingdom, and Italy. Aside from Finland and Denmark, coun-
tries that began the period with lower levels of inequality tended to ex-
perience a smaller increase. This suggests that low levels of income in-
equality may in fact be sustainable.

My aim in this chapter, which draws heavily on joint research with
Jonas Pontusson (Kenworthy and Pontusson 2004), is to unpack these
trends. Was rising income inequality due mainly to increases in earn-
ings inequality? To decreases in government redistribution? To both?
Perhaps household earnings inequality increased substantially, but
this was partially offset by increases in redistribution. Did changes in
household earnings inequality and in redistribution contribute in
varying degrees in different countries? Answers to these questions
have implications for the present and future of egalitarianism in afflu-
ent nations.

Posttax-posttransfer income inequality among households can be
decomposed into: inequality of earnings among households, inequality
of investment income among households, and government redistribu-
tion. It turns out that, for purposes of cross-national analysis of rich
countries, the second of these three components can be ignored. There
is little difference between household earnings inequality and house-
hold pretax-pretransfer (“market”) income inequality. In other words,

24 Egalitarian Capitalism

Figure 3.2 Posttax-Posttransfer Household Income Inequality in Thirteen
Countries, Mid-1980s and Mid-1990s

Source: Author’s compilation; see appendix.
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measure typically deployed in studies of welfare state effort. Because
one of my chief interests is in the nexus between labor market dynam-
ics and welfare state dynamics, I focus on the working-age population:
I examine only households with a “head” age twenty-five to fifty-nine,
thus excluding those most likely to be students or retirees. Following
convention, I adjust the household earnings and income figures for
household size, using an “equivalence scale” of the square root of
household size (see chapter 2 for more detail).

Changes in Household Earnings Inequality

Figure 3.3 shows levels of household earnings inequality in the mid-
1980s and mid-1990s. Inequality increased in all but one country (the
Netherlands), and it did so most sharply in the comparatively egalitar-
ian Nordic countries.

What explains the cross-country variation in changes in household
earnings inequality? Much of the recent literature appears to assume,
explicitly or implicitly, that the increase in earnings inequality among
households has been driven largely by a rise in earnings inequality
among employed individuals. Indeed, there is a fairly strong correla-
tion across countries between levels of pay inequality and levels of
household earnings inequality: for the thirteen nations examined here,
r = .65 as of the mid-1990s. The degree of pay inequality is itself influ-
enced by a host of factors, including: the degree of education and skill

The End of Equality? 27

Figure 3.3 Household Earnings Inequality in Thirteen Countries, Mid-1980s and
Mid-1990s

Source: Author’s compilation; see appendix.
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earnings inequality have caused declines in employment, rather than
the other way around? I cannot think of a reason why this would be the
case, whereas there is a simple mechanism that would account for why
a decline in employment would cause an increase in household earn-
ings inequality: more households have fewer earners. It appears that
low-earning households were disproportionately hurt by employment
contraction, in terms of their job prospects and earnings, and dispro-
portionately helped by employment growth (see also Blank and Blinder
1986).

In the absence of panel data that track the employment and earnings
of a group of households over time, it is difficult to document this in-
terpretation of the causal pattern. But it is quite consistent with several
pieces of available evidence. First, if the key development is the way in
which employment trends affect low-earning households, there should
be an even stronger association between change in employment and
change in household earnings inequality among households with earn-
ings below the median. That is indeed the case: r = −.94.5 Second, as fig-
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Figure 3.4 Change in Household Earnings Inequality by Change in 
Employment, Thirteen Countries, Mid-1980s to Mid-1990s

Source: Author’s compilation; see appendix.
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equality among households, suggesting that the former may have con-
tributed to the latter. Indeed, if we focus only on the eight countries
bunched together in the middle of figure 3.4—Norway, Denmark, Italy,
Canada, the United Kingdom, the United States, Australia, and Ger-
many—the cross-country variation in changes in household earnings in-
equality owes as much to changes in individual-level earnings inequality
as to changes in employment. A regression with just these eight countries
yields a standardized coefficient of −.73 for change in employment and .72
for change in earnings inequality among employed individuals.

The U.S. case is a particularly noteworthy exception. Household
earnings inequality increased in the United States during this period,
and it did so to a greater extent than in many other affluent countries
(figure 3.4). But that was not because low-earning households suffered
employment declines. The share of U.S. households with earnings in
the bottom quartile that had no employed person decreased by five per-
centage points between the mid-1980s and the mid-1990s. Figure 3.5
plots change in household earnings inequality by change in employ-
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Figure 3.5 Change in Household Earnings Inequality by Change in 
Employment, U.S. States, Mid-1980s to Mid-1990s

Source: Author’s compilation; see appendix.
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ment from the mid-1980s to the mid-1990s for the forty-eight contigu-
ous U.S. states. Although the relationship is a negative one, like that in
figure 3.4, the association is noticeably weaker. And despite the fact that
the employment rate increased in every state, earnings inequality rose
in most of them. This too suggests that employment has not been the
key determinant of trends in household earnings inequality in the
United States. Instead, the chief culprits in the U.S. case appear to have
been increased earnings inequality among employed individuals, a
growing prevalence of single-adult households, and increased marital
homogamy (Burtless 1999; Gottschalk and Danziger 2003).

A third caveat is that the level of earnings inequality among em-
ployed individuals may have affected changes in household earnings
inequality through an effect on employment growth. A compressed
earnings distribution among the full-time employed may be an imped-
iment to the creation of private-sector consumer services jobs and
thereby to aggregate employment growth (Esping-Andersen 1999;
Iversen and Wren 1998). I examine this possibility in chapter 5. I find
that a low level of earnings inequality may have indeed slowed em-
ployment growth during the 1980s and 1990s, but that the association is
relatively weak. The main determinant of cross-country differences in
employment growth instead seems to have been tax rates. Employment
regulations, outward direct foreign investment, and economic growth
also appear to have mattered.
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Figure 3.6 Change in Total Employment and in Female Employment in Thirteen
Countries, Mid-1980s to Mid-1990s

Source: Author’s compilation; see appendix.
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Finally, it is worth noting that patterns of employment change were
heavily gendered. Figure 3.6 shows changes in female employment
next to changes in total employment. If the bars are of equal height, em-
ployment developments for women were similar to those for the entire
working-age population—that is, they were about the same as those for
men. That is the case for most of the Nordic countries. The employment
declines in those four countries were gender-neutral, except in Norway,
where they affected men more than women. By contrast, almost all of
the continental and Anglo nations experienced employment increases,
and in every case the increase occurred disproportionately among
women. This has implications for strategies to raise employment, an is-
sue I address in chapters 5 and 8.

Changes in Redistribution

Figure 3.7 shows levels of redistribution as of the mid-1980s and mid-
1990s. As noted earlier, this is a measure of actual redistribution—the re-
duction in inequality achieved by taxes and government transfers.
Contrary to the recent emphasis on declining redistributiveness of wel-
fare states (Clayton and Pontusson 1998; Pierson 2001), the figure
shows an increase in redistribution in eleven of the thirteen countries.
The rise was substantial in the Nordic countries and more moderate in
the continental and Anglo nations.
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Figure 3.7 Redistribution in Thirteen Countries, Mid-1980s and Mid-1990s

Source: Author’s compilation; see appendix.
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What accounts for the cross-country variation in changes in redistri-
bution during this period? It appears that here too the key determinant
was employment developments (Kenworthy and Pontusson 2004). Fig-
ure 3.8 shows this clearly. In countries with large employment declines,
such as Sweden and Finland, redistribution increased substantially. In
countries with smaller employment losses, it increased to a lesser ex-
tent. In the Netherlands, which enjoyed a sharp rise in employment, re-
distribution decreased noticeably. In analyses not shown here, I regress
change in redistribution on change in a host of causal variables promi-
nent in recent cross-country research: left government, Christian Dem-
ocratic government, voter turnout, union participation in economic
policymaking, wage-bargaining centralization, unionization, industry-
specific skills, GDP per capita, deindustrialization, trade, and female la-
bor force participation. The regressions include all possible combina-
tions of three or fewer of the variables. The change in employment
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Figure 3.8 Change in Redistribution by Change in Employment,
Thirteen Countries, Mid-1980s to Mid-1990s

Source: Author’s compilation; see appendix.
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tion nevertheless increased more in Sweden because its replacement
rate was considerably higher (around 85 percent).

The lines representing an increase in employment slope down to the
right. This indicates that a rise in employment tended to cause a larger
decline (or smaller rise) in redistribution where the replacement rate
was higher. Households that formerly had one or more adults out of
work—who had therefore received unemployment (or sickness or dis-
ability) benefits—no longer got those benefits once those adults moved
into the workforce. Actual redistribution therefore decreased, and it did
so to a greater extent in countries where the benefits were more gener-
ous than where they were less generous.

