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Preface

This is the 15th volume of the series of International Papers in Political
Economy (IPPE). 'This series consists of an annual volume with eight
papers on a single theme. The objective of the /PPE is the publication
of papers dealing with important topics within the broad framework of
Political Economy.

The original series of International Papers in Political Economy started
in 1993 until the new series began in 2005 and was published in the
form of three issues a year with each issue containing a single extensive
paper. Information on the old series and back copies can be obtained
from the editors: Philip Arestis (e-mail: pa267@cam.ac.uk) and
Malcolm Sawyer (e-mail: mcs@lubs.leeds.ac.uk).

The theme of this 15th volume of eight papers is Inequality: Trends,
Causes, Consequences, Relevant Policies. The papers in this volume were
initially presented at a one-day conference in Cambridge, UK (St
Catharine’s College), 22 March 2018. The conference was organised
by the Department of Land Economy, University of Cambridge, under
the aegis of the Cambridge Trust for New Thinking in Economics,
entitled Inequality: Trends, Causes, Consequences, Relevant Policies. The
Cambridge Trust for New Thinking in Economics fully supported and



vi Preface

financed the conference. The papers were subsequently presented at
the 15th International Conference, entitled Developments in Economic
Theory and Policy, held at the University of the Basque Country
UPV/EHU, Bilbao, Spain, 28-29 June 2018, which fully supported
and funded the special sessions to which the papers included in this
volume were presented. We are grateful to the organisers of the Bilbao
conference and to the Cambridge Trust for all the help and funding
provided.

Cambridge, UK Philip Arestis
Leeds, UK Malcolm Sawyer
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Importance of Tackling Income Inequality
and Relevant Economic Policies

Philip Arestis

1 Introduction

This contribution deals with inequality of income, which has increased
over the last forty years or so. In fact, the increase in inequality started
in the 1980s, after the 1945 to the 1970s reduction in inequality.
Atkinson (2015) labels the change in the 1980s as the ‘Inequality Turn’;
Yates (2012) labels the subsequent period as the ‘Great Inequality’ era;
and the former USA President Obama called increasing income ine-
quality as the ‘defining challenge of our time’ (Dabla-Norris et al.
2015). Income inequality is evident in developed, emerging and devel-
oping countries (Dabla-Norris et al., op. cit.; see, also, Goldberg and
Pavenik 2007). An important and relevant observation is the substantial
decline in wage shares across the world, with relevant statistics provided
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in the Economist (2015). It is reported therein that, in 2014, US real
wages were 1.2% lower in relation to their 2009 level; in the UK, the
median pay was 10% below its 2008 high; and in Germany, wages
were 2.4% below their 2008 level. Distribution of income became
more polarised in the OECD countries (OECD 2008, 2011), with the
top-income groups increasing their shares substantially, especially the
financial sector group (Arestis and Karakitsos 2013). This was particu-
larly the case in the Anglo-Saxon countries, and especially so in the US
(Atkinson et al. 2011). In fact, real wage growth has lagged behind pro-
ductivity growth since the 1980s in the advanced economies and since
the 1990s in developing and emerging economies (Stockhammer 2013).
Dabla-Norris et al. (2015) also suggest that “average wages have risen
at a slower pace than productivity growth amid large economic rents
(for example, high profitability and large increase in executive compen-
sation) accruing to the top end of the income distribution” (p. 13). That
was the case over the period 2005-2012 in both of their samples of
selected developed and emerging countries.

Inequality of wealth is also an important and relevant issue. An
example of wealth inequality is the US; and as CBO (2016) states: “In
2013, families in the top 10 percent of the wealth distribution held 76
percent of all family wealth, families in the 51st to the 90th percentiles
held 23 percent, and those in the bottom half of the distribution held 1
percent” (p. 1). In terms of the period 1989-2013, and the distribution
of the US family wealth (defined as total assets minus total debt), the
same study shows that it was more unequal in 2013 than in 1989. It
is the case, though, that “personal distribution of wealth (both capital
and land) is less available on an internationally comparable basis than in
the case of income” (Atkinson 2015, p. 71). It is also the case that “the
construction of wealth distribution statistics is much more problematic
than that of income distribution. The availability of wealth surveys is
much less than income surveys; reliance is often placed on estate duty
and inheritance tax data, which have their own difficulties” (Sawyer
2015, p. 880). Alvaredo etal. (2017) stress that even now “available
statistics on the distribution of wealth are highly imperfect” (p. 407).
Davies etal. (2011) discuss relevant problems and provide results to
show that “wealth is unambiguously more unequally distributed than
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income”; and also “that income inequality can be used to generate an
imputation of wealth inequality when wealth distribution data are not
available” (p. 242; see, also, Dabla-Norris et al. 2015). It is also sug-
gested that although wealth inequality is greater than income inequality,
once income inequality is curtailed, wealth inequality is also curtailed.
Another difficulty with wealth is its measure of rich households in view
of the globalised world and the offshore financial centres. As Alstadsater
etal. (2017) show, these centres “provide a variety of financial services
to these individuals, many of which are legal and legitimate, but most
of which make wealth harder to observe in traditional economic data-
sets, such as national accounts and tax records” (p. 1). In view of recent
relevant data, Alstadseter et al. (op. cit.) examine the implications for
financial wealth inequality to conclude that “accounting for offshore
assets increases the level and the rise of top wealth shares seen in tax
data, but the magnitude of the effect varies across countries” (p. 18).
Clearly, wealth inequality needs a separate contribution to be dealt with
satisfactorily; we refer to it, nonetheless, in what follows as necessary.

