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1
FOUR ENGINES OF
INEQUALITY

1.1 Introduction1
In the last 30 years the economic conditions of people in our societies have become
more unequal – the rich have become much richer, the middle have lost ground,
the poor have slipped behind. Whether we measure economic inequality in terms
of income or wealth, we find that inequality within advanced countries has dramatically increased; disparities in income have indeed returned to levels typical of
a century ago. Also, at the global level inequality remains extremely high despite
the rapid growth of major developing countries such as China and India – where
domestic disparities are booming.
This makes inequality a major economic issue, social problem and p olitical
challenge in today’s capitalism. A growing attention has gone to studies of
inequality – including bestseller books by Joseph Stiglitz (2012) and Thomas
Piketty (2013) – but a convincing understanding of the mechanisms at the roots is
still lacking. Therefore, inequality is far from becoming a sustained focus of social
mobilisation, a priority for political forces, a major government concern.
Public opinion is indeed shocked to learn that by 2016 the richest 1 per cent
of the world may own the same wealth as all the other human beings put together
(Oxfam, 2015), but how can a link between such gross injustice and people’s actual
condition be made? The factors that have led to such an outcome remain out of
the grasp of public opinion; is there a way this could ever be changed? In spite of
occasional street demonstrations against the ‘1 per cent’, no political strategy for
reversing such trends is at hand.
Mainstream thinking has long argued that economic inequality is a necessary condition – or, at best, an unfortunate side effect – for achieving the more
general objectives of economic growth and market efficiency. Why should we
then be concerned with high inequality?
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Even if we do become concerned, we are told that inequality is to a large
extent the consequence of international or global forces, lying beyond the reach
of nation-states, the political unit where policy measures for countering inequality
have usually been implemented. Indeed, the forces shaping inequality a century ago
were mainly rooted in the distribution of income within national economies.Today,
they tend to be, to a significant extent, global processes – increased cross-border
flows of capitals, goods, workers and knowledge; the expansion of finance; the rise
and fall of industries and specialisations; international production by multinational
firms; wage setting influenced by distant locations and so on.The ability of national
policies to address such developments has greatly diminished and governments have
apparently chosen to accept their powerlessness and to make their citizens learn
to live with high inequality, rather than striving to understand and counter the
forces of inequality and their most unacceptable outcomes. Moreover, no international political authority has emerged with the mandate to address and regulate the
unequal outcomes of such cross-border processes.
Finally, we are told that the patterns of inequality show an unprecedented complexity; they are different from the past, include multiple dimensions – income
and wealth, work and class, gender and ethnicity, education and social conditions,
individual capacities and behaviour and so on. Such complexity is hard to understand and even harder to act upon; how can we be sure that policies can improve
one aspect without at the same time worsening disparities in another dimension?
Such arguments need to be taken into account, but are no reason to give
up on understanding inequality and on trying to reverse it. For most of the
twentieth century the roots of inequality were in the transition from agricultural to industrial societies, in the resulting class structure and in the functional
distribution of income between capital and labour. Today, finance is a dominating force in most economies, reshaping capital accumulation and the patterns of distribution of income and wealth. Firms are engaged in international
production, experience greater competition and unequal economic fortunes.
Labour markets are increasingly segmented and workers are divided by gender, between white and blue collars, knowledge and manual workers, permanent and temporary employees, local and migrant labour, not to mention the
various forms of unemployment.
A century ago the class structure of societies could broadly account for inequalities in incomes, status and opportunities.Today class identities are blurred, inequalities
within workers are deeper and new aspects play a role. The inequality experienced
by individuals is shaped by a combination of factors including class, gender and
ethnic status, education and professional skills, type of employment contracts, access
to social rights and public services and opportunities for social mobility within and
between generations. In the past, being a member of a social group, in particular of
the class of workers rather than of capitalists, was enough to make a reliable prediction as to one’s position in the social ladder. Today, individuals’ positions are the
result of a variety of factors; new mechanisms shape the economic conditions of
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particular groups and inequality within members of relatively homogenous social
categories may be high. This overlapping of dimensions of inequality – with individuals located at different intersections of such characteristics – indeed results in
greater complexity that defies old approaches to inequality. Such complexity may
have discouraged academic research, social mobilisation and policy action.
This book aims to provide an explanation of today’s high inequality – focusing on its economic dimension – which is parsimonious enough to identify the
fundamental mechanisms at work and, at the same time, capable of accounting for
its complexity. We argue that the following four forces are at the root of current
economic inequality.

1.2 The four engines of inequality
The power of capital over labour
For advanced countries all the available evidence points to a turning point in the
early 1980s in inequality dynamics. The arrival in power of Margaret Thatcher in
the UK in 1979 and of Ronald Reagan in the US in 1980 has ushered in the age
of neoliberalism, with political power captured by forces ready to break with the
widely shared post-war Keynesian consensus on capital controls, wage bargaining
with strong unions and an active role of the State in redistribution of incomes and
provision of welfare services. One after another, advanced countries aligned to a
view of markets as efficient tools not just to allocate resources, but also to distribute
rewards. Liberalisation and deregulation became priorities in all fields of the economy and society; relatively closed economies were opened up by liberalised trade
and capital flows.
The rise of finance was the most important process. The 1970s were a decade
of severe crisis of the post-war order, characterised by mass production in ‘Fordist’
industries, with labour and social movements contesting the power of capital at all
levels. In advanced countries the response of capital was a move towards finance,
offering a new faster rate of capital accumulation. The banking regulations introduced after the Great Depression of the 1930s were progressively cancelled, the
free international movement of capital was allowed (making, by the way, managed
exchange rate systems impossible) and entire new fields of financial activities were
opened up for business (future markets, currency trading, derivatives, hedge funds,
trading in food, commodities, carbon, etc.) with a huge potential for growth of
asset values and for short-term speculation. A decade later, in advanced countries,
globalisation – in parallel with the accelerating diffusion of information and communication technologies – was reshaping production systems and technology and
investment flows, weakening domestic production, destroying jobs, breaking union
power and lowering wages.
The new power of capital over labour since the 1980s is responsible for the shift
of at least 10 percentage points of gross domestic product (GDP) from the wage
share to the capital share in advanced countries. It accounts for the even greater
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rise of wealth inequality driven by mounting values of financial assets. It explains
the unprecedented rise of top incomes, which combine unheard-of compensations
of managers, larger profits and capital gains from financial and real estate assets. The
ratio of compensation of managers in the top 350 US firms to those of average
employees rose from 30:1 in 1978, to 383:1 in 2000, to 296:1 in 2013 (Mishel and
Davis, 2014) and reflects in a very effective way the new power of capital over labour.

Oligarch capitalism
An inequality that is driven by the extreme rise of top incomes – typically the
richest 1 per cent in the US, the richest 5 per cent in some European countries –
brings with it features that remind us of the ancien régime. A new ‘aristocracy of
money’ concentrates wealth in a way that was long forgotten. The maintenance and
extension of the stock of such wealth take priority over the growth of the flows of
incomes. The result – as shown by Piketty (2013) – is a growing capital/income
ratio and an ever growing concentration of rewards to capital in economies that may
record slower GDP growth.The way such concentrated wealth is obtained is less and
less the result of competitive processes, Schumpeterian innovations and market success. More and more it has to do with monopoly rents, protection from competition,
bubbles in real estate and financial markets.The ‘super rich’ increasingly have the features of ‘oligarchs’, whose wealth is derived from power and privilege – political protection, monopoly position and acquisition of privatised public companies – rather
than from economic success. As with the pay of most top managers, there is no special economic ‘merit’ in being part of the oligarchy. Moreover, concentrated wealth
is transmitted over time within families – another element typical of the ancien
régime – and the importance of wealth acquired through inheritance rises in all
advanced countries (Piketty and Zucman, 2014b). In such an ‘oligarch capitalism’ the
inter-generational transmission of inequality becomes more severe, the possibility of
social mobility collapses and the link between economic ‘merit’ and distributional
reward becomes irrelevant – as shown by Franzini et al. (2014). Some traits of this
model – such as the importance of relationships over merit for finding jobs or for
obtaining higher wages – are spreading down through the system with a dangerous
search for privilege over competence. As already argued – among others by Stiglitz
(2012) – such a pattern of extreme inequality leads to lower economic efficiency
and lower growth. Even more worrying is the prospect that this oligarch power may
increasingly affect the political process, shaping public policy in their own interest
and leading to a dramatic weakening of democratic systems.

Individualisation
The rising power of capital and ‘oligarch capitalism’ are engines of inequalities at
the top of the distribution; they distance the ‘top’ from the rest and – even more
– from the poorest. But inequalities have increased also within the ‘99 per cent’.
The fundamental mechanism here is a process of individualisation that has put
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e mployees in competition with one another for pay and career; has led to a polarisation of skills; and has pushed professionals and the self-employed in increasingly
competitive markets. Individualisation has meant that workers in general have more
precarious jobs with a great variety of contractual positions – short-term, part-time,
outsourced jobs – while young people have increasingly uncertain and diversified
professional trajectories. Outside employment, pensioners have also come to rely on
differentiated pensions systems dependent from financial markets for their income.
When we consider the way individuals are grouped in households, additional complexities emerge.
For people in employment these dynamics have led to a polarisation of jobs
on the basis of professional categories and skills, bringing with it a frequent
polarisation of wages. This accounts for the large share of earnings inequality not explained by skills and education, but rather by family background or
relational activities. The generalised weakening of trade unions and centralised
labour contracts has removed the most powerful force for convergence in
labour incomes and for supporting wage dynamics; this has opened up space
for firm-level bargaining and individual contracts that have increased disparities among wage earners. Policy changes have directly contributed to this
outcome with a general reduction in the degree of employment protection by
legal norms (see Bogliacino and Maestri, 2014; Salverda and Checchi, 2014).
The complexity that has been documented in the patterns of inequality that
concern the ‘99 per cent’ is the result of such factors. In fast-changing production systems – affected by technological change, globalisation and evolution of skill
structures – wage disparities have increased. Labour market institutions have also
changed, with a lower degree of protection for employees and a fragmentation of
contractual arrangements, leading to further inequalities among workers.
This is a process that goes well beyond incomes and wages. Social identities
have indeed become more fragmented, class structures have become blurred
and new divisions have emerged. The neoliberal emphasis on individuals, their
choices and opportunities, has come a long way in also shaping broad social
behaviour among workers. Traditional mechanisms creating collective identities and a sense of solidarity – trade unionism for employees of the same industry and firm, community activism at the local level, etc. – have been weakened
by an individualisation that can be seen as an additional, deeper sign of the
new power of capital over labour.

The retreat of politics
Until the 1970s in advanced countries the State has played a major role in reducing
inequalities with a wide range of activities and policies. Income distribution was
governed by overall policies concerning incomes policy, taxation, rent controls, the
regulation of finance and capital flows. Disparities emerging from market outcomes
were contained by a highly progressive tax system, by selective taxes discouraging
conspicuous consumption, by high inheritance taxes and by extensive provision
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of public services outside the market; income support was provided for the less
fortunate.
Since the 1980s almost all of these policies have been outright cancelled – as in
the case of the inheritance tax in many countries – or substantially weakened – as
for progressive taxation. Public policies took the road of market liberalisation and
deregulation, favouring in all possible ways the new power of capital over labour
and the rise of finance. Politics made it possible for capital to break the resistance
of labour and for finance to become the leading industry of our time. Policies were
introduced to change an endless list of ‘rules of the game’ in the name of market
efficiency and reduction of ‘public waste’. Private enterprise was encouraged, private finance was favoured even more, new markets were opened up, public activities
privatised – and, sometimes, handed over to ‘oligarch capitalists’ – regulations were
reduced. This neoliberal landscape was progressively introduced and spread all over
advanced countries.
Until the 1970s the role of State action in reducing inequalities was much
broader than the setting of the rules and the ‘correction’ of market outcomes. The
large-scale provision – especially in Europe – of public services through non-market
systems – including education, health, social security, pensions, environmental protection, public research and development (R&D), etc. – meant that the operation of
markets, with their drive towards unequal outcomes – was limited and that people
could access such services on the basis of their status as equal citizens rather than on
the basis of their (unequal) ability to pay. This has been a powerful equalising factor
from the 1950s to the 1970s in all advanced countries.
Moreover, in many European countries State intervention was also widespread
in economic activities, with public enterprises managing infrastructures, water,
energy and communications, as well as large firms in a range of key industries from
steel to electronics. When economic activities are carried out by publicly owned
organisations – either public agencies or firms – profits either do not exist or end
up as State revenue, reducing taxation; in any case they do not increase the capital
share or the importance of finance. State management has to aim at efficiency and
effectiveness, not to maximum profits and workers in publicly owned organisations
are usually granted good wages, greater union rights and employment protection
under labour contracts that tend to equalise conditions. In the case of public firms
operating alongside private enterprises in the same industry, this has also an effect
on the wages and conditions found in private firms, as well as on the possibility to
avoid collusive practices, excessive market power and price increases.
Since the 1980s, the drive towards privatisation of public firms and of public
services, and the outsourcing of service provision to private organisations – firms
and non-profit organisations – has integrated a large part of such activities in market
contexts, breaking all conditions that had limited inequalities in such activities; in fact,
some of the lowest wages are now paid in the outsourcing of formerly public services.
As documented by a wide range of studies – in particular Atkinson (2015) – the
impact on inequality of such a retreat of politics has been huge. Disparities have
increased with both a ‘distancing’ of the rich and a ‘falling behind’ of the poor.
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The failure of policies to contain inequalities has led to some of the most visible
and problematic effects – increasing poverty, social deprivation, even a reduction
of the years of life expectancy for the poorer in many countries (Therborn, 2013).
It should be noted that these four forces of inequality operate at different
levels but closely interact with one another, reinforcing their effects. A strengthening of capital versus labour makes possible the introduction of anti-labour
and anti-poor policies that further consolidate unbalanced class relations. The
individualisation of workers’ positions in labour markets is closely associated to
a strengthening of capital’s power over labour. A more individualised society offers
less resistance to the rise of the wealth and power of oligarchs. A concentration of
wealth in the hands of oligarchs means greater influence over the policy process
that further advances their privilege and rents. The reduction of the public sphere
through privatisations and deregulation widens the space where the polarising
effect of market dynamics operates.
Indeed, these intertwined mechanisms are a further reflection of the complexity of today’s inequality and are part of the broader model of neoliberal
capitalism that has emerged since the 1980s. However, it is important to separate each of the four forces of inequality because they are characterised by
specific dynamics, operate at separate levels and different policies are required
to reverse them.
The explanation we propose for today’s inequality is developed in the rest of this
chapter with an overview of the changing views of inequality in economic studies
and a summary of why inequality matters.

1.3 Changing views of inequality
Economic inequality is a changing phenomenon; its forces evolve over time and
even similar levels of disparities may be the results of different mechanisms and
patterns of distribution. Economic ideas on inequality have evolved accordingly.
For Classical economists, inequality was defined by the class structure of
industrial capitalism and by the distribution of income between capital and
labour. The relationships between patterns of distribution, economic growth
and social reproduction were a key concern in their analysis industrialisation.
Marx emphasised the contradiction between industrial capitalism’s potential
for progress and its outcome – capital accumulation for the capitalist class, and
commodified labour, limited wages and hard social conditions for workers and the
dispossessed. Increasing inequalities – relative to the poorer, but more equal, preindustrial societies – were the result of the very nature of capitalist accumulation.
Problems of distribution and inequalities ‘disappeared’ in neoclassical approaches
behind widely accepted – and surprisingly long-living – assumptions. At the macroeconomic level, the compensation of factors of production was assumed to be
equal to their marginal productivity; at the individual level, incomes were simply
the result of choices on work, investment and consumption that resulted from
individual utilities. Freedom of choice and market efficiency could justify any

8 Four engines of inequality

(unequal) distributional outcome, with no consequence for economic growth and
no room for the principles of social justice, human rights nor for redistributive policies. The Great Depression of the 1930s proved how unrealistic such assumptions
were and how disastrous were their policy implications.
In the post-war period, the link between income distribution and growth returned
at the centre of Keynesian approaches, with two distinct mechanisms: on the demand
side, wages were seen as a major source of aggregate demand; on the supply side,
accumulation – financed by profits and savings – was needed to expand productive
capacities. The main concern of Kaldorian models (Kaldor, 1956) and post-Keynesian perspectives (Robinson, 1960) was to identify the distributive patterns that were
consistent with sustained growth, recognising a major role for government action
in supporting both accumulation and demand – through public expenditure and
redistribution that could support the lowest incomes and reduce inequality. Moreover, insights from welfare economics informed the normative models for economic
policy aiming at redistribution, pointing out the trade-offs between efficiency and
equity in static and dynamic contexts.
The empirical regularities of such processes were pointed out by Kuznets
(1965), who suggested the inverted-U relationship between levels of inequality
and countries’ per capita income; industrialisation and growth would first increase
inequalities – as a result of the structural change from low to high productivity
sectors – which would then decline as a result of the diffusion of industry, redistribution and more balanced growth.
Indeed, Europe and the US experienced a reduction in inequalities from the
1950s to the 1970s as a result of economic growth, social change and public policies
for redistribution and welfare. One of the side effects – as repeatedly argued by
Atkinson (2015) – was that for several decades inequality became a rarely explored
field of economic research, with few specialised studies.
A new attention has emerged since the 1990s, following the new rise in inequality that had started in the 1980s. Such studies have moved from the functional
distribution of income between social classes to inequalities among individuals.The
argument was that class divisions had become less clear cut, and gender, ethnicity,
education and professional qualifications had become major factors in explaining the
personal distribution of income. A large number of detailed studies have addressed
these issues, documenting more complex patterns of inequality among individuals and households (Atkinson and Bourguignon, 2000, 2014a; Salverda et al.,
2009, 2014). This approach, however, largely missed the continuing importance of
capital–labour relationships and the new key role of top incomes combining rents,
profits and unprecedented high compensations for top managers (Atkinson and
Piketty, 2007; Atkinson et al., 2011). What we are facing today – after the temporary reduction of disparities between 1950 and 1980 – is a return to the levels of
inequalities of a century ago. Kuznets’s curve has indeed been reversed.
In parallel, the rapid accumulation of financial and real estate assets by the richest
individuals has attracted attention to inequalities in wealth, and an emerging stream
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of research is now exploring wealth disparities and their link to inequalities in
incomes (Piketty, 2013; Piketty and Zucman, 2014b; Maestri et al., 2014).
Building on the evidence of the growing shares of profits and financial rents
and on the increasing concentration of income and wealth, Piketty (2013) has
argued that the roots of growing inequality are in returns to capital that are
greater than the growth rate of the economy, leading to an increasing capital/
income ratio – two fundamental mechanisms of capitalism (see the discussion
in chapter 4).
Other attempts to explain growth in inequality in advanced countries have
focused on disparities within wages in the context of globalisation and technological change. A large literature within the economic mainstream has argued
that the rising wages of highly skilled white collars reflected the greater labour
productivity of workers capable of using the new information and communication technologies and that wage inequalities were the result of skill biased technical
change (Acemoglu, 2002). These studies ignored that advanced countries were not
experiencing a generalised ‘upskilling’ of jobs, from blue- to white-collar employment, but rather a polarisation was taking place with more jobs for managers and
professionals and for the lowest skills – manual workers and ancillary jobs. Losses in
jobs and wages were concentrated among office clerks (the low-skilled white collars) and skilled factory workers (the most qualified blue-collar employees) (Nascia
and Pianta, 2009; Cirillo et al., 2014). While technological change does have an
impact on inequality, it is arguably more complex than the skill bias view, as recently
acknowledged also by mainstream views (Acemoglu and Autor, 2010). Moreover,
these effects are combined with increasing foreign trade and investment that have
a parallel, often overlapping, impact on changes in employment, skills and wages in
advanced economies (Feenstra and Hanson, 2003).
Higher wage inequality has also been explained with developments in labour
markets, where the changing balance of power between capital and labour has led
to the rapid rise of temporary and precarious jobs, the fall of unionisation and of
trade union influence and a greater fragmentation of labour, including the effects of
education, part-time contracts, greater women’s participation, migrations, etc. (ILO,
2015; OECD, 2015; Checchi and Garcia-Penalosa, 2008; Salverda and C
 hecchi,
2014). Such developments have been summarised as labour's ‘defeat’ in income
distribution (Glyn, 2006, 2009).
Today’s inequality in advanced countries is therefore the result of a set of different and complex mechanisms. While extensive empirical evidence has been
provided (Atkinson and Bourguignon, 2000, 2014a; Salverda et al., 2009, 2014), a
convincing explanation of the ‘engines of inequality’ is still lacking. It has to combine the importance of the functional distribution of income between capital and
labour, the growing role of finance in creating disparities, the rise of top incomes
and the new complexity of the personal and household distribution, where individuals’ and families’ incomes are shaped by education, skills, gender and ethnicity,
as well as class. Moreover, the growing importance of the expansion of wealth – in
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finance and in real estate – has introduced a major change in the functioning of
advanced economies and in their patterns of distribution.
Inequality is also important because it is reproduced across generations. For
a long time, studies on advanced countries have assumed that improved education and the end of rigid class divides offered higher equality of opportunities
and greater social mobility. More recent studies, however, have disputed such
views with evidence that inequality persists from one generation to the next, and
that (apparently) more equal opportunities do not reduce unequal outcomes in
income distribution among individuals (OECD, 2008, 2011; Franzini and Raitano,
forthcoming).
At the same time, philosophical and economic perspectives have addressed the
issues of justice, ethics, equality of opportunities and inter-generational inequality.
Liberal theories of justice stated the primacy of individuals’ freedom of choice and
explored the possibilities of reducing inequality without limiting liberty. Rawls
(1971) argued that, in a society made of rational, self-interested individuals, a
majority would accept a redistribution that improves the position of the worseoff in a society. An emphasis on equality of opportunities – as opposed to equality
of outcomes – has characterised recent conceptualisations, as in Roemer (1998).
Moving beyond such models, Amartya Sen has pointed out the complexity of
inequality, rooted in societies’ historical contexts, in the capabilities available to
people, families and social groups in the pursuit of their objectives and in the concrete opportunities that individuals have to make decisions about their lives (Sen,
1992, 2009).
From his work we derive that the ‘equality of capabilities to function as
human beings’ appears as the most convincing ethical foundation for the desirability of equality. Typically, life protection and health, access to education
and knowledge and freedom of choice appear as human rights that should be
granted equally to all. The UN Human Development Index is based on such
a conceptualisation and ranks countries on the basis of an average of their life
expectancy, educational levels and GDP per capita; additional indicators have
been developed in this perspective, highlighting the human right dimensions of
global inequalities (UNDP, 2014).
These approaches have moved together with a broader recognition that inequality cannot be confined to incomes and economic factors, and that access to education and health, as well as social conditions, play a key role in shaping (unequal) life
prospects for individuals. While incomes appear to be highly related to several of
these social conditions, a wider conceptualisation of inequality is needed.Therborn
(2013) has argued that there are three (interconnected) types of inequality: vital
inequality (shown by life expectancy and health conditions), existential inequality
(documented by differences across classes, status, gender and ethnicity) and resource
inequality (the one economists are mostly concerned with). He also identified the
mechanisms of ‘distanciation’, exclusion, hierchisation and exploitation that shape
inequalities of all types, organising what really is a ‘socio-cultural order’ not just a
diversity of income and wealth (Therborn, 2013: 53, 63, 1).
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In fact, a lot can be learned from studies on social and health conditions.Therborn
reports impressive data on the persistence of vital inequalities in life expectancy:
Between the 33 boroughs of London the range of male life expectancy has
widened from 5.4 years in 1999–2001 to 9.2 years in 2006–2008. If you
travel east on the underground Jubilee line, life expectancy of the residents is
decreasing by half a year at every stop.
(Therborn, 2013: 82, quoting the London Health Observatory, 2011)
Wilkinson and Pickett (2009) have shown that higher inequalities in advanced countries are associated to a full range of social problems – from suicides to drug use, from
prison population to obesity – contributing to shortening the life expectancy of the
poor. Moreover, they also found preliminary evidence that living in contexts of high
inequality is bad even for the rich, as even oligarchs can hardly shield themselves from
a number of pervasive social ills in the society where they live. In the study of such
dimensions of inequality, the need for greater interdisciplinarity, with collaboration
between economists, sociologists, political scientists, statisticians, epidemiologists and
philosophers, is by now widely accepted, but not yet practised enough.
The context in which inequality can be investigated has also evolved, moving from national to international perspectives. World income inequalities between
countries and regions have been investigated in their evolution over time and space;
approaches have first focused on differences among countries (considering their
average per capita income), combining them with inequalities among individuals
within a country. Greater efforts are now made to estimate global inequality among
all the world population, regardless of countries (Milanovic, 2005, 2011, 2012;
Lakner and Milanovic, 2013; Cornia, 2004). When the relevance of the incomes
of the richest 1 per cent is considered, the evidence shows that in the last decades
inequality has increased also among the world population as a whole, in spite of the
‘equalising effect’ of higher average income in (highly unequal) emerging countries such as China and India (Anand and Segal, 2014). Key determinants of the
changing world income distribution have been identified in the different phases
of countries’ development, in the global flows of knowledge, trade and finance,
and in countries’ positions in the core or periphery of the world system (Arrighi,
1991). These studies contributed to the debate on the distribution of the benefits
of globalisation and questioned the economic rationale, the social sustainability and
the political acceptability of extremely wide income inequalities at the global level.