Actual redistribution—the degree to which taxes and transfers alter
the market distribution of income—is a function of intended redistrib-
ution and of “need.” For working-age households, need is a function
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Figure 3.9 Estimated Impact of Changes in Employment on Changes in 
Redistribution, Depending on the Level of Welfare State 
Generosity, Mid-1980s to Mid-1990s

Source: Author’s analysis.
Note: Numbers in parentheses indicate change in employment.
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ments in Sweden, Norway, and Finland on the one hand, and in the
United States, the United Kingdom, and Italy on the other. Household
earnings inequality rose in all six of these countries between the mid-
1980s and the mid-1990s (figure 3.10). In the three Nordic nations this
was almost entirely a product of employment declines, but that was not
the case in the United States and the United Kingdom, and it was true
only to a limited extent in Italy (figure 3.4). Because of this difference in
the source of rising household earnings inequality, as well as a differ-
ence in welfare state generosity, there was much less of an increase in
compensatory redistribution in the latter three countries (figure 3.8).
Despite a more modest rise in earnings inequality, these three nations
therefore ended up with a more pronounced increase in inequality of
posttax-posttransfer income than did Sweden, Norway, and Finland
(figure 3.10).

In the long run, however, employment could conceivably turn out to
be more important in influencing developments in posttax-posttransfer
inequality. As just noted, part of the reason why redistribution in-
creased relatively little in the United States, the United Kingdom, and
Italy is that existing social-welfare programs in those countries are less
generous than in Sweden, Norway, and Finland. A fall in employment
generates a larger increase in redistribution, and therefore a smaller rise
in posttax-posttransfer income inequality, in a country with a more
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Figure 3.10 Change in Household Earnings Inequality and Change in 
Posttax-Posttransfer Household Income Inequality in 
Thirteen Countries, Mid-1980s to Mid-1990s

Source: Author’s compilation; see appendix.
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tralia, Canada, Denmark, Finland, France, Germany, Italy, the Nether-
lands, Norway, Sweden, Switzerland, the United Kingdom, and the
United States. Austria, Belgium, and Japan cannot be included owing to
lack of sufficient LIS data.3 Table 3.1 shows the specific years to which
the data for each of the thirteen countries apply.

I measure change as an absolute difference rather than as a percent-
age difference (see also Chevan and Stokes 2000). That is, change in
earnings inequality and in government redistribution is calculated as
the mid-1990s value minus the mid-1980s value rather than as this dif-
ference divided by the mid-1980s value. I do this mainly for substantive
reasons. What matters to real people is the amount of absolute change,
not the amount of change relative to the prior level. As a practical mat-
ter, however, this choice has little significance; the patterns are similar
regardless of which type of change measure is used.

Descriptions and data sources for all of the variables I use are listed
in the appendix. All are measured in the LIS years shown in table 3.1.
The main inequality measure I use is the Gini coefficient, which ranges
in value between zero and one, with larger numbers indicating greater
inequality. The measure of redistribution is calculated as the Gini for
household earnings minus the Gini for posttax-posttransfer income—
that is, the reduction in inequality achieved by taxes and transfers. As
noted earlier, this differs from levels of social spending or transfers, the
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Table 3.1 Countries and Years Included in the Analyses

Mid-1980s Mid-1990s

Nordic
Denmark 1987 1997
Finland 1987 1995
Norway 1986 1995
Sweden 1987 1995

Continental
France 1984 1994
Germany 1984 1994
Italy 1986 1995
Netherlands 1983 1994
Switzerland 1982 1992

Anglo
Australia 1985 1994
Canada 1987 1997
United Kingdom 1986 1995
United States 1986 1997

Source: Author’s compilation; see appendix.



cients of around .35 and relatively large t-statistics. Change in single-
earner households consistently has the expected positive sign, but its
coefficients and t-statistics are not always large; when all of the other
variables are included (full model), it appears to be irrelevant. Change
in marital homogamy is positively associated with change in house-
hold earnings inequality.

The change in employment variable dominates these regressions. It
yields standardized coefficients ranging from −.52 to −.87, with consis-
tently large t-statistics. In the full and best models, its standardized co-
efficients are twice as large as those for any of the other variables. Fig-
ure 3.4 provides a graphic depiction of the association across countries
between change in the employment rate and change in household earn-
ings inequality. The relationship is negative and quite strong, with a rel-
atively close fit (r = −.79). In countries with declining employment
rates—most notably Finland and Sweden, but also Norway, Denmark,
and Italy—we observe relatively large increases in household earnings
inequality. By contrast, in nations with rising employment—particu-
larly the Netherlands and Switzerland—we see a decrease or a more
modest increase in household inequality.

Is there reverse causality here? That is, might increases in household
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Table 3.2 Regression Results: Determinants of Change in Household 
Earnings Inequality, Mid-1980s to Mid-1990s

Full Best All Possible Models

Model Model Minimum Median Maximum

Change in earnings .31 .34 −.13 .15 .35
inequality among (2.50) (2.28) (.57) (.61) (2.54)
full-time year-round
employed individuals

Change in −.69 −.75 −.87 −.64 −.52
employment (4.31) (4.95) (3.64) (5.80) (2.49)

Change in single- .09 .11 .51 .69
earner households (.40) (.49) (2.54) (2.33)

Change in marital .34 .35 .26 .36 .65
homogamy (1.71) (2.37) (1.16) (1.82) (2.20)

Source: Author’s analysis; see appendix.
Notes: Standardized coefficients, with absolute t-ratios (based on heteroskedasticity-
robust standard errors) in parentheses. OLS regressions. Results for “all possible models”
are low, median, and high coefficient for each variable from regressions using all possible
combinations of the independent variables (four variables, fifteen regressions). “Best
model” regression is the one with the largest adjusted R-squared. All variables are mea-
sured as mid-1990s value minus mid-1980s value. Minimum and maximum R-squared:
.02, .75. N = 13.



mance of the high-inequality United States and the poor growth per-
formance of low-inequality Sweden.

What happens when we turn to multivariate analysis? I include a va-
riety of variables that have been found relevant in prior cross-country
growth studies (Barro 2000; Garrett 1998, ch. 5; Gemmell 1996; Hall and
Gingerich 2001; Hicks and Kenworthy 1998; Levine and Renelt 1992;
Olson 1982; Sala-i-Martin 1997). These variables (with the expected di-
rection of effect in parentheses) are: nonworking-age (under fifteen or
over sixty-four) share of the population (−); real long-term interest rates
(−); government tax revenues as a share of GDP (−); left government (+);
inflation (−); trade (±); terms of trade, measured as the ratio of export
prices to import prices (+); union concentration (+); institutional coher-
ence (+); and firm-level economic cooperation (+). Several other poten-
tial controls—change in terms of trade, unionization, change in union-
ization, and business concentration—are not included because they are
too highly correlated with income inequality (r > ±.65). Four additional
variables are added separately because they represent possible chan-
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Figure 4.1 Catch-Up-Adjusted Economic Growth by Income Inequality
Circa 1980, Fifteen Countries, 1980 to 2000

Source: Author’s compilation; see appendix.
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tance, and the like (+). The third is federal military contracts and payroll
expenditures as a share of GSP (+); these are allocated variably across
the states and may help to boost growth. Once again, some of the con-
trol variables are measured only as stocks, using a period average,
while others are measured as both stocks and flows.

As with the cross-country analysis, it is possible that these findings
are biased by unmeasured state-specific characteristics. Here too,
though, it is not clear in which direction such a bias might work.

To test the causal mechanisms I again include variables represent-
ing the labor force participation rate (+), educational attainment (+),
and social capital (+). Educational attainment is measured here as the
share of persons age twenty-five and over with a four-year college de-
gree. Social capital is measured with an index based on fourteen indi-
cators such as trust, participation in groups and community activities,
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Figure 4.2 Catch-Up-Adjusted Economic Growth by Income Inequality
Circa 1980, U.S. States, 1980 to 2000

Source: Author’s compilation; see appendix.
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Figure 4.3 Income Inequality in the United States, 1947 to 2000

Source: Author’s compilation; see appendix.
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Figure 4.4 Savings and Investment in the United States, 1947 to 2000

Source: Author’s compilation; see appendix.

1.5

1.0

.5

.0

1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000

Savings

Investment

Year

In
d

ex
: 1

97
3 

=
1 

(F
iv

e-
Ye

ar
 M

ov
in

g 
A

ve
ra

ge
B

eg
in

ni
ng

 a
t t

−
2)



is bad for growth. Savings increased up to the mid-1970s, then dropped
sharply beginning in the mid-1980s. By the end of the 1990s it had fallen
to one-quarter of its 1973 level. Yet, to my knowledge, there is no com-
pelling theoretical rationale for why an increase in income inequality
would cause a decline in savings. For investment the pattern is very
similar, except that, after falling throughout the 1980s, investment be-
gan to rise again in the 1990s. I return to this later.

As indicators of work effort, I include the rate of labor force partici-
pation and the level of productivity (real GDP per hour worked). The
trends are shown in figure 4.5. The labor force participation rate in-
creased steadily beginning in the early 1960s, as did productivity
throughout most of this period. Neither indicator of work effort ap-
pears to have been responsive to trends in income inequality.