A further relevant issue is gender inequality. Atkinson etal. (2014)
provide evidence that women are seriously under-represented at the
top 1% of gross income. Two examples are given to make the point:
Canada where, in 2010, the relevant proportion of women was 21%;
and in the UK, in 2011, the corresponding figure was 17%.! Gender
inequality has worsened in view of neo-liberalism; this is so as a result
of a number of changes in the labour market, which have disadvantaged
women. Deregulation of the labour markets and the ensued flexibility
have affected those in low-paid jobs. Given that women are over-rep-
resented in these jobs, they have suffered disproportionately. It is also
the case that women have suffered a great deal more than men as a con-
sequence of austerity policies because of their social positioning. They
are likely to be more employed in the public sector, and it is the pub-
lic sector that has experienced most austerity. In fact, there is evidence

In the European Union (EU), the average gross hourly earnings of female employees are 16.3%
below those of men. This ‘gender pay gap’ differs substantially among the EU countries. For
example, in Italy and Luxembourg, it is at 5.5%, in Germany, at 22%, and Estonia at 26.9%
(Eurostat, March 2017).
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(Sands 2012), which suggests that in the UK, 70-80% of the effect of
austerity has been experienced by women. Ponthieux and Mears (2015)
review the relevant evidence in eight OECD countries, and conclude
that “the gender wage gap has been decreasing more slowly since the
late 1990s (except in the UK and Japan, where the narrowing has con-
tinued at the same pace) or stagnating, and even increasing in Italy”
(p. 1008).> Where a decline in the gender-wage gap has occurred, it is
entirely due to education and thereby better labour-market positioning
(see Atkinson 2015, p. 40). Blau and Kahn (2017) provide evidence in
the case of the US that suggests that gender pay gap fell from 1980 to
1989, continuing through 2010, but at a slower convergence; persistent
gender pay gap still exists, which is larger at the top of the distribution
and has decreased more slowly than at the middle and the bottom of
the distribution. Over the period 1989-2010, improvement in women’s
education, experience and occupational representation, as well as elim-
ination of the female shortfall in union representation, were the main
causes of the reduction in the gender pay gap where it materialised.
Goldin et al. (2017) examine the expanding gender inequality over the
period 1995-2008, using the 2000 census, based on the Longitudinal
Employer-Household Dynamics (LEHD) database, and conclude that
the widening of gender inequality “is split between men’s greater ability
and preferences to move to higher paying firms and positions and their
better facility to advance within firms” (p. 114). Women’s greater family
responsibilities enhance these factors significantly. This is probably the
main reason that despite equal-pay laws, the pay-gap between men and
women is no longer narrowing in rich countries especially.

It is thereby very important for an improved and enabling environ-
ment where increased labour force participation for women emerges.
Lagarde (2017) reinforces this issue when she claims that gender equal-
ity matters for two reasons: “first of all, because women matter, full

?The members of the EU Parliament adopted, in March 2013, a proposal to enable pro-
gress on “equality between women and men in the European Union” (available at: htep://
www.europarl.europa.eu/sides/getDoc.do?pubRef=-//EP//TEXT+REPORT+A8-2015-
0015+0+DOC+XML+VO0//EN). This was part of a text asking the Commission and the EU
members to set employment targets so that women can have the same opportunities as men.


http://www.europarl.europa.eu/sides/getDoc.do%3fpubRef%3d-//EP//TEXT%2bREPORT%2bA8-2015-0015%2b0%2bDOC%2bXML%2bV0//EN
http://www.europarl.europa.eu/sides/getDoc.do%3fpubRef%3d-//EP//TEXT%2bREPORT%2bA8-2015-0015%2b0%2bDOC%2bXML%2bV0//EN
http://www.europarl.europa.eu/sides/getDoc.do%3fpubRef%3d-//EP//TEXT%2bREPORT%2bA8-2015-0015%2b0%2bDOC%2bXML%2bV0//EN
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stop. Second, there are large benefits for all of society, and this includes
men, women, and children, to be had from raising women’s participa-
tion in the economy - it can boost GDP growth, help economies diver-
sify, and tackle income inequality ... At the IME we are incorporating
gender-related considerations in the policy advice we provide to our
member countries - so far, we have completed consultations along these
lines with 22 countries, with more to come”. It is also stated by Lagarde
(op. cit.) that “despite progress made by most G7 countries in improv-
ing gender equality ... there is still a large unfinished agenda” (see, also,
IMF 2017a). Clearly, gender inequality is also an area that needs a sepa-
rate contribution to be dealt with satisfactorily.

We proceed in Sect. 2 with a discussion of the world state of ine-
quality. In Sect. 3, we turn our attention to the importance of tackling
inequality. Section 4 deals with inequality and economic growth, and
Sect. 5 focuses on economic policies to tackle inequality. We summarise
and conclude in Sect. 6.

2 World State of Inequality

The evidence produced by Atkinson et al. (2011) shows that the share
of US total income going to top-income groups had risen dramatically
prior to the GFC of 2007/2008. The top pre-tax decile income share
reached almost 50% by 2007, the highest level on record. The share of
an even wealthier group—the top 0.1%—more than quadrupled from
2.6 to 12.3% over the period 1976-2007. Also, and by the emergence
of the GFC, Stiglitz (2013) reports that the top 0.1% of US households
had an income that was 220 times larger than the average of the bottom
90%. Real wages in the US, where wages constitute the most important
component of incomes, had fallen even behind productivity well before
the onset of the Great Recession (GR). Tcherneva (2017) provides US
data to suggest that the recovery of 2001-2007 produced no growth in
the income of the bottom 90% of households. Indeed, and following
the GFC and GR, the first years of the recovery, their income kept fall-
ing with all income benefits going to the wealthiest 10%. However, the
average real income for the bottom 90% of households, and in 2014
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and 2015, began to recover but still the growth in the economy deliv-
ered most of the benefits to the top 10%. Reeves (2017) notes that
between 1979 and 2013, average income for the bottom 80% of US
households rose by 42%; for the next 19%, it rose by 70% and for the
top 1%, by 192%. Lensing and Markiewicz (2015) utilise a quantita-
tive growth model to assess the welfare consequences of the increased
income inequality from 1970 to 2013 in the US. Their results show that
“the increase in income inequality since 1970 has delivered large wel-
fare gains to the top income quintile of US households. For households,
outside this exclusive group, the welfare losses have been substantial”
(p. 22). Kuhn etal. (2017) also confirm the proposition that income
and wealth inequality in the US, studied jointly over the period 1949—
2013, follows ‘increasing polarisation’. They also show that the US mid-
dle class was the main loser of the increasing income and wealth of the
top 10%.