1.4 Why inequality matters
The focus of this book is a comprehensive explanation of the nature of economic
inequality in today’s capitalism. We investigate key mechanisms and their interrelations, while leaving the consequences of inequality – economic, social and
political – on the side of our analysis. But behind the question ‘Why does inequality
increase?’ there is the deeper question ‘Why does inequality matter?’, and we need
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to address it briefly because this issue, too, has become more difficult and complex
in recent decades.
Liberal perspectives have long argued that ‘equality of opportunities’ is what
matters and that disparities following from such a condition are socially acceptable and economically efficient. In other words, ‘this inequality does not matter’,
from an ethical, political or economic viewpoint. Extensive evidence shows that
advanced economies in the last decades have remained far from granting equal
opportunities, and that the liberal justification is supported by little evidence
on the economic benefits in terms of faster growth that can be associated to
high inequality. The point we want to raise here, however, goes beyond such
traditional argument and focuses on the novelty of today’s inequality. In fact,
the new nature of today’s inequality is changing the frame of the debate in at
least three aspects.
First, today’s inequality is largely shaped by the extreme rise of top incomes –
earning profits, financial rents and very high compensations – with an increasingly
polarised pattern of distribution of incomes and wealth. This is associated with a
collapse in the opportunities for education-driven social mobility and with a rise
of the persistence of inequalities across generations. Economic privilege is becoming more extreme and is increasingly inherited – a return to a feature of inequality that was typical of a century ago. An inequality of such nature has important
consequences on the economy and society. In economic terms, the ‘neoclassical’
argument that inequality may contribute to faster economic growth by rewarding
individuals with higher merit and capacities loses whatever is left of its credibility as
the incomes and wealth of the richest people are less the result of successful business
growth (that may benefit the whole economy) and more the outcome of financial
speculation and family privilege (a net burden on the economy). Conversely, the
entrepreneurial efforts of middle- and low-income individuals are likely to be
reduced by the lower prospects of social mobility. In social terms, these developments are hollowing the meaning of ‘equality of opportunities’ and the mechanisms
of social mobility and change; society is shaped by more rigid social hierarchies,
with features typical of a ‘feudal’ society – including the growing number of people
employed in the personal service of the very rich. This new nature of inequality
matters because it cannot be justified even by the traditional liberal argument, and
may have highly negative effects on the economic and social prospects of countries.
Second, we show in this book that the mechanisms producing inequality in
advanced countries have become more complex – investing the overall patterns
of distribution as well as type of education, position in employment, family
background, etc. – and this is likely to produce economic and social outcomes
characterised by a much greater fragmentation along class, status, gender, education and local conditions. Individuals’ and families’ incomes are likely to be
determined by a greater variety of factors on which they have less and less
control. It not just the high level of inequality that may threaten social cohesion.
This new nature of inequality matters because the diversity of processes increase
the effects on disparities of outcomes and social fragmentation, with higher
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 ncertainty and sense of powerlessness of an ever larger share of people posing
u
a more serious danger to social cohesion and stability of countries. In turn, the
complexity of these mechanisms makes policy responses to high inequality more
difficult and less effective.
Third, the economic and social conditions that define specific patterns of
inequality are shaped by a complex frame defined by political institutions – supranational and national – and by the political processes leading to policy making and
redistribution. While we usually think of such ‘frames’ as ‘neutral’ and independent
from a given pattern of inequality, they in fact can be heavily affected by highly
unequal societies, further exacerbating disparities.
Several contributions have explored this issue. The ‘radical democratic’ approach
proposed by Nancy Fraser (2005) defines justice as ‘parity of participation’ and identifies unjust outcomes in three cases: when economic inequality leads to distributive
injustice; when social hierarchies and cultural values lead to status inequalities and
lack of ‘recognition’; and when political structures – global and national – lead to a
lack of equal representation. The latter are particularly important as they ‘frame’ the
way distribution and recognition issues can be addressed by the political process.
Addressing global inequalities and world poverty, Pogge (2002) suggests that
today’s world is characterised by ‘radical inequality’, defined as follows: the conditions of the worse-off are very bad both in absolute and relative terms; they
have little or no possibility to overcome a hardship pervading all their lives; and
the inequality is avoidable, as redistribution could improve the conditions of the
worse-off without worsening too much those of better-off. A key factor in shaping
such radical inequality at the global level are global institutional rules that, far from
being ‘neutral’, are the result of the balance of interests and political power of the
different actors involved, with a dominant role of the interests of rich countries
and of the élites of poor countries. Once the rules are set, given the unequal economic and political resources, it may become very difficult to change them through
the political process. In this way, according to Pogge, inequality matters because it
affects the public debate and policy making, preventing a return to low inequality
arrangements and becoming therefore irreversible.
The relevance of institutional frameworks, and the influence of high inequality
on political and economic outcomes, has also been emphasised by Wade (2004) for
inequalities at the global level, and by Pontusson (2005) – following the ‘varieties of
capitalisms’ approach – in the comparison between the US and European models.
The case of the US – with its high inequality and overwhelming political influence
of the rich – has been explored by Stiglitz (2012, 2015), Phillips (2003), Bartels
(2008) and Hacker and Pierson (2010), who have pointed out the dangerous effects
on the functioning of democratic processes, on political equality and policy outcomes that systematically favour high-income groups, further deepening inequality.
These different contributions reach the common conclusion that inequality
matters because it affects the institutional setting and the political process – at the
global and national levels – leading to a failure of democracy, to disparities in political rights and to ‘irreversible inequality’.
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These three dimensions of today’s inequalities provide further evidence on the
unacceptable nature of such disparities.They outline new ethical, political and economic answers to the question ‘Why does inequality matter?’ and support the need
to address them with appropriate and comprehensive policy actions.
In this regard, the recent policy shift by international institutions, such as the
Organisation for Economic Co-operation and Development (OECD) and the
International Monetary Fund (IMF), is remarkable in that they have long justified
policies at the root of the rise in inequality. The last OECD report on inequality argues that ‘rising inequality is bad for long-term growth’ and that ‘structural
policies are needed now more than ever … but have to be carefully designed and
complemented by measures that promote a better distribution of the growth dividends’ (OECD, 2015: 22). OECD policy advice to countries has long centred on
‘pro-growth’ policies based on market-oriented ‘structural reforms’ that have
increased disparities; their negative effects on growth are now acknowledged.
A recent IMF Staff Note concludes that ‘lower net inequality is robustly correlated with faster and more durable growth’ and that ‘redistribution appears generally benign in terms of its impact on growth’ (Ostry et al., 2014: 4). Other IMF
research finds that ‘if the income share of the top 20% (the rich) increases, then
GDP growth actually declines over the medium term’ (Dabla-Norris et al., 2015: 4)
and that the decline of unionisation is a major factor in rising income inequality
(Jaumotte and Osorio Buitron, 2015). The IMF policy advice to countries has long
been that growth had to be sustained by lower taxes and public expenditure aiming
at redistribution and that unions were a major problem for the efficient operation of labour markets. These are encouraging signs that in advanced countries the
policy consensus that has long supported pro-rich policies may be breaking down.
The following chapters explore all these issues in great detail and provide an overall interpretation of the engines of inequality that are at work in advanced countries.
Chapter 2 investigates the various ways in which the power of capital over labour has
been established, providing empirical evidence on the distribution of income between
profits and wages and the market processes that shape disparities of income – of
individuals and households, before and after taxes, redistribution and public services.
It investigates the deeper inequalities in wealth and disparities at the global level.
Chapter 3 shows – again with extensive empirical evidence – that family relationships have a renewed importance in the reproduction of inequalities. This is
obvious in the transmission of wealth through inheritance – with extreme situations in the case of oligarchs. It is less obvious in the distribution of rewards: family
background is found to be more important than education and merit in several
patterns of income distribution, including wage levels.
Chapter 4 provides the interpretation of the forces of inequality documented
in previous chapters. The power of capital, oligarch capitalism, individualisation
and the retreat of politics are examined from a conceptual perspective, with a
review of relevant studies and evidence, weaving together the threads of a necessary
explanation of inequality. As already argued, the first mechanism we identify is the
power of capital over labour; it is rooted in the dynamics of capital accumulation in
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the age of finance and in the functional distribution of income that has led to the
increasing divide between the growing share of profits and financial rents – free to
move across national borders, escape taxation and search for speculative gains – and
the dwindling share of wages.The second mechanism is that of ‘oligarch capitalism’,
driven by the rise of top incomes – that combine rents, profits and extreme compensations – by the even stronger concentration of wealth and by mechanisms that
reproduce inequality from one generation to the next through the importance of
family, heritage and lack of social mobility. The third mechanism is the individualisation of relationships in the economy and society. This explains why inequalities
have also strongly increased within wages, resulting from several factors. Education
has an obvious influence, but, however, plays a much smaller role than mainstream
views would expect. Skill differences are increasingly important, and need to be
examined in the context of specific professional groups rather than with wide generalisations. Industry specificities, technology and international production do play
a role, but in complex ways, depending on the nature of innovative strategies, local
competences, market power and demand dynamics. Labour market arrangements –
unionisation, presence of minimum wages or national contracts, diffusion of temporary or part-time labour contracts and so on, are increasingly important factors
in explaining the low pay of many young and low-skilled workers.
Chapter 5 moves to the politics of inequality, addressing the fourth mechanism we identify – the retreat of politics. The redistributive effects of taxation,
social incomes – pensions and transfers – and provision of public services provided
outside the market shape inequalities among families in terms of net disposable
incomes and standard of living. However, the reduced spending capacity of national
governments, the weakening of progressive taxation, the ability of top incomes to
escape taxation and the spreading privatisation of public services have all weakened
the redistributive effects of public policies. The chapter argues that we need to
reverse the ‘retreat of politics’ in front of inequality and identifies the new, widely
shared and feasible policies – at the national, European and global level – that could
reduce inequality in advanced economies and, in addition, move our countries out
of the uncertainty and stagnation that has followed the crisis started in 2008.
The combination of these four ‘engines of inequality’ has returned advanced
countries to the economic disparities of a century ago. The interpretation we provide offers a new explanation of the nature of today’s economic inequality, of its
consequences and possible remedies.

Note
1

This book draws on years of research, presentations at workshops and public discussion
on inequality. Key ideas of this book are sketched in Franzini and Pianta (2009, 2011)
and in our studies of inequality and economic crisis in Italy (Franzini, 2010, 2013;
Pianta, 2012). The problems of high incomes and wealth are addressed in Franzini
et al. (2014), the policy alternatives are discussed in Marcon and Pianta (2013). We
thank Francesco Bogliacino, Valeria Cirillo, Elena Granaglia, Dario Guarascio, Matteo
Lucchese and Michele Raitano for discussion on these issues.

2
CAPITAL, LABOUR AND THE
DISTRIBUTION OF INCOME

2.1 Introduction
Inequality starts with the way the economy is organised and income is distributed. In this chapter we show that advanced countries during the last 30 years
have been characterised by a major change in the patterns of distribution resulting
from market outcomes: the share of income going to capital has increased and the
share going to labour has fallen. This ‘functional’ distribution of income going to
the ‘factors of production’ (capital and labour) can then be investigated in the way
it reaches individuals and households – who can receive both capital and labour
incomes – leading to the ‘personal’ distribution of income emerging from market
outcomes. Household income, in turn, is modified by taxation and redistribution
(pensions and welfare payments) leading to the distribution of disposable (monetary) income. The presence of non-market activities should be taken into account.
When public services such as education and health are provided to all as a citizen
right paid by taxation, they reach all individuals on the basis of their needs rather
than on their ability to pay, exerting an important ‘equalising’ effect; disposable
income can therefore be adjusted with the ‘value’ of in-kind services provided by
the welfare state. In this way we can measure inequality among households after the
effects of all available policies.
Inequality can increase as a result of different processes. In advanced countries
the dominant pattern has been the rise of ‘top incomes’ – those of the richest 10
per cent or 1 per cent of the population – that have accelerated at an unprecedented
rate, leaving behind the rest.They have typically combined high returns from financial investment and strong capital gains from the increased value of financial and
real estate wealth. Top managers and other ‘star’ professionals have also obtained
unprecedented compensations for their activities that combine a remuneration for
their labour, a rent from their social and professional power and a share of the profits
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often delivered in the form of stock. It is on this process that the analysis of Piketty
(2013) has focused.
What about the rest of the income distribution? The increased share of the
richest 10 per cent has reduced the (relative) income of almost everyone else;
in most advanced countries the poorest 10 or 20 per cent have indeed suffered
major (absolute) losses of market incomes, while the ‘middle’ of the distribution has had a moderate loss or a stagnation of real incomes. Growing disparities in such market outcome distribution to individuals are reflected in a rise
in inequality – with some variation across countries and periods – also among
households where the different incomes received by their members are combined and adjustment for household size – including children and the elderly – is
made through equivalence scales. Disparities in household ‘equivalised’ market
income are reduced everywhere by the effect of taxes and transfers that result
in household disposable income. An even greater reduction of inequality comes
from the estimates of ‘extended’ household income that include the monetary
value of imputed rents for home owners and of the provision of public services
obtained outside the market. The bad news, however, is that in the last decades
policy changes – less progressive taxation, reduced transfers and cuts in public
services – have deeply weakened the redistributive processes. The result is that in
most advanced countries inequality among households has continued to increase
even after the effect of policy.
Typically, this is the approach to investigate inequality within a country; how can
we measure inequality at the world level? When many countries are considered, we
can measure inequalities among the average (or median) incomes of each economy,
finding that in recent decades the rapid growth of emerging countries has reduced
the distance from advanced ones. But countries have different sizes of population
(China is a typical case) and such measures could be weighted by population size
in order to have a more accurate picture. However, inequalities within China have
increased dramatically, and the disparities within and among countries should be
considered together. Ideally, we should have data on each person (or family) in the
world and measure inequality in the world as a whole. As we will see in section
2.6, when we adopt such measures we find that world income inequalities have not
been reduced.
How do the ‘engines of inequality’, discussed in chapter 1, affect such patterns of
inequality? As expected, this happens in complex ways, and in this chapter we identify some of the major mechanisms. The distribution between capital and labour is
shaped by the quantity and quality of both factors of production. Total profits will
be higher when more capital is invested, new technologies are used and market
structures allow oligopolistic power. A greater role of finance – as it has emerged in
the last 30 years – would expand the share of profits (that pay financial rents also)
because of the generally higher returns (and tax elusion and evasion) allowed by
financial investments in unregulated global capital markets.
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Total wages will be higher when the quantity of employment expands and
when the composition of jobs shifts towards higher ‘quality’ – from agriculture
to manufacturing, or from traditional to high-tech industries, where higher
education and wages are needed. Conversely, total wages will be lower when
jobs are moved abroad by international production systems, when they are
replaced by machinery, when workers lose the protection of unions, national
labour contracts and permanent employment, and when precarious, low-wage
jobs expand.
In advanced countries the combination of these processes has resulted in a
greater power of capital over labour, and in an unprecedented reduction in the
labour share of total income. A more detailed investigation of how the ‘engines of
inequality’ operate will be provided in chapter 4.
The third mechanism we have pointed out is the growing ‘individualisation’ of
economic conditions in terms of employment relations, labour market outcomes,
disposable income and access to social rights. Disparities among individuals have
increased on the basis of different factors; labour markets have become more
segmented on the basis on employment contracts, precarious jobs and the entry
of migrants; the expected returns of education on wages have been moderated,
while family background has gained influence in shaping actual income; social
mobility based on merit has decreased; and positions of rent in particular activities
have become more relevant, in spite of the persistent rhetoric on competition.
These developments affect wage earners in complex ways and, in particular, the
‘middle’ of the distribution of income; their effect on overall inequality measures
could be difficult to detect, but they increase the perception of unfairness of the
distributional outcomes.
So far we have considered the annual flows of incomes to capital, labour
and households, but the stock of wealth, which generates the stream of capital
income, is equally important for understanding inequality. Piketty (2013) made
a major contribution in drawing attention to the role of wealth. With the rise of
finance, and frequent speculative ‘bubbles’ in the financial and real estate markets, the value of wealth has increased at a much faster pace than that of GDP,
contributing to the rise of ‘top incomes’ and to greater income inequality. But
wealth inequality – both at the national and at the global level – has indeed
reached extreme, unacceptable levels and represents a major challenge for our
societies. Too little attention has been devoted so far to wealth disparities and to
their effects on growth and on the efficiency and fairness of economic activities.
In particular, large wealth is transmitted through heritage from one generation to the next. With the drastic reduction or abolition of inheritance taxes in
most advanced countries, such disparities are becoming ever more entrenched;
as returns on wealth are greater than income growth, the possibility of accumulating wealth out of incomes is reduced, and the concentration of wealth is
increasing through inheritance. Merit, education and efficiency are losing their
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role in the distribution of economic benefits over a lifetime, and today’s capitalism becomes increasingly close to an ‘ancien régime’ society dominated by an
oligarchy of wealth (see chapter 3).
Large and growing disparities in wealth are both the result of and a factor contributing to the power of capital over labour, and are the driving force of ‘oligarch
capitalism’, the first two engines of inequality we have identified in chapter 1.
This chapter provides evidence on the processes summarised above; c hapter 3
will then focus on the role of families in inequalities of income and wealth, adding
an inter-generational dimension.The interpretation of the sources of inequality will
be developed in chapter 4. The fourth engine of inequality we identify, the ‘retreat
of politics’, is examined in chapter 5 where the scope for new policies is discussed.

2.2 Capital vs. labour
Inequality between capital and labour is reflected in the functional distribution of
income. In advanced countries, labour’s share ranges between 55 and 70 per cent of
national income; it had increased during the 1970s, and has fallen since the 1980s,
shifting to capital between 10 and 15 percentage points of total income. Calculations differ depending on the variables used (GDP, net income or value added of
the private sector) and on methodologies adopted (for treating the financial sector,
capital consumption, income of self-employed, etc.). Data – in particular for the US
and UK – show a substantial difference when the income of the top 1 per cent of
wage earners – that mostly include top managers who receive a combination of
capital and labour income – is excluded from labour income. Overall, employee
compensation shows a modest decline since 1980, while compensation of the bottom 99 per cent of wage earners experiences a fall of close to 10 percentage points
in the net value added of the business sector. A fundamental shift in capital–labour
relations has emerged since the 1980s; profits have rebounded, financial rents have
substantially increased, in a few countries a higher share has gone to the self-employed, and the wage share has fallen.The fall in labour’s compensation is parallel to
the rise in personal income inequality (Glyn, 2009: 122).
The ILO Global Wage Report 2014–2015 (ILO, 2015) provides an effective
summary of such trends showing the impact of the crisis started in 2008. Figure
2.1 reports the pattern between 1991 and 2013 for major advanced countries
members of the G20 group.1 The measure is the labour share in income considering total labour compensation (wages and social insurance contributions paid
by employers), adjusted for the income of the self-employed. The general fall of
the labour share has continued. In 1991 shares ranged between 59 per cent (in
France and Australia) to 66 per cent (in the UK and Japan); in 2013 they were
below 60 per cent everywhere (with the exception of the UK) and as low as 55
per cent (in Italy and Australia). UK and US data may be biased upward by the
presence within the labour share of ‘labour income’ by the top managers in the

20 Capital, labour and the distribution of income

68%
66%
64%
62%

Germany
France
Italy
United Kingdom
United States
Japan

60%
58%
56%
54%

50%

1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013

52%

FIGURE 2.1

Labour income share in advanced countries, 1991–2013

Note: Wage share of GDP adjusted for the income of the self-employed (compensation per employee
as a percentage of GDP at market prices per person employed). Data from European Commission
AMECO database.
Source: Adapted from: ILO Global Wage Report 2014–15: 11 © 2015 International Labour Organization

richest 10 per cent. Italy, the US and Japan have been the countries with the
steepest loss of labour income. In this general downward trend, the values for
2007 and 2008 have marked the lowest labour shares for all countries; the recession of 2009 has, as expected, hit profits most, but the rise of labour shares in
that year has been followed by a new fall in 2010 for all countries and by modest
changes in either direction since then.
A breakdown of such data shows that since the 1990s the falling labour share is
not the result of shifts in the sectoral composition of the economy (from labourintensive to capital-intensive sectors), but of greater profits within industries, especially in financial services and medium-high technology (ILO, 2015: 11; 2012).
The ILO report also provides a focus on the EU countries hardest hit by the crisis.
Between 1991 and 2013 in Spain the labour share fell from 62 to 54 per cent, with
half of this fall occurring after 2009. In Greece the share decreased from 57 to 48
per cent, with a loss of 7 percentage points from 2009.
In the 2012 Employment Outlook, the OECD had investigated the falling
labour share from 1990 to 2009, finding that all OECD countries – except
Greece, Denmark, the Czech Republic and Iceland – experienced a fall that
went in parallel with increasing income inequality. The fall is greater when we
consider the business sector only, as opposed to the total economy. In one-third
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of OECD countries the fall was greater than 5 percentage points (OECD, 2012:
113, 117). Moreover, the OECD pointed out the polarisation that has taken
place within wages. In the past two decades the ‘wages’ of the top 1 per cent
of the income distribution have increased by 20 per cent, while labour income
for poorer workers has declined. In this way, the decline of the labour share is
significantly greater if we exclude the remuneration of the top 1 per cent – in
the US and Canada the fall in the labour share doubles to 4.5 and 6 percentage
points, respectively, and in Italy it reaches 9 percentage points (OECD, 2012:
113–15). The OECD argued that ‘the worsening of the labour income share
might have an adverse effect on the level of aggregate demand and on how
quickly economies can recover from the recent crisis’, concluding that ‘these
trends might endanger social cohesion’ (OECD, 2012: 110).
Complementary evidence comes from the evolution of the capital share in
national income. Thomas Piketty (2013: 351; see Piketty and Zucman (2014a) for
the methodology), using national accounts, has documented the long-term rise of
the share of capital from 1975 to 2010, reported in Figure 2.2. At the start the share
ranged from 15 to 25 per cent; by 2010 countries were grouped between 25 and 30
per cent. Italy has had one of the highest values, growing until the 2008 crisis (these
data probably are not adjusted for the importance of self-employment and include
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FIGURE 2.2

The capital share in advanced countries, 1975–2010

Source: From Thomas Piketty, Capital in the XXI Century, Cambridge, MA, Harvard University Press, 2014,
Figure 6.5, p.222. For sources and data see piketty.pse.ens.fr/capital21c
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the remuneration of their labour); Japan had a large share until 1990; Germany has
emerged since 2006 with the highest values of the capital share. As already pointed
out, the lower shares for the US and the UK result from considering most of the
remuneration of top managers that mix a variety of incomes as labour income.
The period between 1975 and 1990 is the one with the most rapid growth of
the capital share in income, with large increases in France, Germany and the UK.
Recessions always lead to a temporary fall of the capital share, and the one in 1992
is particularly serious. By 1994, however, capital had recovered its previous share
and started a major rise, supported by the full liberalisation of capital movements
and the financial boom associated to the ‘new economy’. The recession of 2001
interrupted again the rise of the capital share, followed by a new recovery and an
overall stability. Surprisingly, the crisis of 2008 and the recession of 2009 did not
lead to a generalised fall of the capital share in all countries.
The interpretation offered by Piketty (2013) is that this rise is associated to a
growing capital/income ratio – resulting from an elasticity of substitution between
capital and labour above one – and to a stronger ‘bargaining power’ of capital vs.
labour in a context of greater international mobility of capital: ‘it is likely that the
two effects have reinforced each other in the last decades, and is possible that they
will continue to do so in the future’ (Piketty, 2013: 351). The transformations of
the economy and the power of capital over labour are identified as key drivers of
inequality.
A fundamental mechanism behind falling labour shares is the inability of wages
to keep up with productivity increases. If both had moved at the same pace, the
functional distribution of income would have not changed. Figure 2.3, again from
the ILO report, points out the broadening gap between labour productivity and
real wages in the aggregate of 36 developed economies.2 The former is measured
by GDP per worker, considering the whole economy and ignoring changes in
hours worked, in the quality of employment and in capital. Wages are deflated by
the consumer price index that reflects workers’ standard of living (using the GDP
deflator, the gap would be halved). Putting 1991 data equal to 100, productivity in
2013 has reached 117 and wages are just above 106. Again, the recession of 2009
is visible with a marked fall of GDP per worker; after 2010, however, there is a
return to the previous trend of productivity increase. Conversely, after the crisis
the dynamics of real wages has been basically flat. The widespread gap between the
dynamics of productivity and that of wages within industries is documented also
by the OECD (2012: 121).
Why have wages not been able to catch up with productivity? Outcomes in the
distribution of income between capital and labour depend on the overall balance
of forces in the economy and in workplaces. Several developments – including the
pressure from finance for high returns in firms, international production, laboursaving technologies, the precarisation of employment, the weakening of unions
and the reduced role of national labour contracts – have made it more difficult for
workers to obtain wage increases in line with output per worker. In fact, ILO data
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Note: Wage growth is calculated as a weighted average of year-on-year growth in average monthly real
wages in 36 economies. Index is based to 1999 because of data availability. Data from ILO Global Wage
Database; ILO Trends Econometric Model.
Source: ILO Global Wage Report 2014–15: 8 © 2015 International Labour Organization

show that in these developed economies real wages increased by 0.1 per cent in
2012 and 0.2 per cent in 2013 (ILO, 2015: 6). Italy and the UK have been the major
countries with significant losses in average real wages. Looking at the EU countries
hardest hit by the crisis, putting the real average wage index equal to 100 in 2007,
in 2013 Spain decreased to 97 and Greece to 76 (ILO, 2015: 7).
How do such developments in wages and profits affect inequality? Wages are
the largest – and often only – source of income for most households; profits are
distributed to a large extent to the richest 10 per cent of the population. For
advanced economies wages represent almost 80 per cent of total household income,
with higher values for the US, Germany, the UK and Sweden. Italy and Greece
have a share of income from self-employment above 20 per cent; when combined
with wages, all labour income is again close to 80 per cent, while old age pensions
account for more than 15 per cent. This situation is common to most income
groups; only the poorest 10 per cent has a majority of income coming from nonlabour sources – either social transfers or pensions – with wide variation according
to national specificities (ILO, 2015: 36–7).
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The methodology developed by Di Nardo et al. (1996) allows us to explore the
factors that shape a change in household inequality levels, including changes in
wages, in employment (a loss of job by a family member means a loss of wage), in
other incomes, in public transfers, etc. The ILO report investigates in such a way,
during the years of the crisis, the sources of increased disparities between the richest
10 per cent and the poorest 10 per cent of the population in developed economies.
Comparing 2006 and 2010, Spain and the US are the countries with the largest
absolute increase in the P90/P10 ratio – the ratio between the income above which
we find the richest 10 per cent and the one below which we find the poorest 10 per
cent. In Spain the income threshold for the richest 10 per cent is now 5.7 times the
income below which we find the poorest 10 per cent and was 4.4 times in 2006.
In the US it is 10.6 times, and was 9.5 times in 2006. For Spain 90 per cent of this
increase in inequality is the result of changes in employment and wages (job losses
and wage decline for the poorest, gains for the richest), while changes in other
incomes account for the rest. For the US, the combined effect of changes in jobs
and wages account for 140 per cent of the variation in inequality, and other incomes
have compensated to some extent such growing disparities in labour market outcomes (ILO, 2015: 30). In Europe a clear divide emerges between northern and
central countries that have continued to expand employment – contributing in this
way to a reduced inequality among households – and southern countries hardest
hit by the crisis where job losses have been a major source of disparities. In
Germany, the UK, France and Sweden new jobs have contributed to reduce
disparities, while the unequal distribution of other incomes (mainly from capital)
has been a major force of inequality. On the whole, Germany and the UK reported
an overall modest reduction of disparities, while France and Sweden had an increase
of our measure of inequality.
Such a range of data highlight the difficulty that labour has had in advanced
countries in maintaining its share of national income in the face of deep changes in
the organisation of the economy – rise of finance, technological change, international production – in the operation of labour markets – precarisation of employment and reduced union power – and in the context of the crisis started in 2008.
The growing power of capital over labour clearly emerges as a key factor in the
increase of inequality.