Figure 4.6 shows the trend in the share of persons age twenty-five
and over with a four-year college degree. There is no indication that de-
velopments in income inequality had any impact; the trend moved
steadily upward during the periods of both falling and rising inequal-
ity. There was a slight acceleration in the rate of increase in the early
1970s, but this appears to have been due to the massive expansion in
the supply of college slots in the mid- to late 1960s coupled with Viet-
nam War deferments rather than to any effect of income inequality
(Kane 2001).
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Figure 4.5 Work Effort in the United States, 1947 to 2000

Source: Author’s compilation; see appendix.
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Lastly, figure 4.7 shows the postwar trends for economic growth. I
include a trend curve to summarize the general pattern. There is little
indication of an effect of inequality on growth in either direction. In-
deed, the year-to-year correlation between income inequality (Gini co-
efficient, as shown in figure 4.3) and economic growth over the period
1947 to 2000 is just −.01. Lagging the inequality variable up to ten years
or using an average for earlier years yields correlations no larger than 
−.12. The growth rate increased in the period from the mid-1950s to the
mid-1960s, which could conceivably have been affected by the declin-
ing level of inequality during the preceding two decades. But that de-
cline in inequality was so minimal that it seems extremely unlikely to
have had an impact. After the mid- to late 1960s the average rate of
growth was a bit lower. Inequality was higher during much of this pe-
riod (figure 4.3), but the downturn in growth preceded the rise in in-
equality by nearly a decade. This suggests reason for skepticism that
the substantial rise in inequality beginning in the mid-1970s had any
appreciable effect on the rate of growth (see also Burtless 2001; Burtless
and Jencks 2003).

The reasonably strong U.S. growth performance in the 1980s and
1990s is particularly interesting in light of the significant decline in
savings during this period (figure 4.4). Investment also declined in
the 1980s, and though it increased for much of the 1990s, it neverthe-
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Figure 4.6 Educational Attainment in the United States, 1947 to 2000

Source: Author’s compilation; see appendix.
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less was at historically low levels for the bulk of that decade (figure
4.4). By most accounts, U.S. growth during these two decades was
driven more by consumption than by investment. This is inconsistent
with the Okun-type view, which holds that high investment is critical
to strong growth performance. Nor is it consistent with the newer ap-
proach to the inequality-growth relationship, which contends that
higher inequality might be bad for growth because it reduces con-
sumption. The increase in inequality in the United States did not re-
duce consumption.

One possible interpretation is that the rise in U.S. inequality was
mainly a product of accelerating incomes at the top, and that (contra the
Okun logic) these were largely consumed rather than saved. However,
as figure 4.8 indicates, that interpretation is at best only partially cor-
rect. The chief source of rising income inequality in the United States
since the mid-1970s was stagnant incomes in the bottom half of the dis-
tribution (Kenworthy, forthcoming). This is what distinguishes the
1980s and 1990s from earlier years. Although incomes at the top did in-
crease, the rate of increase for the 95th percentile in the 1980s and 1990s
was no faster than in previous decades. Then again, this figure does not
include the incomes of those at the very top, which do indeed appear to
have grown more rapidly than they did prior to the 1970s (Picketty and
Saez 2001). For instance, the compensation of CEOs relative to that of
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Figure 4.7 Economic Growth in the United States, 1947 to 2000

Source: Author’s compilation; see appendix.
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Figure 4.8 Family Income Trends in the United States, 1947 to 2001

Source: Author’s compilation; see appendix.
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Across countries, the correlation between inequality (Gini) and poverty
is .70. Across the U.S. states, the correlation is .86.

It turns out that poverty performs very similarly to inequality in
multivariate regressions (not shown here). There is no indication of ei-
ther a positive or negative effect of poverty on growth in the cross-
country analyses. In the state-level analyses there again is an apparent
growth-reducing effect, but it too appears almost certain to be spurious.

Figure 4.9 shows trends in the national U.S. poverty rate over time.
According to the official measure, the poverty rate dropped by half be-
tween the late 1950s and the mid-1970s. Since then there has been some
fluctuation but no sustained upward or downward movement. The
same is true using a more comprehensive alternative definition of in-
come for which the Census Bureau has data beginning in 1979. That
measure includes capital gains, taxes, noncash government transfers,
and noncash benefits provided by employers (such as health insur-
ance). These trends in poverty appear to correspond neither to that for
economic growth nor to those for the various mechanisms through
which inequality is suspected to affect growth.

Conclusion

The debate about inequality’s impact on economic growth has shifted
back and forth. For many years the dominant view—based entirely on
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Figure 4.9 Poverty in the United States, 1959 to 2000

Source: Author’s compilation; see appendix.
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Table 4.1 Regression Results: Effect of Income Inequality and Other 
Variables on Catch-Up-Adjusted Economic Growth, Fifteen
Countries, 1980 to 2000

All Possible Models of Three
or Fewer Variables Best Models

Minimum Median Maximum 1 2

Income inequality −.57 −.22 .01 −.44 −.47
(posttax-post- (1.84) (.78) (.11) (2.14) (2.30)
transfer), circa 1980

Other variables
Government tax −.71 −.67 −.39 −.38 −.39
revenues (2.30) (2.25) (1.44) (1.58) (1.79)

Terms of trade .17 .52 .59 .13
(.65) (1.95) (2.24) (.56)

Educational .55 .68 .70 .48 .55
attainment (2.46) (3.00) (3.08) (1.67) (2.44)

Inequality coefficient −.50 −.13 .03
when investment is (1.56) (.51) (.10)
added

Inequality coefficient −.43 −.07 .05
when change in (1.43) (.25) (.15)
investment is added

Inequality coefficient −.56 −.14 −.04
when labor force par- (1.73) (.41) (.14)
ticipation is added

Inequality coefficient −.58 −.30 −.17
when change in labor (1.73) (.99) (.67)
force participation is
added

Inequality coefficient −.47 −.24 −.16
when educational (2.30) (.98) (.65)
attainment is added

Inequality coefficient −.39 −.01 .05
when social capital is (1.21) (.04) (.19)
added

Source: Author’s analysis; see appendix.
Notes: Standardized coefficients, with absolute t-ratios (based on heteroskedasticity-robust
standard errors) in parentheses. OLS regressions. Results in columns 1, 2, and 3 are from
regressions using all possible combinations of three or fewer of the independent variables
(12 variables, 296 regressions). Variables included in the regressions but not reported here
owing to inconsistent signs and lack of absolute t-ratios greater than 1.00 in at least half of
the regressions are: nonworking-age share of the population, change in nonworking-age
share of the population, real long-term interest rates, left government, inflation, trade,
change in trade, union concentration, institutional coherence, and firm-level economic co-
operation. “Best models” regressions are those with the largest adjusted R-squared. The
results in the lower portion of the table are from regressions with income inequality, the
variable listed for the particular row of the table (for example, investment), and each of the
other eleven control variables (eleven regressions). Aside from income inequality, all lev-
els variables are measured as period averages. Change variables are measured as the av-
erage annual rate of change. Minimum and maximum R-squared: .02, .55. N = 15.



and growth in the U.S. states merely reflects the fact that the best-
educated migrate to where the economy is growing most quickly. There
very likely is some of that going on. Yet cross-state differences in levels
of educational attainment have been relatively stable over time. The
correlation between college completion in 1980 and in 2000 is fairly
strong (r = .81). And the regression results for the educational attain-
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Table 4.2 Regression Results: Effect of Income Inequality and Other 
Variables on Catch-Up-Adjusted Economic Growth, U.S. States,
1980 to 2000

1 2 3 4 5 6

Income inequality −.18 −.04 −.17 −.03 −.22 −.21
(pretax-posttransfer), (1.56) (.26) (1.39) (.20) (1.85) (1.37)
1979

Other variables
Nonworking-age −.45 −.45 −.51 −.38 −.47 −.43

population (3.65) (3.65) (3.28) (3.12) (3.81) (2.87)
Government tax −.18 −.12 −.17 −.12 −.14 −.18

revenues (1.55) (1.01) (1.46) (1.04) (1.22) (1.55)
Business .14 .09 .13 .05 .13 .15
concentration (1.41) (.79) (1.16) (.42) (1.21) (1.20)

Economic develop- .14 .24 .19 .12 .15 .23
ment policies (1.85) (2.03) (1.54) (1.04) (1.16) (1.81)

Military expenditures .19 .18 .18 .05 .18 .19
by the federal (1.61) (1.51) (1.46) (.36) (1.56) (1.60)
government

Labor force .21
participation (1.20)

Change in labor .08
force participation (.61)

Educational attainment .37
(2.36)

Change in educational .18
attainment (1.51)

Social capital −.04
(.23)

R-squared .50 .51 .50 .56 .52 .50

Source: Author’s analysis; see appendix.
Notes: Standardized coefficients, with absolute t-ratios (based on heteroskedasticity-ro-
bust standard errors) in parentheses. Other independent variables were included but
were inconsistently signed and had absolute t-ratios smaller than 1.00 in more than half
of the regressions: change in nonworking-age population, left government, unionization,
change in unionization, union concentration, sunbelt, change in military expenditures.
Aside from income inequality, all levels variables are measured as period averages.
Change variables are measured as the average annual rate of change. N = 48.