An important characteristic of the period 1983-2007, in terms of
the declining wage and rising profit shares, was the increasing concen-
tration of earnings at the top, especially in the financial sector. That
was the case around the world, but especially so in the US (Arestis and
Karakitsos 2013). Indeed, and as Galbraith (2012) also showed, coun-
tries with larger financial sectors had more inequality. In the US, the
share of the financial sector to GDP almost doubled in size between
1981 and 2007, and more recently accounted for 8% of US GDP
(Philippon 2008). Between 1981 and 2007, the US financial sector, as
measured by the ratio of private credit to GDP, grew from 90 to 210%.
Also, a sharp, nearly six-fold increase occurred in their profitability after
1982. Indeed, and over the same period, wages in the financial sector
were higher than in other sectors, even after controlling for education
(Philippon and Reshef 2009). Financial sector relative wages, and the
ratio of the wage bill in the financial sector to its full-time-equivalent
employment share, enjoyed a steep increase over the period from mid-
1980s to 2006. Such inequality was one of the main causes of the GFC,
as argued in Arestis and Karakitsos (2013) and Arestis (2016).3

3Goda et al. (2016) showed that the increase of income and wealth inequality was the cause of
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It is the case, though, that despite inequality rising in the past four
decades, its trend has not always been upwards. The historical record,
as in Sawyer (1976), using a range of measures of inequality, as well
as pre-tax and post-tax income, showed for 12 OECD countries (with
comparable data) income inequality, and over the post World-War II
period to mid-1970s, tended to decline or remain broadly constant.
Atkinson (2015) suggests that there was a fall in inequality between
1914 and 1945, and after 1945 until the 1970s. That reduction in ine-
quality was due to the two World Wars in view of the ‘chaos’ of the
wars and occupations, and of the structural breaks imposed by the post-
war settlements. In the case of the Second World War and afterwards,
a greater sense of social solidarity and strengthening of trade unions
were the main contributory factors to the lower inequality. In the
1970s, and in the US, inequality was similar to that of the late 1940s,
as measured by the Gini coeflicient, which ranges between 0 (complete
equality) and 100 (complete inequality). Piketty (2014) also shows that
between 1914 and the 1970s, income and wealth inequality in the US
fell dramartically. After the 1970s, however, both income and wealth
inequality rose back to the pre-1914 norms. In the past forty years
or so, though, Piketty (op. cit.) shows that in the US, nearly 75% of
the aggregate income growth went to the top of the distribution. And
since 1980, “income inequality has exploded in the United States. The
upper decile’s share increased from 30 to 35% of national income in
the 1970s to 40—45 in the 2000s—an increase of 15 points of national
income” (p. 294). Piketty (2014) utilises the inequality 7> g (where 7 is
return on capital and g rate of growth) to illustrate how inequality is
compounded.

Atkinson (1997) suggests that ‘unparalleled’ rise in the UK inequality
occurred in the 1980s: “the United Kingdom stands out for the sharp-
ness of the rise in recorded income inequality in the 1980s” (p. 301).

the euro crisis of 2010. The high levels of income inequality produced high levels of debt and
balance-of-payments imbalances, which caused the crisis. Their approach also demonstrated that
both income and wealth inequality should be closely examined so that the close relationship
between inequality and financial stability should be seriously considered.
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Also, Turner (2010) suggested in the case of the UK: “there has been a
sharp rise in income differential between many employees in the finan-
cial sector and average incomes across the whole of the economy”. Hein
and Mundt (2012) show that in the G20 developed economies, and
since the early 1980s, a falling trend of the wage share clearly materi-
alised. They also examine a group of emerging G20 countries, which
experienced an overall falling trend of the wage share with the excep-
tion of India. In the European Union, and prior to the late 1970s, ine-
quality declined in view of the expansion of the welfare state and social
provision, along with progressive income taxation. However, and since
the 1980s, the welfare state in the EU has failed to reduce inequality
as a result of explicit policy decisions aimed at cutting back on bene-
fits. Inequality has in fact increased between the highest and lowest
incomes. Social Europe (2017) reports that between 2005 and 2015,
the Gini coefficient in the EU rose from 30.6 to 31 and income dis-
parity increased from 4.7 to 5.2 between the top and bottom 20% of
income recipients. Social Europe (op. cit.) suggests that globalisation
and migration, one of the manifestations of globalisation, put pressure
on wages thereby becoming factors that led to inequality in the EU.
Weakening of collective bargaining, the deterioration in working condi-
tions, increased temporary working, and policies of internal wage deval-
uation were further sources of worsening prosperity for many people.
Actually, inequality between the OECD members is higher than
within them. In Germany, for example, and according to the OECD
(2008), income inequality over the years 2000-2005 grew faster than
in any other OECD country.* Eurofound (2017) shows that prior to
2008, inequality amongst the EU countries had been reduced in view
of the process of economic integration and income convergence. It
accelerated by the creation of the euro, with inequality within coun-
tries remaining stable. After 2008, inequality has increased in view of
the process of economic integration stalled due to the emergence of the

“Inequality in Germany is worse since the 1990 reunification. As reported in the Financial Times
(18 August, 2017), household income inequality is close to that of the EU; wealth inequality is
significantly less equal than the EUs—the bottom 40% of people in Germany have almost no
assets at all, not even savings; it is the top 10% that have them.
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GFC and the ensuing sovereign debt crisis, also because income ine-
quality within the EU countries increased.” The main causes of that
experience are thought to be unemployment and changes in the capac-
ity of households and welfare states to cushion income effects.

Similar but less pronounced inequality shares are relevant in many
other countries. In China, the top 1% income share gradually increased
from 2.6% in 1986 to 5.9% in 2003. The financial intermediary shares
to GDP in China rose from 1.6% in 1980 to 5.4% in 2008 (Greenspan
2010, p. 15). Alvaredo et al. (2017) compare the evolution of inequality
in China, US and France over four decades, utilising data from WID.
World (available at: www.wid.world). Inequality in China increased
substantially after private enterprise was introduced. In 1978, the top
10% of Chinese earned just over a quarter of overall income before tax.
That was significantly below the relevant proportions in the US and
France. However, by 2015, the top 10% of Chinese earners were paid
two-fifths of total income, above the relevant share in France, but still
below the US. The bottom 50% income share in China was above the
US and France in 1978, but by 2015, it was below that of France but
still above that of the US. Alvaredo et al. (op. cit.) conclude that there
has been a “rising top income and wealth share in nearly all countries in
recent decades, but the magnitude varies substantially across countries;
thereby suggesting different country-specific policies and institutions
matter considerably” (p. 408).

