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Inequality from the Perspectives of Public and Private Sector Innovation 3

Olivér Kovács

In this contribution we argue that, in the long run, social inequality is likely to increase over time if

public and private sector innovations are not in conjunction with each other. We intend to challenge

the old wisdom of economic literature that federal state can act more efficiently in dampening social

inequality due to its greater potential for parallel innovative policy learning. We argue that even

though the economic policy offers a relatively more fertile ground for private sector innovation like in

the US, it does not necessarily mean that public sector can leave the issue of public sector innovation

(including, fostering social innovations) at loose ends due to the intensifying potential for secularly

increasing social inequality (income inequality in particular).

Problems in income distribution

What else could better hallmark the importance of chronically increasing social inequality (income

inequality, in particular) than the fact that Thomas Piketty, the author of Capital in the Twenty-First

Century, had to elaborate his line of thinking further by juxtaposing more evidence on the wealth

effect of capitalism as response to skating critics appeared in the Financial Times.4 Presumably,

Piketty’s answer may not obviate further debate on inequality issues. To date, there is a fiendishly

growing body of evidence that underscores the highly integrated and globalised world economy

suffers from a secular income inequality, roughly since the advent of new techno-economic paradigm

(ICT-based, more service sector oriented, knowledge-economy since the 1970s). The real disposable

incomes of households went through an increase over the last 20-30 years in the OECD countries

(OECD, 2011), but the main point is that: the disposable incomes of the richest 10% followed a much

faster pace than those of the poorest 10%. Thus, income inequality has been showing an increasingly

gaping gap.

Some pundits and economic practitioners have tried to address this issue by pinpointing one or

maximum of two factors behind of it. We now go beyond by emphasising that the dynamic

interaction among various factors is more likely to be blamed. The main three leitmotifs can be

summarised shortly as follows.

3
This research was realized in the frames of TÁMOP 4.2.4. A/2-11-1-2012-0001 „National Excellence Program –

Elaborating and operating an inland student and researcher personal support system”. The project was
subsidized by the European Union and co-financed by the European Social Fund.
4

For the critics, see: http://www.ft.com/cms/s/0/c9ce1a54-e281-11e3-89fd-00144feabdc0.html and for Piketty’s response,
see: http://ineteconomics.org/sites/inet.civicactions.net/files/Piketty2014TechnicalAppendixResponsetoFT.pdf Accessed
on: 29.05.2014
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First, advanced economies form a complex system interspersed with growing interconnectedness

and interdependency and the current dominance of uncertainties over what shall economic policy

engineering do and how in mitigating wicked challenges (climate change, social inequality etc.). In

such a complex world, an economy’s international competitiveness rests to a large degree upon its

ability to keep its wages and salaries relatively low at a stagnating level. This fact can be by no means

seen as an instructive circumstance for dampening social inequality (income inequality, in particular).

Second, technological and non-technological development requires new skills and higher and higher

educated workers in the era of learning economy (knowledge economy),5 however, education and

training lag behind these changes, hence the employability of people become more limited and the

social inequality has been being a structural feature of our time.

Third, real competition is mainly in the real economy, not in the financial sector. Let us add

immediately, although financial sector and the real economy are generally viewed as two coexisting

and different worlds, they are heavily intertwined and interconnected (Blanchard, 2013) and are

exerting influence on each other (Davis, 2010). There is no linear causal relationship between

financial markets’ friction and decline in the real economy. They affect each other recursively. While

our socio-economic development is governed by risks and unquantifiable risks (uncertainties) that

are pressing us towards innovations, the real economy needs much less uncertainty to better

function than that of the financial sector. Some argue that financial markets are pervaded by the

driving force-feature of uncertainty in a more vigorous way compared to the real economy. It is

mainly because of a more intensified feedback opportunity to any news, initiative, policy, change in

fundamental economic indicators etc. The feedback mechanism is largely influenced by hard and soft

factors leading to non-linear processes that affect the financial markets per se as well as the real

economy. Beyond fundamental macroeconomic indicators, financial markets are deeply governed by

uncertainty given by the weaving relations among various factors such as emotions, overreaction

bias, imperfect information, information asymmetry, herd mentality etc.
6

The dynamically evolving interaction among these are to a large extent responsible for maintaining

and even worsening the situation in terms of social inequality, and income inequality in particular,

over time. As in all kinds of human affairs, let it be societal, economic or environmental issues,