103; Iversen and Wren 1998; Krugman 1996; Siebert 1997; Wilson 1996,
153) and in the business press (The Economist 1997; Samuelson 1996;
Wessel and Benjamin 1994).

Germany and the United States illustrate the apparent trade-off. As
figure 5.1 shows, inequality in pay between the 50th (median) and 10th
percentiles is considerably lower in Germany than in the United States.
And the difference between the two countries increased during the
1980s and 1990s as pay inequality widened in the United States while
dropping slightly in Germany. But Germany’s employment rate was
stagnant during these two decades, while in the United States employ-
ment increased by seven percentage points. Thus, whereas the two
countries began the period with similar employment rates, by the end
they had diverged sharply.

Is this trade-off view accurate? Does an egalitarian earnings distri-
bution such as Germany’s impede employment growth? The analyses
in chapter 4 suggested no adverse effect of low income inequality on
economic growth. In this chapter, I examine the effect of earnings
(wage) inequality on employment growth across fourteen affluent
countries in the 1980s and 1990s.

Existing Theory and Evidence

A number of researchers have highlighted evidence that is inconsistent
with the trade-off view. First, cross-country analyses suggest no associ-
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Figure 5.1 Earnings Inequality and Employment in Germany and the United States,
1979 to 2000

Source: Author’s compilation; see appendix.
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(Iversen and Wren 1998, 512). These industries, according to Iversen
and Wren, have been the main locus of job growth in affluent countries
in the past several decades. Hence, pay compression is likely to have
had an adverse impact on overall employment growth.

Figure 5.2 shows levels of private-sector consumer services employ-
ment (as a share of the working-age population) in 1979 and 1995. The
equality-jobs trade-off is commonly presumed to have applied to the
period since the late 1970s, when demand for less-skilled employees
began to decrease owing to globalization, technological change, and
other factors. In prior decades pay compression was not an impedi-
ment to job creation (Freeman 1995, 64; Howell 2002, 15; Siebert 1997). I
thus focus, in these figures and throughout this chapter, on the 1980s
and 1990s—though data for private-sector consumer services employ-
ment are available only through the mid-1990s. The figure reveals sub-
stantial variation across countries in both the level and growth of em-
ployment in private-sector consumer services. The Anglo countries and
Japan tend to have the highest levels, at approximately 20 to 30 percent
of the working-age population. They also feature the fastest growth.
The Nordic and continental countries tend to have substantially lower
levels of private-sector employment in these industries, ranging for the
most part between 10 and 20 percent. Each of the continental countries
experienced some growth during this period, whereas there was little
or none in the four Nordic countries.
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Figure 5.2 Employment in Private-Sector Consumer Services in Fourteen 
Countries, 1979 and 1995

Source: Author’s compilation; see appendix.
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Figure 5.3 shows parallel data for total employment in 1979 and
2000. The Nordic countries, Anglo countries, and Japan tend to have
the highest levels, while the continental nations are lower. Aside from
the Netherlands, the most rapid growth was again achieved by the An-
glo countries (except for the United Kingdom), while employment rates
were largely stagnant in the Nordic and continental nations. Among
these latter countries only oil-rich Norway achieved more than a token
increase in employment during the two decades.

Figures 5.4, 5.5, and 5.6 illustrate the plausibility of the Iversen-Wren
argument. As in figure 5.1, earnings inequality is measured here as the
ratio of the annual earnings of a worker at the 50th percentile of the
earnings distribution to those of a worker at the 10th percentile, using
OECD data.2 Change in employment, on the vertical axes, is measured
as the level at the end of the period—1995 for private-sector consumer
services employment, 2000 for total employment—minus the level in
1979. Figure 5.4 suggests a strong positive impact of earnings inequal-
ity on employment growth in private-sector consumer-related services.
Iversen and Wren do not empirically investigate the second element of
their hypothesized causal chain, nor do they examine the overall rela-
tionship between earnings inequality and total employment. But the
patterns in figures 5.5 and 5.6 are consistent with their argument. Fig-
ure 5.5 shows that countries with rapid job growth in private-sector
consumer services tended to enjoy faster growth of total employment,
and figure 5.6 suggests a positive impact of earnings inequality on total
employment growth.
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Figure 5.3 Total Employment in Fourteen Countries, 1979 and 2000

Source: Author’s compilation; see appendix.
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Slow growth in private-sector service jobs can be offset by the cre-
ation of public-sector service jobs. In the 1960s and 1970s the Nordic
countries used sizable expansions of public-sector employment to help
achieve the highest aggregate employment rates among all affluent na-
tions. Yet, according to Iversen (1999, ch. 6), this strategy may have
reached its limit. It depends on relatively high tax rates, which have
come under increasing strain due to economic pressures for fiscal aus-
terity coupled with political resistance to heavy tax burdens (see also
Esping-Andersen 1999, 153). Recent trends suggest that this may be
correct. Among the Nordic countries, only oil-rich Norway continued
to expand public employment in the 1990s.

The Iversen-Wren argument seems compelling. And their empirical
analysis of employment growth in private-sector consumer services in
fourteen OECD countries yields supportive results. Yet there are sev-
eral reasons to question it. First, the second component of their hypoth-
esized causal chain—the notion that employment growth in private-
sector consumer-related services is a key determinant of aggregate

74 Egalitarian Capitalism

Figure 5.4 Private-Sector Consumer Services Employment Growth by
Earnings Inequality in Fourteen Countries

Source: Author’s compilation; see appendix.
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employment performance—may be suspect. A recent OECD study
(2001a, 107) finds that only half of the employment gap between the
United States and Western Europe lies in low-paying jobs; the other
half is in high-paying positions. Another OECD (2000, 110) study ex-
amines employment growth in the 1980s and 1990s and finds that
“countries in which employment grew fastest tended to have above-av-
erage gains across all sectors. This suggests either that economy-wide
factors have been the dominant determinants of international differ-
ences in employment growth or that the presence of one or a few espe-
cially dynamic sectors generates ‘spill-over’ effects that raise growth
rates in the rest of the economy.” If the first of these alternatives is true,
then earnings compression should be relevant for overall employment
growth only if it has employment-reducing effects across a variety of
sectors. Iversen and Wren do not make this claim; they suggest, for ex-
ample, that there is likely to be no such adverse impact in manufactur-
ing because higher productivity eases the cost constraint imposed by
high wages. Their findings suggest that is indeed the case (Iversen and
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Figure 5.5 Total Employment Growth by Private-Sector Consumer 
Services Employment Growth in Fourteen Countries

Source: Author’s compilation; see appendix.
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Wren 1998, 531). If the second alternative is correct, the earnings distri-
bution could have an important impact on overall employment growth
even if its direct impact were confined to private-sector consumer-
related services, but it would be necessary to show that job growth in
private-sector consumer services creates spillover effects that generate
job growth in other sectors.

My focus in this chapter, however, is not on this second link in the
hypothesized causal chain. Instead, it is on the first link—that between
earnings inequality and the growth of private-sector consumer services
employment. There are several reasons why high pay levels may not re-
duce the demand for labor. Efficiency wage theory, for instance, posits
that employers willingly pay more in order to increase worker effort
and commitment (Akerlof and Yellen 1986). Low-productivity service
jobs are among the most likely to be characterized by low employee
commitment and high turnover. Employers may therefore find it prof-
itable to pay higher wages to the extent that doing so helps to alleviate
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Figure 5.6 Total Employment Growth by Earnings Inequality in Fourteen
Countries

Source: Author’s compilation; see appendix.
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Unionization: −.69

Public child care: −.59

Paid maternity leave: −.69

Thus, the earnings inequality variable in Iversen and Wren’s analysis
may have in fact been capturing effects of some or all of these other la-
bor market policies and institutions rather than the effect of earnings
inequality itself. Consider figure 5.7, which replicates figure 5.4 but
with earnings inequality replaced on the horizontal axis by the tax rate
on a typical worker. The pattern looks strikingly similar (in the oppo-
site direction). Indeed, the relationship is even stronger than that in fig-
ure 5.4. Figure 5.8 suggests a similar association, though not quite as
strong, for employment regulations. This suggests that including the
tax rate, employment regulations, and other institutional features of la-
bor markets in the analysis may yield a different conclusion than that
reached by Iversen and Wren and others about the effect of relative pay
levels on employment growth.
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Figure 5.7 Private-Sector Consumer Services Employment Growth by the
Tax Rate in Fourteen Countries

Source: Author’s compilation; see appendix.
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Data and Measures

The analyses in this chapter include fourteen countries: Australia, Bel-
gium, Canada, Denmark, Finland, France, Germany, Italy, Japan, the
Netherlands, Norway, Sweden, the United Kingdom, and the United
States. Data on employment in private-sector consumer services are not
available for Austria and Switzerland. All of the variables are described
and their data sources listed in the appendix. The dependent variables
are change (level for the most recent year for which data are available
minus the level in 1979) in private-sector consumer services employ-
ment and in total employment, both measured as a share of the work-
ing-age population. The key independent variable is earnings inequal-
ity among full-time year-round employed individuals. As noted earlier,
this is measured as the ratio of earnings at the 50th percentile of the
earnings distribution to earnings at the 10th percentile.3

Why examine effects on employment rather than on unemployment?