Arestis and Gonzilez Martinez (2016) summarise the Gini coef-
ficients of the fifteen most unequal and fifteen least unequal coun-
tries around the world. The Gini coeflicients reported in Arestis and
Gonzdlez Martinez (op. cit.) clearly make the point of inequality and
the urgency for relevant economic policies around the world to reduce
inequality. It is the case that although inequality between countries
over the last few decades has been reduced, inequality within many
countries has been rising (the top 1% owns about half of the world’s
wealth), particularly in advanced countries. Income inequality has been

5The period the Eurofound (2017) examines is 2005-2014 (with the income variable referring to
2004-2013).
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rising in most countries around the world since the early 1980s (see,
also, OECD 2008). Milanovic (2011) shows that between the 1980s
and 2010, “the United States and the United Kingdom - and indeed
most advanced economies - have become much richer and much more
unequal. In 2010, real per capita income in the United States was 65
percent above its 1980s level and in the United Kingdom, 77 percent
higher. Over the same period, inequality in the United States increased
from about 35 to 40 ..... and in the United Kingdom, from 30 to
about 37 Gini points. These increases reflect significant adverse move-
ments in income distributions. Overall, between the mid-1980s and
the mid-2000s, inequality rose in 16 out of 20 rich OECD countries”
(p. 8).

By contrast, inequality in Latin America was reduced in the 2000s,
after a period of rising inequality in the 1970s and 1980s; the inequality
reduction in Latin America “was achieved by a combination of changes
in market incomes and expanded redistribution” (Atkinson 2015,
p- 80). An interesting case in Latin America is the Brazilian experience,
over the period 1996-2014, where the effect of the introduction of a
minimum wage helped to produce a large decrease of inequality. This
is empirically validated by Engbom and Moser (2017), who employ
an equilibrium search model with heterogeneous firms and workers
with their empirical results explaining 70% of the observed inequal-
ity decrease due to the rise in the minimum wage. The federal mini-
mum wage in Brazil over the period 1996-2012 grew by 119% in real
terms; labour productivity increased by 16.6% over the same period
(Engbolt and Moser, op. cit., p. 6). Similar results are reported in Gées
and Karpowicz (2017), for the period 2004-2014, in terms of regional
inequality and inequality of outcomes, using the Gini coefhicient, both
between and within the 27 states. Their results are mainly due to labour
income growth and redistributive policies, such as Bolsa Familia (the
social assistance programme to reduce poverty, introduced in 2004). It
is also the case that other parts of Latin America have had similar expe-
rience (see, for example, Tsounta and Osueke 2014).6

¢The UNDP (2017) report on income inequality in Sub-Saharan Africa shows inequality tending
to decline in African countries.
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The overall conclusion from this section’s discussion is that rising
inequality has played a serious role in creating the conditions for both
chronic and acute economic instability. We turn our attention next to
discuss the importance of tackling inequality.

3 Importance of Tackling Inequality

Our analysis so far clearly indicates that it is of vital importance to
tackle inequality (see, also, Arestis and Sawyer 2011). Also Haldane
(2017) suggests that “Until the crisis, it is difficult to identify a period
in the past 50 years when inequality was close to the top of the pub-
lic policy or academic agenda’; and it should have been. Keynes (1936)
argued that the two outstanding faults of economic policy were the fail-
ure to secure full employment and to tackle the inequitable distribution
of income. Reducing inequality enhances growth and with appropriate
economic policies full employment could be achieved. Other studies
have similar suggestions as in Kumhof and Renci¢re (2010): “Restoring
equality by redistributing income from the rich to the poor would
not only please the Robin Hoods of the world, but could also save the
global economy from another major crisis” (p. 31; see, also, Berg and
Ostry 2011; Stiglitz 2013, 2015; and OECD 2011). Such crisis, it is
argued by Kumhof etal. (2015), could occur from high household
debt and changes in income distribution. In both periods, 1920-1929
and 1983-2008, a large increase in the income of high-income house-
holds (5% of income distribution) along with a large increase in the
household debt emerged and thereby higher leverage of low- to mid-
dle-income households (95% of income distribution) generated finan-
cial fragility, which eventually caused the Great Depression of 1929,
the GFC of 2007 and the Great Recession of 2008 (see, also, Arestis
2016). This is shown by Kumhof et al. (2015) by presenting a theoret-

ical framework and relevant US empirical support.” McCombie and

7A key assumption is that the top earners, whose income share increases, provide loans to bottom
earners instead of increasing their consumption.
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Spreafico (2015) summarise relevant empirical evidence to conclude
that it “now strongly suggests that greater inequality is harmful for
growth” (p. 20; see, also, Stiglitz 2015). Cynamon and Fazzari (2015,
2016) support the argument that rise in inequality in the personal
distribution of income has been a barrier to growth and employment
in the US. The massive consumer debt, though, for the bottom 95%
unlike the top 5%, which had emerged prior to the GFC, mitigated the
impact of inequality on aggregate demand but post-crisis inequality has
held back output and employment. The slow and uneven recovery in
the US since the GR is due to the existence of inadequate demand; the
latter would be stronger if lower income groups received a higher share
of income.

Dabla-Norris et al. (2015) provide evidence, utilising a sample of 159
developed, emerging and developing economies for the period 1980-
2012, which suggests that there is an inverse relationship between the
disposable income share of the top 20% and economic growth (a 1%
increase in the disposable income of the top 20% is associated with a
0.08% decrease in GDP growth in the following five years). A similar
increase in the disposable income of the bottom 20% produces a 0.38%
higher income growth. This is also the case with the second and third
quintiles (the middle class). The empirical results of Dabla-Norris et al.
(op. cit.) are in line with the findings of the OECD (2014) study, which
utilises a smaller sample of developed countries. The empirical evidence
provided by Ostry (2015) suggests that more equality in the income dis-
tribution is robustly and positively associated with more and sustaina-
ble growth spells. Grigoli and Robles (2017) examine the possibility of
non-linear income inequality in relation to economic development, and
in the case of 77 countries. Under such a relationship, an ‘inequality
overhang’ is identified whereby the relationship between inequality and
economic development turns negative from positive. This, it is shown,
occurs when the Gini coefficient reaches 27%, indicating that the ine-
quality overhang occurs at low levels of income inequality. It is con-
cluded that under such circumstances, the way to combat inequality is
to improve access of households and business to banking services and
promote participation of women in the labour force.