2.3 The problem of the very rich
A very important development of recent years in many countries is the increasing
share of income accruing to the already rich. This partly overlaps with the above
evidence on the rising share of capital as the richest 10 per cent, 1 per cent or even
0.1 per cent of the population concentrate income from business profits, financial
rents, top management and ‘star’ professional activities. Crucial evidence on this
problem has emerged from detailed studies based on tax records that distinguish
taxpayers by income classes, reporting the number of individuals belonging to each
class, mean income and its source (labour, firm, capital, rents, transfers) (Atkinson
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and Piketty, 2007, 2010; Atkinson et al., 2011). Top income data refer to individual gross incomes reported to the fiscal administration (some differences exist in
definition across countries). Inequality measured by these data could be reduced
once taxes and transfers are paid and when we move from individual to household
incomes (converted through the scales of equivalence that allow us to compare
incomes of households of a different size).
The work by Atkinson, Piketty and their colleagues has highlighted in a
very effective way the extreme inequalities associated to the rising incomes of
the very rich. The well-known graph reported in Figure 2.4 shows the long-run
evolution – from 1900 to 2010 – of the the share of income of the top 10 per
cent. In the US in 2000 this share surpassed that of 1930, continuing to increase
above 45 per cent. At the start of the twentieth century the US were less unequal
than Europe, with its feudal tradition. The rapid industrialisation and the financial
boom of the ‘belle époque’ from 1910 to 1930 fuelled a major rise of inequality,
with the top income decile obtaining 45 per cent of total income. The Great
Crash and the Great Depression reduced that share by one-quarter in 1940; the
Second World War further reduced it below 35 per cent in 1950. From the 1950s
to the 1970s the share of the very rich was stable or declining, constrained by a
reduced role of finance and capital controls, greater power of labour in the industrial expansion and the expansion of the welfare state. In 1980, however, the rise of
top incomes started, with a steep increase until 2000 and a slower one – affected
by the 2008 crisis – after that.
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Patterns in Europe are rather different. Piketty considers the UK, Germany,
France and Sweden (that rank in this order in terms of today's inequality), and
their arithmetic mean is shown in Figure 2.4. At the start of the twentieth century
inequality in Europe was as high as the current one in the US; the First World
War and the collapse of aristocratic élites led to a first decline between 1910 and
1920; the ‘belle époque’ of finance allowed a reprieve, but from the Great Crash
onwards trends in Europe mirrored that of the US, with lower values resulting from
the greater role of the State in the economy, the power of unionised labour and
more extensive welfare reforms. The lowest share of the very rich was reached in
1980, under 30 per cent of total income. Since then, however, the rise has started
in Europe too, reaching 35 per cent, and has not been stopped by the 2008 crisis.
Even within the very rich – the top 10 per cent – income is unevenly distributed,
and the ‘ultra rich’ 1 per cent of individuals concentrate about half of the share of the
top decile. A systematic analysis of national trends is possible with our calculations
on the database made available by Piketty and colleagues. Figure 2.5 summarises the
evidence for the US and a larger group of European countries.The shares of income
of the richest 1 per cent vary widely among countries: the US and the UK are characterised by the highest values – between 15 and 18 per cent in 2010. Germany, Italy
and France follow, while the Netherlands and Sweden have the lowest values, below
7 per cent. However, the rise since 1980 is generalised in all countries, again with the
US and the UK showing the most extreme values, returning to levels typical of the
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early twentieth century (if capital gains are added to incomes, the share of the ‘ultra
rich’ in the US further increases by 3 percentage points).
We could repeat the exercise, and find that within the ‘ultra rich’ 1 per cent there
is a top group of the 0.1 per cent – the ‘incredibly rich’ individuals – that control
9 per cent of total income in the US and 6 per cent in the UK, more than four
times the level of the 1970s (Alvaredo et al., 2013).
These data can only be interpreted as the outcome of our second ‘engine of
inequality’– the rise of ‘oligarch capitalism’– that will be discussed later in this
chapter with regard to wealth inequality, and in the following chapter with regard
to inter-generational consequences.
Where do such ‘incredible’ incomes come from? Atkinson, Piketty and their
colleagues have argued that in past decades the richest individuals mostly earned
their income from capital and rents; conversely, in the last three decades the ‘labour’
income of the very rich appears to have increased with the extreme salaries of top
managers (especially in the financial sectors) and also ‘star’ professionals in sport and
show business (Atkinson et al., 2011).Today, in the US the share of ‘labour’ earnings
in the income of the top 0.1 per cent is about 45 per cent and has increased by 20
percentage points since the 1970s (Alvaredo et al., 2013). Even in Italy the composition of top incomes has changed since the 1980s: the share of labour income
(from employment and self-employment) of the top 1 per cent rose from 46 to
71 per cent and the share of capital income and rents was proportionally reduced
(Alvaredo and Pisano, 2010).
Lazonick (2015: 28–31) has noted that the definition of salaries includes compensation from the realised gains on exercising stock options and the vesting of
stock awards, as this stock-based pay is not reported in tax returns. Looking at the
500 highest paid executives in the US in the ExecuComp database – all members
of the richest 0.1 per cent – in 2013 they had an average total compensation of
$24.4 million; 84 per cent came from gains on exercising stock options and the
vesting of stock awards, while salaries and bonuses accounted for just 5 per cent.
A study by Bakija et al. (2012: 1) found that ‘executives, managers, supervisors and
financial professionals account for about 60% of the top 0.1% of income earners’.
What emerges is that a dominant part of the income of the richest 0.1 per cent
comes from stock-based pay whose value is driven by the rise of finance and by the
timing of the exercise of stock options, where top managers have insider knowledge
(Lazonick, 2015: 32). At the root of the extreme incomes of the ‘incredibly rich’
there are the booming stock markets and the rents top managers can obtain from
their position of power. There is no room for explanation of this pattern based on
the productivity of top managers and the role of technology.
The evidence so far has pointed out the rise of the share of the very rich in
total incomes. But what has happened to other income groups? We can investigate how the threshold separating the income of the richest 10 per cent from the
other 90 per cent compares with the median of the income distribution – the
income threshold that divides the population in half. Figure 2.6 shows changes in
the ratio between the 90th and the 50th percentile of the distribution (P90/P50) of
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individual earnings. It shows that in the US in 2010 the threshold identifying the
top 10 per cent was 2.4 times the median US income, as opposed to less than two
times in 1980. In other words the distribution of income has become more skewed
towards the rich, even without considering the major rise of the incomes of the
top 10 per cent; similar trends are found in the UK, Germany and the Netherlands,
although at lower inequality levels. France has a high but stable ratio, while Italy and
Sweden have the lowest gap between the rich and median incomes.
A similar ratio can be calculated between the income beyond which we find the
richest 10 per cent and the upper limit of the poorest 10 per cent (P90/P10 ratio).
Considering inequalities in labour income and comparing 1970 and 1990, the ratio
has increased from 3.2 to 4.5 in the US, from 2.5 to 3.3 in the UK and has remained
at 2.1 in Sweden (Piketty, 2002).The very rich, in other words, have increased their
distance both from the very poor and from the middle of the income distribution.

2.4 The distribution of household income
If we want a comprehensive picture of the overall change in the distribution of
income, we need to move from individual earnings (gross of taxes) to household
income, where families share the different sources of incomes their members
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receive and an adjustment for size of families is made through equivalence scales.
Market incomes are made by the gross incomes earned by all household members
and come from all market sources (employment, self-employment, firms, capital
and rents). We can measure inequality in the distribution of household income
using the Gini coefficient, which ranges from zero (perfectly equal distribution) to
one (one household concentrating all income).
The sources of these data are surveys on households where information on the
different types of income is obtained; such data are made available by the OECD, the
World Bank, the World Institute for Development Economics Research (WIDER),
the Luxembourg Income Study and other sources.3 However, it is well known that
household surveys generally fail to record precisely the tails of the income distribution; both the very rich and the poorest (especially immigrant households) tend to
be under-sampled in income surveys, resulting in an under estimation of inequality.
Household income, moreover, can be substantially lower than national income,
and much closer to household final consumption; the rest is accounted for by
savings by firms and by the net balances of the public sector and the balance
of payments. Deaton (2005) reports that, in the US, household income is about 70
per cent of GDP and that, considering 272 surveys of households in different countries, household income on average is just 57 per cent of GDP (Deaton, 2005: 4;
Anand and Segal, 2014: 947). This means that the inequality measured among
households does not include all the forces that, in a national economy, may produce disparities – including the functional distribution of income, the role of the
business sector, etc.
The focus of this section is on the distribution of income across households. As
discussed in the introduction, we can compare inequality emerging from market
outcomes (in Figure 2.7) and assess the redistributive impact of taxes and public
transfers (in Figure 2.8) and of the provision of public services (in Figure 2.9).
Market income distribution among households, and its trend, depends on
several factors. First, the inequality within each income source and the share of
total income obtained by that source are important – for instance, the increasing share of capital income tends to increase inequality because capital income
distribution is usually very unequal among households. Second, the number
of household components and income recipients matters. A higher participation rate of females belonging to the poorest households reduces inequality;
if females of richer households enter employment, inequality increases. Third,
the income gaps among household components are relevant – when couples
comprise two high earners (the so-called assortative mating) market income
inequality grows.
Extensive studies have documented the general rise in income inequality
in advanced countries in the last three decades (see OECD, 2008, 2011, 2015;
Salverda et al., 2014; Bogliacino and Maestri, 2014; Morelli et al., 2014). In this
section we focus on a selected group of countries – in Europe and the US – that
are representative of the diversity of inequality patterns. In the period 1985–2010
disparities – measured by the Gini coefficient – have increased everywhere, with
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a partial exception for the Netherlands. The highest increases took place from the
mid-1980s to the mid-1990s, except for Germany, where inequality has increased
most in the second part of the observed period. In 2010 the UK, France, Italy, the
US and Germany ranked (in this order) as the most unequal rich countries, with
Gini values around 0.50, while the Netherlands, Denmark and Sweden had a lower
inequality, with Gini values around 0.43.
Can policies affect such market outcomes? In Figure 2.8 we show the values of
the Gini coefficients for the disposable monetary income for households – income
after taxes and transfers. The redistributive impact of public action is significant,
especially in Europe, with a substantial lowering of inequality levels. In 2010 the
US, the UK, Italy, France, the Netherlands and Germany rank (in this order) as the
most unequal countries, with Gini values ranging from 0.38 to 0.28. Since 1985,
however, the same general pattern of rising inequalities is evident even after redistribution; the more equal societies – Denmark and Sweden – experienced between
1995 and 2010 the largest rise of inequality in disposable incomes of all countries.
In the last period the Netherlands and Italy recorded a slight reduction in the Gini
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coefficient and in the UK its growth has been modest. The increase in the Gini
indexes has continued in most countries when we look at the 2013 data reported
by the OECD (2015: 24, Figure 1.3).
Outside these countries, Spain, Portugal and Greece had a partly different pattern, as they experienced a delayed reduction of inequality after the end of dictatorships in the 1970s, a fall that continued in some cases for several years (Bogliacino
and Maestri, 2014: 16).
The average household disposable income was heavily affected by the crisis
started in 2008, with a stagnation or fall in real terms in most OECD countries.
In the countries most hit by the recession, the losses reached 8 per cent per year
in Greece and 3.5 per cent per year in Spain, Ireland and Iceland. Behind such
averages, however, the fall in disposable income was concentrated in the poorest
households; in Spain the bottom 10 per cent of the distribution had a loss of almost
13 per cent per year, while the richest 10 per cent had a reduction of 1.5 per cent
only (OECD, 2015: 24).
Behind the aggregate measures of inequality different drivers are at work
that can be identified by the combined use of the different indicators. Several
studies – including the OECD (2008) report – have pointed out that a rise in
income shares by the top quintile of the income distribution (the richest 20 per
cent of households) has been a key determinant of greater inequalities in most
countries. In the last 20 years, the average annual growth of real incomes of the top
quintile has been twice as large as the one of the bottom quintile (the poorest 20
per cent of households) (OECD, 2008). Again, this evidence is consistent – in spite
of the different perspective and data sources – with the previous findings on the
rising share of capital and of top incomes.
Considering the data on household disposable income – after taxes and transfers –
the decrease reported for the Netherlands (Figure 2.8) has been mainly due to the
increase in participation rates of females belonging to less advantaged households
and has been favoured by gender reconciliation measures and the introduction of
part-time contractual arrangements (Kenworthy and Pontusson, 2005).
In the case of Italy, the large increase of market income inequality from 1985
to 2010, and the reduction of disposable income inequality, have been explored by
several studies. The main rise of the Gini index was associated to the effects of the
1992 recession and to the restrictive fiscal policies that were introduced (Ballarino
et al., 2014). Through a decomposition of the Gini index on market inequality by
income sources, Fiorio et al. (2012) found that the main driver of divergence were
labour incomes (mostly by self-employed). Over these years Italy experienced a substantial growth in employment, which – by reducing the number of zero earners –
is considered the crucial driver of a decrease of inequality. Italy’s employment
growth did not reduce inequality, as a large part of new jobs went to females belonging to better-off households, especially in the southern regions (Ballarino et al.,
2014). On the other hand, new jobs have often been associated to low wages and
to widening wage disparities due to labour market deregulation. The resulting rise
in inequality is also affected by the increasing share of self-employment incomes,
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the rise in rents and returns on financial capital. Changes in these other sources
of income have expanded overall disparities. The result is that, since the 1990s,
substantial increases in living standards have benefitted managers, pensioners, selfemployed and rentiers, while disadvantaging white-collar and blue-collar workers
(Brandolini, 2005). True inequality could also be higher because of unreported
income and tax evasion, which mainly advantages those on the upper part of the
income distribution.
In the case of the US, a useful summary of these dynamics is provided by
Atkinson and Bourguignon (2014b: xix, xx) with graphs mapping the Gini coefficient for household gross income and the share of the top 0.1 per cent in gross
income; both variables show a strong increase starting in the early 1980s after a long
period of stability. However, the earnings of the top decile measured as a percentage
of median income have had a continuing rise since 1945, from less than 150 per
cent to close to 250 per cent, suggesting that the ‘distancing of the top’ has been a
permanent aspect of US income distribution. From 1945 to 1980 such a pattern,
however, was compensated by a ‘catching up of the bottom’, documented by the
rapid fall over that period of the share of the US population living below the official poverty line – fallen from 35 per cent in 1950 to just above 10 per cent at the
end of the 1970s. From the 1980s growth at the top continued and improvement
at the bottom stopped, leading to the change of direction of the Gini coefficient,
which started a steady rise.
Finally, a thorough assessment of the redistributive role of the State should
include not just taxes and monetary transfers, but also the activities that provide services outside the market – such as health, education and caring – offered to all citizens in particular social conditions as part of their social rights. This State provision
limits the range of economic activities based on ability to pay and introduces the
principle that in some fields of crucial social relevance services should be granted
to all and funded through general taxation. This was a fundamental principle of the
expansion of the welfare state in post-war decades – when inequality had the steepest fall – and plays a key role in assuring the basic conditions for the development
of individuals’ capabilities and for their equality of opportunities.
How can we account for the impact of these activities on inequality? Non-market public services granted to all as citizenship rights have a pervasive egalitarian
effect in economic, social and political contexts that may, however, be difficult to
quantify. The simplest way to proceed is to consider them ‘transfers in kind’ that
integrate monetary transfers by the State. We could assign to all individuals a share
of the cost of such services as the monetary equivalent of the services they have
obtained. If we compare the same service provided free by the State and at a price
by private organisations, it makes sense to consider that all users of the former have
had an additional consumption (paid through taxes) that avoided the expenditure
sustained by the buyers of the latter. In this case, we can add to individual (or
household) incomes the relevant share of the monetary cost of the services they
have obtained, and recalculate inequality on this disposable income adjusted for
public services.
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Limitations in the availability of recent data and methodological problems are
obstacles to such a thorough assessment. The more systematic study available is in the
OECD report ‘Divided We Stand’ (OECD, 2011: chapter 8), where a wide range of
public services are considered – health, education, childhood services, services to the
elderly, social housing and other services (to the disabled, unemployed, etc). Such public
provision is of great relevance, accounting – when the value of services is calculated at
their cost of production – for 20 per cent of GDP in Denmark and Sweden and 12–13
per cent in Italy and the US. Education and health are the most important components everywhere, accounting for more than three-quarters of all public provisions.
More importantly, the provision of public services outside the market is more important than cash transfers from the State to households in almost all countries (Italy is an
exception); typically, the former are one-third higher than the latter. Looking at the
impact of public services on households we find even higher effects.When we add the
monetary value of services to disposable income – post-tax and transfers – we find an
increase in average household income close to 40 per cent in Denmark and Sweden
and of 29 per cent in the OECD average. This increase is relevant for all households,
but in percentage of disposable income is of vital relevance for the poorer ones. The
rise in income amounts to 76 per cent for the poorest 20 per cent of households and
to 14 per cent for the richest quintile (OECD, 2011: 314–16,Table 8.1).
By offering a generally egalitarian set of public services – some of which are
in fact targeted to the poor – State policies can indeed significantly reduce the
inequality that we have measured so far in monetary terms. Figure 2.9 reports the
OECD data for the countries we have considered, comparing for 2007 the value
of the Gini index calculated on household ‘cash’ disposable income (after taxes and
transfers) and the Gini index on the ‘extended’ income that includes the imputed
value of public services. The provision of public services leads to a general reduction of inequalities in all countries and to some changes in the rankings. In percentage terms, the Gini on ‘extended’ income falls by 17–19 per cent in Germany, the
US, Italy and the Netherlands, and by 21–24 per cent in France, Sweden, Denmark
and the UK. The US remains the most unequal country. In the UK the extent of
provision of public services brings inequality below the Gini index for Italy and
close to the value for Germany.The Netherlands has less redistribution than France,
while Denmark and Sweden emerge again as the most egalitarian countries, with a
significantly reduced Gini index below 0.20.
When we compare data for 2007 with data for 2000 divergent trends emerge. In
France and Sweden we find that disparities in ‘cash’ disposable income have fallen,
also bringing down inequality in ‘extended’ income; in all other countries we consider (and the OECD-17 average) both measures in 2007 are higher than in 2000.
All countries except the UK have experienced a reduction in the redistributive
impact of public services (measured as a percentage of ‘cash’ disposable income),
suggesting that cuts in public services have reduced their egalitarian effect. In fact,
the OECD report shows that the greater the fall in the share of public services in
household disposable income – associated to cuts in expenditures – the deeper
the fall in their contribution to reducing ‘cash’ inequalities (OECD, 2011: 330–1,
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Table 8.8, Figure 8.11). Since 2007, the impact of the crisis and of austerity policies
in most countries has further reduced the redistributive effect of public services
(see Bogliacino and Maestri, 2014: 23).
The different measures of inequality discussed above have recorded a substantial
increase of disparities between the 1980s and today in all advanced countries. The
rise has sometimes been steady, in other cases it has been concentrated in a period
and followed by stability. Across countries different factors have played a key role
– the share of income going to capital, or the income of the richest 10 per cent,
the distance between top and median incomes, or between median and bottom
incomes – and the relevance of policy has differed, with a different ability of taxes,
transfers and the provision of public services to reduce the disparity of the distribution emerging from market earnings.

2.5 Inequality within labour income
The third ‘engine of inequality’ we identified in chapter 1 is the ‘individualisation’
of economic and social conditions.This means that disparities have increased within
types of income and within social groups, variously defined. Much attention has
been devoted to the growing inequalities within labour incomes, resulting from the
rapid rise of top incomes and the stagnation or fall of lower wages. We have already
documented the former and pointed out that the remuneration of top managers
and professionals – mostly made of stock-based pay – can hardly be considered a
‘wage’. Disparities within wages, however, have greatly increased at all levels.
A recent Eurofound study (2015a) examined wage inequality (for full-time
equivalent wages in purchase power parities (PPPs)) considering Europe as a whole
and found an overall Gini coefficient in 2011 of 0.346. Wage disparities within
Europe declined up to 2008 as a result of the convergence in average wages of
central-eastern European countries, while in southern Europe no real increase took
place, and German wages stagnated. Since 2008 the crisis has led to a rising inequality driven by disparities within countries, with major wage decreases in southern
Europe. Comparing countries and industries, a major role of collective bargaining
emerges, leading to higher and more equal wages (Eurofound, 2015a: 61–2). Moreover, the rise in ‘non-standard’ forms of employment – temporary and precarious
work, outsourced self-employment jobs, etc. – has been identified as major factor
in rising inequality, reflecting the changing balance of forces between capital and
labour (ILO, 2015; OECD, 2015).
Mainstream interpretations of disparities within wages have argued that this is
largely because of differences in skills and education; the argument is that market
outcomes reflect individual differences in education, abilities and effort, and that
such disparities are the result of ‘merit’ that deserves to be rewarded by labour
market outcomes. A large literature – recently surveyed by Salverda and Checchi
(2014) – has addressed such questions, arguing that disparities within wages are
indeed a key determinant of the overall rise in income inequalities. A first stream of
studies has investigated the impact on wage inequality of the shifts in the demand
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and supply of labour resulting from changes in education, technology, globalisation,
etc. A second stream of research has considered the impact on earning inequality of
labour market institutions – such as minimum wage, union presence, employment
protection and unemployment benefits.
What is the empirical evidence of the ability of education to explain the growth
of earnings inequality? Mainstream views, largely based on studies in the US and
the UK, have argued that growing inequality since the 1980s has been driven by
the increasing skill premium for high-skilled workers (Bound and Johnson, 1992;
Katz and Murphy, 1992). Skill biased technological change (SBTC, that is complementary to higher skills) and globalisation (that replaces low-skilled workers in
advanced countries with the increasing supply of workers in developing countries)
have been considered as the most important causes of the rise in the skill premium.
In this view, differences in human capital are a key driver of wage inequality and
investment in higher education is generally recommended as the best policy for
both productivity growth and for reducing inequality.
However, detailed empirical studies suggest that human capital variables, such
as experience and education, are able to explain at most a third of the variance
in wages, while residual or within-group wage inequality – i.e. wage dispersion
among workers with the same education – represents the largest part of this variance (Lemieux, 2006). In other terms, while differently educated individuals experience wage gaps, wage disparities are also found between individuals with the same
education (e.g. inequality within groups with the same education).
We report here results from the study by Franzini and Raitano (forthcoming)
on European countries, using data from the EU Statistics on Income and Living
Conditions (EU-SILC) survey of households (Figure 2.10). Workers are divided into
three subgroups according to their educational attainments, and disparities in wages
are associated either to differences in skills (‘between-group inequality’) or to factors
not related to skills (‘within-group inequality’). The index used is the mean logarithmic deviation because it is perfectly decomposable among subgroups – i.e. can
be expressed as the sum of between and within inequality.4 The decomposition by
the three educational groups shows that in EU15 countries educational attainments
explain a very small share of wage disparities – 12.5 per cent of total earnings inequality in France, 12 per cent in the UK, 10 per cent in Italy, as low as 3.2 per cent in
Sweden – as shown in Figure 2.10. Around 90 per cent of the wage gap among
workers is linked to within-group inequality, i.e. to differences not directly related to
education degrees (similar results are in Cholezas and Tsakloglou, 2007).
The time trend of within-group inequality has been investigated for Italy by
Franzini and Raitano (2014), using a long panel dataset tracking private e mployees.
Considering weekly wages of full-time workers, results show that the share of

inequality due to educational attainments has constantly fallen since 1992; the share
due to the between group component decreased from 16.5 per cent in 1992 to
8.9 per cent in 2007.
This empirical evidence suggests that other determinants – different from
education – are affecting the rising disparities in labour earnings. The growing
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The importance of educational levels on inequality in gross earnings, 2006

Note: Individuals are grouped in three educational groups; inequality is measured by the mean logarithmic deviation, decomposed between the (small) share due to disparities between educational groups and
the (large) share due to disparities within each educational group.
Source: Franzini and Raitano (forthcoming), data from EU-SILC survey (2007)

power of capital over labour and the individualisation of economic conditions – two
of our ‘engines of inequality’ – can highlight much of the developments leading to
higher inequality among wages. The labour force has become more segmented on
the basis of ethnic or migrant status and on the basis of the labour contract in force,
with the diffusion of precarious employment and of different contracts for the same
job. Union power has been reduced, with a lower union membership, m
 ilitancy and
ability to protect working conditions especially for the weakest groups of workers.
The coverage of national collective contracts has been reduced, wage setting at
the company level has expanded and minimum wages have not been effective in
protecting low earners. Employment protection legislation has been scaled back
in most countries, leaving more room for disparities in wages (see Salverda and
Checchi, 2014: 1, 631). Some of these issues will be addressed in chapter 4, looking
for explanations of the current rise in inequality.

2.6 Inequalities at the regional and world level
The analysis so far has focused on inequalities within countries. There are many
reasons for the relevance of such a perspective. People assess their wellbeing in
the context of the society where they live, and inequalities within their countries
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are those that matter most. National economies are the units where governments
can introduce policies that affect inequality through taxation, transfers and public
services, and most data we can use for investigating inequality are available at the
national level.
Other perspectives, however, may be relevant. One is the subnational level, looking at disparities at the levels of regions within countries, and within Europe as a
whole.The other one is the global level, looking at disparities among all the world’s
citizens.
First, when we look at disparities within the regions of a country, we may find
novel results. As pointed out by Bogliacino and Maestri (2014: 22), in the case of
Italy inequality within regions tends to be low, but the diversity of incomes among
regions leads to the high level of overall inequality documented for the country as
a whole. National patterns may therefore be the result of more complex dynamics,
with some regions increasing and others reducing inequality.
Second, we can consider inequalities in Europe as a whole. The previous analysis has found that individual European countries have lower disparities than the
US. When we consider the EU as a whole, however, intra-European disparities in
individual incomes appear to be greater than those in the US (Galbraith, 2012).
Meliciani (2015) has investigated disparities among the regions of the European
Union, finding that there is weak evidence of convergence in GDP per capita and
an increase in disparities in employment rates. In particular, the fall in dispersion of
GDP per capita among all EU27 regions hides an increase in disparities among the
regions of ‘old’ member states – especially after the 2008 crisis – and a catching up
towards the EU average GDP per capita of some regions of ‘new’ central-eastern
European member states, where within-country regional disparities increase. The
same pattern is found also for labour productivity and employment rates.
Finally, we need to consider inequalities at the global level. Economic inequality
at the international level has been explored on the basis of three types of measures: differences between national per capita incomes; inequality between country
averages weighted by population; and inequality among all the world’s individuals
(Milanovic, 2005). Over the past century – considering Gini coefficients – there is a
clear increase in the first definition of inequality, an increase followed by a moderate
reduction since the 1960s in the second one, and an increase followed by a stability
since the 1960s in the third one (Milanovic, 2005: 143).
The latter measure – inequality among all world individuals – is the most important indicator, although it poses several methodological problems – comparability of
sources, use of household surveys, national accounts or tax return data, conversion of
currencies using purchasing power parities, choice of equivalence scales, etc. – and the
adopted solution may influence results.
Recent works by Milanovic (2012), Lakner and Milanovic (2013) and Anand
and Segal (2014) have explored this issue. Milanovic (2012) has provided new
data – based on household surveys – on global income inequality on the period
1988–2005, including most world countries (103 to 124 countries) and covering
almost all world GDP (95 per cent to 98 per cent of global GDP in PPP$) and
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world population (87 per cent to 92 per cent). Anand and Segal (2014: 953) supplement it with tax return data for the income of the top 1 per cent, as top incomes
are generally excluded from survey data. They focus on the household per capita
income of individuals and find that global inequalities have increased over all the
period. Between 1988 and 2005 the income share of the world’s richest 10 per cent
increased from 58.5 to 60 per cent; the share of the richest 1 per cent went from
17.3 to 20.7 per cent; the Gini index went from 0.726 in 1988 to 0.735 in 2002
and to 0.727 in 2005; and the mean logarithmic deviation and the Theil T have also
increased over the same period. It should be pointed out that in 2005 the richest
1 per cent of the world population was made by about 60 million people who
have a per capita household income greater than $42,000 (the lower threshold for
this group, in purchasing power parities). In the US the threshold for entering the
richest 1 per cent is about twice the one at the world level. The average income of
the world’s richest 1 per cent is about $90,000, almost 21 times the world average,
and 214 times the average of the 1.4 billion people who live below the income
threshold of $1.25-a-day (in PPPs) and who account for 21 per cent of the world
population (Anand and Segal, 2014: 955, 975, Table 11.3).
When the incomes of the top 1 per cent are not considered – as in Milanovic
(2012), Lakner and Milanovic (2013), and in separate estimates by Anand and Segal
(2014) – global inequality remains stable between 1988 and 2005. At the global
level, as in advanced countries, the rise in inequality is mainly driven by the growth
of top incomes.
Over this period the world distribution of income has been deeply affected by
the rise of average incomes in emerging countries – most notably in China – and
by the increase of domestic inequalities in both advanced and emerging countries.
The decomposition of inequality measures provided by Anand and Segal (2014:
Table 11.3) shows that at the global level between-country inequality still accounts
for two-thirds to three-quarters of all disparities and that its reduction has been
6–8 percentage points (depending on the index used). Conversely, within-country
inequality increased substantially. Given these patterns, if all between-country disparities were eliminated (i.e. all countries had the same average income), total world
inequality would still be high, with a Gini index of 0.43, similar to the inequality
level of China in 2005 (Anand and Segal, 2014: 963).
Still, not all emerging countries are following the same route of expanding
domestic inequality. There is now strong empirical evidence that in the last decade
the change of policy in most Latin American countries has led to a substantial
reduction of inequality, with redistributive public policies playing a major role in
this outcome (Birdsall et al., 2011; Cornia, 2012).