An Equality-Jobs Trade-off? 81

Figure 5.8 Private-Sector Consumer Services Employment Growth by 
Employment Regulations in Fourteen Countries

Source: Author’s compilation; see appendix.
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An Equality-Jobs Trade-off? 85

Table 5.1 Regression Results: Effect of Earnings Inequality and Other
Variables on Employment Growth in Private-Sector Consumer
Services, 1979 to 1995

All Possible Models of 
Three or Fewer Variables Best Models

Minimum Median Maximum 1 2

Earnings inequality .03 .45 .66 .07 .16
among full-time .44 6.10 8.91 .96 2.15
year-round employed (.72) (1.79) (1.85) (.34) (.84)
individuals

Other variables
Growth of real GDP .00 .45 .75 .21

(.00) (2.00) (3.31) (1.34)
Change in outward −.89 −.44 −.08
direct foreign (3.32) (2.14) (.39)
investment

Public employment −.64 −.41 .09
(3.05) (1.76) (.33)

Change in public −.86 −.53 −.27 −.33
employment (4.99) (2.11) (1.19) (2.28)

Tax rate on workers −.90 −.74 −.57 −.42 −.57
(5.43) (3.32) (2.77) (2.76) (3.12)

Unemployment −.81 −.47 .03 −.20 −.31
benefit replacement (3.79) (1.55) (.08) (2.21) (2.97)
rate

Change in −.86 −.51 −.16
unionization (3.57) (2.20) (.54)

Source: Author’s analysis; see appendix.
Notes: Standardized coefficients, with absolute t-ratios (based on heteroskedasticity-ro-
bust standard errors) in parentheses. The numbers in the second row for the earnings in-
equality variable are unstandardized coefficients. OLS regressions. Results in columns 1,
2, and 3 are from regressions using all possible combinations of three or fewer of the in-
dependent variables (16 variables, 696 regressions). Variables included in these regres-
sions but not reported here owing to inconsistent signs and lack of absolute t-ratios
greater than 1.00 in at least half of the regressions are: trade, change in trade, outward di-
rect foreign investment, real long-term interest rates, change in tax rate on workers,
change in unemployment benefit replacement rate, unemployment benefit duration, and
change in unemployment benefit duration. “Best models” regressions are those with the
largest adjusted R-squared. Active labor market policy, employment regulations, wage
coordination, unionization, and left government are not included in these regressions be-
cause they are too highly correlated with earnings inequality. Levels variables are mea-
sured as period averages. Change variables are measured as 1995 value minus 1979
value. Minimum and maximum R-squared: .01, .91. N = 14.



dian regression coefficient suggests that earnings inequality accounted
for approximately 6.6 percentage points out of the total difference of 13.

Again, however, it is important to be cautious about these estimates
of the impact of earnings inequality. The earnings inequality variable
performs rather poorly in some of these regressions. For instance, in
the “best” overall model, its unstandardized coefficient drops to only
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Table 5.2 Regression Results: Effect of Earnings Inequality and Other
Variables on Total Employment Growth, 1979 to 2000

All Possible Models of
Three or Fewer Variables Best Models

Minimum Median Maximum 1 2

Earnings inequality .17 .58 .87 .09 .08
among full-time 2.72 10.10 15.19 1.59 1.38
year-round employed (.69) (2.08) (2.88) (.78) (.40)
individuals

Other variables
Growth of real GDP .31 .63 .85 .23

(1.54) (2.55) (3.57) (.99)
Agricultural and −.82 −.40 −.23 −.35 −.33
manufacturing (5.53) (2.29) (1.11) (3.71) (2.68)
employment in 
1979

Outward direct −.71 −.36 −.12 −.28
foreign investment (3.62) (1.39) (.52) (3.36)

Tax rate on workers −.96 −.76 −.48 −.44 −.69
(4.03) (3.18) (2.01) (2.48) (5.28)

Change in tax rate −.76 −.40 −.09
on workers (3.70) (1.45) (.34)

Source: Author’s analysis; see appendix.
Notes: Standardized coefficients, with absolute t-ratios (based on heteroskedasticity-ro-
bust standard errors) in parentheses. The numbers in the second row for the earnings in-
equality variable are unstandardized coefficients. OLS regressions. Results in columns 1,
2, and 3 are from regressions using all possible combinations of three or fewer of the in-
dependent variables (17 variables, 833 regressions). Variables included in the regressions
but not reported here owing to inconsistent signs and lack of absolute t-ratios greater
than 1.00 in at least half of the regressions are: trade, change in trade, change in outward
direct foreign investment, real long-term interest rates, public employment, change in
public employment, unemployment benefit replacement rate, change in unemployment
benefit replacement rate, unemployment benefit duration, change in unemployment ben-
efit duration, and change in unionization. Active labor market policy, employment regu-
lations, wage coordination, unionization, and left government are not included in these
regressions because they are too highly correlated with earnings inequality. Levels vari-
ables are measured as period averages. “Best models” regressions are those with the
largest adjusted R-squared. Change variables are measured as 2000 (or most recent year)
value minus 1979 value. Minimum and maximum R-squared: .01, .86. N = 13 (Nether-
lands is omitted).



of its median. Yet because of the differences in GDP growth and/or em-
ployment growth, the rate of absolute poverty—calculated using the same
poverty line for both countries rather than country-specific poverty
lines—might be higher in country A.

A variety of recent studies have found that, across the most affluent
OECD nations, welfare state generosity is associated with low relative
poverty (Brady 2001; DeFina and Thanawala 2002; Goodin et al. 1999;
Kenworthy 1999a; Kim 2000; Moller et al. 2003; OECD 2001e; Smeeding
1998; Smeeding, Rainwater, and Burtless 2001). Figure 6.1 illustrates
this relationship for fourteen countries as of the mid-1990s.1

Given the finding in chapter 3 that redistribution helps to reduce in-
come inequality, it is no surprise that welfare state generosity tends to
reduce relative poverty. Since relative poverty is measured as the share
with incomes below a certain percentage of the median within each
country, it is essentially a measure of inequality. It differs from standard
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Figure 6.1 Relative Poverty by Welfare State Generosity, Fourteen 
Countries, Mid-1990s

Source: Author’s compilation; see appendix.
Note: Poverty data refer to working-age households.
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Figure 6.2 Real Pretax-Pretransfer Incomes at the 5th, 10th, 15th, 20th, and 25th 
Percentiles in Five Countries, Mid-1970s to 2000

Source: Author’s compilation; see appendix.
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Canada and Germany were the next-best performers. In both coun-
tries incomes increased somewhat at the 20th and 25th percentiles,
were stagnant at the 15th, and declined at the 5th and 10th. The drop at
the bottom was somewhat more severe in Germany than in Canada.

In Sweden incomes at each of the five percentiles held roughly con-
stant from the mid-1970s through the end of the 1980s, but then fell
sharply during the economic crisis of the first half of the 1990s. By 2000
income levels at the 15th, 20th, and 25th percentiles had nearly or fully
returned to their pre-crisis levels, but at the 5th and 10th percentiles
they remained significantly lower.

Finally, in the United Kingdom incomes in 1999 were lower than in
the mid-1970s for all except the 25th percentile. During the recessions of
the early 1980s and early 1990s real incomes dropped dramatically at
the 5th, 10th, and 15th percentiles.

Figure 6.3 shows trends in pretax-pretransfer absolute poverty,
measured as described earlier. The figures for market poverty correlate
strongly with those for real incomes at the 10th, 15th, and 20th per-
centiles of the distribution: r = −.95, −.98, and −.94, respectively. In other
words, examining real income levels at these spots in the income distri-
bution provides essentially the same information as a measure of ab-
solute poverty. For the 5th and 25th percentiles the correlations are not
quite as strong: r = −.65 and −.82.