Importance of Tackling Income Inequality and Relevant ... 13

Policy-makers also refer to inequality. The Bank of England (2012)
report shows that its ‘unconventional’ Quantitative Easing (QE) pro-
gramme increased the value of the targeted assets by 26% with 40%
of the gains having gone to the richest 5% of holders. The Bank of
England (op. cit.) justifies it as follows: “By pushing up a range of asset
prices, asset purchases have boosted the value of households™ financial
wealth held outside pension funds, but holdings are heavily skewed
with the top 5% of households holding 40% of these assets”.® The euro
area has had similar results in view of the QE there, whereby the net
wealth of the richest 20% increased by roughly 30% (ECB Annual
Report, 2016). Similar results are relevant for the US economy, where
the top 5% of wealthiest households own 82% of all individually held
stocks and more than 90% of the individually held bonds (Hughes
Hallett 2015). The Chair of the US Federal Reserve System made rel-
evant comments. At the Federal Reserve Bank of Boston conference
(October 2014), Yellen (2014) clearly admitted that “The extent of and
continuing increase in inequality in the United States greatly concern
me. The past several decades have seen the most sustained rise in ine-
quality since the 19th century after more than 40 years of narrowing
inequality following the Great Depression”. Yellen (op. cit.) went on to
suggest that “It is no secret that the past few decades of widening ine-
quality can be summed up as significant income and wealth gains for
those at the very top and stagnant living standards for the majority”.
The European Central Bank (ECB) President (Draghi 2015) warned
central banks of the dangers of aggressive monetary easing, including
mass bond buying, which might lead to financial instability and thereby
worsen income inequality. Draqui (op. cit.) suggests that distributional
consequences may arise from “rising asset prices as a consequence of
our purchases might benefit the wealthy disproportionately and thereby
increase inequality”. The IMF managing director and the governor of
the Bank of England clearly stated at a conference in London (‘Inclusive

81t is also the case that, in the UK, there have been massive property-price increases, essentially
generated by the QE’s liquidity increase. This has also benefitted the richest segment of the popu-
lation, thereby adding to the top five percent real gains.
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Capitalism’, 27 May 2014) that rising inequality was a threat to eco-
nomic growth and financial stability.

The IMF managing director (Lagarde 2014) made the point that
“One of the leading economic stories of our time is increasing income
inequality and the dark shadow it casts across the global economy”
(p. 11). The IMF managing director went on to suggest that “The facts
are familiar. Since 1980, the richest 1 percent increased their share of
income in 24 out of 26 countries for which we have data. In the US,
the share of income taken home by the top one percent more than
doubled since the 1980s, returning to where it was on the eve of the
Great Depression. In the UK, France, and Germany, the share of pri-
vate capital in national income is now back to levels last seen almost a
century ago” (p. 11). The Governor of the Bank of England (Carney
2014) clearly stated in his speech that “Bankers made enormous sums
in the run-up to the crisis and were well compensated after it hit. In
turn, taxpayers picked up the tab for their failure. That unjust sharing
of risk and reward contributed directly to inequality but — more impor-
tantly — has had a corrosive effect on social fabric of which finance
is part and on which it relies” (p. 36). The IMF managing director
Lagarde (2015) summarises the relevant arguments when she suggests
that growing income inequality has become a serious problem for eco-
nomic growth and development; and that “if you want to see more
durable growth, you need to generate more equitable growth”. Also, a
Bank of International Settlements study (Domanski et al. 2016) argues
that unconventional monetary policy has contributed to rising wealth
inequality in advanced economies since the GFC, essentially through
increasing equity prices.

The inequality effects discussed above were greatly affected by a
number of factors. Globalisation is one of them (IMF 2007). There is
actually a great deal of evidence that inequality increased in developing
countries as a result of globalisation in view of less skilled workers who
are relatively abundant in these countries and are not better off in rela-
tion to higher skill workers or education levels (Goldberg and Pavenik
2007). Not only is the increase in demand for educated workers being
driven by globalisation but also by technological changes in terms of
information and communication technologies, which have displaced



Importance of Tackling Income Inequality and Relevant ... 15

low-skilled workers and created demand for those with better educa-
tion. Another contributory factor to inequality is attempts at deregula-
tion and liberalisation of finance in many countries around the world,
especially so before the GFC. As a result, financial markets became big-
ger and more global. Of particular importance from this point of view,
was the financial liberalisation framework in the US, another cause of
the GFC (see Arestis and Karakitsos 2013; and Arestis 2016, for further
details).

There were also significant fiscal costs to the relevant governments
in view of the GFC and GR bailout payments to rescue their banking
sectors, especially the ‘too big to fail’ banks. A relevant IMF (2009)
report cites the fiscal costs in the case of a number of countries, most
important of which are (the percentages cited are in terms of the rel-
evant GDDPs): Austria (8.9%), Canada (9.5%), Greece (5.4%), Ireland
(5.4%), Netherlands (6.2%), Norway (15.8%), Sweden (5.2%), UK
(18.9%), US (7.5%); in terms of advanced countries (5.8%) and
emerging countries (0.3%). Clearly, emerging countries suffered signif-
icantly less than developed countries in view of the fact that most did
not suffer from the GFC. The scaling back of redistributive tax- and
transfer-policies has had significant redistributive effects, especially in
the developed countries. An important implication of these fiscal costs
is that cuts in welfare and national health system expenditures emerged,
which had distributional effects from the bottom to the top whose sal-
aries and bonuses were secured by the relevant fiscal costs. This redistri-
bution was also helped by a sharp acceleration of the austerity policies,
especially after the GFC, accompanied by labour market deregulation
and thereby weakening the role of trade unions and pay norms, as well
as privatisations in many countries, initiated in the late 1970s.

The reduced role of trade unions is highlighted by the OECD (2011)
publication, which shows that in every OECD country, with the excep-
tion of Spain, trade union membership was lower in 2008 than in
1980. In the US, the overall trade union membership was reduced sub-
stantially from 1980 to 2017; it declined from 20.1% in 1983 (the first
year for which comparable union data are available) to 11.9% in 2010.
In 2014, the union membership rate was 11.1%, down 0.2 percentage
point from 2013; in June 2016, it was 10.7%, which is half of what
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it was in the 1980s (US Bureau of Labour Statistics, 23 January, 2015
and 26 January, 2017). It is clear that the US case is an example where
labour has no bargaining power. No wonder the labour GDP share is
at a post-World War II low. This is a serious problem for an economy,
which is 70% dependent on consumer spending. No wonder that over
the period since the GFC and GR, the US economic ‘recovery’ has been
unusually weak. Similar trends prevail in many other countries.” There
is general agreement that such a decline in the role of trade unions and
of collective bargaining coincides with widening of the pay distribution.
The legal framework of trade unions is another important consider-
ation. Atkinson (2015) provides a relevant example in the case of the
UK: “a succession of laws enacted between 1980 and 1993 that reduced
the autonomy of trade unions in the UK and the legitimacy of indus-
trial action”. This clearly implies that “The end result of the legislation is
that unions are considerably weakened in their legal status and protec-
tion” (pp. 128-129).10