5
By now, living in a “learning economy” (Lundvall, 2002) means on the one hand that the knowledge and the societies’

capability to pursue the building of relevant knowledge have been heavily appreciated and, on the other hand, the
importance of knowledge has become even more emphatic in the case of service sector
6

People’s decisions are governed by expectations and their reactions rely strongly on what kind of event they face.
Unexpected, what is more, relevant events (e.g. surprisingly bullish or a rapidly dispiriting change in the stock market) are
more common in the financial markets because this market is heavily pervaded by real-time mass psychosis. Since
unexpected events like winning and losing trigger reactions with relatively more intense emotions (Ortony et al. 1988;
Mellers et al. 1999), overreactions happen by pumping additional sources to the prevailing uncertainty. This is why
speculation – a certain manifestation of soft-factors – is traditionally viewed as a conscious way of fermenting uncertainties
to realise gains (Maggio, 2013).



ICEG European Center News of the Month – May 2014

10

innovation and innovativeness can bring the necessary élan into the development, including the

diminishing process of social inequality.

At this point, the effectiveness as well as the capacity of public sectors arise that would be of key

importance in moderating social inequality. It is instructive to review briefly and succinctly what type

of public sector seems to be more able to cope with that challenge in theory and practice.

Institutional architecture matters?

Importantly, an organic harmony between the macroeconomic institutional framework and the

company and industry levels is essential, because the microsphere is competing on the global scale.

But, institutions influence the quality of governance, i.e. the performance of the public sector which

can be regarded as a substantial determinant of international competitiveness and innovativeness as

well.

In spite of the fact that today’s globalised, highly integrated and interconnected world economy

offers many opportunity for governance to consider best practices available almost in the entire

world (Shipan – Volden, 2012), their transferability and the various levels of governance to adopt

them, or to try out new policies/initiatives rely heavily on the institutional framework.

Theoretical and empirical works suggest that federal institutional structure may influence innovation

activities in the public sector and public policy making in a more dedicated way relative to the unitary

states (Rose-Ackerman, 1980)7. Furthermore, innovation prospers in an environment with several

actors and sufficient level of information (i.e. appropriate flow of knowledge, etc). Studies point out

that the lack of information on local preferences due to information asymmetry can be significantly

moderated by decentralisation. Additionally, the following five building blocks of our argument can

be deciphered from the extensive literature related to relationship between public sector and

innovation:

 Public sector organisations are embedded into the institutional framework that can be seen

as one of the most decisive factors influencing innovation activity (Glor, 2001).

 Taking into account the federal versus non-federal character of the public sector analysis

seems to be conducive to our research. The distinction between federal and non-federal

states is quite inevitable, because in federal systems each layer of the government has an

autonomous constitutional existence, while in unitary systems any regional governments are

legal creation of the central institutions. However it is important to note that in practice

some unitary countries are more decentralised than some federations (Anderson, 2008:5).

 There is a hypothesis that a country with a substantial political decentralisation or even with

a federal system is more likely to benefit from better policies than a centralised one because

7
As Rose-Ackerman (1980:614) states: „[…] federalism may produce a search for new ideas simply by generating a more

competitive low-level political system”.
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its greater efficiency in identifying the best policies (Oates, 1999; Weingast, 2006; Saam –

Kerber, 2008). As theory suggests, bottom-up innovation mainly emerges under

decentralised provision of public services while top-down innovation is a typical innovation

type in centralised systems.8 Therefore exploring the level of decentralisation seems to be an

expedient way for analysing whether the given public sector offers a fertile ground for social

inequality or it has the capacity and innovative milieu to spark its decrease.