2.7 Inequalities in wealth
We have so far investigated the annual flows of incomes to individuals and households. Their economic strength and wellbeing, however, are deeply affected by the
stock of wealth they own. Piketty (2013) has shown how important wealth is for
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understanding the dynamics of inequality, and how complex the relationships to
income growth and inequality are.
Wealth is made of real estate assets – most notably the house where a family
lives – and of financial assets minus debt. Data sources are limited and difficult to
compare, and include the United Nations University WIDER project, the Global
Wealth Report of Credit Suisse, the Luxemburg Wealth Study and the Household
Finance and Consumption Network of the European Central Bank. The main
studies on wealth inequality include OECD (2008, 2015), ECB (2013), Piketty
(2013), Piketty and Zucman (2014b), Maestri et al. (2014).
The European Central Bank (ECB, 2013) has published the first results of the
survey produced by the Eurosystem Household Finance and Consumption Network with data on assets, debt, net wealth, income and consumption in 15 Eurozone countries for 2010. It provides data on real wealth – including the value of the
main residence, other real estate property, vehicles, valuables and self-employment
businesses – on financial wealth – including deposits, private pensions or life insurances, mutual funds, shares, bonds and other financial assets – and on household debt
(that is subtracted from the former in order to obtain net wealth). Wealth data are
not equivalised for household size (as is done for incomes), do not include the value
of public pensions and in some countries private debt is highly affected by the debt
incurred for undertaking higher education.
The most stinking finding is that the bottom 20 per cent of Europeans have a
net wealth of zero – more precisely, the mean value of the lowest quintile is -2,800
euros; one European in five either has no assets, or his debt is higher than assets.
Moving up, the second quintile has an average net wealth of €29,400, the third
one €111,900, the fourth one €235,100 and the richest 20 per cent of Europeans
have a mean value of €780,700 in net wealth; they own 68 per cent of total
wealth. Even within this group wealth is highly concentrated, with the top 5 per
cent of households owning 37.2 per cent of net wealth.Variations across countries
are significant and are mainly due to the importance of home ownership; the
mean net wealth of households is higher in Spain (€291,000), Italy (€275,000),
Austria (€265,000) and France (€233,000), and lower in Germany (€195,000),
the Netherlands (€170,000) and Finland (€161,000) (ECB, 2013: 72–6,Table 4.1).
In the aggregate of 15 countries, real assets account for almost 85 per cent of
total assets (gross of debt); the median value for households is €145,000.Within real
assets the main residence accounts for 61 per cent, other real estate for 23 per cent
and self-employed businesses for 12 per cent. In the Eurozone 60 per cent of households own the house where they live (one-third with a mortgage) and the median
value of the main residence is €180,300. Considering other real assets, the median
value of other real estate property is €103,000, of vehicles €7,000, of v aluables
€3,400 and of self-employed businesses €30,000 (ECB, 2013: 5, 27, Table 2.2).
Looking at financial assets – accounting for just 15 per cent of total assets – their
composition includes 43 per cent of deposits, 26 per cent of private pensions, 9 per
cent of mutual funds, 8 per cent of shares, 7 per cent of bonds and 5.3 per cent of
other financial assets. The median value of financial assets for Eurozone households
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is €11,400, suggesting a very limited relevance of finance in the wealth of most
Europeans, well below the importance found in the US and the UK.   While 96 per cent
of households have bank deposits, only 33 per cent have private pensions or life
insurances and all the other financial assets are owned by less than 15 per cent of
households. Conversely, 44 per cent of Eurozone households have debt, 23.1 per
cent have mortgage debt and 29.3 per cent have other types of debt (ECB, 2013: 5).
How did the concentration of wealth change in past decades? Maestri et al.
(2014: 88, 95, Figures 4.1, 4.3) show that a clear pattern of rising wealth inequality can be found between 1970 and 2011, and in particular in the last decade, in
almost all advanced countries. As a measure we can again use the Gini coefficient,
noting that it may not be directly comparable with the one calculated on incomes
as the poorest deciles have negative wealth, and therefore the range of variation
is no longer between zero and one. In 2011 the US show again the highest values of the Gini coefficient on wealth, above 0.8, with Denmark, Sweden and the
Netherlands reaching similar levels in 2011, after rapid increases in inequality in
the last decade. Germany is also rising, with a Gini coefficient around 7.5, while
the UK and Italy in 2011 are below the 0.7 level as a result of a fall in recent years.
The speculative bubbles of past decades have heavily affected the price dynamics
of real estate and financial assets; as the 2007 crisis has led to (temporary) falls in
housing and stock prices, a stabilisation or a reduction of wealth inequalities has
appeared in some countries.
Wealth inequality has worsened in Nordic countries in particular. Net wealth
has become negative for the four bottom wealth deciles in Denmark, for the three
bottom deciles in Sweden and is negative or zero for the three bottom deciles in the
Netherlands. The spread of debt is a major source of such developments, including
housing and student loans. In the Netherlands, even before the crisis, housing loans
were 110 per cent of the value of assets; in Sweden 25 per cent of households have
a student loan (Maestri et al., 2014: 91–2). However, in Nordic countries the extent
of public transfers and service provision, including social housing – documented
in the previous sections of this chapter – makes sure that most of the households
holding no net wealth can avoid conditions of poverty.
Wealth inequality is much higher than income inequality – looking at Gini
coefficients, disparities are generally twice as high – but their relationship is complex. Maestri et al. (2014: 98, Figure 4.7) provide a useful picture of the combinations of income and wealth disparities that are found in advanced countries,
resulting from economic and institutional differences. The US, Australia and, to a
lesser extent, the UK, show high inequality in both aspects. Southern European
countries – Italy and Spain, but also Japan – have high disparities in income, but
lower ones in wealth, mainly due to the relevance of home ownership. Conversely,
Sweden, Denmark and, to a lesser extent, France, have low income inequality,
resulting from an important role of the State in redistribution and public provision,
but high wealth disparities.
A complementary picture of wealth dynamics is the one provided by Piketty
(2013) based on tax returns – from inheritance and incomes – focusing on the
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e volution of top incomes in the long term. Figure 2.11 compares, over two centuries,
the shares of the wealthiest 10 per cent and 1 per cent in the US and Europe –
calculated as the average value for Britain, France and Sweden. From 1810 to 1910
Europe’s aristocracy had an almost total control of wealth: the top 10 per cent had
80–90 per cent of wealth; the top 1 per cent had 50–65 per cent of wealth, both with
a rising trend. In the US the top groups started from a much lower level, but increased
their share of wealth more rapidly: the top 10 per cent went from less than 60 per cent
to more than 80 per cent of total wealth; the top 1 per cent from 25–45 per cent.
The two world wars brought about a steep fall of all shares; since 1950 the shares of
the wealthiest Americans stabilised and rose again after 1970; in Europe the fall of
both shares continued until 1970 as a result of the taxation and redistributive policies
of the welfare state, rising again after 1980. In this perspective, in the US the wealthiest 10 per cent had, in 2010, more than 70 per cent of total wealth, close to the level
of 1930; in Europe their share was above 60 per cent. Looking at the top 1 per cent,
in 2010 their share in the US was close to 35 per cent, slightly lower than in 1930; in
Europe their share of total wealth was under 25 per cent.
These data confirm that today wealth inequality is at extremely high levels and
growing. In the US the concentration of wealth is particularly striking; in fact, both
income and wealth inequality today are similar to the levels recorded around 1930.
In Europe – where financial wealth is less important and home ownership more
widely diffused – absolute levels of inequality are lower, but still at unprecedented
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levels since 1970 (Piketty, 2013: 550–7). In the analysis of Piketty, the roots of such
dynamics are in the diverging patterns of the rate of return to capital and of the rate
of growth of the economy – an issue that will be discussed in chapter 4, where the
explanations of inequality are addressed.
The difference between the US and Europe is related to the diversity in wealth
structures; in Europe two-thirds of assets are housing, and one-third is other domestic capital – businesses and financial assets – while in the US the latter account for
about 60 per cent of all assets; both agricultural land and net foreign assets account
for negligible shares (Piketty and Zucman, 2014b: 1, 311–14).The post-war decades
have seen the diffusion of home ownership in Europe; in recent years the rising
house prices have inflated such asset values, resulting in a lower concentration of
wealth. In the US since the 1970s the importance of finance and the extreme rise
in values associated to successive speculative bubbles have been a key driver of the
country’s wealth. In this regard, the rise of finance in the US has been a specific
form taken by the first ‘engine of inequality’ discussed in chapter 1 – large and
growing disparities in wealth are both the result of and a factor contributing to the
power of capital over labour.
The extreme concentration of wealth now reached in the US raises new
problems in terms of its inter-generational transmission through inheritance, a
process that drastically reduces the possibility to acquire wealth through labour
income, leading to what we have called ‘oligarch capitalism’ – the second ‘engine
of inequality’ – an issue that will be addressed in the next chapter. Chapter 4 will
then explore the explanations for the rising disparities we have documented in
income and wealth.

Notes
1

The G20 includes Argentina, Australia, Brazil, Canada, China, France, Germany, India,
Indonesia, Italy, Japan, the Republic of Korea, Mexico, the Russian Federation, Saudi
Arabia, South Africa, Turkey, the UK, the US and the European Union.
2	Economies included are EU countries, the US, Canada, Norway, Iceland, Israel, Australia and New Zealand. The gap between productivity and wage growth has been documented for the US by Fleck et al. (2011) and by the Economic Report of the President
(USCEA, 2014).
3	Data for individuals are transformed into the household data used here using equivalence scales. If we compare a household with one person and a household with two
persons having the same total monetary income, the benefits obtained by each individual of the latter household are more than half that of the former. Market incomes are
gross of taxes and public transfers. In Figure 2.8 disposable income is examined, including taxes and transfers; following standard methodology, home production, imputed
rents for owner occupiers or fringe benefits are not included in disposable income.
4	Between-group inequality measures the inequality that would emerge if all individuals
in a subgroup earned the mean income of the subgroup; within-group inequality is the
weighted average of the inequality measured inside all subgroups.

3
FAMILY MATTERS

3.1 Introduction
The second engine of inequality we identified in chapter 1 is the structural transformation of the economic system as a result of the unprecedented importance
of top incomes, the ever stronger concentration of wealth and mechanisms that
reproduce inequality from one generation to the next through the importance of
family, heritage and lack of social mobility. ‘Oligarch capitalism’ is what is emerging
in advanced countries, and it resembles closely the economic and social situation
of the early twentieth century. Pointing out the importance of inherited wealth
for individual life prospects and its impact on the concentration of wealth, Piketty
(2013: 184) compared our societies to the ones described in the novels of Jane
Austen and Honoré de Balzac, where ‘the past tends to devour the future’ (Piketty,
2013: 600).
In this chapter we investigate two main drivers of oligarch capitalism – the
importance of inherited wealth and the influence of parents’ condition on children’s economic success in the labour market, two instances where ‘family matters’.

3.2 Inherited wealth
Inherited wealth is a key factor in shaping economic and social inequality, and
Piketty’s book (2013) shed new light on this largely neglected issue. In the period
following the Second World War, inherited wealth became less important and the
chances were high that savings out of the labour income earned during a lifetime
could lead to the accumulation of an amount of wealth comparable to the average
inherited wealth. In France, the country for which reliable data are available over
a very long period of time, according to Piketty’s calculations, between 1950 and
2010 the share of annual inheritance flow over national income has gone up from a

Family matters 45

little more than 4 per cent in 1950 to more than 12 per cent. This ratio reached its
highest value (24 per cent) at the beginning of the twentieth century (Piketty, 2013:
633, Graph 11.6). In parallel, while in 1970 the share of inherited wealth in total
wealth was 45 per cent, today it is close to 70 per cent, and it may stabilise at a share
of 80 or 90 per cent, at a similar level to that at the start of the twentieth century
(Piketty, 2013: 638, Graph 11.7; see also Piketty and Zucman, 2014b).
The growing importance of inherited wealth has many worrying implications.
The past will matter more than the present and the future, thereby shaping a pattern of distribution that has little to do with merit, economic efficiency and social
justice.The gap between those who live on inherited wealth and those who live on
their labour earnings widens and this role of inheritance further increases income
inequality. Inherited wealth is very unevenly distributed and if it gets more importance, it will translate into greater income inequality and persist across generations.
The forces behind such tendencies are easy to identify. The first one is the rise
in the rate of return on wealth pointed out by Piketty’s book, which has allowed an
expansion of asset values transmitted through heritage.
The second force is the fiscal treatment: inheritance taxes can be an effective
tool against the concentration of wealth (Bertocchi, 2007). In many countries
policies have offered a more favourable fiscal treatment to inheritance, and this is
a major reason for the trends we are observing. According to the recent Worldwide
Estate and Inheritance Tax Guide by Ernst & Young (EY 2014), since 2000 several
countries have cancelled their inheritance taxes, including Austria, Norway and
Sweden; others took a similar step 30 years before (Australia and Canada) or
simply do not have such a tax (Russia). Several other countries have introduced
changes that made it much easier to transfer wealth from parents to sons, daughters or other relatives; in particular, tax rates have been reduced or exemption
thresholds have been raised.
The effects on inheritance of these changes can be important. First, for a given
amount of gross wealth, a greater net wealth is transferred across generations. Second, there is a greater incentive to accumulate wealth with the motivation to ‘leave
more’ to sons (see Jappelli et al., 2010 for the case of Italy).
Restoring taxes on inheritance seems necessary in order to avoid that inequality
may keep increasing and, above all, that it results in undeserved privileges. The policy proposals in this regard are discussed in chapter 5.

3.3 Family background and labour income
Beside inherited wealth, family matters because it affects in more subtle ways the
economic success of the new generation, in particular the income earned in the
labour market. Available data show that, at least in some countries, the correlation
between individuals’ labour earnings and their parents’ income is very high. This
means that rich parents transmit to their children not only the wealth from which
they will earn capital income, but also some other advantage that allows them to
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get, on average, a higher labour income, either as an employee or self-employed.The
countries where the transmission of this advantage seems to be stronger are European Mediterranean countries, the UK and the US. One can notice that those are
also countries where current income inequality is comparatively high and there are
good reasons to believe that coincidence is not accidental. Indeed, one of the possible consequences of high inequality, though a neglected one, is its likely impact on
the intensity of the inter-generational transmission of advantages and disadvantages,
i.e. on social and economic mobility across generations. Ermisch et al. (2012: 3) in
their introductory essay to a volume on how parents can influence the economic
and social future of their children, write: ‘Of all the potential consequences of rising
economic inequality, none is more worrisome, or more difficult to study, than the
possibility that rising inequality will have the long-term effect of reducing equality
of opportunity and inter-generational mobility’.
In this chapter we provide evidence on the influence of family background
on labour income in various countries, and on the correlation between the inter-
generational transmission of inequality and current economic inequality. We also
try to identify the channels through which such influence is exerted and their
implications for policy intervention. Finally, we argue that the importance of economic and social mobility should not be underestimated: a truly democratic society
cannot do without it, as emphasised by many thinkers of various credence and, in
particular, of liberal conviction – from Tocqueville to Stuart Mill to Pareto. Social
mobility can indeed be seen as a hallmark of modernity.
The transmission of inequality from one generation to the next has much to
do with the concept of mobility. Economic and social mobility across generations
can be differently interpreted and there is often some confusion in the use of these
terms. Sociologists, who have studied social mobility for several decades now, usually distinguish between absolute and relative mobility (Erikson and Goldthorpe,
1992). Absolute mobility implies that the economic or social situation of children
is (in some meaningful sense) better than their parents’. Relative mobility, instead, is
defined as a situation in which children’s places in the social and economic ranking
of their generation changes compared with that of their parents a generation earlier.
This concept of mobility has much to do with inequality and its transmission
from one generation to the next. In fact, if inequality is completely transmitted
from parents to children, children will rank in the same order as their parents in the
social or economic scale. High relative mobility means that the sons of the poor will
not be concentrated at the bottom of the social scale, nor the children of the rich
mainly in the upper positions. If, on the contrary, it is possible to predict precisely
the position that children will have in the income distribution on the basis of their
parents’ position, then we can conclude that economic mobility is absent.
These positions can refer to social status or occupation (what sociologists are
most interested in) or to economic conditions, as measured by income (what
mainly draws economists’ attention).
Social and economic mobilty are related, because social status and income are
related. Generally, more prestigious social occupations bring higher income. Here
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we are concerned with income and will refer to countries where the data for comparing the labour income of parents and sons/daughters are available.
The inter-generational transmission of inequality is a complex phenomenon. In its
assessment there are several problems, including the availability of reliable data, the stage
of the son’s/daughter’s career at which income should be measured, how to treat the
case of children who have multiple parents and so on (Jäntti and Jenkins, 2014). A further obstacle relates to the indicator to be used for representing the degree of inter-
generational transmission of inequality. It is now common practice to use the so-called
inter-generational elasticity coefficient (b).1 The closer this coefficient is to one, the stronger the transmission of inequality.When b is zero, mobility is perfect and no inequality is
transmitted across generations.When it is equal to one, inequality among the offspring is
a perfect mirror of that among their parents; that is, the society is c ompletely immobile.
According to many empirical studies2 the European countries where the b coefficient is lowest are the Nordic ones followed by Germany, Spain and France. The
UK and Italy show much higher values and are the least mobile; at least 50 per cent
of the inequality existing between parents is transmitted to the next generation. If we
extend the analysis beyond Europe, the US emerges as an immobile society, not much
different, according to this measure, from the worst-performing European countries.
This finding came as a surprise to those who believed in the ‘American dream’ of high
mobility. Canada and Australia perform much better, and even in Japan the transmission of inequality is much lower than in the US. Figure 3.1 shows these findings.
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Note: b coefficient of inter-generational elasticity; with a value of 1, inequality among the new generation is exactly the same as in the old generation; with a value of 0 there is perfect social mobility.
Source: Corak (2013)
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Is is interesting to notice that the b coefficient is not constant across deciles; in
other words, it changes as we move from lower to higher levels of income. In particular, in most countries it is higher for higher-income brackets, meaning that the
sons of the rich are the least mobile – i.e. have very low chances of sliding downward in the economic and social ranking with respect to their family of origin.
According to a number of empirical studies, current inequality is positively correlated with its inter-generational transmission. As Figure 3.2 shows, the countries
where income inequality is low are generally countries where economic mobility
is relatively high and vice versa. Italy, the UK and the US exhibit the worst performance in both these dimensions. This relationship has been labelled ‘the Great
Gatsby curve’ by Alan Krueger (2012), then Chairman of the Council of Economic
Advisors to the US President.
This is enough to challenge the idea that current inequality and its inter-generational
transmission are independent phenomena, with different mechanisms at their roots.
Such independence is, for instance, presumed by those who claim that equality of
opportunity (usually a pre-condition for economic mobility) can be achieved independently of prior action to moderate existing inequality. The correlation suggests
that income inequality could be one of the main forces behind low economic mobility. Before arriving at this conclusion, however, we must inquire into the possible
mechanisms of economic immobility, assess their empirical relevance and identify the
ways in which current inequality can fuel one or another of those mechanisms.
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3.4 Channels of inter-generational transmission of inequality
As we pointed out in chapter 1, the mainstream view of inequality has always
argued that the diversity in income and wealth simply reflects the diversity of individuals’ characteristics – knowledge, competences, productivity, entrepreneurial or
financial skills, etc. – and is therefore fully justified. ‘Human capital’ is the concept
that has been introduced in order to summarise such qualities, and it has also been
used to account for the inter-generational transmission of disparities (Becker and
Tomes, 1979, 1986; Solon, 2002).
This view rests on two hypotheses. The first one is that family background
affects education (usually taken as a proxy for human capital) for several reasons:
liquidity constraints in the presence of imperfect financial markets (Becker and
Tomes, 1979, 1986), costless transmission of genetic traits and endowments (Becker
and Tomes, 1979; Björklund et al., 2005), peer effects (Benabou 1996) and educational policies (Schuetz et al., 2008). A second hypothesis is that differences in
earnings, as well as in occupational attainments, are the consequence of differences
in human capital endowments. This assumption implies a labour market in which
competition and merit prevail.
Given these two hypotheses, better family economic conditions imply a richer
human capital endowment, which in turn brings higher earnings. So increasing
inequality leads to a lower social mobility through a more unequal distribution of
human capital.
Data do provide support for the first hypothesis. The evidence takes parental
occupation as a proxy of family background. This choice is due to the paucity of
reliable and comparable data on parental income. In any case, this choice is in line
with a wealth of sociological literature that takes parental occupation as the best
predictor of offspring outcomes.
The data suggest that everywhere there is a positive and highly significant association between parental background and educational attainment. More specifically, as
shown in Figure 3.3, in all countries the probability of higher educational attainment
is correlated with parental occupation. For example, in Italy the children of managers
have a more than double probability than those of a production worker to get a university degree. In other countries the differential is less marked, but always very sizeable.The advantage accruing to the children of clerical workers is, as expected, smaller.
Since parents’ income is correlated with their occupation, this evidence supports the hypothesis that family economic conditions exert a major influence on
children’s education. An obvious implication is that more unequal distribution of
income will aggravate this effect, producing greater educational inequality.
The second hypothesis on which this explanation is based is more controversial.
There is no doubt that human capital delivers a premium, in particular a university
degree yields a substantial (but internationally differentiated) positive return. But this
holds only on average.Actually, human capital is a risky investment and the variance in its
returns is considerable. According to calculations (Franzini and Raitano, forthcoming),
in all countries inequality within groups of people with the same educational level is
much greater than inequality between groups with different educational levels.
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Such variance suggests that inequality in earnings is also the result of
other factors that are not easy to identify. Indeed, from our point of view,
the problem is to determine whether they are related to family background.
An essential step is to check whether family background has an effect on
offsprings’ earnings over and above the one working via human capital. If it
does, then there is good reason to believe not only that human capital cannot
fully explain inequality, but also that at least some of the factors generating
earnings inequality among equally educated people are, again, related to family
background.

The ways in which families matter
The data on family background from the 2005 wave of the EU-SILC survey allow
us to see whether parents’ occupation has an additional influence, beyond that of
educational attainment, on the earnings of their offspring. Figure 3.4, taken from
Franzini and Raitano (2013), summarises the findings.
In almost all the countries, the additional influence of the family background is
not negligible, and in some cases it is very sizeable indeed. In the UK, for example,
the son of a manager earns 26 per cent more than the son of a blue-collar worker

Family matters 51

30%
25%
20%
15%
10%
5%
0%
Germany

France

Spain

Italy

UK

Ireland

Denmark

Finland

–5%
White-collar’s offspring

FIGURE 3.4

Manager’s offspring

I nequality in earnings. Gross earnings gaps for children of white-collar and
of managers with respect to children of blue-collar workers

Note: Estimated coefficients from an OLS model.Additional controls are gender, age, seniority and dummies
for part-time, self-employment, immigrant and subjective health. Offspring aged 35–49. Results for
Denmark, Finland, Germany and Ireland (white collars) and for Denmark and Finland (managers) are not
significant at the 90% level.
Source: Franzini and Raitano (forthcoming), data from EU-SILC 2005 survey

even if they have the same level of education. In other countries, the gap is smaller,
but significant: this is the case for Ireland, Italy, Spain and, to a lesser extent, France
and Germany. The gap between white-collar and blue-collar offspring is smaller,
but still significant, in the UK, Italy, Spain and France.
What could the other channels of influence be? Empirical evidence shows that
among equally well-educated people the probability of having a managerial position depends on their parents’ occupation. Everywhere, the probability is higher for
the son of a manager than for the son of either a clerical or a production worker.
In Finland, France, Denmark and the UK this gap is narrower. Also, the children of
white collars have a general, though much smaller, advantage with respect to the
children of blue-collar workers.
Moreover, if we control for both education and occupation, we again find
that parents’ occupation has an additional influence on the earnings of their offspring, at least in some countries. In other words, there is a residual effect of family
background working directly on earnings, not indirectly through education and
occupation.
In the UK this residual advantage enjoyed by the child of a manager over
the child of a blue-collar worker amounts to about 15 per cent. Other countries where this advantage is statistically significant are Ireland, Italy and Spain.
It is quite interesting that two Anglo-Saxon countries and two Mediterranean
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countries share this feature of the process that originates the inter-generational
transmission of inequality.
Overall, family background can influence an individual’s earnings in three ways:
i) through the probability of attaining a higher level of education; ii) through the
probability of achieving a good occupation; and iii) through a residual direct effect
associated with both unobservable human capital and background-related market
imperfections (Hudson and Sessions, 2011).
The first two channels are well known in the sociological literature on social
mobility and are defined as ‘achievement’ and ‘ascription’ by Ganzeboom and
Treiman (2007).The economic literature almost exclusively focuses on the first step.
The third one is usually neglected despite its importance. Indeed, this direct, residual
effect of family background, not mediated by education or occupation, appears as
the main cause of cross-country differences in the magnitude of inter-generational
inequality transmission.
This source of inequality has been investigated by Franzini et al. (2013), who
found that in Nordic countries and Germany the influence of parental background
on children’s earnings is mostly mediated by indirect effects acting through formal education (achievement) and sorting into occupational macro-groups (ascription).The common belief is that these countries, characterised by generous welfare
states, a regulated wage setting and well-functioning public education, offer more
equal chances to all. In particular, Bratsberg et al. (2007) argue that good public
education has created a high and homogenous human capital floor for all citizens,
which has been essential to mitigate the direct family background effect on the
working career.
In turn, in ‘immobile’ countries, large residual effects might reflect the impact
of family background on the unobservable quality of education and family networks affecting workers’ careers. The relative importance of these two mechanisms
is likely to vary substantially across countries. In the UK, heterogeneous school
quality and high skill premia should reinforce the first mechanism; in southern
European countries, a non-transparent labour market selection (e.g. recommendations) should reinforce the second. However, data limitations do not allow an identification of these two mechanisms in a cross-country comparison. A more general
conceptual framework is hence required for explaining cross-country differences in
inter-generational inequality.

Soft skills and social contacts
The search for the factors that can explain the direct influence of family background on earnings can take three directions.
The first one involves the quality of human capital. The family background may
play a part in determining several qualitative aspects of human capital that give a
person an edge in the labour market. In the specific case of tertiary education, these
may be the course of study chosen, the marks received or the particular university
one attends.
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The second one is soft skills, which include relational capacities such as attitudes
to risk and trust, extroversion, the sense of discipline or leadership. These capacities,
which are not strictly linked to human capital, would appear to be increasingly
important at least in certain segments of the labour market (Bowles and Gintis,
2002; Goldthorpe and Jackson, 2008).
Both these directions point to what we can call unobservable characteristics or
abilities. A good many scholars contend that wealthier and better-educated parents positively affect their children’s unobservable abilities in several ways: selecting
better schools, investing in extra-curricular activities, providing additional cultural
inputs and transferring soft skills. Unfortunately it is virtually impossible to estimate
directly the empirical relevance of these abilities.
The third and last direction turns towards networks of social contacts. There are
many ways in which being a member of a privileged social group can secure an
economic advantage.
One that is frequently stressed in the literature is quicker access to better information, especially on the availability of good jobs. Moreover, given their level of
education, family networks can affect the probability of finding a good job or of
being employed in different ways across countries (Pellizzari, 2010). For instance,
well-off children can wait longer than less well-off children to find a good job,
especially in systems with low unemployment benefits.
However, social networks can play a much more important role if the markets
are, so to speak, not impartial; they can allow the sons of well-off families to get
the best job and salary regardless of their abilities. As a result, in some cases workers
with better abilities but lacking a supportive network of social contacts can be left
out. Social contacts can therefore have a profound allocative effect, with negative
consequences not only on economic mobility but also on efficiency. Family background is a key factor in this case. One’s network of social contacts is essentially
those of the family of origin; and the quality of such networks is positively correlated with the social status and the economic conditions of the family itself. In
sum, there are sound arguments for the case that unobservable abilities and social
contacts could both account for the residual background effect not explained by
occupation and education.
We may be able to gain insight into the likely importance of the two factors
in different countries by comparing what happens to the people who improve
their social position from one generation to the next and to those whose position
deteriorates. More precisely, those who improve their position may well experience
an earning gap from the average wage of individuals with the same characteristics;
those who slip down the scale of occupations may still maintain above average
earnings. If there are penalties for upward mobility (after controlling for human
capital) we can talk of a glass ceiling effect, while a parachute effect may be at work
if downward mobility is buffered by a sort of invisible insurance.
Estimates of the glass ceiling and parachute effects in eight European countries
(Raitano and Vona, 2011) show that in the UK and Ireland there is a significant glass
ceiling effect, but no parachute effect. Southern European countries differ sharply;
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especially in Italy, where there is a strong parachute effect insuring the children of
the better-off against too sharp a loss when they go down the occupation ladder.
In particular, the blue-collar worker who is the son of a manager earns significantly
more than one whose father is also a blue-collar worker. In Germany and France
insignificant residual background associations coexist with penalties for both downward and upward mobility. In Nordic countries no clear pattern emerges.
These findings, along with the assumption that parachute effects are the consequence of effective networks of social contacts, suggest that in Italy and Spain social
networks are likely to be essential in explaining the residual background effect,
while in Britain unobservable abilities appear to be more important.