Atkinson (2015) summarises the contributory factors to inequality
as follows; “globalisation, technological change (information and com-
munications technology), growth of financial services; changing pay
norms, reduced role of trade unions; scaling back of the redistributive
tax-and-transfer policy” (p. 82). Atkinson (1997) refers to the demand
for and supply of skilled and unskilled labour as a possible explanation
of the earnings dispersion. When the relative number of skilled workers
rises, then a rise in the demand for them emerges, thereby shifting the
demand for labour. One explanation for this possibility is international
trade liberalisation and increased competition from the countries where
unskilled labour is abundant. Other relevant explanations emphasise
technical change and the introduction of automation and information
technology. Dabla-Norris et al. (2015) provide empirical evidence that
supports the argument that less regulated labour markets, financial

9Gosling and Mashin (1995) provide evidence in the case of the UK that suggests the decline in
unionisation accounted for 15-20% of earnings dispersion in the 1980s.

Immigration could be another contributory factor, although the evidence suggests that it is a
minor factor. Card (2009), for example, concludes that in the US, it only accounts for a small
share (4-6%) of inequality.
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deepening and technological progress explain income inequality over
the last forty years. Financial openness played a reinforcing, but smaller,
role, with improvements in health mitigated %2% of the 3% increase in
the Gini index over the period of their investigation.

Stockhammer (2013), utilising panel estimations of the determinants
of the wage share in 71 countries (28 developed and 43 developing and
emerging countries) from 1970 to 2007, concludes that globalisation
had negative effects; not just in developed but also in developing coun-
tries (see, also, Goldberg and Pavcnik 2007, on developing countries).
It is also shown in Stockhammer (2013) that financialisation, welfare
state retrenchment and decline in the bargaining power of trade unions
over time had negative effects on the wage share. In addition, changes
in technology had some effect on the wage share of the countries con-
sidered, but it was not one of the main drivers in income distribution.
Stockhammer (op. cit.) also suggests that welfare state retrenchment,
weakened bargaining power of labour and increased market power of
firms in relation to labour are further factors that have contributed to
the increased inequality. The empirical evidence provided suggests that
financialisation, measured as foreign assets and liabilities relative to
GDD, has been the main factor to the decline of the wage share, fol-
lowed by globalisation and welfare state retrenchment.

Kristal and Cohen (2013) provide empirical evidence, based on 43
US private non-agricultural industries, which suggests that “the erosion
of pay-setting institutions, mainly unionization and the real minimum
wage, explains about 50 percent of rising wage inequality in US private
industries between 1969 and 2007, while the spread of computer tech-
nology explains 12—14 percent between 1969 and 1997 and 21-24 per-
cent between 1988 and 20077 (p. 37). It is also the case that “similar
results showing a larger effect of de-unionization (vs. computerization)
on inequality were found in Germany (King 2013), as well as in a study
on 22 developed countries (OECD 2011)” (Kristal and Cohen 2013,
p. 37). Furceri and Loungani (2013) suggest two further explanations of
the increased inequality: capital account liberalisation and lower govern-
ment budget deficits; 58 episodes of large-scale capital account reforms
are considered in 17 advanced economies to conclude that “on average,
capital account liberalization is followed by a significant and persistent
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increase in inequality. The Gini coefficient increases by about 1 percent
a year after liberalization and by 2 percent after five years” (p. 26; see,
also, Furceri and Loungani 2015).!! It is also argued by Furceri and
Loungani (2013) that “Over the past 30 years, there were 173 episodes
of fiscal consolidation in our sample of 17 advanced economies. On
average across these episodes, policy actions reduced the budget deficit
by about 1 percent of GDP. There is clear evidence that the decline in
budget deficits was followed by increases in inequality. The Gini coef-
ficient increased by 2 percentage points two years following the fis-
cal consolidation and by nearly 1 percentage point after eight years”
(pp. 26-27).

We proceed to discuss next how inequality affects economic growth.

4 Inequality and Economic Growth: Wage-
Led or Profit-Led Demand

In discussing the significant changes in income inequality and how they
affect economic growth, the distinction between ‘wage-led’ and ‘prof-
it-led’” regimes is relevant. A wage-led regime is one where a shift in
income towards wages results in higher growth, in view of the higher
marginal propensity to consume out of wage income in relation to
that out of profit income. A profit-led regime is one where a shift in
income towards profits lowers income; this is so, since in a profit-led
regime, redistribution of income to profits results in higher savings
and reduction in aggregate demand. In this scenario, there are two
demand effects in place: the domestic-demand effect, which captures
the impact of changes in distribution on consumption and investment;
and the open-economy effect, which accounts for the impact of the rel-
evant changes on net exports. Rising wage shares are expected to have

"Lagarda et al. (2017) also examine empirically, in a panel of 141 countries from 1990 to 2013,
the relationship between capital account liberalisation and inequality in the case of developing
and emerging countries. Although they confirm this relationship, they suggest that it differs
between booms, when there is a positive effect of capital account liberalisation on inequality, and
busts, when inequality increases; thereby relevant policies are necessary.
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a positive effect on consumption, but negative effect on investment (in
view of falling profits as a result of higher wages, which are a cost factor)
and net exports (in view of the sensitivity of net exports to unit labour
cost).!2 Whether the first effect is larger than the sum of the other two
is an empirical question. Still, it is the case that a higher wage share can
have expansionary effects since wages are the main source of income for
most households; higher wages feed into higher consumption; and since
low-income households have a higher marginal propensity to consume
than high-income households, low-income households spend a higher
share of their income.

Redistribution of income to profits is thereby detrimental to growth.
By contrast, “a wage-led strategy”, as Lavoie and Stockhammer (2013)
emphasise, “will generate a much more stable growth regime for the
future” (pp. 13-14). This is, of course, particularly important in view
of the 2007/2008 GFC and the subsequent GR, which weakened the
power of labour to defend lower nominal and real wages (see, also, Hein
and Mundt 2013). In large economic areas, like the euro one, where
wage-led is in place, wage-led recovery policies, instead of wage mod-
eration, can improve growth and employment. Indeed, a global wage-
led recovery through a significant increase in wage share can lead to an
increase in global growth. Such approach would also help to reduce the
danger of another GFC by reducing inequality.