 Literature emphasises that decentralisation and federal political and fiscal structure are more

likely to lead to higher economic growth and decreasing regional inequalities owing to the

optimal provision of public services (Martinez-Vazquez, 2001). It is also worth noting that

federal structure is more likely to trigger direct democracy which in turn is tended to be

associated with stronger fiscal prudency as the case of Switzerland suggests (Funk –

Gathmann, 2012).

 Potential for policy learning from parallel exercises: in theory, highly decentralised

governance can stimulate the governance innovativeness through permanent and more

efficient policy learning process (Weingast, 2006). Recent literature suggests that

decentralisation leads to a more reasonable availability of multiple experimental policies that

can be useful for the central government in providing the public good of disseminating the

lessons.9 10

Under the auspices of the above considerations, one might intuitively expect that the United States –

which has a highly decentralised institutional architecture, a federal system – performs better even in

fields of dampening social inequality (i.e. impoverishment, the increasing divide between rich and

poor over time) through parallel policy learning along a more efficient and Hayekian trial and error

process of policy innovations. Still, this type of theoretically well-based and modelled consideration –

which was recently reconfirmed by Saam and Kerber (2013) – seems to be inadequate in case of the

United States. This puzzling issue should therefore be addressed in a more dedicated way.

Income inequality – A daunting challenge in the US

On the one hand, it goes to platitude that the process of impoverishment cannot be attributed

exclusively to the poorest countries since increasing income inequality has become a permanent

feature of the developed world as well. On the other hand, from a broader perspective, a secular

weakening can be observed in productivity and thus in innovation activity that limits the inclusive

8
By considering the origins of the concept and implementation of New Public Management (i.e. Originally, the

implemented public administration reform, modernization and new public administration policy were called NPM in the
United-Kingdom, New-Zealand, and Australia – See: Fábián, 2010), one may claim that that bottom-up innovation is
witnessed more in countries that have modernised public management systems, whereas the top-down approach relates
more to a centralised state.
9

See NEWGOV – New modes of Governance Workshop Report on: Policy learning and experimentation in EU economic
governance: Laboratory federalism in practice? Available: http://www.eu-
newgov.org/database/DELIV/D19aD03_Workshop_Laboratory_Federalism_in_Practice.pdf. Accessed on: 05.05.2014
10

However, empirical evidence on the effect of decentralisation on policy innovation is often debated (Strumpf, 2002;
Taylor, 2007). Without being exhaustive we can recall to the messages of (new) political economy emphasising that
policymaker is to maximise the votes, consequently, policymakers are not so benevolents as it was expected in early works,
for example in Keynes’ papers. See more on the issue: Downs (1957), Nordhaus (1975) or in the context of federalism:
Schnyder (2011).
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growth potential of advanced countries (Cowen, 2011; Atkinson – Ezell, 2012; Gordon, 2012;

Kasparov et al. 2013; Phelps, 2013).

There is an intensifying debate in the literature on the causes and consequences of secularly

increasing income inequality in the United States.11 As Chart 1 depicts, income inequality (Gini-

coefficient) is relatively high in the US by being coupled with the surpassing share of income at the

hands of the top percentile. This is crystal-clearly the opposite of what theory and empiric suggest in

federal states having the potential for parallel policy learning on how to diminish social inequality.

Chart 1. Top percentile income shares and pre-tax Gini coefficients of income inequality

Source: World Top Income Database for top 1% pre-tax income share, OECD Income Distribution

Database for Gini coefficient. Data refer to 2007 (Portugal 2005).

It is perceptible that the share of income of the top percentile is relatively high in countries being

sizeable contribution to the global financial system (United States) or being based on financial

services (e.g. United Kingdom).12 It is interesting to note that according to a university survey, “in

2006, just before the financial crisis, 25% of graduating seniors at Harvard University, 24% at Yale,

and a whopping 46% at Princeton were starting their careers in financial services” (Shiller, 2013). It is

not surprising that most of the income growth is concentrated in the top 1% and the top 10% in the

United States, which is much more than in any other advanced country (Chart 2).