3.5. Equality of opportunity across generations
The inter-generational transmission of inequality prevents social and economic
mobility and is considered a negative feature of our society. But we can ask: would
a society with zero transmission be a really desirable one?
In order to answer this question we have to link the inter-generational transmission of inequality to the equality of opportunity, which is widely seen as an
acceptable form of equality. Having a zero transmission of income inequality is fully
acceptable if all the advantages coming from family background are unjustified.
Looking into the equality of opportunity literature, we can classify such advantages
and evaluate them in terms of their acceptability. As Swift (2005: 7) argues, from
the perspective of equality of opportunity inequalities that are as a result of factors
beyond individual control are not acceptable – following Roemer (1998) we could
call them circumstances. Conversely, effort is a just cause of inequality. Following
Roemer (2004) we can list the most important factors of inequality. There are, first
of all, genetic abilities and traits such as intelligence, health, physical look; then we
have competences and knowledge acquired during formal education or through
the influence of the family background. Further factors of inequality are individual
aspirations and cultural values, as well as personal preferences that also influence
the effort put into the work. Finally, there are the social networks to which one
has access that may strongly influence the chances of getting higher earnings, as we
have already recalled.
To classify each of these factors as a circumstance (generating unacceptable
inequality) or effort (viewed as a cause of just inequality) is not a simple task; in fact,
opinions may vary widely. An extreme position is to argue that all these factors are
to be considered as circumstances and, therefore, no inequality in the outcomes is
acceptable. As Roemer (2009: 31) puts it, in this case nobody would be responsible
for anything and we should stand for the equality of outcomes.
The opposite extreme position is when it is assumed that individual responsibility lies behind all these factors, so that inequality is always fully acceptable. Both
these views are clearly untenable. Could we accept laziness on the argument that it
is the result of preferences for which the holder bears no responsibility? Or should
we really aim at nullifying the influence of any genetically transmitted trait? As
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Swift (2005) argues, some of such traits are constitutive of human identity. Moreover, cultural values can be intentionally transmitted by the family and the claim
that they should have no effect on the life prospect of the children is equivalent to
arguing that the role of the family itself has to be reshaped.
Between these extreme positions a compromise should be found. A reasonable
view could be to consider as unacceptable both the advantages coming from families’ social networks and the disadvantages coming from the inability to improve
one’s own human capital because of a poor family background. Inequalities stemming from these two factors appear as a violation of a fair idea of equality of
opportunity.
We can now link this analysis to the transmission of economic inequality. The
first step is to recognise that all the listed factors of inequality, with the only exception of individual effort, are related to family income. Advocating zero transmission
of inequality amounts, therefore, to treating all those factors as unacceptable, which
is not easy to argue, as we have seen. So we can conclude that no inter-generational
transmission (i.e. perfect social mobility) is not the same thing as equality of opportunity (if the latter is properly defined). The compatibility between these two conceptions would be possible if the two unacceptable factors identified above (i.e. the
advantage from social networks and the disadvantage from economic barriers to
education) are eliminated, and richer families are not allowed to transfer to their
sons and daughters an advantage under these two channels.
The problem of how to avoid these unacceptable inequalities is not an easy one.
The strategy could be either to prevent them from arising (and this seems to be
easier in the case of barriers to education) or to compensate for them once they
have materialised.
But there is a further problem to consider: the way markets actually work. Frequently markets do not treat people exerting the same effort and with the same
competences in the same way. If this is the case, equalising opportunities will not
guarantee that only acceptable inequalities will ensue. In this case, markets are not
impartial, as implicitly assumed by most scholars of equality of opportunity. Partial markets can allow social contacts to play a role, which would be neither fair
nor efficient. Favourable social networks could yield higher compensations independently from any merit-based advantage; if family income is conducive to such
favourable contacts, the result is precisely the inter-generational transmission of
unacceptable inequalities.Therefore, any policy intervention that can make markets
more impartial is also a policy that can reduce the transmission of unacceptable
inequalities. Of course, the vulnerability of markets to social contacts is not of the
same degree in all countries, as the data we have seen seem to suggest.
Limiting the transmission of unacceptable inequalities demands also other measures, including making it easier for people coming from a poor background to get
higher education and better competences.
In conclusion, inequality is transmitted from one generation to the next through
the inheritance of wealth and, more subtly, through the various advantages that a
better family background can offer in the labour market. Both are key elements
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of the model of ‘oligarch capitalism’ that we have identified as one of the engines
of today’s inequality. The conceptual arguments and the evidence provided in this
chapter offer a better understanding of the mechanisms at work and of the policy
actions that could be taken to reverse the unacceptable – and dangerous – inequality transmitted across generations by wealth and privilege.

Notes
1 b, is estimated by regressing offsprings’ log income on parents’. On the b coefficient see,
among others, Björklund and Jäntti (2009) and Blanden (2013).
2 Among others, let us mention Solon (2002) and Corak (2006). The data presented are
taken from Corak (2013).

4
EXPLAINING INEQUALITY

4.1 Introduction
Inequality is an apparently easy, but in fact slippery, concept. We have seen that
we need to define it carefully, measure it with appropriate data and relate it to
relevant phenomena. In chapter 2 we have documented the distance between
classes and social groups – in the distribution of income between capital and
labour and in the rise of top incomes – disparities between individuals and
households in various income measures, differences between high- and lowskilled workers, disparities at the global level in the income of the world’s citizens and inequality in wealth. Distances can be measured in several dimensions
and inequality can emerge not just in income or wealth, but also in terms of
rights, capabilities, access to services and measures of wellbeing. In chapter 3 the
role of families and the inter-generational dimension of inequality have been
highlighted, with the importance of heritage in shaping wealth and family background in shaping incomes.
The evidence on the general rise of inequality in these different dimensions,
however, calls for a deeper interpretation of its causes; the economic, social and
political processes that produced such growing disparities need be identified, providing an explanation of the ‘engines of inequality’ that are at work in advanced
countries.
This chapter explores how the power of capital over labour, the rise of
oligarch capitalism and the individualisation of economic conditions – three of
the engines of inequality presented in chapter 1 – can explain the rise of disparities. The final chapter of this book will address the fourth mechanism – the
retreat of politics – and will provide a range of policy proposals to reverse the
rise of inequality.
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4.2 The dynamics of capital
The functional distribution of income between wages and profits is a fundamental process shaping inequalities among social classes and groups receiving different
types of income. We have seen in chapter 2 that, since 1980, most advanced countries have experienced a significant reduction of the labour share in GDP, of the
order of 10 percentage points. What are the forces leading to such a substantial
distributional shift?
At first sight, since the 1980s a wide range of developments have gone in the
direction of expanding the power of capital – the first engine of inequality. First, the
liberalisation of capital movements has led to a surge of capital flows – for foreign
direct investment and for the acquisition of financial assets – driven by a search
for higher profits. Second, the growth of financial activities – the most profitable,
mobile and volatile form of capital – has dominated investment patterns. In the US
the ratio of aggregate profits of the financial sector to profits of non-financial activities has increased from 20 per cent in the 1970s to 50 per cent after 2000 (Glyn,
2006: ch. 3). The expansion of finance has led to the creation of increasingly complex markets for credit, stocks, bonds, real estate, currencies, futures, commodities,
derivatives, etc., driven by a search for short-term speculative gains and leading to
major bubbles – and to the financial collapse of 2008. Third, international production systems have emerged as a result of the use of new technologies – in information and communication and other fields – and of the freedom of movement
of capital; this has greatly reduced the power – and the employment – of labour in
advanced countries, with a corresponding fall in wages. We need to understand in
which specific ways these developments affect inequality.

Piketty’s capital and beyond
Useful starting points in this investigation are the mechanisms identified by Piketty
(2013) as ‘fundamental laws of capitalism’. In his view the rise of the capital share
(α = profits/income) is the necessary result of the high rate of return to capital (r)
and of the rise of the capital/income ratio (β) (α = r·β, his ‘first law of capitalism’).
In turn, the growing capital/income ratio goes hand in hand with a stable propensity to save (s) and the slowdown in income growth (g) as a result of stagnation in
population and slow rise of productivity (β = s/g, his ‘second law of capitalism’).
Let us address these relationships one by one.

Returns to capital greater than the rate of growth (r > g)
In the conceptual framework of Piketty, a key driver of the rise in inequality is the
fact that in recent decades the rate of return to capital (r = profits/capital)1 has been
higher than the rate of growth of the economy (g). His current estimate is that the
rate of return on total capital is close to 5 per cent, while GDP growth rates in
advanced countries have rarely gone beyond 2 per cent. Taking a longer view, and
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considering Britain, Piketty estimates that the average rate of return to capital (net
of the effort needed to manage investment) has oscillated between 4 and 5 per cent
from 1770 to 1930, moving up close to 7 per cent in 1940 and then falling to just
above 3 per cent in 1980 and 1990, before a new rise above 4 per cent. In France
he finds oscillations between 4 and 6 per cent, with 7 per cent peaks in 1920 and
1950 (Piketty, 2013: 318, Graphs 6.3 and 6.4).2 The gap with GDP growth is significant; a 5 per cent growth rate of advanced economies has been achieved only
in exceptional cases.
This r > g gap has two implications. First, if at least some of the returns to capital are invested to expand it, the accumulation of capital proceeds at a faster
pace than economic growth, resulting in growing capital/income ratios. Second, the amount of profits paid to capital has to increase; when GDP increases
at a slower pace than the rate of profit, a growing share of income has to go to
capital, reducing the wage share. Higher inequalities are therefore the result of
the importance of capital and the slowdown of growth.

The rise in the capital/income ratio
The value of capital expressed in years of national income is now between 5
and 6 times in the UK and France, 4.5 times in the US and 4 times in Germany.
France and the UK are ap proaching the levels typical of the early twentieth
century – in 1870–1910 the level was close to 7; the two world wars brought
it down to less than 3 in 1950, with a continuous rise since then. In the US
the trend has been more stable, with peaks of 5 in 1910 and 1930, a fall to less
than 4 in 1950 and a constant rise since then (Piketty, 2013: 234–9). Piketty
emphasises the drive towards a greater role of capital and concludes that ‘there
is no natural force that will necessarily reduce the importance of capital and of
the incomes resulting from the ownership of capital in the course of history’
(2013: 370). In other words – short of major shocks or world wars – the growth
in the share of income going to capital, and the resulting inequality, is unlikely
to be reversed.
There are, however, three critical issues in the analysis of Piketty. First, the heterogeneity of capital and the diversity between productive capital and financial
wealth; second, the specific nature of financial accumulation and the cyclical nature
of capitalist growth; and third, the ways we understand the process of economic
growth. We consider them in turn.

Productive capital vs. financial and real estate wealth
A controversial question in the analysis of Piketty is his definition of capital:
capital is defined as the sum total of nonhuman assets that can be owned
and exchanged on some market. Capital includes all forms of real property
(including residential real estate) as well as financial and professional capital
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(plants, infrastructure, machinery, patents and so on) used by firms and government agencies.
(Piketty, 2013: 82)
This definition does not distinguish between productive capital and non-productive
wealth. In fact he also writes: ‘I use the word capital and wealth interchangeably as
if they were perfectly synonymous’ (2013: 84). He is aware that the composition
of capital has changed over time, from the dominance of agricultural land in the
past, to real estate, business and financial assets today. And he documents that different types of capital have different returns – the average long-run rate of return
on stocks is 7 to 8 per cent in many countries, investment in real estate and bonds
yields a 3–4 per cent return, while the real rate of interest on public debt is usually
much lower (2013: 94) – but he focuses on the resulting aggregate rate of return on
capital, that is about 5 per cent.
From the point of view of income distribution this choice can be appropriate
in order to identify the returns going to all forms of capital. But when we look
at production, increased output is in fact the result of increased productive capital
alone. An increase in the value of financial assets – and of a given real estate – does
not help expand output. It does change the distribution of income as a result of
high returns on capital – that can be transferred from industrial profits to financial
and real estate rents – or of speculative bubbles that inflate asset prices. Therefore,
if the expansion of capital is a result of growing values of non-productive assets, it
becomes difficult to expect rising output with a rising productivity of capital, and
rising rates of profits.3
A deeper understanding of the relationships between productive and financial
capital in the process of accumulation is needed, therefore, before addressing the
roots of the current slowdown in growth.4

The dynamics of finance
In order to put in perspective the findings of Piketty, we can refer to the analysis
of accumulation as a succession of cycles proposed by Giovanni Arrighi (1994) –
drawing from Marx, and Braudel (1979). In this view, the first part of the cycle
of accumulation is characterised by a material expansion, rooted in technological
advances and high demand for new products and industries, with growing trade
and production as money is turned into productive capital, embodied in a particular set of means of production. The material expansion at first produces large
monopolistic profits. Then more capital is invested in the same activities without
a parallel increase in the opportunities for profits, resulting in greater competition
and a lowering profit rate. This leads to a ‘signal’ crisis – a recession associated to
inadequate profits – that may destroy the least productive capital. After that, capitalists decide to hold a larger share of capital in the form of liquid assets, creating the
conditions for a period of financial expansion – the second part of the cycle – in
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which capital searches for profits without going through material investment. The
supply of money capital soars, alongside the demand for liquidity and debt, due also
to the impact of the crisis on public and private finances. The financial expansion
produces a period of renewed growth, but capital accumulation cannot be sustained
indefinitely by financial investment and speculative bubbles in stock markets and
real estate prices. When bubbles burst, the accumulated debt of firms and governments become unsustainable, banks fail and the economic crash may turn into a
protracted depression – the ‘terminal crisis’ of the accumulation cycle. After the
depression, new economic and political conditions can lead to the emergence of a
new cycle of growth.
For Arrighi, capitalism has developed since its start through a sequence of
cycles of accumulation that are paralleled by a succession of hegemonic cycles in
the sphere of political relations among states; each hegemony represents the centre of the specific world system in which capitalism is organised (Braudel, 1979;
Wallerstein, 1974). This interpretation suggests that, in the current period of US
hegemony, the phase of material expansion started with the Second World War and
reached its ‘signal crisis’ in the 1970s, followed by the phase of financial expansion
started in 1980 that has led to the crisis of 2008 and the current stagnation. Building on this perspective, back in 1999 – at the height of the American expansion
powered by the ‘new economy’ and finance – Arrighi and Silver could argue that:
The global financial expansion of the last twenty years or so … is the clearest
sign that we are in the midst of a hegemonic crisis. As such, the expansion can
be expected to be a temporary phenomenon that will end more or less catastrophically, depending on how the crisis is handled by the declining hegemon.
(Arrighi and Silver, 1999: 272; see also Pianta, 2012: 12)
These insights on the cycles of accumulation can integrate the analysis of Piketty
on the growth of capital/income ratio; the peaks of such ratio – 1910–1930 and
2010 – are indeed the peaks of the phases of financial expansion where the value
of capital is inflated by bubbles. Conversely, the decades from 1950 to 1980 – with
the lowest capital/income ratios – are the period of the fastest growth of material
production and income.
Piketty himself shows the importance of finance in today’s capital when he
demonstrates that total financial assets and liabilities have grown much faster than
net wealth. In most countries the sum of financial assets and liabilities was equal to
four or five years of national income in the 1970s; in 2010 it is between 10 and 15
years in the US, France, Germany and Japan, reaching 20 years in the UK (Piketty,
2013: 305). This expansion of financial assets and debts comes from the escalating
complexity of financial operations, cross-ownership deals, bank lending, etc.
A more specific measure of the growing role of finance is the rise in the ratio
between market and book value of corporations. At the end of the 1970s it ranged
everywhere from 30 to 50 per cent; in 2010 it was close to 120 per cent in the
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UK, 100 per cent in the US and 80 per cent in France – only Germany and
Japan, with different ownership and financial systems, stayed at around 50 per
cent. At the peak of the 1999 financial bubble an extreme value of 150 per cent
was recorded for the UK (Piketty, 2013: 297).This rise of finance has clearly marked
the current expansion of capital values, driven also by the emphasis on ‘shareholder
value’ in the management of firms, an approach that has led corporations to give
priority to rising stock prices – using stock buybacks as a key tool – distributing
dividends to shareholders and super-bonuses to top managers while at the same
time cutting back on material and R&D investment that provide the basis for
sustained growth (Lazonick, 2015). Other insights on the dynamics of finance
(Chesnais, 2004; Lapavitsas, 2013) could enrich the analysis of the current phase of
finance-driven accumulation.
The very nature of such financial expansion is unlikely to be sustainable. Rather
than an indefinite rise of the importance of capital – with expanding finance and
growing capital/income ratios and capital shares in national income – we could
expect developments and crises that will affect – and eventually limit – the role
of finance. Piketty is right, however, to emphasise that the distribution of income
between profits and wages is, in the end, the outcome of the balance of power
between capital and labour ‘The price of capital … is always in part a social and
political construction: it reflects the idea of ownership prevailing in society and
depends on multiple policies and institutions regulating relationships between the
different social groups concerned’ (Piketty, 2013: 296).
In fact, the years of low capital/income ratios and fast growth – from 1950 to
1980 – were characterised, especially in Europe, by clear political constraints on
the accumulation of capital and on returns from investment, including strict control over international capital movements, tight regulation on finance, extensive
public ownership of large firms in key industries, rent control policies, planning
controls on real estate and high taxation on profits, rents and top incomes. These
policies limited the returns to capital and the share of profits in national income.
Most of them were cancelled or drastically reduced in the neoliberal era starting
in the 1980s. Since then the greater power of capital has made sure that it obtains
high returns from the variety of possible investments – from global production to
speculative finance – even when actual production capacities are not developed.
The power of capital will have to be confronted, and many of the policies limiting
returns to capital will have to be reintroduced – as we will see in the final chapter –
if we want to reverse the current rise in inequality.

The dynamics of growth
We have already seen that, in Piketty’s explanation of inequality, a key role is played
by the fact that the rate of return to capital (r) is higher than the rate of growth of
the economy (g). But what are the sources of the economy’s growth? This is a crucial – and highly debated – issue in economics; Piketty builds here on mainstream
growth theories5 and investigates the growth trajectories of advanced countries.
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In empirical terms, the growth rate of national income can be decomposed
as the sum of the increase in population and in per capita income (as aggregate
income equals aggregate product, the latter can be interpreted as a measure of
average productivity). In all advanced countries in the 1970–2010 period growth
rates have declined compared with 1950–1970. On average, they fell to 2.8 per cent
per year in the US (resulting from a 1 per cent population increase and a 1.8 per
capita income growth), 2.5 per cent in Japan, 2.2 per cent in France and the UK,
2 per cent in Germany and 1.9 per cent in Italy. In Europe and Japan these performances resulted from a lower population growth of 0.3 to 0.5 per cent, and from
per capita income growth ranging from 2 per cent in Japan to 1.6 per cent in Italy
(Piketty, 2013: 275, Table 5.1). The slowdown in the growth of product per capita
has been significant – in the period 1950–1970 its average annual growth was above
4 per cent in Europe and 2.3 per cent in the US (Piketty, 2013: 163, Graph 2.3).
At the same time, Piketty’s estimates for the adjusted rates of return to capital for
the UK and France range from 6–7 per cent in 1950 to 4 per cent in 2010 – much
higher values that the rates of growth of national income (2013: 318, Graphs 6.3
and 6.4). According to this evidence, a larger amount of capital has been able to
command a high rate of return – greater than the rate of growth of the economy –
even if with some decline in more recent years, also as a result of the crisis. The
result of such dynamics has been the systematic growth in the share of capital in
national income that we have seen in Figure 2.2 in chapter 2.6
In his outlook for the future, at the world level Piketty expects that the growth
of world output will be on average about 1.5 per cent per year, while the saving rate
will be about 10 per cent. As savings and investment have to be equal, and assuming
that the pace of growth of capital and income will be the same, this implies – on the
basis of β = s/g – that the capital/output ratio will go up to almost seven (10/1.5),
a record level for the world as a whole. In other words, the prospect for Piketty is
a generalisation of the importance of capital, with growing capital/output ratios,
shares of profit in income and inequality in the world economy.This increase in the
concentration of capital will converge to a level that will be higher the larger is the
gap between r and g (2013: 308–9, Graph 5.8).
There are, however, a few objections that can be raised to such a view. First, as
seen above – following Marx, Schumpeter and Arrighi – the accumulation of capital proceeds in cycles and the current financial expansion is unlikely to continue
indefinitely and extend at the world level. In fact accumulation has always relied on
strong asymmetries between centre and periphery at the world level. Therefore, the
general rise in the value of capital may soon return to its cyclical pattern.
Second – following Keynes – demand matters. Accumulation of capital and
income growth requires a demand that is able to absorb production. At the world
level demand is the result of the distribution of income between profits – generally leading to savings and investment – and wages, turned into consumption. If
total wages fall, not even the opulent consumption of the richest 10 per cent with
rising incomes will be adequate to assure the necessary demand. With lower total
consumption, the savings of the world’s richest will increase, but where will they be
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invested? It is unlikely that they will be turned into productive investment when
demand is stagnant. Financial assets may indeed multiply indefinitely, but then it
would be increasingly difficult to make sure that their returns are high when the
world productive base stagnates (this points out again the problem in Piketty’s identification between capital and wealth).
Third, – following growth theories – we need to understand how the production process that generates income, profit and wages is conceptualised.
Piketty relies on the neoclassical growth model where capital and labour are
combined – originally on the basis of fixed coefficients – in order to obtain output, while the technology is exogenous. Robert Solow – a key founder of this
approach – argued that:
As production becomes more and more capital-intensive, it gets harder and
harder to find profitable uses for additional capital, or easy ways to substitute
capital for labour. Whether the capital share falls or rises depends on whether
the rate of return has to fall proportionally more or less than the capital/
income rises.
(Solow, 2014)
If capital becomes more abundant, in other words, are we sure that capital can
continue to replace labour – and therefore reduce employment and wages – while
assuring the same output growth? In fact, neoclassical views of production factors
have traditionally argued that the returns to capital or labour fall when the production factor is more abundant. In this case, an increase in the capital/income ratio
would lead to a fall in the rate of profit and a slowdown in capital accumulation.
Piketty’s way out of this problem is the assumption that the same output increase
can be achieved with an increase in the amount of capital that is higher than the
increase of the amount of labour – that is, the elasticity of substitution between
capital and labour is greater than one (Piketty, 2015: 81).
This type of neoclassical model assumes that the returns obtained by capital and
labour reflect their marginal productivities; a greater amount of more productive capital can thus gain higher returns and a larger share of total income. There are several
questions that could be raised here. First, there are serious uncertainties on the possibility to measure capital and on the identification between capital and wealth made
by Piketty (as discussed above). Second, most of the recorded growth in advanced
countries is not a result of increases in the quantity of capital and labour, but of change
in technology that is not exogenous, but is developed by deliberate choices, requiring
specific qualities of capital and labour in combinations that cannot be varied at will
(you cannot have an automated factory run by workers with no ICT skills). Third,
when production is characterised by economies of scale – increases in output are
greater that increases in inputs – the rate of profit (r) and the growth rate of incomes
(g) can move hand in hand, but the capital/output ratio is likely to fall, not rise.
In a follow-up article some of these points are addressed (Piketty, 2015). First,
greater attention is devoted to the conditions that are required for the relations
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discussed above to emerge. A rate of return of capital (r) greater than the rate of
growth of the economy (g) leads to higher disparities in particular when, as pointed
out by Solow (2014), ‘the income and wealth of the rich will grow faster than the
typical income from work’. This is a reasonable assumption as the return on capital
tends to be larger for owners of larger amounts of capital, introducing an additional
mechanism of concentration of income and wealth.7
Second, Piketty acknowledges that not all capital and production processes
are the same. He acknowledges that ‘large upward or downward movements
of real estate prices play an important role in the evolution of aggregate capital values during recent decades’ and suggests that ‘the right model to think
about rising capital–income ratios and capital shares in recent decades is a
multi-sector model of capital accumulation, with substantial movements in
relative prices, and with important variations in bargaining power over time’
(2015: 52). Such research direction may highlight the different dynamics of production and distribution within the economy, addressing also the specificity of
productive and non-productive capital.
Third, more attention is devoted to the role of labour income. He argues that
r > g cannot be considered as ‘a useful tool for the discussion of rising inequality of labor income: other mechanisms and policies are much more relevant
here, e.g. supply and demand of skills and education’ (2015: 48).
Without entering into a detailed discussion, we can conclude that the key relationships identified by Piketty between the capital/income ratio, the rate of profit,
the rate of growth and resulting inequality are important points of reference identifying the dynamics of capitalism, but have to be qualified with more specific theories, more realistic assumptions and empirical investigations focusing on specific
historical contexts. In the next section we propose a conceptual framework that can
accommodate the dynamics of capital and the growth of income discussed above
with the four engines of inequality we have identified.

4.3 Capital, income and the engines of inequality
The arguments of the previous section can be summarised in Figure 4.1, where
the parallel dynamics of capital and income are presented. The aim is to identify
the key mechanisms and the causal links that explain the ‘stylised facts’ on capital,
growth and inequality. Building on our discussion of Piketty’s work in the previous section, we propose to introduce the distinction between productive capital –
the assets that are used for producing goods and services, including buildings,
machinery and intangible capital – and financial wealth – assets granting a monetary return, whose nature of rent-seeking investment prevails over the contribution they offer to the production of new output. We are well aware that this is a
problematic distinction, at the centre of extensive debates in economic literature;
what we want to introduce here is simply a conceptual distinction in the aggregate
definition of capital as wealth by Piketty (2013) between two components with
different dynamics of accumulation. First, capital used for production activities
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directly contributes to GDP growth and generates profits when production is
successful; its accumulation comes from the flow of reinvested profits and its real
effects may include an expansion of capacity and an improvement of productivity
and efficiency. Second, financial assets generate rents that are drawn from national
income and subtracted from the earnings of labour and productive capital. The
accumulation of financial wealth mainly proceeds from the inflation of asset values and speculative bubbles; this may have an indirect impact on GDP dynamics
through wealth effects, but it introduces a greater instability and a risk of financial
crisis. We do not attempt here an empirical definition of productive capital and
financial wealth. Several components – for instance corporate stock and bonds –
combine both characteristics. A particularly complex issue is that of real estate
assets; homes can be used by owners, generating imputed income, can be rented,
generating economic activities, can be bought and sold in order to obtain capital
gains and can be used as collateral for financial transactions. Similar complexities
appear in the case of offices and plants that can be used for carrying out production, but also for finance-oriented operations.
The conceptual distinction between productive capital and financial wealth
makes it possible to understand the divergent dynamics pointed out in the
previous section between the moderate returns to productive capital and the
very high returns to financial wealth. In aggregate, they result in historically
high returns to capital (r) that are greater than the rate of growth of GDP (g).
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The latter, however, is directly affected by the slower accumulation of productive c apital that results in lower investment, demand and growth; moreover, this
lack of productive capital slows down the improvements in productivity that are
needed to sustain growth.
What are the implications of this framework on the mechanisms identified by
Piketty? First, the rise in the capital/income ratio may be heavily affected by the
expansion of financial wealth alone; the productive capital/income ratio is significantly lower and could be more stable. Second, how can such high returns to capital
be sustained? Profits on productive capital may slow down with slower accumulation and growth. High rents on financial wealth are sustained by inflating asset
values, and may impose an excessive burden on profits and wages as GDP growth
slows down; all this may increase instability. Third, the inflating value of financial
(and real estate) assets may at some point lead to a burst of the speculative bubble –
as happened in 2008.This may open up a downswing of the economic cycle where
some of the previously inflated asset values are lost, reducing the capital/income
ratio – as in the Great Depression of the 1930s.
We can now address the dynamics of income and growth considering the
left side of Figure 4.1. In chapter 2 we have documented the rise in the capital
share; this is the base for the high returns to productive capital and financial
wealth. A falling wage share and a higher income inequality, however, result
in lower consumption and lower multiplying effects of demand, contributing
to a slowdown of growth. The same effect emerges when investment is mainly
directed towards financial rather than productive activities. A lower growth
rate is indeed facing higher returns to capital (r > g). As profits and rents have
to be paid out of national income – as we already pointed out – in the longer
term a lower growth could make the same high returns unsustainable. The only
possibility with a stagnant GDP is an ever increasing capital share and a parallel
fall of wages, resulting in ever increasing inequality – until some drastic social
and political development may put an end to such capitalist dynamics.
Summing up, this framework allows us to identify the implications for inequality
of the broader dynamics of capital and income. Inequality increases when profits rise
more than wages; when returns to capital – inflated by financial assets – are higher than
growth rates; and when a financial expansion leads to high rents that put pressure on the
functional distribution of income, reducing the wage share. All these developments –
from the expansion of finance to growing inequality – can hardly be expected to
follow a linear trajectory; historical experience has shown that capital accumulation
follows a cyclical pattern, that its contradictions lead to cyclical crises and that changes
in social and political relations can affect the future of inequality – and capitalism.