In addition, there are supply-side effects, which are also relevant.
Changes in wage share affect productivity growth in view of improve-
ment in labour relations, which enhance the propensity of workers to
contribute to production. In this context, the Allen (2009) study is rel-
evant, in that it shows that the British industrial revolution emerged
in view of its comparatively high wages. Lavoie and Stockhammer
(2013) conclude that changes in functional income distribution have

2Aggregate demand is: AD = C+ /+ G+ NX, where C is consumption, I is investment, G is gov-
ernment expenditure and VX is net exports (exports minus imports). In the text, we refer to C,
I and NX. Government expenditure is treated as an exogenous variable, so the relevant domestic
components are consumption and investment and the external component is net exports.
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supply-side effects in addition to demand-side effects.!> The authors
argue that the “summary variable for the supply side is labour produc-
tivity” (p. 26), and as such it is a wage-led partial productivity regime.
Their empirical findings, which are based on data for the last thirty
years, suggest that “aggregate demand and productivity in most G20
countries, would respond favourably to an increase in the wage share”
(p. 7). Hein and Tarassow (2010) provide evidence in six OECD coun-
tries, over the period 1960-2007, to show that faster real wage growth
leads to higher productivity growth. McCombie et al. (2002), review-
ing 80 empirical studies, based on OECD countries, conclude that
there is a causal link from growth of demand to productivity. Storm
and Naastepad (2013) provide a review of the empirical evidence for
the group of OECD countries, which suggests that in terms of the
causal link from demand growth to productivity growth, a one percent-
age point change in demand growth is associated with a 0.46 percent-
age change in labour productivity growth. In terms of the relationship
between real wage growth and productivity growth for the same group
of countries, the relevant coefficient is 0.38, so that a one percentage
change in real wage growth is associated with 0.38 percentage change in
productivity growth.

Onaran and Galanis (2013) provide empirical evidence, in terms of
wage-led and profit-led regimes, based on the examination of the effects
of income distribution on growth in G20 countries; 16 large developed
and developing countries, which comprise more than 80% of the global
GDP. This is undertaken for the period 1960-2007 for developed coun-
tries and 1970-2007 for developing countries (in the case of China, the
period is 1978-2007). The evidence provided by Onaran and Galanis
(op. cit.) suggests that in most of the major advanced economies, there
is a wage-led demand regime. Canada and Australia are two exceptions
where a profit-led regime is confirmed. Their empirical evidence fur-
ther suggests that a 1 percentage point simultaneous decline in the wage

BThere is a difference between functional income distribution and personal income distribution.
Functional income distribution refers to the division between groups of people (who own various
kinds of resources, namely land, labour and capital), while personal income distribution refers to
the division among individuals regardless of the groups to which they belong.
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share of the 16 countries in their sample leads to a decline in global
GDP by 0.36 percentage points. Also, if all wage-led countries were to
return to their 1970s wage-share levels, global GDP would increase by
3.05 percentage points. When the external sector is included, aggregate
demand remains wage-led in 16 of the developed G20, as well as in the
euro area countries. Not only do these empirical findings hold true for
the G20 developed economies, but also for most of the emerging mar-
ket economies in this group, with the exception of South Africa.
Onaran and Galanis (2013) suggest that their empirical evidence
implies three important conclusions: “First, domestic private demand
(that is the sum of consumption and investment) is wage-led in all
countries ..... Second, foreign trade forms only a small part of aggre-
gate demand in large countries ..... Similarly, if countries, which have
strong trade relations with each other ..... are considered as an aggregate
economic area, the private demand regime is wage-led. Finally, the most
novel finding is that even if there are some countries, which are prof-
it-led, the global economy is wage-led. Thus, a simultaneous wage cut in
a highly integrated global economy leaves most countries with only the
negative domestic demand effects, and the global economy contracts.
Furthermore, most profit-led countries contract when they decrease
their wage-share, if a similar strategy is implemented also by their trad-
ing partners” (p. 87). Onaran and Obst (2015) examine empirically
a simultaneous increase in the wage share in 15 countries of the EU,
which leads to an increase in growth. They show that a 1% increase in
the wage share would lead to a 0.30% increase in the GDP of the 15
European countries; 11 of these countries are wage-led and 4 are prof-
it-led, when the 15 countries are examined in isolation. A further con-
tribution is by Obst et al. (2017), who examine a demand-led growth
model, including the government in an open economy context, in the
case of the 15 West European states of the EU (EU15). The empirical
results of the model suggest that a coordinated policy mix of progressive
tax policy and pro-labour wage policy along with expansionary govern-
ment expenditure leads to a significant rise in GDP (by 6.72%), and
also to an improvement in the budget balance in all EU15 countries

(by 0.69%).
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Blecker (2015) argues that the time dimension of wage-led versus
profit-led demand regimes is important and should be accounted for as
in his study, where a distinction between short run and long run is the
focus. In the short run, demand is likely to be profit-led and weakly
wage-led; but in the long run, it is more strongly wage-led. The posi-
tive effects of higher profits or lower labour costs on investment and net
exports are mainly short-run phenomena, while the positive effects of
a wage-led long-run impact on consumption are stronger. Blecker (op.
cit.) demonstrates that profits in the US are normally a leading variable
for investment in expansions and recessions. In expansions, investment
follows profits usually with no lags in terms of annual data, although
they may in quarterly data; in downturns, longer lags are in place. Such
relationships, which are justified formally by the accelerator theory
of investment, disappear in the long term. It is also the case that net
exports are affected in the short run if a rise in unit labour cost emerges,
which makes domestic goods and services less competitive in relation
to foreign ones, if the sum of the price elasticity of export and import
demand exceeds unity in absolute terms. Consumption is the one part
of aggregate demand, whose impact on income distribution is likely to
be greater in the long run than in the short run. This is so in view of
most households™ attempt to maintain some degree of stability in their
consumption behaviour with respect to income fluctuations in the short
term. Household borrowing and debt are used in the short run, but
this is constrained in the long run in view of debt accumulation. Wage
income, therefore, influences workers’ consumption a great deal more
in the long run rather in the short run. Given that most consumers rely
on labour income, it is concluded that the marginal propensity to con-
sume is higher in the long run rather than in the short run out of wages.
Capital income receivers have marginal propensities to consume, which
not only are low but are pretty much the same in the short run and long
run.