11
See: Atkinson, A. B. – Morelli, S. (2014): The Chartbook of Economic Inequality. Available:

www.ChartbookOfEconomicInequality.com Accessed on: 25.05.2014
12

As Burgess (2011) rightly pointed out, during the decade before the financial crisis of 2008, the financial services sector of
the United Kingdom grew more than twice as fast as the UK economy as a whole. The financial sector contributes to the
UK’s GDP by 9.5%, which is outpaced by Ireland (10.5%) and Australia (11%). The same indicator for the US was 8.2%.
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Chart 2. Share of income growth going to income groups from 1975 to 2007

Note: Incomes refer to pre-tax incomes, excluding capital gains
Source: OECD calculations based on the World Top Income Database.

This trajectory has negative impetus on the sustainability of national states as well. This per se calls

for necessary fiscal latitude to armour the states with effective and efficient developmental

functions. Impaired fiscal governance engenders macroeconomic instability and is likely to maintain

it over time, while impoverishment is likely to undermine political stability inevitable to conduct

economic policy. In addition, impoverishment is not confined primarily to the limiting opportunities

to satisfy the basic needs, but it embraces a complex set of issues hampering the healthy economic

milieu to be tackled if sustained and inclusive growth is to be nurtured (e.g. diminishing self-reliance,

growing risk-aversion etc.). It is hardly by chance that the question of stabilising in fiscal terms while

giving impetus at the same time has become a central issue of nowadays. Let us add immediately, by

keeping in mind our earlier considerations: public sector, a sector that accounts for 24% of US GDP

and one-sixth of employment, should pursue more innovation not only to obtain efficient savings,

but also to increase the well-being of people, for instance through decreasing income inequality

which causes uncertainty, which in turn affects innovation and thus economic growth rather

negatively.

In other words, this tendencies hint upon the conspicuously registrable disharmony between the

performances of public sector innovation and that of private sector innovation. As we already

accentuated, people are demanding not only growth, but also well-being. As the private sector gets

better at innovating and improving quality of its service provision, this necessarily ramps up

expectations of public services. The quality gap between private and public sectors’ services hampers

the satisfaction of citizens with the services they receive from the state and leads to the

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

Denmark Portugal Sweden Spain France Italy Norway New
Zealand

Australia United
Kingdom

Canada United
States

Bottom 90% Top 10-1% Top 1%



ICEG European Center News of the Month – May 2014

14

deterioration of democratic deficit. Rehabilitated and strengthened trust level from citizens may

provide the necessary ammunition for the implementation of painful measures (e.g. fiscal

adjustments and structural reforms (OECD, 2012) geared towards the long-term sustainability of

public finances as well as services).13 The improved fiscal performance increases the flexibility of

various levels of governance to carry out innovative ideas by encouraging local policy experiment

(Harrington, 2010:7). High quality public services with better accessibility may also improve the

general framework of the innovation eco-system from the side of public sector. Cultivating the

innovation eco-system is essential in terms of grand challenges requiring collective impact. It may

create a „virtuous cycle” – i.e. an improving innovation eco-system feeds into and improves

institutional architecture, as well.

In the long term, public sector innovation, which addresses more the well-being of people, and the

private sector innovation are largely interdependent in the sense that the synergy effects can be

achieved if they are in accordance with each other. In case of ailing public services (e.g. with less

generous and efficient welfare services), being unable to address the issue of social inequality in a

proper way, the perceived uncertainty will rise leading to risk and uncertainty avoidance, hence

lower investment activity in the real economy. It is important because, recent research found that

increases in uncertainty are mainly associated with protracted negative impetus on economic

activity. Increasing social inequality, all the more, can be regarded as an uncertainty maintainer and

heightener channel in the society. Again, it is the microsphere which is competing on the global

sphere, not the public sectors.14 The blatant insight arising here is that: if public sector falls short in

promoting people’s well-being, the real economy will undoubtedly suffer and may turn into

stagnating or even deteriorating path. According to recent studies, secularly increasing inequality is

coupled with lowering innovativeness, which is reflected in the trend of the productivity growth. It

goes without saying that United States face similar problem.