The impact of the engines of inequality
Building on this framework, we can move to investigate the specific mechanisms
generating inequality, identified in Figure 4.2. Again, here we are mainly concerned
with a conceptual definition that has to come before empirical investigations of the
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particular impact of each engine of inequality. As we already made clear in chapter 1,
the four engines of inequality operate at different levels and closely interact with
one another. However, Figure 4.2 provides a simplified summary of their inegalitarian effects on different economic and policy processes.
The first engine of inequality – the power of capital over labour – has a direct
impact on the functional distribution of income, leading to higher profits and lower
wages (for the sake of logical coherence, here we exclude from wages the remuneration of top managers). There are, however, several specific processes through
which this impact takes place. The rise of finance is a major one, as we have seen
in the previous section. The ability of capital to control labour and decide its use –
changing quantity and quality of employment, controlling work practices, increasing intensity of efforts, setting lower wages, etc. – is a second key factor weakening
labour and leading to a lower wage share in national income. The use of technological change, and ICTs in particular, for creating new products and markets with
high Schumpeterian profits, for increasing control over production and labour and
for labour-saving (and wage-saving) new processes is a third mechanism associated to the power of capital. Finally, capital’s ability to organise production at a
global scale has increased profit opportunities and has put workers of advanced and
emerging countries in competition with one another, resulting in a lowering of
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wages in richer economies. In section 4.4 these mechanisms are examined on the
basis of the available evidence.
The second engine of inequality is the emergence of an oligarch capitalism characterised by the concentration of income, wealth and power in the top
10 per cent of citizens – and most notably in the ultra rich top 1 per cent. This is
the result of the control that such a group – largely made of top managers – has on
income flows, returns to capital and positions of rent that have nothing to do with
economic merit or productivity. They are able to capture a larger share of income
in the forms of rents, financial returns and top labour compensation, reducing
resources for wages and for profits reinvested in production capacity. At the top
of the distribution, wealth is even more concentrated than income and is largely
transmitted through inheritance, reproducing an oligarchy of money that makes
today’s capitalism increasingly similar to the ancien régime. The impact on inequality
is visible in the rise of the top 10 per cent of incomes, in the growing concentration
of wealth and in the greater importance of inheritance in shaping the distribution
of wealth, as we will see in section 4.5.
The third engine of growth is the individualisation of economic and social
conditions, with a breakdown of collective identities, leading to greater disparities
within wages – even after we exclude the compensation of top managers. A lower
wage share is distributed among workers that are increasingly divided in terms of
family backgrounds, education and employment contracts – permanent or temporary, full-time or part-time, etc. – and are polarised in terms of skills and wages.
As we will see in section 4.6, these mechanisms introduce greater inequality among
wage earners and among the bottom 90 per cent of incomes.
Finally, the fourth mechanism of inequality is the retreat of politics. This is the
result of changed political power relations and of policy views that have reduced
the role of the State and expanded the range of market processes, resulting in higher
inequalities. Moreover, the retreat of politics has reduced the space for redistribution through taxes, public expenditure and provision of public services outside
the market. The other three engines of inequality have also had an impact on the
reduced room for redistribution. As shown in Figure 4.2, the power of capital and
the emergence of oligarch capitalism are associated to the rise of profits and, in particular, of highly mobile financial rents. This reduces the tax base a country can rely
on, as fiscal havens are increasingly used for tax evasion and elusion by corporations
and the rich.The weakening and individualisation of labour reduces the wage share
of national income that is already significantly taxed with very low progressivity;
resources for redistribution can hardly come from such a source. Moreover, the
greater fragmentation of labour makes it difficult to have a consensus on the possibility of carrying out a significant redistribution within wage earners.The reduction
or cancellation of inheritance taxes favours the inter-generational transmission of
huge wealth disparities. Again, the overall outcome of the retreat of politics and of
reduced redistribution is the rise of the top 10 per cent and the fall of a more fragmented bottom 90 per cent. Section 4.7 and chapter 5 will address these challenges.
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4.4 The power of capital over labour
In the last three decades economic, social and political processes have shaped this
change in the balance of power between capital and labour with far reaching consequences on the rise of inequality. However, we need to identify the specific mechanisms that, in a context more favourable to capital, have reorganised the economic
system and its inegalitarian outcomes. In Figure 4.2 we consider the four most important ones – finance, the control over labour, technological change and globalisation.

The power of finance
The rise of finance – and the greater importance of financial wealth as opposed to
productive capital – is the specific form taken by the power of capital in the last
three decades. Section 4.2 has already discussed at length the dynamics of capital
and the characteristics – and dangers – of financial accumulation. The implications
for inequality have already been documented, moving on from the work of Piketty
(2013); they include the higher concentration of income and wealth at the top of
the distribution and the lower wage share in national income.

The control over labour
The relationship between capital and labour is the fundamental relation of capitalism, at the source of the accumulation of capital and of the class division of society.
The evolution of capitalism has been largely shaped by the conflict between the
logic of capital accumulation and workers’ efforts in asserting labour and social
rights. In particular, workers demand the right to organise in unions, higher wages
from collective labour contracts, employment security, reduced working hours,
safer working conditions, greater control over the pace and content of work, social
insurance, welfare protection and sometimes even workplace democracy and some
control over business decision making.
These multiple dimensions show how the whole society is affected by capital–
labour relations. In fact, the capital–labour conflict is not played out in workplaces alone; public policies reflect this balance of forces and introduce legislation
that may expand or reduce the protection of labour and social rights. Labour legislation can provide guidelines on employment contracts, wage setting and minimum wages that have direct effects on the distribution of income and inequality.
As we have already pointed out, in advanced countries the post-war decades have
been a period of expanding labour rights; conversely, since 1980 a broad reversal
in legislation and capital–labour relations has led to worsening conditions for
workers. Glyn (2006: ch. 5) provides an effective overview of ‘labour’s retreat’ in
the last decades in terms of job losses, work hours and intensity and wages and
union power.8 We address here some issues where the ascendancy of capital has
led to greater control over labour. In section 4.6 attention will be devoted to the
individualisation of labour as an additional engine of inequality.
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The starting point here is the functional distribution of income between wages
and profits – the most immediate indicator of the balance of forces between labour
and capital. In chapter 2 we have documented that in advanced countries in the
last decades more than 10 percentage points of national income have shifted from
wages to profits, resulting in a major increase in inequality. Real wages have fallen
for most workers, in most countries and industries. Labour has been less able to
capture an adequate share of the economy’s productivity gains. Since 2003 onethird of European workers have experienced a decline in real wages, and almost
two-thirds saw their wages growing, on average, less than their labour productivity
(Bogliacino, 2009).
These outcomes, however, result from a combination of factors that may weaken
workers, employment and wages. The 2012 OECD Employment Outlook argued
that the reduction in the labour share was linked to labour-displacing technological
change, to a rise in domestic and foreign competition – including delocalisation
and imports that replace national production – and to the reduction of public ownership through privatisations.The report suggested that ‘the reduction in the labour
share associated with domestic and foreign competition and reduction of public
ownership could be partly explained by their effect on workers bargaining power’
(OECD, 2012: 111). Moreover, it argued that greater competitive pressure reduced
the coverage of collective bargaining systems and the role and membership of trade
unions; more workers have their wages set outside national collective contracts
negotiated by the unions and local or individual bargaining increases wage dispersion. All this ‘probably explains part of the deterioration of low-skilled workers’
position’ (OECD, 2012).
The evolution of workers’ bargaining power is closely associated to the importance of trade unions in organising labour, negotiating labour contracts and obtaining
better conditions. It has been shown that a stronger union presence is conducive to
lower inequalities within wages and in the economy as a whole (Card et al., 2003;
Visser and Checchi, 2009; Checchi et al., 2010). Associated aspects include the
extent of employment protection legislation, the presence of minimum wages
and the coverage of union contracts in the workforce; all these aspects tend to be
grouped together in the concept of labour market institutions. Stronger institutions
have an egalitarian effect on wage disparities; in recent decades the weakening of
such labour market institutions has been associated with rising inequalities among
wage earners (Salverda and Checchi, 2014).
It is remarkable that the last OECD report on inequality (OECD, 2015) emphasises the responsibility of weaker labour market institutions in the rise of wage
inequality and argues for a reversal of policies. The report acknowledges that ‘previous analysis has shown that declining union coverage had a disequalising effect
on the wage distribution’ and that ‘high union density and bargaining coverage, and
the centralisation/co-ordination of wage bargaining tend to go hand in hand with
lower overall wage inequality in both OECD countries and emerging economies’
(OECD, 2015: 42; see also OECD, 2011). Specific attention is devoted to the rise
of non-standard jobs that ‘can also be associated with precariousness and poorer
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labour conditions’, lacking ‘employment protection, safeguards and fringe benefits
enjoyed by colleagues on standard work contracts’; the consequences are that:
A non-standard job typically pays less than traditional permanent work …
These earning gaps are especially wide among low-skill, low-paid workers:
non-standard workers in the bottom 40% of earners typically suffer wage
penalties of 20% … Non-standard workers also face higher levels of insecurity
in terms of the probability of job loss and unemployment and, in the case of
temporary workers, report significantly higher job strain.
(OECD, 2015: 31)
The OECD – alongside other major international organisations – has long asked
governments to introduce labour market ‘reforms’ going in the direction of more
flexibility, lower employment protection and union power – all policies that have
contributed to increase inequality. In an interesting reversal, the OECD – with a
view to reducing inequality – now advocates a minimum wage that ‘can help supporting low-wage workers and low-income families while avoiding significant job
losses’ (2015: 42), asks for ‘improving social dialogue and industrial relations’ and
argues that ‘addressing labour market segmentation and more balanced employment protection are also important elements of enhancing job quality and tackling
inequality’ (2015: 43).
In the same vein, a recent IMF study on advanced countries shows that a
decline in organised labour institutions is associated with higher inequality measured by Gini coefficients, ‘likely reflecting the fact that labor market flexibility
benefits the rich and reduces the bargaining power of lower-income workers’
(Dabla-Norris et al., 2015: 26). Additional evidence shows that ‘more lax hiring
and firing regulations, lower minimum wages relative to the median wage, and less
prevalent collective bargaining and trade unions are associated to higher market
inequality’ (Dabla-Norris et al., 2015: 26).
Advanced countries, however, do not seem to pay attention to such advice
from the OECD and the IMF; in fact the labour reforms currently introduced in
Italy, France and other countries go in the direction of precarisation of labour and
reduced employment protection.9 A reversal of the weakening of labour will have
to come from a new ability of workers to organise and obtain better wages and
working conditions. As Piketty argued, ‘the history of income distribution is always
a deeply political history that cannot be reduced to purely economic mechanisms’
(2013: 47); the degree of inequality in a society directly depends on the power relations between capital and labour.

Technological change
The changing forms of the power of capital over labour have been deeply shaped
by changes in technology. In advanced countries, the last three decades have been
characterised by the emergence of the new techno-economic paradigm based
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on information and communication technologies (ICTs), with a growing role
played by the production and use of knowledge, by R&D and innovation and by
the diffusion of new organisational forms (Freeman and Louça, 2001). This has
led to the decline of old industries – often with a workforce of medium-skilled,
unionised workers – and the emergence of new industries and firms with high
opportunities for Schumpeterian profits associated with temporary monopolies as
a result of technological advantages.
The rising inequalities in jobs and wages have been investigated by a large literature within the economic mainstream suggesting that skill biased technical change
is the main explanation (Acemoglu, 2002). The argument is that the diffusion of
ICTs has led to an upskilling of employees – measured by the ratio of white- to
blue-collar workers, or years of education – and to higher wages for the workers
with skills that are complementary to the new technologies (and therefore increase
workers’ productivity).
This interpretation rests on the idea that wage dispersion is rooted in technological change at the firm level, as innovative firms substitute low-skill workers with
high-education, high-wage workers whose competences are complementary to
ICTs.The mechanistic view of technology and its effects is a major limitation of this
approach; all innovations are assumed to be incorporated in physical capital and are
expected to be complementary to high skills. As a consequence, both the high-skill/
low-skill employment ratio and the wage premium associated with high skills are
expected to increase, and are considered as the sole drivers of higher wage inequality. As argued by Nascia and Pianta (2009), the key process in advanced countries is
not technology-driven upskilling, but rather a polarisation of jobs and wages on the
base of skills. In recent years, even mainstream approaches have acknowledged the
polarisation of jobs, often on the ground of a task-based approach (Autor et al., 2006;
Goos and Manning, 2007; Acemoglu and Autor, 2010; Goos et al., 2014), but a
deeper understanding is needed of the diversity of patterns of technological change
and of their consequences on wages and inequality.
Changes in technology – together with those in labour relations and international production – are indeed affecting the evolution of jobs, skills and wages,
but in ways less deterministic than those argued by the skill biased technical change
view. Building on evolutionary perspectives, we can argue, instead, that technological change is highly uneven across industries and it is important to distinguish
between strategies of technological competitiveness based on new products, and of
cost competitiveness based on new processes, considering their different effects on
jobs, skills, wages and profits. A few studies have examined the operation of these
mechanisms in Europe.
In investigating the skill composition of employment, the idea of a general
upskilling of the workforce does not stand closer scrutiny. When the white-
collar/blue-collar ratio or the high/low education ratio are replaced by data
on employees broken down in the main professional groups – managers,
professionals, technicians, clerks, craft workers and manual workers – a pattern
of polarisation emerges. A study of 36 manufacturing and service industries for
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the five largest EU countries shows that, in the period of expansion between
2002 and 2007, job creation is found for managers (+3.5 per cent per year) and
manual workers (less than 1 per cent per year) only, while job losses affect clerks
and skilled manual workers. Such polarising dynamics are particularly strong in
services where most job creation takes place. Between 2007 and 2011, when
the crisis hit, job losses were huge among blue collars (close to -6 per cent per
year), modest among clerks and stable for managers (Cirillo et al., 2014). The
explanation of such dynamics is rooted in the different technological strategies
of industries. Product innovation and high education lead to more jobs for the
highest skills; cost competitiveness and process innovation strategies destroy jobs
for clerks and craft workers; and manual workers may increase mainly as a result
of growing demand (Cirillo et al., 2014).
Given these dynamics of job polarisation, what happens to wages? Differences
among technologies again emerge as an important factor, alongside the usual factors
such as education, skills and use of ICTs. A study at the industry level, covering 10
manufacturing and service sectors in seven European countries (Croci Angelini
et al., 2009) has found that a higher wage polarisation is found within industries with
strong product innovation, a fast employment dynamic and high shares of workers
with university education; sectors with greater opportunities for expanding markets
and jobs are likely to show increasing wage inequalities, as managers and high-skill
workers can obtain part of the rents from innovation. Conversely, wage compression
is typical of industries characterised by the diffusion of new process technologies
and high shares of workers with secondary education who can increase their competences and productivity by working on new machinery, thereby obtaining higher
relative wages (usually in a context of relatively high unionisation and labour market
regulation), leading to reduced wage disparities.
Is technology also affecting the functional distribution of income between
profits and wages? An investigation on the dynamics of profits and wages in
manufacturing industries, covering 10 European countries in the period 1994–
2001 (Pianta and Tancioni, 2008), has shown that the real growth of wages per
employee was less than half that of total profits. In high innovation sectors, profits increased by close to 8 per cent a year, three times as fast as wages. In low
innovation industries growth in profits was 3.5 per cent, again more than twice
that of wages. The parallel explanations of profit and wage dynamics show that
the distributional conflict is a strong factor in the evolution of incomes and that
both profits and wages grow on the basis of increases in labour productivity.
Wages tend to grow faster in the sectors where innovation expenditure (largely
because of wages for high-skill researchers) is higher, while profits are driven
both by the importance of new products and market power, and by restructuring through the diffusion of new processes and wage-depressing job reductions.
The lesson of such evidence is that technological change has the general effect
of favouring profits over wages. Profits increase through separate mechanisms in
industries relying on technological or cost competitiveness. Conversely, wages
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grow only when innovation is associated to higher skills of labour; the result is
greater inequality rooted in the functional distribution of income (Pianta and
Tancioni, 2008).
Technological change is indeed an important mechanism in shaping inequalities,
but the above evidence shows that there is no mechanistic effect on jobs and wages.
The choice on the direction of innovation depends on the opportunities that are
available to industries and on the strategies pursued by firms that are closely linked
to the search for greater control over labour. Different technological strategies have
different effects on the distribution between profits and wages, and on inequalities
among employees in terms of jobs, skills and wages.

International production
The increasing international openness of economies – with greater flows of trade,
knowledge and investment – is a major mechanism affecting the dynamics of wages
and profits as well as inequalities among employees.We have already seen in the section on the rise of finance how important the opening up of international capital
flows has been for the financial expansion of the last three decades. In this section
we focus on the specific type of globalisation that concerns the international organisation of production.
A large literature has shown that in advanced countries the relocation of
production abroad (or even the threat of relocation) has depressed domestic
wage dynamics, especially for blue collars and low-skilled white-collar workers
(Feenstra and Hanson, 2003). In the new system of international production, firms
tend to maintain in advanced countries highly skilled activities of management,
R&D and finance, with relatively few highly paid employees, while reducing
jobs and wages for medium- and low-skilled office and factory workers, whose
jobs are more likely to be transferred to low-wage developing countries. The
outcome in rich countries is a rise in wage inequality and greater polarisation
of jobs and skills. Recent studies have focused on the strategies of offshoring
parts of production to low-wage countries (or to countries with lower environmental regulations, labour rights, union power, etc.), resulting in complex global
value chains where the final value added of goods comes from the fragmentation
of production in several countries. Such offshoring strategies are often designed
with the explicit purpose of reducing wage costs, leading to higher profit shares
(Milberg and Winkler, 2013).
The global distribution between profits and wages is affected by several mechanisms. Freeman (2009) argued that globalisation has doubled the labour force available in the world economy and lowered the overall capital/labour ratio, leading to a
greater (relative) scarcity of capital and resulting in higher profits and lower wages.
The same analysis has shown that increasing trade, greater openness of national
economies and tariff reductions are likely to contribute to greater income inequalities within countries (Freeman, 2009).
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Moreover, the effects of technology and international integration on employment and wages are closely connected, as firms facing international competition
introduce more innovations and more innovative firms have a competitive advantage
in foreign markets. A study comparing the effects of technology and trade on the
reduction of low-skilled workers – in the case of US industries in the 1990s – found
that the impact of innovation was dominant, while international trade appeared to
play a minor role (Berman et al., 1998).
Again, the ability to organise production on an international scale has strengthened the control of capital over labour, and the combined effect of these two mechanisms has reduced jobs, weakened unions, lowered wages and increased inequalities.
Building on the framework summarised in Figure 4.2, we have been able to
show how important the power of capital has been in setting in motion four major
processes – the rise of finance, control over labour, technological change and international production – that have reshaped capitalism and have resulted in greater
profits and financial rents, lower wages, greater disparities among workers and
higher overall inequality.

4.5 Oligarch capitalism
The second engine of inequality we identified in chapter 1 is the rise of oligarch
capitalism, where a limited number of people concentrate a large and increasing
share of income and wealth, and societies are exposed to their economic power and
political influence. The economic and policy-related mechanisms that have skewed
the distribution of income in favour of the richest individuals require specific studies on the variety of factors that have affected such outcomes.
We have already seen in chapter 2 that in advanced countries a major part of
today’s inequality is due to the fast rise of top incomes – those of the richest 1 per cent
or 5 per cent of the population – that result from a combination of income sources
(Atkinson and Piketty, 2007; Alvaredo et al., 2013; Franzini and Raitano, forthcoming).
The richest individuals have benefitted from the rise of the share of profits in
national income and from the exceptionally high financial rents fuelled by speculative gains in increasingly complex (and fragile) financial markets. At the same time,
traditional national policies that had contained the rise of top incomes have been
removed: inheritance taxes have been cancelled or greatly reduced in most countries; the progressive nature of income taxes has been reduced and tax rates on top
incomes have been cut everywhere; tax loopholes have been granted to firms and rich
individuals. The liberalisation of international financial flows – and the lack of fiscal
harmonisation, even in Europe – has also contributed to this outcome, with increasing
opportunities for the rich to report their incomes in tax havens with minimal tax rates.
But there is more to it. Within ‘wage’ incomes an unprecedentedly high compensation has gone to top managers and ‘superstars’ in selected professions – lawyers,
architects, media, entertainment and sport stars. The composition of top incomes
by source of earnings has changed. While in the past they came almost exclusively
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from capital and rents, in recent decades the broadly defined share of labour compensation has increased. In the top 0.1 per cent of incomes in the US the share of
income coming from labour has gone up from 20 per cent in the 1970s to around
45 per cent today (Alvaredo et al., 2013). In Italy, for the top 1 per cent the share of
labour incomes (from employment and self-employment) rose from 46 to 71 per
cent (Alvaredo and Pisano, 2010).
An explanation of these developments has come from Rosen (1981) who has
argued that superstar compensation is the result of two factors. First, in a number
of markets demand is concentrated on those who are considered to be the best in
their field (i.e. the superstars). Second, technological development allows superstars
to satisfy, at no additional cost, an ever increasing share of the market (as with global
television coverage of major sport events). Along similar lines, Frank and Cook
(1995: 109) talked of a ‘winner-takes-all society’ where one individual can cover
(almost) the whole market at the expense of all competitors. Explanations like this
convey the idea that super-incomes accrue to those who have won an extremely
competitive race; they acknowledge, however, that limited differences in abilities,
talents and human capital can result in disproportionate differences in income
earned, mirroring what happens in a sport race where there is only one winner.
Such an outcome is rather distant from what we could expect from markets
where individuals are compensated on the basis of their productivity – resulting
from their talents, education and abilities. Proportionality between productivity and
compensation is a characteristic of competitive markets; therefore, the argument that
super-incomes are earned in extremely competitive markets seems unwarranted
(Franzini et al., 2014). In fact, in many instances power rather than competition is
the driving force of such extreme distributional outcomes. Power can provide the
ability to protect and enlarge one’s own compensation at the expense of others; this
allows one to reap rents and is a major explanation of the spiralling compensations
of top managers. Power can convince the market about who is the best performer in
a particular activity. Finally, power can prevent changes in the property rights regime
that would lead to a different distribution of incomes among all those who have
contributed to create the value which is behind such incomes.
Oligarch capitalism appears, in fact, as the product of power and privilege. Power
and privilege shape the distribution of income and wealth and lead to extreme and
unacceptable inequalities. As pointed out in chapter 3, such extreme inequalities
are reproduced across generations through the inheritance of wealth, which is now
shaping to a very large extent access to wealth in advanced countries.The results are
drastically reduced opportunities for social mobility and a consolidation of oligarch
power. For all these reasons, power and privilege have to be checked, weakened and
reduced through appropriate institutional changes and policies if we want to prevent the extreme inequalities associated to a concentration of income and wealth
similar to the one typical of a century ago.
We have not addressed in this book the illegal behaviours that may create extreme
wealth through criminal activities or corruption in private and public decision
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making. The power of oligarchs in many countries, however, is often linked to
such practices.We can just mention here the studies that have linked inequality and
corruption (Uslaner, 2008) and the political connections that are at the root of the
fortunes of many millionaires – what has been called ‘crony capitalism’.10 A greater
use of political influence, widespread corruption and a blurring of the boundaries between legal and illegal actions may indeed be an emerging – and deeply
worrying – characteristic of oligarch capitalism.

4.6 The individualisation of economic and social conditions
The third engine of inequality we identified in chapter 1 is the individualisation
of economic and social conditions. This is a process that operates at multiple levels.
In cultural terms it includes a breakdown of collective identities, such as those of
the middle class and of the working class, that were an important cultural factor in
the post-war decades up to 1980 marked by decreasing inequality. In social terms
we have experienced a greater complexity of the class structure, with a rise of
gender, ethnic, migration and generational factors that have deeply fragmented the
social landscape of advanced countries. In economic terms, an individual’s income
has become more uncertain and less predictable. A greater diversity of employment contracts has emerged, leading to equal jobs with different pay and security.
The level of education is not anymore a strong predictor of wage disparities, and
a greater role of family background has emerged. In terms of gender, the larger
presence of women in employment has introduced deep changes, while in most
activities discrimination and glass ceiling effects persist. In generational terms, the
employment and income prospects for today’s youth are significantly worse than
those of a generation ago. Changes in household structure – with smaller families and couples increasingly coming from similar income groups – mean that the
same income distribution among individuals may lead to greater disparities at the
household level. Finally, the increasing importance of wealth and inheritance means
that standards of living – at the top of the distribution, but also for the ‘patrimonial
middle class’ – may be affected by returns to wealth more than by income flows.
In this section we cannot investigate all these multiple dimensions, but it is safe
to argue that all such factors have contributed to rising disparities within wage
earners; they have also weakened the ability of the ‘bottom 90 per cent’ to resist
the rise of the ‘top 10 per cent’, resulting in higher overall inequality.We focus here
on the fragmentation of employment conditions and on the role of education and
family background. We have already seen in section 4.4 other ways in which the
power of capital has been able to fragment and control labour.

Unequal conditions
The most immediate sign of individualisation of economic conditions is the decline
of standard employment – full-time, permanent jobs with union contracts, employment protection, social insurance and pension systems. The 2015 ILO report has
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documented the rise of non-standard jobs and has showed that ‘over 6 out of 10 wage
and salaried workers worldwide are in either part-time or temporary forms of wage
and salaried employment.Women are disproportionately represented among those in
temporary and part-time forms of wage and salaried employment’ (ILO, 2015: 13).
We have already seen that such developments have led to lower wages and
greater disparities. But there are also longer-term effects of such fragmentation
of employment contracts. The ILO report emphasises that non-standard workers
generally are not covered by existing employment protection rules and social protection systems, including unemployment benefits and pensions. Both have been
designed for standard employees and in most countries have not been adjusted to
include the needs of non-standard workers, most of whom are women (ILO, 2015:
14). In this way, a more individualised, non-standard employment condition is likely
to have a lasting effect on lifetime incomes and pensions, expanding disparities at
the bottom of the distribution.
What about the generational divide? Much of the above evidence has pointed
out that the youth are disproportionally represented in non-standard employment
and have dimmer prospects for obtaining income and wealth compared with the
previous generation. This does not mean, however, that the divide between old and
youth is going to shape inequality in our society. Piketty argues that ‘the rise of
human capital and the replacement of class war by age war are in large part illusions’
(Piketty, 2013: 49). The divisions in terms of income and wealth between households at the top and at the bottom of the distribution remains crucial, and there is
no base for presenting our aging societies as characterised by a new fundamental
divide between equally privileged old people and equally discriminated youth.