The United Kingdom, Sweden, and to a lesser extent Germany experi-
enced rising market poverty, whereas the level in Canada and the United
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Figure 6.3 Pretax-Pretransfer Absolute Poverty in Five Countries, 
Mid-1970s to 2000

Source: Author’s compilation; see appendix.
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The small number of LIS observations for each country restricts the
kind of analysis one can conduct in assessing the relative contributions
of these various potential causes. But the limited data that are available
can be used to at least get a sense of the likely causal story. Figure 6.5
shows trends from 1975 to 2000 for one of these countries, Sweden, in
employment, real annual earning levels at the 10th percentile among
individuals employed full-time year-round, the share of households
that have only one adult, and the level of pretax-pretransfer absolute
poverty. The trend for employment corresponds closely to that for mar-
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Figure 6.4 Potential Macroeconomic Determinants of Change in Pretax-Pretransfer
Absolute Poverty in Five Countries, Mid-1970s to 2000

Source: Author’s compilation; see appendix.
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ket poverty. The correlation between these two variables is −.85. For
earnings levels the correlation with market poverty is .22, which is
weak and in the opposite direction to what we would expect. For sin-
gle-adult households the correlation with market poverty is .63. This is
not much weaker than the correlation for employment, but the trend in
single-adult households does not account for the sharp increase in
poverty in Sweden in the early 1990s, nor for the decline beginning in
the mid-1990s. As I noted in chapter 3, the share of Swedish households
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Figure 6.5 Employment and Other Potential Determinants of Change in 
Pretax-Pretransfer Absolute Poverty in Sweden, Mid-1970s to 2000

Source: Author’s compilation; see appendix.
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In the first half of the 1990s, however, Sweden’s level of pretax-
pretransfer absolute poverty shot up. This was a product of the eco-
nomic crisis of the early 1990s, particularly the sharp drop in employ-
ment that occurred. Was the economic crisis due to Sweden’s generous
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Figure 6.6 Potential Welfare State Determinants of Change in Employment,
Five Countries, Mid-1970s to 2000

Source: Author’s compilation; see appendix.
Notes: Employment change (vertical axes) is change in employment as a share of the work-
ing-age population: 2000 value minus mid-1970s value. Welfare state measures (horizontal
axes) are averages of levels from the mid-1970s to 2000 (or the most recent year for which
data are available).
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fare programs are funded largely through heavy employer payroll taxes,
which increase the cost of hiring. These taxes are certainly related to the
level of welfare state generosity, but analysts who have studied this
most carefully suggest that it is the structure of the German tax system
rather than its level that constitutes the chief obstacle to a higher em-
ployment rate (Manow and Seils 2000a; Scharpf 1997, 2000).

Examining the individual country experiences suggests, then, that
there is reason to question the importance of welfare state generosity in
causing employment declines and hence rising pretax-pretransfer ab-
solute poverty in Sweden, the United Kingdom, and Germany. It may
have played some role, but other factors appear to have had greater
causal significance. Furthermore, Canada’s welfare state was compara-
ble to those of Germany and the United Kingdom in generosity toward
the working-age population (table 6.1), and Canada’s record of em-
ployment growth and hence market poverty was fairly strong during
this period (figure 6.4).

Changes in Posttax-Posttransfer Incomes and Poverty

What ultimately matters to people is not their market income but rather
their posttax-posttransfer income. Figure 6.7 shows trends in absolute
poverty levels with taxes and transfers included. As with pretax-
pretransfer poverty, the poverty line is set at $12,763 per equivalent
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Figure 6.7 Posttax-Posttransfer Absolute Poverty in Five Countries, 
Mid-1970s to 2000

Source: Author’s compilation; see appendix.
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Figure 6.8 Real Posttax-Posttransfer Incomes at the 5th, 10th, 15th, 20th, and 25th 
Percentiles in Five Countries, Mid-1970s to 2000

Source: Author’s compilation; see appendix.
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person in 2000 U.S. dollars, poverty is measured as the poverty rate
multiplied by the poverty gap, and the figures are for working-age
households only.6 Figure 6.8 shows trends in real posttax-posttransfer
income levels at the low end of the distribution. Once again, the corre-
lations between poverty levels and real incomes at the 5th, 10th, 15th,
20th, and 25th percentiles are strong: r = −.77, −.92, −.96, −.92, and −.85,
respectively.

Figure 6.9 shows actual government transfers to working-age house-
holds with market incomes below the poverty line. The figures repre-
sent net transfers: cash and near-cash transfers received minus taxes
paid. They are averages for each country, in 2000 U.S. dollars per equiv-
alent person. Like the figures for actual redistribution in chapter 3, they
are a product of both the level of intended generosity, as expressed, for
example, in the replacement rates for unemployment and sickness, and
the level of need, as determined, for example, by the unemployment
rate or by low wages for those in low-end jobs.

As of the mid-1970s, the country rank-ordering for levels of posttax-
posttransfer absolute poverty, from low to high, was: Germany, the
United States, Canada, Sweden, and the United Kingdom. During the
ensuing twenty-five years all five countries experienced reductions. In
most of the countries posttax-posttransfer poverty levels and low-end
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Figure 6.9 Net Government Transfers to the Poor in Five Countries, 
Mid-1970s to 2000

Source: Author’s compilation; see appendix.
Note: Average transfers (cash and near-cash) minus taxes to working-age households
with pretax-pretransfer incomes below the poverty line.
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Figure 6.10 Real Income Levels in Five Countries, 2000

Source: Author’s compilation; see appendix.
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tional literacy among adults in the mid-1990s illustrate the effects. Indi-
viduals were scored on a scale of 1 to 5, with 1 indicating functional il-
literacy and 5 indicating a very high level of functional literacy. Figure
6.11 shows the share of the population in each country that scored at
level 1 and at levels of 4 or 5. The United States had the largest percent-
age scoring at level 1, followed by the United Kingdom and Canada.
Sweden and Germany had by far the smallest share scoring at the low-
est level, and Sweden had the largest share scoring at the top levels.

In many Western European countries there is no tuition charge for
college, and students from low-income families often receive a subsidy
to help with housing and other living expenses. As noted in chapter 4,
in the United States many students from lower-income families pay a
relatively large amount to attend college. Among students from fami-
lies with incomes below $25,000, the average yearly cost of attending
college as of 1996 was $6,000. Of this, an average of $3,000 was covered
by financial aid, leaving the remaining $3,000 to be paid by the student
or her or his parents (Boggess and Ryan 2002, table 6a).

Sweden’s array of public services also includes extensive provision of
high-quality public child care for preschool-age children. According to
figures compiled by Janet Gornick and Marcia Meyers (2003, ch. 7), ap-
proximately 50 percent of one- and two-year-olds and 80 percent of
three-, four-, and five-year-olds in Sweden are enrolled in public child
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Figure 6.11 Functional Literacy Among Adults in Five Countries, 
Mid-1990s

Source: Based on the OECD’s 1994–1995 International Adult Literacy Survey (OECD 1998a,
54).
Note: Level 1 is the lowest possible score (indicating functional illiteracy); level 5 is the
highest.
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care and preschool programs, compared to just 5 percent and 50 percent,
respectively, in the United States. Although the average child care cost
paid by parents for preschool children appears to be similar in the two
countries—around $400 per month (Gornick and Meyers 2003; Smith
2002)—the quality of care purchased for this price tends to be superior
in Sweden. The Swedish government spends around $5,000 per child on
public child care programs for young children, and both centers and
staff are carefully regulated. In the United States, by contrast, most child
care for preschool-age children tends to be of low quality, in unregulated
home settings rather than in child care centers (Blau 2001; Gornick and
Meyers 2003; Kamerman and Kahn 1995). This too may contribute to the
difference between the two countries in functional literacy.

In addition to excluding the value of services, the LIS data do not
incorporate cross-country differences in the quality of housing and
neighborhoods. The quality of apartment one can rent for, say, $500 per
month is generally better in Swedish and German cities than in U.S.
cities. This difference pertains also to the attractiveness and safety of
the neighborhood in which such an apartment is likely to be located,
and particularly to public spaces such as parks, libraries, and roads.

Finally, it is worth noting that Americans work longer hours for their
incomes than do their counterparts in Sweden and Germany—or in any
other rich country, for that matter. Figure 6.12 shows average annual
hours worked in the five countries. The typical German works 350
fewer hours per year than her or his American counterpart. That
amounts to about 45 fewer eight-hour days over the course of a year.
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Figure 6.12 Annual Hours Worked in Five Countries, 2000

Source: Author’s compilation; see appendix.
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Table 6.1 Indicators of Welfare State Size and Generosity in Five 
Countries, Mid-1970s to 2000

United United
Sweden Germany Kingdom Canada States

Overall
Esping-Andersen
decommodificationa

1980 39 28 23 22 14
Government transfers 
as percentage of GDPb

1965 to 1975 11 13 9 8 7
1990 to 2000 21 18 14 13 13

Tax rate on a typical 
workerc

1965 to 1975 57 45 43 40 38
1990 to 1995 78 52 47 50 45

Working-age population
Government cash 
expenditures on the
working-age
population as 
percentage of GDPd