As we demonstrated in our earlier paper (Kovács, 2013:132), the US economy is currently operating

far below its potential: the US total factor productivity, which captures innovation dynamics, has

been all the more deteriorating since the midst of the 1970s. This trend is often regarded by

economic professionals as ‘secular stagnation’ (Cowen, 2011), which is now an ubiquitous

phenomena in the entire advanced world (i.e. real GDP growth rates and investment rates have been

decreasing since the 1970s in advanced economies).

13
It is not surprising that Akerlof and Shiller (2009) emphasised in their riveting book the central role of trust in trying to

explain how the real economy works.
14

Of course, public sectors are also competing each other, but not as much as the private sectors do. Public sectors are
important variables when it comes to judging a country’s international competitiveness, or to address the human
development system.
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Concluding remarks

There is no single and clear answer to the puzzling issue of why the United States has been

undergoing an ever-more intensifying income inequality despite the fact that it is suggested to

perform better over time in policy learning (via innovations) that would have addressed effectively

and efficiently the gaping gap. Even if the neoliberal economic approach can be named as the

primary source of increasing inequality – as Stiglitz (2012) stated, one of his arguments joins the line

of thinking of ours: ‘common welfare’ should be incorporated in a more vigorous way.

First and foremost, political interest always should be reckoned with. One of the first reasons that can

be taken into account behind the discussed secularly increasing income inequality is mostly given by

the discipline of new political economy. Even though the historically evolved institutional

architecture promises greater opportunities for socially more egalitarian system like in the US,

politicians’ vested interest in the status quo can result in significant detours and aberrations from

‘optimal’ policies being tailored to tackle income inequality. This also holds in case of the US, where

the recent financial and economic turmoil has deprived numerous states from their financial (fiscal)

capacity to boost risky (costly) innovations in favouring dampening social inequality.

Second, a related issue to the former one deals with the intention of keeping wages relatively low in

obtaining and maintaining international competitiveness. Lastingly moderated wages (rather

stagnating, infinitesimally increasing) have the potential to deter workers from being creative, and

innovative that would otherwise lead to increasing total factor productivity over time. It per se calls

for more research on the relationship between wage stagnation and labour productivity, because in

theory general wage push without any differentiation15 has also the potential to lower labour

productivity in the long run.16 The latter one also sheds light on potential shortcomings of the so-

called concept of secular declining innovativeness of the US advocated by Gordon (2012).

Third, an additional aspect might be behind the curtain of the described phenomena is an inertia in

our complex socio-economic system. (i) Inertia of increasing income inequality can be captured by

the term of geographically unequal innovation dynamism. In the US, there have been growing

differences among cities. While some modern knowledge and innovation centres (e.g. brain hubs like

San Francisco, Durham, Austin) attract creative and innovative workers, some other cities – dying

manufacturing hubs (Moretti, 2012) – are emptying (e.g. Chicago) because other professions and

15
For instance, making wage increase to be dependent on innovativeness, in other words displaying “innovation” as part of

a worker’s job description. It would be of key importance in the public sector as well, see: European Commission (2012:31).
16

The Dutch case confirms this assumption. See: Huizinga and Broer (2004) paper, in which the authors argue that wage-
push might have a positive impetus on labour productivity in the short run, merely.
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suppliers of various services are also willing to go over there (e.g. to the Silicon Valley).17 This forms a

social inequality-increasing inertia. Let us add immediately, this can only happen if the labour market

is highly liberalised and thus firms can relatively easily hire (or fire) promising (dispiriting) employees.