Education and family background
In his book, Piketty argues that, facing the dangerous rise of inequality, ‘the main
force of convergence is the diffusion of knowledge and the investment in education that is essentially a non market mechanism – knowledge being a typical public
good’ (Piketty, 2013: 47–8). Can education in fact be the answer to inequality?
Mainstream approaches argue that education is a major determinant of w
 orkers’
productivity and earnings, in a view that is coherent with both market efficiency
and equality of opportunities. An increase in wage inequalities – so goes the
argument – simply reflects the higher productivity and compensation of workers
with the highest human capital or education.
In chapter 2 we have seen that research on European countries has found, instead,
that education plays a modest role in the mechanisms behind wage inequality; only
20 per cent of wage disparities are due to differences in education, while the rest is
because of inequality within groups of workers with the same education (Franzini
and Raitano, forthcoming).
The explanation of such diversity in labour incomes given the same educational
attainment can be found in three types of factors: the ‘structural’ specificities of
workers’ jobs, the types of labour contracts and labour markets conditions and
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the ‘personal’ (and family-related) characteristics of individual workers. The former
reflect the strong differences across industries and firms in terms of knowledge,
R&D, nature of innovation and market power that result in workers’ productivity and end up in earning disparities. The second factor – with an increasingly
important role – is related to workers’ labour contracts. In Europe employees with
tertiary education, but with a temporary or part-time contract, have a considerable
probability of ending up in the lowest part of the distribution of income. The third
factor points out the role of competences and opportunities acquired not through
an education accessible to all, but rather from the family background of individuals;
a number of studies have shown that the education and profession of parents are key
determinants of the educational attainments and earnings of sons and daughters. In
most cases, the influence of the family of origin is stronger than educational levels
in predicting individuals’ incomes (Franzini et al., 2013).
In chapter 3 we have seen how important the family background can be in
determining individuals’ life chances, educational attainments and earned wages.
Several studies – ranging from economics to psychology – offer good but partial
explanations of this influence. In particular, economic models stress the importance
of human capital, which is considered both a crucial determinant of individual
earnings and a variable on which family conditions exert a major influence.
The approach of the economic mainstream – rooted in the ‘the family investment theory’ of Becker and Tomes (1979) – states that a family’s income and wealth
are the key means for investing in human capital in the presence of imperfect capital markets. It is assumed that individual earnings depend on the human capital
acquired through education, and that the latter depends on the family’s income.
Empirical evidence, however, shows that in advanced countries income disparities
across generations are highly related to current inequalities, showing a persistence –
rooted in family wealth, privilege and networks of connections – stronger than
the one expected by the advocates of social mobility through ‘equal opportunities’ and market processes. The countries with higher current inequality seem to
be the same as where the inter-generational transmission of inequality is higher.
When we investigate the individualisation of economic and social conditions,
it is important to consider not only the fragmentation of workers in the labour
market in terms of education, skills and wages, but also the relevance of family
backgrounds – and in particular the network of social contacts and the soft skills
acquired (shown in chapter 3) – in shaping wage disparities and in reproducing
unacceptable inequalities across generations.

4.7 The retreat of politics
Finally, the fourth fundamental mechanism at the root of today’s inequality is
the retreat of politics. The next chapter addresses the need for political action on
inequality and proposes a set of policies that could reduce disparities. In this section
we can simply point out the ways that public policies could affect the distribution
of income and wealth and the resulting inequalities – as shown in Figure 4.2.
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Inequalities in terms of disposable income and living standards are the results of
State actions that can mitigate the outcomes of market processes. As we have seen
in chapter 2, governments can act to reduce inequalities through taxation, social
transfers and the provision of in-kind services. National experiences widely differ,
according to welfare regimes. Public social spending ranges from about 25 per cent
of GDP in Nordic and Continental Europe to 19 per cent in Anglo-Saxon countries, where a high share of transfers (43 per cent) are targeted to the bottom quintile of income earners.While there are difficulties in assessing the impact of in-kind
transfers, we have seen in Figure 2.9 that advanced countries are able to reduce
significantly disparities through such policies. Additional estimates of the reduction
in inequality through the presence of public services – in particular universal access
to education and health – suggest that the average reduction of the Gini coefficient
on disposable income is 37 per cent in countries of the Nordic welfare regime and
24 per cent in both the Anglo-Saxon and Continental Europe groups (where Italy
and Spain are included) (Esping-Andersen and Myles, 2009).
However, when we look at the health conditions of citizens, even the best European welfare states appear to have failed to reduce inequality of life expectancy, as
the prospects for the poor have substantially worsened in many countries. Conversely, in advanced countries major egalitarian improvements have been achieved
in the ‘existential’ dimension, reducing inequalities associated to status, gender, ethnicity and other social characteristics (Therborn, 2013: ch. 8).
The possibilities of redistribution, however, have been constrained by the
operation of the other engines of inequality investigated in this chapter. The rise
of finance and the larger share of profits have been able – to some extent – to
escape taxation thanks to their international mobility and the use of fiscal havens.
With stagnant wages (already paying relatively high tax rates), and slow overall
GDP growth, the flow of public resources available for redistribution has not
expanded. Moreover, in the last decades policy changes have directly weakened
the extent and the effectiveness of redistribution. The less progressive taxation
on income, low taxes on finance and wealth and the reduction or cancellation of
inheritance taxes have favoured the rich and increased disparities in disposable
income. After the 2008 crisis, especially in Europe, austerity-inspired limits to
public deficits and debt, reduced taxation, privatisation of services and reduction
of social provisions were introduced. They were expected to help restart growth
and have had the opposite result – a prolonged stagnation, with further increases
in overall inequality.
But public policy has not been confined to redistribution alone. In the last three
decades liberalisation, deregulation and privatisation have been at the centre of
government action in all advanced countries, strengthening the other mechanisms
of inequality investigated above.What we need to understand, therefore, is the overall role that the retreat of politics has played in shaping a more unequal economy
and society. And how a return of egalitarian, democratic politics – with a range
of appropriate policy actions – could help reverse the extreme inequality we face
today. These are the questions of our final chapter.
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Notes
1 The rate of return on capital ‘measures the yield on capital over the course of a year
regardless of its legal form (profits, rents, dividends, interest, royalties, capital gains, etc.)
expressed as a percentage of the value of capital invested’, it is therefore a broader
concept than the ‘rate of profit’ and much broader than ‘the rate of interest’, while
incorporating both (Piketty, 2013: 93).
2 Rough estimates at the world level suggest a stability of the returns to capital between 4
and 6 per cent, while in the period of most rapid growth (1950–2012) the world economy expanded by less than 4 per cent per year. However, when we consider the returns
to capital net of taxes, estimates suggest that they fell to 1 per cent in the 1913–1950
period, returning to just above 3 per cent in 1959–2012 – in both cases the growth rate
of the economy has been higher than returns to capital (Piketty, 2013: 562–5, Graphs
10.9 and 10.10). If we consider the rates of return net of taxes for advanced countries,
the r > g gap is likely to be reduced.
3 This issue has been raised also by Solow (2014), Real-World Economics Review
(2014), Rognlie, (2015), Weil (2015), Wade (2014) and Galbraith (2014). According
to the latter, ‘Piketty wants to provide a theory relevant to growth, which requires
physical capital as its input. And yet he deploys an empirical measure that is unrelated
to productive physical capital and whose dollar value depends, in part, on the return
on capital’ (Galbraith, 2014). Galbraith – in the footsteps of Marx – also argues that
Piketty forgets that capital is a social relation: ‘the essence of capital was neither physical
nor financial. It was the power that capital gave to capitalists, namely the authority to
make decisions and to extract surplus from the worker’ (2014; in the same vein see also
Lordon, 2015).
4 A more specific controversy has concerned Piketty’s wealth data. In 2014 the Financial
Times and the Wall Street Journal published articles arguing that his data on rising wealth
inequality in the US and Europe were distorted by problems of estimation at the top of
the distribution. The method used by Piketty, however, makes appropriate adjustments
and his findings have resisted such criticism. The main problem with wealth data, in
particular for the very rich, is because of tax havens, and further studies have explored
this issue (Zucman, 2014). However, a reasonable assumption is that tax havens induce
an underestimation of wealth concentration. This is particularly true for Europe as
there is substantial evidence that a large part of the assets hosted in tax havens come
from the rich of European countries.
5 The classic growth model is that of Solow (1956); the historical perspective and data on
long-term growth are drawn from Maddison (2007); on the recent debate on growth
slowdown see Gordon (2014).
6 In order to obtain the share of capital in national income we can multiply the rate of
return on capital by the capital/income ratio. With a rate of return around 5 per cent
and a capital/income ratio equal to six, the capital share is 30 per cent.
7 Piketty writes that ‘r>g does not in itself imply anything about wealth inequality’; ‘for a
given structure of shocks, the long run magnitude of wealth inequality will tend to be
magnified if the gap r-g is higher’ (Piketty, 2015: 73, 75).
8 A classical view on how changes in capital–labour relations resulting from high employment affect capital’s investment decisions and business cycles is in Kalecki (1943).
A global perspective on the long-term evolution of the conditions of labour is in Silver
(2003); the impact of globalisation on labour and inequality is examined in Freeman
(2009). The ILO reports on wages and employment (ILO, 2014, 2015) document the
key dimensions of the current weakening of labour in terms of falling wage shares
and precarisation of jobs. The qualitative dimension of work in Europe is explored in
Eurofound (2015b).
9 In Italy the government introduced in 2014–15 the Jobs Act, with wide-ranging
reforms reducing employment protection. A critical analysis is in Sbilanciamoci! (2015).
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10	A report by The Economist (‘Planet plutocrats’, 15 March 2014) considered a set of
industries highly affected by corruption – including oil, gas, chemicals, coal, mining,
defence, real estate, ports and airports and telecommunications – and ranked countries
on the basis of the ratio between billionaires’ wealth coming from such ‘crony sectors’
and GDP. Hong Kong, Russia and Malaysia were at the top of the list; the UK, the US
and France ranked at numbers 15, 17 and 20.

5
POLICIES FOR A MORE EQUAL
SOCIETY

5.1 Introduction
Economic inequality, with the magnitude and characteristics documented in the
previous chapters, is the result of the four engines of inequality that operate in
advanced countries.The fourth mechanism – the retreat of politics – has made possible the unleashing of the other ones through a systematic reduction of the ability
of policies to limit and compensate for unequal incomes and wealth.
In the last 30 years politics has retreated in all fields. The power of capital over
labour – our first engine of inequality – has been extended in several ways. First,
capital has been strengthened by freeing capital flows. Liberalisation and deregulation have allowed the rise of finance, the inflation of asset values through speculative bubbles, greater market power and positions of rent, resulting in the expansion
of top incomes and wealth. Privatisations have extended market relations and their
unequal outcomes in areas – including public services – that were previously delivering services on the basis of equal social rights, not of unequal ability to pay.
Second, labour has been weakened through trade, investment and innovation policies that have allowed production to be organised at an international
scale, with extensive labour-saving new technologies, undermining workers’ jobs
and wages in advanced countries. Labour has been weakened also by reducing
the power of trade unions and employment protection legislation, by creating
non-standard employment with multiple labour contracts with poorer wages
and workers’ protection, and by allowing a reduced coverage of national labour
contracts and an increasing fragmentation of earnings. With such changed rules,
capital has been able to take away from labour 10 to 15 percentage points of
national income, and the labour market has become a place where greater disparities have also been created among wage earners.1
Third, within Europe in particular, policies of capital and trade liberalisation
have resulted in greater disparities across industries and regions – in terms of economic activity, employment and wages – as a result of a higher concentration of
production and market power. After the 2008 crisis in particular, a dynamic of
divergence has set in with capital – financial centres, some large banks and larger
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firms – becoming stronger, labour becoming weaker and national imbalances
increasing. In Europe as a whole, this results in a further extension of inequality in
market outcomes and income distribution.
The rise of oligarch capitalism – our second engine of inequality – is a direct
result of specific policy decisions. The power of top managers and the rise of top
incomes, the positions of rent, the greater importance of wealth and inheritance
have all resulted from policy decisions, and in particular from tax policies that
have allowed high incomes, profits and financial gains to largely escape national
taxation – through lack of harmonisation, fiscal havens, loopholes, etc. Policies
in all countries have reduced progressivity of income taxes, limited taxation on
wealth and reduced or eliminated inheritance taxes. Reduced public expenditure, in particular for education, has reduced the opportunities for social mobility, leaving a greater role for families in affecting employment and earnings of
children. In these ways, the retreat of politics has left the space that has been
occupied by the new power of a capitalist élite wide open. Through its money
and influence, the élite is able to affect the policy process itself, preventing political change and creating a real danger for democracy. Through its ability to
transmit privilege from one generation to the next, today’s oligarch capitalism
may come to closely resemble the deeply unjust and immobile societies of the
early twentieth century.
The individualisation of economic and social conditions – our third engine
of inequality – has resulted from the policies discussed above that have weakened
and fragmented labour, and from the increasing diversity of household conditions,
including the combination of falling incomes and rising real estate values for home
owners in the middle of the distribution.
In other words, rising inequality is not the result of unstoppable forces – technology, globalisation and economic change – imposed upon powerless societies. It
is a result – direct and indirect – of a specific set of political decisions that in the last
30 years have opened the way to the rise of disparities.
Further evidence of the importance of policy comes from the fact that
inequality did not follow the same pace – and has not the same characteristics –
in countries that had the same exposure to technological change and globalisation,
but acted differently in terms of regulation, privatisation, taxation and redistribution. This suggests that policies and institutions matter.
The rise in inequality, therefore, is associated to a broad range of government
policies that include not just the interventions for redistribution, but also decisions
on the way markets operate, rewards are distributed and economic activities are
carried out – as in the case of privatising services where previously a more equal
distribution was granted by public provision. Politics can indeed counter economic
inequality, but several types of policies are necessary.
In this chapter we suggest a set of policies that can be effective both in reducing
inequality and in making it more acceptable, at least according to widely accepted
ideas of social justice and fairness. In making our suggestions we refer to the four
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engines of inequality identified in chapters 1 and 4, even though the measures
we are suggesting do not have a one-to-one correspondence with each of them.
We will also distinguish between measures that have an impact through changes
in institutions and rules, and purely redistributive measures, acting after market
outcomes. Furthermore, some of these measures can be implemented in the short
run while others are more structural and can become effective only in a longer
time span.
We start with a brief discussion on the broad objectives that a set of policies
aimed at reducing inequality should pursue and their importance; we then address
specific objectives and the tools that make achieving them possible.

5.2 Why should inequality be reduced?
Suggesting policies against inequality is not the same thing as arguing that complete economic equality should be the ultimate goal of such policies. In the debate
on inequality those who stand for not correcting existing inequality very often
make the point that a completely egalitarian society could not work and would be
unfair. But correcting existing inequality is not the same as advocating a completely
egalitarian society. Most people can easily recognise that some forms of income
inequality can be fair and can be reasonably associated to specific economic and
social factors, and at the same time be convinced that existing inequality is extreme,
unjust and dysfunctional to the good working of the economy and society. This is
enough to argue that inequality should be reduced, even if no detailed criterion for
establishing the exact magnitude of such a reduction is defined.
In the last 30 years the belief that reducing inequality would be bad for growth
has been dominant.The argument that inequality is good for growth has had a very
strong appeal on most governments, international institutions, policy and opinion
makers. They all come to the conclusion that inequality is not a problem, after all.
Two elements underpin such a conclusion: the first is that economic growth is a
much more important objective, even from an ethical point of view, than equality;
the second one is that the positive association between inequality and growth rests
on proven evidence.
Both these statements are highly disputable, as many have argued, and most
recently Tony Atkinson (Atkinson, 2015). If actually faced with the alternative
between less inequality and less economic growth, a society could reasonably
choose less inequality. A choice like this is almost ideal for experimenting with the
concept of democracy as ‘public reason’, advocated by Amartya Sen (2009), or for
applying deliberative democracy in one form or another. As is well known, deliberative democracy differs from aggregative democracy because it is not only about
counting preferences, it is also about motivating preferences and in allowing preferences to be adapted during the deliberative process. All this makes clear a more
general point: the choice of the degree and characteristics of inequality should be
the result of a truly democratic decision. In our societies we are very far from a
serious discussion on these issues.
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The second argument – inequality helps growth – is simply not proven. No
general link can be identified between the degree of income inequality and GDP
growth, as argued by Atkinson (2015: 259, Figure 9.3). For instance, very many
countries have a Gini index of around 0.3, and show widely diverging growth rates
between 1990 and 2013. Other factors have to be considered, including structural conditions of economies, the institutions at work and the policies adopted
(Franzini, 2010; Rodrik, 2014).
On the inequality–growth argument, in fact a major change of views in the
mainstream itself is under way, as pointed out in chapter 1. The last OECD report
on inequality concludes that:
When income inequality rises, economic growth falls. The negative effect of
inequality on growth is determined by the lower part of the income distribution: not just the poorest decile but the bottom 40% of income earners.
Redistribution through income taxes and cash benefits does not necessarily
harm growth. Inequality has a negative impact on growth through the channel of human capital: the wider is income inequality, the lower is the chance
that low-income households invest in education.
(OECD, 2015: 60)
Similar conclusions are reached in an IMF Staff Note (Ostry et al., 2014) assessing the
impact of redistribution, i.e. the attempt to reduce inequality by taxing the rich and
transferring income to the poor. The study finds no evidence that this is negative for
growth; rather, they show that inequality does not lead to faster growth, and only very
sharp redistribution measures are negative for growth.The main implication is that we
should prevent too high market inequalities from emerging, so that a limited redistribution can lead to a limited inequality in disposable income and a sustained rate of
growth.2 A recent IMF study has documented the contrasting effects on GDP growth
of an increase in the income share of the top 20 per cent – resulting in medium-term
GDP decline – and of the bottom 20 per cent – resulting in higher GDP growth. It
has emphasised the role of fiscal policy in addressing inequality, pointing out the need
for ‘greater reliance on wealth and property taxes, more progressive income taxation,
removing opportunities for tax avoidance and evasion, better targeting of social benefits’ and has argued that ‘removing tax relief – such as reduced taxation of capital
gains, stock options and carried interest – would increase equity and allow a growthenhancing cut in marginal labor income tax rates’ (Dabla-Norris et al., 2015: 30).
However, the effect of inequality on growth, either positive or negative, is not
by itself sufficient to establish what to do with inequality. We cannot avoid a direct
discussion about how much inequality, and with what characteristics, we can tolerate in our societies.
The inequality resulting from capital–labour relations and from market outcomes is the result of processes that cannot be considered acceptable because of the
asymmetries existing among economic actors; in markets not all people have the
same starting conditions and, as a consequence, the stronger players obtain higher
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incomes and profits with no acceptable justification on the basis of widely shared
ethical principles. As argued elsewhere (Franzini, 2013), if this is the case at least part
of the observed inequality is unacceptable.
It is not easy to say which level of income inequality is the ‘fair’ one. However,
the emerging general consensus – including the views of international organisations such as the OECD (2011, 2015) – is that the present level of inequality is too
high, and in conflict with the values shared by a majority of citizens.
Some argue that observed income inequality is the result of processes that preserve equality of opportunity, and therefore this is compatible with such a notion
of equity. This belief rests on weak ground, as proved by the evidence – in chapter
3 – that in most countries inequality is highly transmitted from one generation to
the next. Moreover, we have seen that the countries with higher current inequality
are the same ones where the inter-generational transmission of inequality is higher;
this suggests that fighting current inequality may help to make social mobility a
more concrete possibility and reduce a particularly disturbing feature of inequality:
its persistence.
Moreover, in general, if we accept that inequalities resulting from better conditions for which no merit can be invoked are to a large extent unacceptable, moving
in the direction of reducing their influence on economic inequality is to move in
the direction of a more acceptable inequality. In the same vein, compensating ex post
for inequalities because of differences in such initial conditions is a move towards a
more acceptable inequality. This implies that redistribution should take, so to speak,
from the undeserving rich and give to the deserving poor.

5.3 How can inequality be reduced?
We will now introduce a series of policy proposals based upon the analysis we have
carried out in this book. In suggesting them we have in mind the four engines of
inequality discussed in chapters 1 and 4 – the power of capital over labour, oligarch
capitalism, individualisation and the retreat of politics. As we will explain, not each
policy action can be associated to a specific engine, nor does each suggested measure affect one engine only. Policies may affect the overall context of the economic
system, the rules and institutions that shape its operation and the specific conditions
in which individuals and social groups enter into market relations.The measures we
suggest include actions primarily aimed at reducing and modifying market income
inequality and measures that redistribute income or wealth ex post. Moreover, there
is a need for an integrated approach for assessing the impact on inequality of each
policy measure taken in a wide variety of fields. As the inequality patterns are differentiated across countries – as seen in chapter 2 – some of the policies proposed
are more appropriate for some countries, and other measures are better suited for
others. The list of measures we suggest is partial, and many more actions could be
proposed in order to reduce inequality directly and indirectly. Those on which we
focus are a coherent set of integrated actions, including widely acceptable policies,
some of which have been proposed by many international organisations, political
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forces, social groups and experts. As in all this book, we do not consider the specific
policies that are addressed to poverty; we think that a strong policy against inequality is by far the more effective and appropriate road that can bring us to a reduction
of poverty too.

The context of the economic system
The analysis of chapter 4 has pointed out the importance of the systemic changes
that have transformed capitalism in the last 30 years, including the expansion of
finance, globalisation and technological change. Discussing the policy agenda that
could address this range of forces is well beyond the scope of this book. However,
we should remember that such developments have gone hand in hand with the
retreat of politics we identified as an engine of inequality, setting the context in
which disparities have increased. Therefore, a positive effect on the reduction of
inequality would emerge from a return of public intervention regulating and limiting finance, controlling the process of globalisation and the direction of technological change.3 Considering the extent of tax evasion and elusion by corporations
and rich individuals, moves towards tax harmonisation and a ban on fiscal havens
would also have important egalitarian impacts.
The impact of the crisis started in 2008 has been repeatedly pointed out as a
factor strengthening inequalities. In most economies – in particular in Eurozone
countries – the crisis has been followed by severe austerity policies that have prolonged the recession. We do not address here the macroeconomic policies – fiscal
and monetary – that create the context in which growth and distribution take place.
We can just point out that excessive fiscal consolidation has lowered growth and in
most countries has made distribution more unequal. The expansionary monetary
policy – immediately adopted by the Federal Reserve, much later by the ECB – has
mainly sustained the value of financial assets, with little effect on real investment,
growth and prices, opening the door to a risk of deflation. A higher inflation target –
say at 4 per cent – has been proposed (Krugman, 2012) as a way to spur growth
and reduce the burden of private and public debt. A higher inflation could indeed
reduce the value of financial assets that are mainly owned by the rich and favour
debtors – both firms and poorer individuals. However, creditors could demand in
turn greater nominal returns for their investments. With high inflation, workers
could suffer a loss of real income if wages are not indexed to prices or labour is
unable to gain from wage bargaining. Therefore, a higher inflation has uncertain
effects on the reduction of inequalities.
We have left outside the scope of our book the question of the environmental
sustainability of the economic system. This is a serious factor, generating new types
of inequalities in terms of having access to environmental quality, natural resources
and escaping the worst consequences of climate change. Policies for reducing climate change and expanding environmental protection should also be seen as conducive to preventing higher inequalities (see Basili et al., 2005).
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Rules and institutions for equality
A specific set of policy changes has to address the rewriting of the rules according
to which markets operate and the rebuilding of institutions that are more conducive
to egalitarian policies and outcomes.The rules to be modified include those shaping
market earnings that at present – as we have seen in chapter 3 – lead to outcomes
that reflect undeserved advantages or disadvantages, leading to unacceptable inequalities; in other words, there is a need to make markets possibly more ‘impartial’.
Laissez-faire approaches typically argue that the rules of the game ‘spontaneously’
establish themselves in the real world and that they cannot be subject to any kind of
evaluation and should not be changed. Such an attitude would actually lead to maintaining the view that individual success or failure is always justified independently from
the nature and content of the rules of the game, for instance whether they do or do
not allow advantages on the basis of family background or skin colour. This cannot
be accepted. The institutions of income distribution are legitimate not because they
dispense prizes according to family background, skin colour or other undeserved characteristics, but on the basis of the claim that they value individual characteristics like
merit, effort and abilities obtained through procedures everybody can have access to.

Reducing income inequality and redistribution
Market inequality, and in particular inequality in labour earnings, can be reduced
in two different ways that are not, however, in conflict with one other. The first
way is to reduce inequality in the initial conditions that lead to income inequality;
the second one is to introduce redistribution in order to compensate for unequal
and unjust outcomes, or to assure access to important social rights for all citizens.
Efforts to improve initial conditions should focus on the characteristics – such as
education – that the market is supposed to assess when shaping earnings. When
introducing taxation as a tool for redistribution, we should remember that, when
markets are monopolistic or there is a strong degree of market power, taxes can be
translated into higher prices paid by consumers, eluding the expected redistributive
effect; this implies that a reduction of inequality cannot rely on taxation alone and
several tools have to be used at the same time.

An integrated view of egalitarian policy objectives
Besides the specific measures that are discussed below, however, there is a major
novelty that has to be introduced in public debate and in policy processes: an
explicit identification of an overarching objective of public action on inequality
and recognition that reducing inequality is an effort that has to develop across all
fields of policy action. It should require that each policy area – from macroeconomic to industrial policy, from social to environmental policy – explicitly assesses
the inequality impact of the measures undertaken. As Joseph Stiglitz argues in his
most recent book, ‘Inequality is affected by virtually every policy that the government undertakes’ (Stiglitz, 2015: 233).
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TABLE 5.1

Policies for reducing inequality

a. R
 ebalancing capital–labour relations
Regulation and downsizing of finance
Limiting positions of rent
A fair distribution of the benefits of technology and productivity
An effective minimum wage and greater role of national labour contracts
b. Stopping oligarch capitalism
Controlling top incomes
A high inheritance tax
c. Reducing individualisation of economic conditions
Reducing the fragmentation of employment contracts
Strengthening an egalitarian public education
d. A return to policies of effective redistribution
International and national taxation of wealth
Greater progressivity of personal income tax
A minimum income
Measures proposed are grouped on the basis of their relevance in addressing the four e ngines of
inequality.

This is particularly important in the European context. The EU has established
its Europe 2020 strategy in order to chart the desirable future evolution of European
economy and society (European Commission, 2010). Dozens of key variables have
been identified as policy targets that member countries are forced to achieve – as
in fiscal policy restraint – or encouraged to pursue – as in employment, R&D, education or environmental targets. None of them concerns inequality. The blindness
of current political process to the inegalitarian consequences of all sorts of policy is
striking, and has its roots in the old and now discredited argument that ‘inequality
does not matter’. National (and European) politics has to identify clear objectives of
inequality reduction in a specific time-frame, and develop an integrated process of
implementation and assessment that involves all the relevant policies fields.
We consider now a set of specific policy proposals that can have a direct effect of
inequality reduction.The summary list is in Table 5.1.We present them under headings that refer to the four engines of inequality discussed in this book – rebalancing
capital–labour relations, stopping oligarch capitalism, reducing individualisation of
economic conditions and a return of policies for effective redistribution.

a. Rebalancing capital–labour relations
Regulation and downsizing of finance
The regulation of finance is an issue that goes well beyond the agenda of a policy
against inequality. It is a question at the heart of the economic system. However,
the rise of finance has been a key element in the two engines of inequality we
identified – the power of capital over labour and oligarch capitalism. The specific
measures in this field – proposed by a very large literature and by authoritative
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sources – include: a return to a division between commercial and investment
banking; a generalised tax on all financial transactions to limit speculative trading;
strong limitations on financial derivatives; in the more radical versions, also some
regulations on capital movements are proposed.4
These measures would have the effect of reducing the rate of return to financial
investment and the inflation of financial asset values that is at the core of the rising capital/income ratio, two key sources of rising inequality according to Piketty
(2013). In turn, such a downsizing of finance would put less pressure on profit
maximisation in firms and leave more room for real investment, higher wages and
a more balanced functional distribution of income. Stricter rules on finance would
also have the direct effect of preventing the huge enrichment that has been frequent
in the last decades through speculative activities. Often such enrichments are the
result of the possibility of appropriating very large gains if high-risk investments are
successful and dumping on society the losses if they fail, as happened in many cases
after the 2008 financial crisis.