1980 7 4 5 5 3
1990 to 1999 9 6 6 6 3

Unemployment
benefit replacement
ratee

1965 to 1975 42 42 39 49 27
1990 to 1998 90 38 27 57 28

Unemployment
benefit eligibility 
durationf

1965 to 1975 .00 .57 .59 .31 .17
1990 to 1995 .04 .61 .70 .22 .18

Source: Author’s compilation; see appendix.
a1980 is the only year for which these data are available. Source: Esping-Andersen (1990, 52).
bSource: My calculations from data in OECD (various years [b], table 6.3).
cSum of the average income, payroll, and consumption tax rates for a typical worker. 1995
is the most recent year for which data are available. Source: Nickell et al. (2001, 32).
dSum of cash family benefits and benefits for unemployment, disability, occupational in-
jury and disease, sickness, and “other contingencies” (mainly low income) as a share of
GDP. 1980 is the earliest year for which these data are available. Source: My calculations
from data in OECD (2001c).
eGross replacement rate (share of previous earnings) for a worker with earnings at the
thirty-third percentile, in the first year after losing the job. Source: OECD (n.d., a).
fDuration of eligibility for unemployment compensation (index). 1995 is the most recent
year for which data are available. Source: Nickell et al. (2001, 27).
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Table 6.2 Sources of Income for Four Segments of the Pretax-Pretransfer
Poor in Five Countries, 2000

Market Income as a Percentage of
the Poverty Line

0 to 25 26 to 50 51 to 75 76 to 100
Percent Percent Percent Percent

Sweden 2000
Share of all persons 10% 4% 5% 8%
Income

Market income $853 $4,824 $8,184 $11,273
Government transfer 10,312 8,535 6,355 6,085
income

Other income 148 393 520 422
Taxes −2,000 −3,176 −3,620 −4,615
Posttax-posttransfer 9,313 10,576 11,439 13,165
income

Germany 2000
Share of all persons 7% 2% 3% 5%
Income

Market income $838 $4,807 $8,017 $11,157
Government transfer 7,349 5,338 4,432 4,011
income

Other income 973 744 295 549
Taxes −277 −830 −1,650 −2,355
Posttax-posttransfer 8,883 10,059 11,094 13,362
income

United Kingdom 1999
Share of all persons 16% 4% 4% 5%
Income

Market income $582 $4,769 $7,933 $11,217
Government transfer 8,641 5,207 3,988 2,779
income

Other income 135 630 255 333
Taxes −208 −838 −1,569 −2,601
Posttax-posttransfer 9,150 9,768 10,607 11,728
income

Canada 1998
Share of all persons 8% 4% 4% 5%
Income

Market income $786 $4,484 $8,019 $11,154
Government transfer 6,789 4,960 4,301 3,976
income

Other income 144 625 614 468

(Table continues on p. 117.)



$10,000 in Sweden, compared to $8,500 or less in each of the other four
countries and less than $5,000 in the United States. The very poor paid
more in taxes in Sweden than in any of the other four countries, but
even when this is taken into account, the welfare state’s net contribu-
tion was still most substantial in Sweden. As a result, average posttax-
posttransfer incomes for the very poor—those with incomes from 0 to
25 percent and from 26 to 50 percent of the poverty line—were higher
in Sweden than in the other countries.

As I noted at the outset of this chapter, it can be misleading to infer
trends in posttax-posttransfer absolute poverty from trends in pretax-
pretransfer poverty. The aggregate pattern of developments in pretax-
pretransfer absolute poverty for these five countries corresponds
roughly to what welfare state critics predict: the nations with the most
generous welfare states tended to experience rising market poverty and
falling real incomes for those at the low end of the distribution. Yet no
such pattern is evident for posttax-posttransfer absolute poverty. It de-
clined a bit more in the countries with more generous welfare states
than in those with less generous ones. And it fell most of all in Sweden,
the country with by far the most generous welfare state.
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Table 6.2 Continued

Market Income as a Percentage of
the Poverty Line

0 to 25 26 to 50 51 to 75 76 to 100
Percent Percent Percent Percent

Taxes −126 −344 −782 −1,372
Posttax-posttransfer 7,593 9,725 12,152 14,226
income

United States 2000
Share of all persons 5% 3% 4% 5%
Income

Market income $938 $4,956 $8,042 $11,182
Government transfer 4,898 3,675 2,747 1,914
income

Other income 485 503 452 372
Taxes −60 −417 −744 −1,171
Posttax-posttransfer 6,261 8,717 10,497 12,297
income

Source: Author’s calculations from LIS data; see appendix.
Note: All income figures are averages, in 2000 U.S. dollars per equivalent person. “Other
income” includes child support and alimony, interpersonal transfers, and income from
unidentified sources.
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Appendix
Table 6A.1 Absolute Poverty Rate and Poverty Gap Data in Five 

Countries, Selected Years

Poverty Poverty Rate
Rate Gap Multiplied by Gap

Sweden 1975
Pretax-pretransfer 34.6% .355 12.3
Posttax-posttransfer 49.7 .234 11.6

Sweden 2000
Pretax-pretransfer 26.2 .545 14.3
Posttax-posttransfer 21.6 .237 5.1

Germany 1973
Pretax-pretransfer 22.4 .288 6.5
Posttax-posttransfer 35.6 .227 8.1

Germany 2000
Pretax-pretransfer 16.4 .566 9.3
Posttax-posttransfer 16.9 .251 4.2

West German regions 2000
Pretax-pretransfer 13.5 .568 7.7
Posttax-posttransfer 15.1 .260 3.9

United Kingdom 1974
Pretax-pretransfer 39.6 .345 13.7
Posttax-posttransfer 47.3 .265 12.5

United Kingdom 1999
Pretax-pretransfer 28.3 .687 19.4
Posttax-posttransfer 26.7 .298 8.0

Canada 1975
Pretax-pretransfer 28.8 .458 13.2
Posttax-posttransfer 29.2 .335 9.5

Canada 1998
Pretax-pretransfer 21.6 .567 12.2
Posttax-posttransfer 16.3 .313 5.1

United States 1974
Pretax-pretransfer 22.7 .512 11.6
Posttax-posttransfer 24.6 .364 9.0

United States 2000
Pretax-pretransfer 18.1 .506 9.2
Posttax-posttransfer 16.8 .344 5.8

Source: Author’s compilation; see appendix.
Notes: Poverty line is $12,763 per equivalent person, in 2000 U.S. dollars. Working-age
households only. Poverty rate is the percentage of persons in households with incomes
below the poverty line. Poverty gap is the poverty line minus the average income among
households with poverty-level incomes, divided by the poverty line.



Figure 7.1 Developments in the Nordic Countries, 1979 to 2000

Source: Author’s compilation; see appendix.
Notes: Individual earnings inequality data refer to those employed full-time year-round. Data for household earnings inequality, posttax-post-
transfer household income inequality, and 10th-percentile household income levels refer to working-age households. Employment refers to the
share of the working-age population that is employed. Cash social expenditure data refer to government benefits aimed mainly at the work-
ing-aged. 10th-percentile income levels are converted to U.S. dollars using purchasing power parities and adjusted for inflation using the CPI-
U-RS. For variable descriptions and data sources, see the appendix.
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Figure 7.2 Developments in the Continental Countries, 1979 to 2000

Source: Author’s compilation; see appendix.
Note: See note to figure 7.1.
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Figure 7.3 Developments in the Anglo Countries, 1979 to 2000

Source: Author’s compilation; see appendix.
Note: See note to figure 7.1.
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Denmark

At the end of the 1990s Denmark was considered by some analysts to be
the most successful of the Nordic countries at maintaining healthy
macroeconomic performance without sacrificing equality (Auer 2000;
Hemerijck and Schludi 2000; Iversen 1999; Scharpf 2000). (Norway’s
overall performance was better. But as noted in chapter 4, Norway
owes its economic success in part to its oil resources. Hence, it may be
misleading to characterize the country as an exemplar in terms of com-
bining equality and jobs.) Although the employment rate in Denmark
increased only slightly during the 1980s and 1990s, the rate was very
high to begin with. As of 2002 Denmark’s employment rate of 76
percent was the third highest among OECD countries, behind only
Switzerland and Norway. As figure 7.4 indicates, it succeeded in main-
taining a high level of employment despite no expansion of public-
sector jobs since the early 1980s. It also appears to have done so without
a rise in its relatively low degree of pay inequality. Although there are
no Danish data for the 1990s in the OECD earnings dispersion dataset,
other data suggest no increase in earnings inequality through the
decade (Goul Andersen 2002, 144; Goul Andersen and Jensen 2002, 53).

The sudden unwillingness to further expand public employment be-
ginning in the early 1980s contributed to a jump in Denmark’s unem-
ployment rate toward the end of that decade. Then, in the early 1990s,
the country was hit hard by the international economic recession, and
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Figure 7.4 Public Employment in Twelve Countries, 1979, 1989, and 1997

Source: Author’s compilation; see appendix.
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time employment data are not available for many countries prior to
1983, and for Norway not even then.) Indeed, in the 1980s and 1990s
part-time jobs accounted for two-thirds to three-quarters of total job
growth in the Netherlands, depending on the estimate (Hartog 1999;
Salverda 1998). A large majority of Dutch part-time workers say they
prefer not to have a full-time job, so there does not appear to be great
cause for concern about underemployment (Auer 2000, 19; Salverda
1998).