But, it seems that after a certain threshold, higher labour mobility as a result of labor market

liberatlisation might give negative impetus on income inequality.18 (ii) Another inertia-triggering

pattern is that ICT-based new techno-economic paradigm was the key driving force of globalisation

and led to global financial market having ever-increasing liquidity (credit supply) that seeked

opportunity to be absorbed with better returns, i.e. because of the regulatory shortcomings in the

financial markets, more people passed to financial markets and devoted attention to financial

investments in fields like real estate.19 Financial markets deregulation distorted the harmony

between financial market and real economy uncertainties. In addition to that, another leitmotif can

be identified which spurred banks and investors to prefer financial investments in a more emphatic

way over investments in the real economy focusing on technological or non-technological

innovations, R&D activities. Namely, this paradigm has some specific features that have been

directing towards lower productivity through labour-saving technologies (i.e. automation,

standardisation by means of ICT etc.) which entailed downward trends in labour shares as, for

instance, Karabarbounis and Neiman (2013) pointed out. This per se affected negatively the gap

between rich and poor.

Fourth, another equally important source of quandary is the uncertainty over the effectiveness of

initiated policies (how to do and what does the evaluation show) and the implementation related

uncertainty (what to do). When it comes to transfer mechanism, innovations across the US, parallel

interventions are initiated evolving along non-linear patterns by having a potential to cause

bifurcations, unexpected outcomes, thus to lead increasing uncertainties and dissatisfaction of

citizens. Since in a federal structure, public sector workers are more close to the citizens relatively,

they are more visible as well, hence they do not like to be seen to fail. Therefore there is a solid

amount of risk-aversion encoded even in the federal states. If an innovative initiative/policy fails, it

causes negative consequences. This may have a potential to undermine the trust base for refinement

of the initiated policies and to select them out as an admitted sign of failure. Not to mention that:

17
See more on this issue: Lee and Rodríguez-Pose (2013) in case of the US and Europe.

18
This issue was raised by Teulings (2014)

19
This mechanism is able to summon the emerging markets’ crisis, such as the Latin American debt crisis of 1982-1983,

simply because affluent liquidity had been offered and demanded by borrower countries with an intensified vehemence
since 1973, however the short term interest rates raised rapidly from 1980 by leading to soaring indebtedness (See
Lámfalussy, 2000). Speaking of today’s crisis, in the US, households’ debt started to accumulate rapidly, especially in case of
low-income households being in low-inequality regions where the financial market, banking sector could spread the risk
seemingly in a more efficient way. See more on this issue: Coibion et al. (2014)
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financial autonomy does not mean that all the necessary financial backing is available at state level to

be allocated towards risky (costly) innovations.

In the long term, it seems that public sector innovation, which addresses the well-being of people in a

more dedicated way, and private sector innovation are largely interdependent in the sense that

synergy can be achieved if they are in accordance with each other.

Against this background, sparking innovation in the public sector in general is of paramount

importance (i.e. reach radical efficiency, cost savings, improved service quality and accessibility)20,

including the commitment to foster social innovations if for no other reason than increasing income

inequality can be easily interpreted as the process when public sector does not necessarily respond

to the social needs of the country (e.g. US). Social innovation, which goes through public, private and

third sectors as well, addresses social challenges like inequality. Public sector can encourage social

innovations that come from public organisations. By now, there are initiatives worldwide to foster

social innovations such as KATARSIS21, WILCO22 etc. The US also started to devoting attention to

social innovation as the belatedly coming, but still instructive organisation of Office of Social

Innovation and Civic Participation has been established in 2009.

20
For more on radical efficiency, see: Gillinson et al. (2010), for concrete examples, see: Shani et al. (2013)

21
KATARSIS established a platform on which research teams specialised in the study of the consequences of growing

inequality and social exclusion will exchange their knowledge and work towards a better integration of their research
programmes and methodologies. For more: http://katarsis.ncl.ac.uk
22

The WILCO project was to find the missing link between innovations at the local level and their successful transfer and
implementation to other settings. Innovation in cities was explored, not as a disconnected phenomenon, but as an element
in a tradition of welfare that is part of particular socio-economic models and the result of specific national and local
cultures. By contextualising innovations in local welfare, we gained understanding about how they could work in other
cities, for the benefit of other citizens. For more: http://www.wilcoproject.eu
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