Limiting positions of rent
Very high earnings of individuals and firms almost always embody rents that typically result from a lack of effective competition (Stiglitz, 2012). This calls for measures that challenge monopolistic power and enhance competition, in particular in
activities characterised by very high returns and earnings. In recent years competition has almost exclusively performed the role of keeping low the lower earnings,
rather than challenging higher incomes. Policies should eliminate obstacles to a
greater competition, limiting market power and economic privilege. In the case
of top earners, policies should reduce barriers to pursue the best jobs, including
difficulties in accessing the competences required and new factors, such as notoriety, which very often are not the result of abilities that the market should reward
(Franzini et al., 2014).

A fair distribution of the benefits of technology and productivity
Rapid technological change, especially in information and communication technologies, has led to the rise of new markets where huge ‘Schumpeterian’ profits
are made, dominated by firms often with monopoly power. Such developments
have often had a strong financial dimension, most of all in the US, with high-risk
investments involved and booming stock values of high technology firms.The gains
from this have been highly concentrated in top incomes, while the funding of the
research that made such innovations possible has largely come from public sources –
and the public sector has often had to cover the losses when new projects failed
(Mazzucato, 2013a, 2013b). A more balanced distribution of the benefits of technology between public and private interests has been proposed through changes
that would assign a greater share of the gains to the public organisations that have
shaped the emergence of new technologies and to the workers involved. Tools that
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have been proposed include granting State institutions shares of the high technology
firms benefitting from public R&D; creating and expanding public investment banks
that could fund risky projects and obtain the benefits of success; and modifying intellectual property rights rules to emphasise the public dimension of knowledge created
through public R&D. Greater resources flowing to public organisations would limit
the rise of top incomes and, moreover, provide greater resources for underfunded
basic R&D and public education that are essential for the innovation process itself
(Lazonick and Mazzucato, 2013; Mazzucato, 2013b; Lazonick, 2015).
A second way technological change has affected income distribution is through
the direction taken by innovations. Considering the functional distribution of
income, profits have increased much more than wages as a result both of new products that offer temporary monopoly power and of new processes that replace labour.
The latter has often the effect of reducing the quantity (and sometimes also the
quality) of employment used, weakening labour in its relationship to capital (Pianta
and Tancioni, 2008; Nascia and Pianta, 2009; Croci Angelini et al., 2009).Technology
and industrial policies could be introduced and expanded in order to orient innovation in a direction that could have less inegalitarian effects, as argued by Atkinson
(2015), and expand – rather than replace and reduce – the quality of labour used,
especially in services where human activity remains important. Public organisations
could directly introduce labour-enhancing innovations; tax incentives and R&D
support could primarily go to firms that give priority to new products, rather than
new processes; and the fields and missions where resources should go could include
ICT applications, environmental sustainability and health and welfare services –
labour-intensive activities where labour skills and wages are higher than average.5
Technological change is a major driver of productivity growth in firms, which
draws from a variety of other factors – increased education, organisational change,
better work practices, etc. Considering the wide gap that has opened in the last
decades between productivity and wage growth – with the exception of few countries, see chapter 2 – it is important to design better institutional arrangements that
may allow productivity increases to be equally shared between capital and labour
and among all workers. We should remember that when productivity and wages
increase at the same rate – with no changes in external inputs and prices – the relative
distribution between profits and wages does not change, and inequality could worsen
only if disparities increase within wages (or profits). There is ample room, therefore,
for expanding wages to catch up with productivity growth, and doing it in an egalitarian way, if possible, through national collective labour contracts that have been
found to be the most effective mechanism for reducing wage inequalities (see below).

An effective minimum wage and greater role of national labour contracts
In the distribution of income between profits and wages, the former have been
able to climb to record levels, while the latter have been falling through the floor.
It is time to introduce an effective floor that prevents the fall of wages, in particular
of the lowest paid. The number of working poor is on the rise in many countries
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and a legally binding minimum wage could be an effective tool to prevent that.
Such a threshold is generally set by legislation – as happens in the US, the UK,
Germany and France – or could be the result of national labour contracts that
become enforceable for all workers (see Schulten and Müller, 2014).
Mainstream views generally oppose minimum wages, arguing that they would
reduce labour demand and result in falling employment of the lowest skilled. Evidence for the UK, however, shows that when the average wage of the workers in
the lowest 10 per cent of earnings has increased, no negative impact on employment has emerged (Stewart, 2004; Swaffield, 2012). Likewise, in Germany the gradual introduction at the start of 2015 of a minimum wage of €8.50 – 62 per cent of
the median hourly pay – has been associated to expanding employment.The design
of the measure is important and its aim should be to raise the lowest wages without
undermining the next-to-lowest wages; this is why a close coordination between
minimum wages and national labour contracts – with the layers of pay rises on the
basis of qualification, seniority, responsibility, etc. – is important.
In turn, a greater role should be returned to national labour contracts negotiated between employers and unions. In the post-war decades of high growth and
low inequality they had a key role in multiple ways. Collective bargaining was the
main form for obtaining part of the gains from productivity growth and sharing
them among all workers; in national negotiations, unions could exercise greater
power and obtain better concessions from employers. National contracts compressed wage inequality in the name of solidarity among workers. The generalised
wage increase across an industry acted as a spur to firms to invest and innovate in
order to keep up productivity growth. In the last three decades, the role of national
labour contracts has been seriously eroded by several factors, including the general
weakening of trade unions, which have lost members and political influence as a
result of job losses, and more aggressive employers’ tactics. These include the ‘opting out’ of a large number of firms – large and small – which refused to grant the
agreed wages in many countries, the policy emphasis on the need for flexibility in
wages and labour use and the pressure to shift wage bargaining to the firm level
on the grounds that this is where productivity increases are obtained and could be
distributed efficiently. Without the protection of national labour contracts, without minimum wages (or with standards set at a very low level, as in the US) and
with the growing fragmentation of labour contracts and the rise of non-standard
employment, workers have been unable to defend their share of national income
and disparities among workers have grown substantially (even when we exclude
managers). A more acceptable balance of force between labour and capital has now
to be restored, and these policies are crucial for giving more strength to labour and
for reversing the inequality produced by a falling wage share, by the reduction in
real terms of low wages and by the rising disparities within workers’ earnings. The
proposal for reducing the fragmentation of employment contracts – that contributes to a lower individualisation of economic conditions, as discussed below – is
complementary to the above policy proposals.

Policies for a more equal society 95

b. Stopping oligarch capitalism
The emergence of oligarch capitalism is the result of several factors – as we have
seen in this book – and is a major engine of the growth of inequalities in advanced
countries.There are multiple reasons to oppose it – the need to protect democracy, to
have accountability in the exercise of power, opposition to unjustified privilege, the
inefficiency that oligarch power brings to the economy, etc. In this section we concentrate on two simple policy proposals that address two major factors that have made
oligarch capitalism possible: unrestrained top incomes and lack of inheritance taxes.

Controlling top incomes
In chapter 1 we have seen that in the top 350 US firms the ratio of the compensation of managers to that of average employees rose tenfold from 30:1 in 1978
to 296 to 1 in 2013 (Mishel and Davis, 2014). Conversely, the US President earns
25 times the wage of the worst paid federal employee and even the business ‘guru’
Peter Drucker has suggested that a 25:1 ratio offers a balanced set of incentives and
is conducive to greater efficiency. Clearly, a reduction of top managers’ incomes in
private firms cannot be legislated and enforced, but several actions can be taken
that would make the current behaviour socially unacceptable again. Governments
could establish a clear policy for reducing income disparities within firms and
organisations, with clear guidelines on acceptable ratios between best paid, average
paid and worst paid workers.They could enforce these guidelines within the public
sector. They could then state that private firms violating such guidelines will be
penalised in access to public procurement, incentives and tax relief, on the ground
that extreme disparities burden society with unacceptable social costs that eventually have to be met by public expenditure. This would create incentives within
firms – among responsible managers, shareholders, employees and stakeholders – to
change the current model of corporate governance that has led to such disparities,
introducing – when possible – greater accountability and democracy also in corporate governance. Such actions would not only reduce the compensation of the top
10 per cent – and in particular of the top 1 per cent – but would also deny social
legitimation to oligarchs, responding in a highly symbolic way to the widespread
popular rejection of the extreme concentration of income, wealth and power in
our societies. Similar steps could be taken with the goal of reducing extreme compensations of other top earners – including professionals and entertainment ‘stars’.

A high inheritance tax
Inherited wealth is a growing share of total wealth, and is distributed in an extremely
unequal way. It is a major factor in the return of our societies to the levels and nature
of inequality typical of a century ago and in the emergence of oligarch capitalism.
There is a very simple way to prevent all this – the introduction of high, progressive
inheritance taxes.The role of taxation of income and wealth is discussed in the next
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group of policies, concerned with the return of a strong redistribution. Inheritance
taxes also have a redistributive role, but they address first of all the unacceptable
oligarchic nature of privilege and the reproduction of extreme inequality from one
generation to the next. The recent trends towards a reduction or an elimination of
inheritance taxes (EY, 2014) should be reversed and a system of taxation should
be designed that allows for exemption under a reasonable threshold, that hits the
transmission of real estate and financial assets more than productive capital and that
prevents the use of fiscal havens or loopholes for evading or eluding taxation. In the
discussion of how the tax could be designed, attention should be given to the idea
that inheritance could be taxed under a progressive tax on lifetime capital receipts –
as Atkinson (2015) suggests – rather than as an upfront payment at the moment of
the transfer; attention should also be paid to the incentives on wealth accumulation.

c. Reducing individualisation of economic conditions
Reducing the fragmentation of employment contracts
In all advanced countries the last three decades have seen a proliferation of new
employment contracts that differ from the standard of full-time permanent jobs.
The recent ILO report (2015) has documented the rise of non-standard employment including part-time, fixed term, temporary and outsourced self-employed
jobs, down to forms of apprenticeship and internship that largely involve the youth.
Non-standard jobs have been introduced with the justification that greater labour
market flexibility was needed, but in fact they are generally associated to very
low wages, lack of employment protection and sometimes even a lack of welfare and social rights. This has increased inequality by lowering the wages of the
poorer workers and by generally reducing wages of the new generation entering
the labour market with such employment contracts.
This segmentation among workers is hardly acceptable; independently from its
effects on income inequality, it violates basic social and labour rights and the principle of equal pay for equal work.
Non-standard workers are forced to bear a heavy burden in terms of economic
risks and this can easily conflict with efficiency; in most countries the precarisation
of employment and life prospects has become a major social problem. Nonstandard workers have contributed to deeper inequality in particular in the countries where they are more numerous (Italy, Spain, Ireland and Germany).They often
end up in the lower tails of the distribution of income – the so-called working
poor. And, most disturbingly, they often have high levels of education, resulting in
an actual waste of human capital. Reducing the spectrum of contractual forms is
therefore an important policy for contrasting wage inequality and granting basic
labour and social rights to all workers. Also, in this case, the measure should be
designed in such a way as to prevent negative effects on employment, which could
worsen inequality. Finally, this measure would strengthen trade unions in their bargaining with employers, contributing to less unequal capital–labour relations.
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Strengthening an egalitarian public education
In chapters 2 and 4 we have seen how important education is for countering the
forces of inequality. We have seen that in many countries access to higher education is very much dependent on the economic conditions of the family of origin.
This means that the education obtained by the youth tends to mirror economic
inequality across families, reproducing disparities from one generation to the next.
The obvious policy implication is that public education should be expanded with a
clear egalitarian mission – offering all youth more equal opportunities for accessing
high-quality, high-wage jobs on the basis of merit and competence, restoring social
mobility and increasing in this way productivity and efficiency. Higher numbers
of more-educated people would also reduce the positions of rent obtained by top
income earners, increasing the competition for the best paid jobs.
Effective measures to counteract this form of unacceptable inequality should
be taken through an expansion of public expenditure and quality of services for all
levels of education; a reduction of school fees, especially in tertiary education; and
with measures for addressing the problem – extremely serious in some countries
– of the debt incurred by youth for obtaining higher education. Actions compensating for differences in family background would be more effective if they
are attempted from early childhood to correct shortcomings in learning abilities
because of disadvantaged family backgrounds.

d. A return to policies of effective redistribution
The retreat of politics has been a major factor in allowing the unprecedented rise of
inequality we experience today. In this section we focus on three main policies that
could drastically reduce the inequality emerging from market processes through
taxation and expenditure. In the case of taxation, a typical argument for reducing
tax rates has been that international tax competition would penalise countries with
the highest taxation. Moreover, the presence of tax havens would allow for massive
elusion of higher taxes. Major efforts clearly need to be devoted to tax harmonisation, in particular within the European Union, and for limiting and controlling
transactions in fiscal havens. Still, there is major scope for also implementing, at the
national level, tax reforms that can reduce inequality.

International and national taxation of wealth
A progressive global tax on capital is the main policy proposal suggested by Thomas
Piketty (2013: chapter 15). As an example, he suggests how the tax rates could be
set: 0 per cent on fortunes below €1 million; 1 per cent between €1 million and
€5 million; and 2 per cent above €5 million. By applying these tax rates to Europe,
revenues equivalent to about 2 per cent of Europe’s GDP could be obtained. It is
important that all assets are included – real estate, financial assets and business assets –
net of debt. Such inclusiveness is a major difference between Piketty’s proposal
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and the taxes on capital already existing in various countries. Most of the latter do
not include financial assets and do not take debts into account. Moreover, the tax
design should avoid one of the main weaknesses of existing taxes on capital and
in particular on real estate: the riddle of exemptions (and the arbitrary rules often
adopted for setting the value of real estate), which impair their fairness and lower
the revenues they bring in.
A crucial aspect of the tax design is that – except for high levels of wealth – it
should make it possible to pay the due amount from the return on assets. Should it
not be so (for example, because wealth is of limited magnitude and is not yielding
a sufficient monetary return), the owner would be forced to sell his property and
this could be unfair to small-wealth owners and could also lead to a backlash against
the tax from the not-too-rich. This point has been made, in his critical appraisal of
Piketty’s book, by Yanis Varoufakis (2014).
Piketty rightly believes that a tax on capital is necessary, alongside a tax on
income and on inheritance, in order to counter the ‘main force of divergence’ – i.e.
a rate of return on wealth greater than the growth rate of income – and to stop the
increase in wealth inequality. The need for a tax on capital – instead of relying on
a more progressive income tax only – comes from the fact that very rich people
never declare an income that corresponds to a reasonable rate of return on their
wealth. For instance, people owning a fortune of €10 billion usually declare an
income less or much less than €10 million. This corresponds to a ridiculous 0.1
per cent rate of return. This is not necessarily on account of tax evasion, but more
simply is the result of the common practice of not distributing the whole return
to capital, but accumulating the largest part of it in a legal entity created precisely
to manage such fortunes (Piketty, 2013: 854). As a consequence, ‘income is not a
well-defined concept for very wealthy individuals, and only a direct tax on capital
can correctly gauge the contributive capacity of the wealthy’ (Piketty, 2013: 852).
Under these conditions even extremely high tax rates on declared income would
not yield revenues that are an adequate share of actual income.
The other characteristic of the tax is that it should be global. The reason is quite
obvious in a globalised world. In fact, Piketty argues that the alternative to it would
be protectionism, which has many defects among which he includes the dampening of the forces of competition.
Piketty acknowledges that the introduction of such a tax at the global level would
require a close international coordination, which is really difficult to achieve in the
present conditions and he suggests that it could be initially introduced at the European level. Finally, he makes the important point that ‘a tax is always more than a tax:
it is also a way of defining norms and categories and imposing a legal framework on
economic activity’ (2013: 843). In this perspective a further and related advantage of
the tax is that everyone would be required to report ownership of capital assets and,
as a consequence, international financial transparency would be enhanced.
Piketty’s arguments in support of a global capital tax are very strong and this
should definitely be part of the policy agenda against inequality. However, there
is a need to use the policy space available at the national level without waiting for
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the appropriate conditions to emerge at the European or global level. Individual
countries, especially in Europe, should start introducing a national wealth tax along
these lines in the context of tax reforms that could simultaneously reduce taxation
on other sources and with the broad aim of maintaining stability in the total tax
burden. Again, if some countries are ready to make the first steps in this direction,
pressure could mount within Europe for greater attention to the taxation of wealth
and for tax harmonisation at the continental level.

Greater progressivity of personal income tax
The most obvious and simple policy instrument available for reducing inequalities
is to restore a more progressive taxation on incomes, after three decades in which
the tax rates for high incomes have been systematically reduced. A steeper curve
for tax rates is required, lowering those at the bottom and raising those at the
top, bringing them back to at least 65 per cent – as proposed by Atkinson (2015),
who makes a detailed and convincing case for greater progressivity. Other proposals
suggest a higher top rate. We can remember that in the UK before the Thatcher
government in 1979 the top rate was 83 per cent; in the US the top rate was
91 per cent until 1963, and 70 per cent until 1980. It is also important to revise the
complex system of loopholes and deductions that favour higher incomes.
This policy is straightforward because there is very strong evidence that tax
reductions for the rich have had negative effects on inequality, but also failed to
sustain investment and growth. A simple government decree can change tax rates
and there is no need to change methods of tax collection or create new institutions.
The political relevance of such a move in a strategy for social justice and equality
could be immediately evident and could influence the public debate. Again, such
tax changes could be introduced with the broad aim of maintaining stability in the
total tax burden; higher taxes on high incomes could be compensated by lower
taxes at the bottom of the distribution.

A minimum income
In post-war decades most advanced countries have introduced important redistribution policies as part of the welfare state, including public pensions, unemployment benefits, income support measures, anti-poverty programmes and extensive
provision of public services. They have benefitted society as a whole, in particular
those at the bottom of the distribution, and have been a major force for the reduction of inequality experienced between 1950 and 1980. In recent decades, however,
the importance of social expenditure in public budgets has fallen and frequent
changes in welfare systems have reduced the redistributive effects of public action.
The result is the fall in household disposable income at the bottom of income
distribution, the rise of the working poor and greater inequality because of the
falling behind of lower incomes. Moreover, the changes in labour markets, the rise
of non-standard employment and the precarisation of work and life prospects have
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introduced new factors of uncertainty, risk and poverty that need to be addressed
by policies.
The most effective way to address such challenges is the introduction of a universal minimum income that could guarantee a dignified standard of living to all
citizens as part of their civil and social rights. This would lift the bottom of the
income distribution, solve most problems of poverty and reduce inequality. Moreover, this has the important advantage of eliminating the current discriminations
among people that may receive different degrees of income support depending on
their previous employment contract or work history.
There is a long history of proposals for an unconditional universal basic income,
of debates whether public policy should guarantee employment or income and of
implications on work ethic, social citizenship, etc. There are merits on both sides
of the argument and a reasonable policy could provide in parallel both public jobs
and a minimum income.6 In fact, policies could jointly address guarantees on jobs,
on incomes and the measures on the minimum wage in a comprehensive strategy
to avoid the presence of the working poor and reduce poverty and disparities.
With the present developments in labour markets, the introduction of a minimum
income, funded from general taxation, would be an important move forward and
simplify national systems of benefits. In fact, each country has developed a specific
welfare system to deal with such problems and within Europe major diversities
exist. The need for such a measure for the EU as a whole is widely recognised, as
proposed by the recent report from Friends of Europe (2015) drafted by a group
of distinguished experts holding different views about what a Social Europe could
be. Proposals have been advanced for the funding of a minimum income through
European funds; this would greatly contribute to reducing disparities in the EU as
a whole and to restore the legitimacy of European integration among its citizens.

5.4 The implementation of egalitarian policies
All the policies we advocate tend to interact with one another and have contrasting
or reinforcing effects on several variables of relevance for inequality. Therefore, the
design of policies in one field has to take into account all the possible complementarities and conflicts arising with other policies; the effects on other elements that
are crucial for the success of anti-inequality policies should be carefully evaluated.
In order to avoid a lack of coordination between decision makers on such policies at various levels of government, it is important that each policy be assigned to
the more appropriate level of government (local, national or supranational). In this
respect, a specific problem in Europe is the balance that has to be found between
initiatives at the European Union or at the national levels.
At EU level, a choice has to be made between institutional competition and harmonised policies. As far as inequality (within countries and between countries) is
concerned, the need for harmonised policies looks quite strong and the EU should
play a crucial role in favouring such policies. In particular, programmes should be
designed to meet specific and possibly observable targets – including in the Europe
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2020 strategy – and local and national governments should be clearly accountable
with respect to them. There is no doubt that the EU should be directly involved
and should play a strong role of coordination in almost all the policies we have
suggested. This is crucial in the regulation of finance, in the taxing of wealth and
incomes and in the need for overall tax harmonisation. The EU role is important
also with respect to redistributive measures, reduction of rents and protection of
labour. However, in the institutional context of today’s Europe, the key initiative
will rest with national governments, who have maintained a primary responsibility
in these issues.
More generally, in some countries the question of the ability of governments,
public administrations and agencies to carry out and implement policies of this type
with both efficiency and effectiveness is not obvious, and a lot of attention will have
to be devoted to the design and simplification of each measure.
The practical implementation of the suggested policies is hampered by several
obstacles. We list the two most important ones, which may also help to explain the
huge gap between the statements by politicians on how bad inequality is and the
lack of policies introduced to counter it.
The first obstacle is of a cultural and social nature. The level of inequality we
observe is also the result of what we can call ‘tolerance’, or limited aversion to
‘inequality’.The reasons why a number of countries exhibit such an attitude are not
easy to identify. One reason could be that several people – sometimes those who suffer from inequality – do not know the real extent of disparities and accept inequality
as more or less inevitable, perhaps because they cannot identify an effective way to
escape from it or because they believe that society is more mobile than it actually
is. Another reason is that individuals’ limited tolerance to inequality does not find
an appropriate political framework – developed either by political forces or social
movements – that could turn inequality into a major issue of social and political
contention. This involves political economy arguments as well as an analysis of the
role of civil societies’ organisations in addressing inequality. Allowing this ‘voice’ to
be properly formed and listened to may also help to develop an ethical discourse and
democratic deliberation on acceptable inequality and to develop a consensus on the
policies that could effectively reduce disparities.
A second and major obstacle is the strength of those who are going to lose
from policies aimed at reducing inequality. The issue raises the problem of the links
between economic inequality and political inequality, which are one of the major
concerns of those who believe that today’s inequality – with its specific characteristics of increasing concentration of wealth and income at the top – can endanger
democracy and lead to an oligarchic capitalism reminiscent of the ancient régime
that ruled before the French Revolution. Many scholars have argued that this is a
real risk and have produced convincing evidence on how much policies depend
on the interests and preferences of the rich or, better, of the very rich (Gilens and
Page, 2014; Stiglitz, 2012, 2015; Bartels, 2008). A specific issue in this regard is the
funding of political parties and of electoral campaigns. Private funding has become
more and more important, even in European countries that previously relied on
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public funding, and the regulations are becoming more tolerant as different types
of limitations (including the maximum individual contribution) are repealed. The
consequences of these choices for inequality can be profound and in countries such
as the US they are already worrying (Ferguson et al., 2013). In order to overcome
these resistances to lower inequality and redistribution, there is a need to mobilise
widespread public support for measures that counter forces producing inequality
in the market and increase the tax burden on the rich – a development that is still
missing in our democracies. A reasonable way to proceed – among others – could be
to earmark the revenue from such taxes – in particular the wealth and inheritance
taxes – to specific redistributive measures that directly enhance the economic and
social wellbeing of most people.
These policies are a coherent package that is capable of addressing the four
engines of inequality at the source of today’s problems. They act on the deeper
processes that generate disparities in the operation of the economic system, they
correct the way markets distribute earnings and they assure a fair redistribution
through taxation and public expenditure. We have shown in this book that there is
overwhelming evidence on the urgency of reducing inequalities, we have clearly
identified their sources and the policies we propose offer effective solutions. They
are not easy solutions, and complex technical issues need to be dealt with in order
to assure a good implementation; a large number of studies, competences and good
policy practices are available to this end. Inequality can indeed be reduced through
these actions.
What is needed to make this happen, however, is much more than reasonable
advice from economists. A strong reversal of inequality – through processes different
from the tragedies that brought it down a century ago – can only come from deep
social and political change. Society has to stop its tolerance – or even admiration –
for the super rich. The connection has to be made between the glittering fortunes
of the 1 per cent and the worsening destinies of all the rest. Greed has nothing to
do with economic dynamism, and a lot to do with socially dangerous behaviour.
The view of unrestrained individualism as an engine of progress has proved to be an
illusion; solidarity has to be recognised again as what keeps us together, especially in
the times of slow growth that are ahead. A more egalitarian society has to be seen
again as a much better society to live in.
Civil society concern and activism is what has kept these ideas alive in the
decades of unstoppable disparities. Bottom-up solidarity actions, care and support
for the weakest, social justice movements and trade union resistance have shown the
direction all society should take; important social mobilisations – although timid,
discontinuous and very diverse across countries – have demanded political change.
And yes, political change is what is most important now if we want the rise in
inequality to be reversed and its characteristics made more acceptable. Most political parties, parliaments and governments have so far refused to hear the argument
that inequality is bad for society as a whole. It is remarkable that this argument is
now made by the same international organisations – the OECD and the IMF –
that have long preached the virtues of liberalisation, financial expansion and tax
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cuts for the rich, regardless of their inegalitarian effects. We know that part of the
reason is that the rich – large corporations and finance – are increasingly able to
influence the political process, with a dangerous corruption of democracy. This
makes the fight for equality much more than a question of economic policy. It is a
question of fundamental values – clearly stated in most Constitutions of advanced
countries. It is a question of making sure that the political process is accountable
to social demands – that democracy works in the end. Over inequality, in fact, a
major conflict is played out – that of democracy and social justice against the rise
of oligarch capitalism.

Notes
1 Jacob Hacker, who was the first to speak of ‘pre-distribution’ as a necessary strategy
along with redistribution against inequality, argued that ‘failure to enforce policies supporting workers’ organizing rights has undermined labour unions as a force for good
pay while corporate governance rules all but asked top executive to drive up their own
earnings. Financial deregulation brought great riches for some while crashing the rest
of the economy’ (Hacker, 2011: 35).
2 Ostry et al. (2014) use the Standardized World Income Inequality Database constructed
by Solt (2009) that allows long-term comparisons across different countries. A survey
of the inequality-growth debate is in Voitchovsky (2009).
3 On the relevance of these issues for policies against inequality see Atkinson (2015,
chapter 4). On the broader economic and political context of neoliberalism and the
need for a return of politics see Hall et al. (2015), Duménil and Lévy (2014) and Marcon
and Pianta (2013). On Europe’s crisis see Coats (2011), Fazi (2014) and Lehndorff
(2015).
4 Effective proposals on regulating finance have come from Aglietta (2014), Economistes
Atterrés (2013, 2015), EuroMemo Group (2015), Fazi (2014), Finance Watch (2015)
and Lapavitsas (2013).
5 Such policies are presented in Pianta (2014); see the special issue of Intereconomics
(2015) on policy proposals for a new industrial and innovation policy with articles by
Dosi, Cimoli and Stiglitz, Landesmann, Mazzucato, Page, Pianta, Waltz and Cirillo and
Guarascio.
6 The case for a basic income is made in particular by Van Parijs and Vanderborght (2005)
and by the work of the Basic Income Earth Network (www.basicincome.org). The
importance of providing guaranteed jobs as a strategy to reduce inequality has been
pointed out by Atkinson (2015: 140). Even the last OECD report on inequality argues
that ‘direct job creation schemes can serve as a useful back stop to ensure that the long
term unemployed and other disadvantaged groups maintain a contact with the labour
market’ (OECD, 2015: 41).
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