But what about earnings? The upper-left chart in figure 7.2 shows
that earnings inequality in the Netherlands held more or less constant
through the 1980s, before increasing a bit starting in 1994. However,
these OECD earnings data include only full-time workers. Since part-
time employees tend to be paid less per hour than their full-time coun-
terparts, there is reason to suspect that if part-timers were included in
the figures, we would find a more substantial rise in earnings inequal-
ity. Then again, for Dutch women, who account for most part-time em-
ployment, the median hourly earnings of part-time employees were 93
percent of those for full-time employees as of 1995 (OECD 1999b, 24;
Visser 2002, 33).

Wiemer Salverda (1998) has calculated hourly wages at the 10th and
50th percentiles in the Netherlands with both full-time and part-time
workers included. As it turns out, the over-time trend for these figures
is no different from that for the full-time annual pay data shown in fig-
ure 7.2, though Salverda’s data extend only through the late 1980s. In
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Figure 7.5 Part-Time Employment in Twelve Countries, 1983 and 2000

Source: Author’s compilation; see appendix.
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slightly in the United States over the past three decades (Bernhardt et
al. 2001; Bradbury and Katz 2002; Gottschalk and Danziger 1998; 
McMurrer and Sawhill 1998). The findings of an OECD (1996a) study
suggest that the degree of earnings mobility among employed individ-
uals was very similar across affluent countries as of the late 1980s and
early 1990s; it was no greater in the United States than in Denmark, Fin-
land, France, Germany, Italy, Sweden, or the United Kingdom. Aaberge
and his colleagues (2002) find that earnings mobility in the United
States was similar to that in Denmark, Norway, and Sweden during the
1980s. And data from panel income surveys indicate that the degree of
income mobility among households is about the same in the United
States as in Denmark, Germany, the Netherlands, Norway, and Sweden
(Aaberge et al. 2002; Goodin et al. 1999, 191–93). In fact, the compara-
tive data suggest that, if anything, there may be slightly less relative in-
tragenerational mobility in the United States than elsewhere.

Others emphasize that the income of middle-class households is
higher in the United States than in other nations. That is true. Figure 7.6
shows median posttax-posttransfer income per equivalent person for
working-age households as of the mid-1990s, calculated from the LIS
database. As with the 10th-percentile income levels shown earlier in
this chapter, I have converted these incomes to 2000 U.S. dollars using
purchasing power parities and an adjustment for inflation. The United
States does indeed have the highest median household income among
affluent countries (see also Smeeding and Rainwater 2002). In fact, it is
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Figure 7.6 Median Household Income in Twelve Countries, Mid-1990s

Source: Author’s compilation; see appendix.
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ployment rate with these and other institutions and policies that foster
equality. Both are related to the tax revenues needed to finance the sys-
tem. One is capital flight. There is no indication, however, that Sweden
has been a victim of investor withdrawal to a greater extent than other
rich nations (Steinmo 2002).

The second threat is popular resistance. Survey data indicate that
Swedish attitudes toward redistribution and taxes shifted back and
forth in the 1970s and 1980s, with the long-run pattern showing consid-
erable stability (Goul Andersen et al. 1999). For the 1990s, data are
available from the International Social Survey Program (ISSP). The ISSP
has a “social inequality” module that was conducted in 1987, 1992, and
1999, though Sweden was included only in the 1992 and 1999 surveys.
Table 7.1 shows the percentages of Swedes in each response category
for two questions that tap attitudes toward redistribution and taxes.
The data suggest an increase, rather than a reduction, in support for re-
distribution, and no decrease in support for progressive taxation. At the
moment, then, there is no evidence of a turn in public opinion against
the high taxes necessary to finance Sweden’s approach to combining
equality with employment. It also is worth emphasizing that Swedes’
responses to these questions indicate a greater degree of egalitarianism
than in most other affluent nations. For instance, in the 1999 survey, 24
percent of Swedes strongly agreed that it is government’s responsibility
to reduce income differences. This compares to 9 percent in Australia,
16 percent in Canada, 37 percent in France, 19 percent in Germany, 19
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Table 7.1 Attitudes Toward Redistribution and Taxes in Sweden, 
1992 and 1999

1992 1999

“It is the responsibility of the Strongly agree 17% 24%
government to reduce the Agree 36 36
differences in income between Neither 18 22
people with high incomes and Disagree 19 13
those with low incomes.” Strongly disagree 10 6

“People with high incomes should Much larger 14 16
pay a [. . .] share of their income Larger 62 60
in taxes than those with lower The same 23 22
incomes.” Smaller 1 1

Much smaller 0 0

Number of respondents 749 1,100

Source: ISSP (1992, 1999).
Notes: Because of rounding, numbers do not always sum to 100. “Neither” = neither agree
nor disagree.



earnings subsidy for those with earnings up to $10,500, a flat subsidy of
$4,140 to those with earnings between $10,500 and $14,500, and a $4,140
subsidy minus 21 percent of earnings above $14,500 for those with
earnings between $14,500 and $34,000. The EITC is refundable, which
means that if it amounts to more than the household owes in federal in-
come taxes (as is often the case), the household receives the difference
as a cash refund.

The EITC is effective in several respects. First, it directly boosts the in-
comes of low-earning households and, in doing so, reduces the poverty
rate. In 1999 the EITC moved nearly 5 million Americans above the offi-
cial U.S. poverty line (CBPP 2002). Notably, two-thirds of EITC dollars
go to single-parent (mainly single-mother) households, one of the so-
ciodemographic groups most vulnerable to poverty (Meyer and Holtz-
Eakin 2002). The EITC has been found to be more effective at increasing
the incomes of low-earning households than employer hiring subsidies
and the minimum wage (Dickert-Conlin and Holtz-Eakin 2000; Hotz
and Scholz 2000). Second, studies consistently find that the EITC tends
to encourage labor market participation (Blank, Card, and Robins 2000;
Hoffman and Seidman 2003; Hotz and Scholz 2000; Meyer and Rosen-
baum 2002). Third, because the EITC is implemented through the tax
system, recipients avoid the discomfort and stigma associated with go-
ing to a public office to apply for assistance. Fourth, the EITC is rela-
tively inexpensive to administer. It has far lower administrative costs
than more bureaucratic American social-welfare programs such as
AFDC-TANF and food stamps (Hotz and Scholz 2000).
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Figure 8.1 U.S. Earned Income Tax Credit, 2002

Source: CBPP (2002).
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As figure 8.2 indicates, the Earned Income Tax Credit has become by
far the most widely used cash or near-cash transfer program for Amer-
icans with low incomes. Although the share of AFDC-TANF and food
stamp recipients has dropped steadily since the mid-1990s, EITC use
has remained high. This is a function of increased labor market partici-
pation among those with low skills and an expansion of eligibility cri-
teria in 1993. In 2000, $26 billion was spent on the EITC, compared to
$14 billion on TANF (Moffitt 2003, 134).

The EITC could and should be made more generous. Since the mid-
1990s the EITC has been set at a level (adjusted annually for inflation)
designed to ensure that a family of four with one full-time minimum-
wage worker has an income at or above the poverty line through a com-
bination of earnings, the EITC, and food stamps (Ellwood 1996). Yet
this is a rather low income—$18,244 as of 2002. About one-third of the
U.S. states offer an additional state Earned Income Tax Credit, but the
benefit level in most instances is quite modest (Johnson, Llobrera, and
Zahradnik 2003). The EITC’s most glaring weakness is that, as indi-
cated in figure 8.1, it provides very limited benefits to households with
no children. (Prior to 1993 it offered no benefit at all to childless house-
holds.) The United Kingdom’s Working Tax Credit is more generous to
households without children.

One limitation of the EITC is underutilization, which results from
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Figure 8.2 U.S. Social-Welfare Program Recipients, 1975 to 2002

Sources: EITC—CBPP (2002); food stamps—U.S. Department of Agriculture (2003);
AFDC-TANF—U.S. Department of Health and Human Services (n.d.).
Note: EITC figures are estimates (tax units multiplied by average household size).
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cent of married mothers with children under age six, are employed.
Relatively few working Americans have access to paid parental leave,
so children are often put in nonfamily-based child care at a very early
age. Indeed, nearly half of children less than one year old are in child
care for more than thirty hours per week (Vandell and Wolfe 2000, i). In
most states there is little or no publicly provided care prior to age five,
when kindergarten begins (CED 2002). Affluent parents and more and
more middle-class dual-earner couples pay for private child care and
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Figure 8.3 Male and Female Employment in Sixteen Countries, 2002

Source: Author’s compilation; see appendix.
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Source: Author’s compilation; see appendix.
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cent of married mothers with children under age six, are employed.
Relatively few working Americans have access to paid parental leave,
so children are often put in nonfamily-based child care at a very early
age. Indeed, nearly half of children less than one year old are in child
care for more than thirty hours per week (Vandell and Wolfe 2000, i). In
most states there is little or no publicly provided care prior to age five,
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Figure 8.3 Male and Female Employment in Sixteen Countries, 2002

Source: Author’s compilation; see appendix.
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