Blecker (2015) provides relevant correlations, utilising raw annual
data for the US economy for the period 1948-2013, and also for
sub-periods. Three measures of economic activity are utilised: GDP
growth rate; manufacturing sector capacity utilisation rate; and capital
accumulation (rate of non-residential private fixed assets). The relevant
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correlation coefficients provide support for the relevant hypothesis.
Clearly, though, more sophisticated econometric techniques are neces-
sary. Blecker (op. cit.) recognises this limitation and suggests that such
techniques could better distinguish long-run versus short-run effects of
income distribution on growth.

It is then clear that pro-labour distributional policies that promote
wage policies, strengthening the welfare state and the power of the
labour unions via improving the status of labour unions through chang-
ing union legislation to foster collective bargaining, and establishing
sufficiently high minimum wages, are important economic policy ingre-
dients. This, along with further economic policies, is discussed in the
section that follows.

5 Economic Policies to Tackle Inequality

Relevant policies, and from the wage-led strategy point of view, include
minimum wage policies, along with legislation that strengthens the sta-
tus of labour unions and collective bargaining institutions. However,
increasing the minimum wage may affect negatively the demand for
labour.'® It is the case, though, that “careful empirical research has
found that moderate increases to the minimum wage have no effect on
employment” (Bouchey 2015, p. 187). As stated above, Stockhammer
(2013) strongly supports economic policies to reduce inequality. All
in all, social institutions and the structure of the financial system are
important ingredients of income distribution. Financial regulation,
then, is a further important and relevant policy ingedient (see, for
example, Arestis 2016).

In terms of fiscal policy, reform of taxes to make them fairer and
more effective, especially so taxation on corporate profits, is very impor-
tant. Indeed, Korinek and Kreamer (2013) advocate that redistributive
policies “such as higher taxes on financial sector profits that are used to

YClearly, though, this does not happen in a wage-led regime, where aggregate demand and
employment rise.



24 P. Arestis

strengthen the social safety net of the economy would constitute such a
mechanism” (p. 6). Berg and Ostry (2011) also show that a redistribu-
tive tax system is associated with higher and durable economic growth.
Raising the minimum wage and indexing it to inflation is another
important tool to fight inequality (see, for example, 7he Economist
2014). A further example, and priority, is the removal of subsidies for
the ‘too-big-to-fail’ financial institutions (see, also, 7he Economist 2012).
Such a policy initiative would help to remove, to a large extent, one of
the main contributory factors to the surge in income and wealth at the
top of income distribution and to the financial sector in particular. A
recovery led by domestic demand and increase in the wage share would
help to reverse the major factor of inequality. Gains in competitiveness
can and should be achieved through productivity increases rather than
wage reductions and weak labour conditions. In this sense, strong trade
unions, collective bargaining and high minimum wages are beneficial.
All this would ensure that wage growth catches up with productivity
growth, and hence consumption and income growth.

Muinelo-Gallo and Roca-Sagalés (2011) employ an endogenous
growth model that incorporates fiscal policy and economic growth
along with their effects on income inequality. Pooled-panel estimations
are undertaken for 43 developed countries for the period 1972-2006
to conclude that increases in public investment expenditure reduce ine-
quality without harming output, regardless of whether they are financed
through direct or indirect taxes. Furceri and Li (2017), produce evi-
dence in developing countries, by employing the Gini coefficients,
which shows increases in public investment lower income inequality
in the short and medium term—a 10% increase in public expenditure
reduces the Gini coefhicient by 0.2%, which is not really a significant
effect if at all. We would suggest that such strategy should be comple-
mented by coordinated fiscal and monetary policies, as argued in Arestis
(2015) and further discussed below.

The International Labour Organisation (2008) study provides
evidence to show that relevant policies can avoid income inequal-
ity, while achieving a high employment rate. This is the case for high,
medium and low per-capita GDP countries. Examples provided by
the International Labour Organisation (op. cit.) study among high
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per-capita. GDP countries, where employment rates are high and
income inequalities relatively low, are countries like Austria, Australia,
the Nordics and Switzerland. These countries “are characterized by rel-
atively strong, employment-oriented social protection, higher than
average coverage of collective agreements and well-respected political
rights” (p. 156). Examples among medium and low per-capita GDP are
countries, like the Czech Republic and Uruguay, where relatively high
employment is accompanied by limited income inequalities. It is sug-
gested that these countries are also “associated with relatively developed
social protection, stronger tripartite institutions than in other countries,
and observance of political rights” (p. 6).

Bernanke (2015) suggests that the Fed monetary policy post GFC/GR
may have produced inequality effects, but such effects “are almost
certainly modest and transient”. These effects are unlike the “deep
structural changes in our economy that have taken place over many
years, including globalisation, technological progress, demographic
trends, and institutional changes in the labour market and elsewhere”.
Monetary policy is “neutral” or “nearly so in the longer term”. In
another speech (Bernanke (2017) states that “According to the World
Bank, the United States has the highest Gini coefhicient of the G7
industrial countries, relative to other U.S. demographic groups and
working-class Europeans”. No wonder, Bernanke (op. cit.) proposes fur-
ther policies to tackle inequality, “such as fiscal policy (taxes and gov-
ernment spending programs) and policies aimed at improving workers’
skills”; these policies are needed “to help ensure adequate demand and
remedy the underlying source of trade imbalances”.

More generally speaking, the state should be able to reduce inequality
through progressive taxation and public expenditure policies.!> These
policies would tax the top more than the rest, and through the orienta-
tion of social expenditure towards the low-income households. By con-
trast, those programmes, which allow a country to give away resources

There is the argument that fiscal policy is ineffective in view of the Ricardian Equivalence
Theorem. As argued in Arestis (2011, 2012, and 2015) and Arestis and Gonzdlez Martinez
(2015), such argument lacks convincing theoretical backing and empirical credence.
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to the rich and well connected, increase inequality. A good example
of the latter case is the enormous decrease in the progressivity of the
income tax in the US and UK since 1980, which “probably explains
much of the increase in the very highest earned income” (Pigetty 2014,
pp- 495-496). As Godar etal. (2015) argue, progressive taxation not
only corrects disparities in income and wealth distribution but also
increases the fiscal space for expansion. In Germany, what is needed,
therefore, Godar et al. (op. cit.) suggest, is to use the revenues from pro-
gressive taxation reforms to finance public investment projects, thereby
enhancing aggregate domestic demand and also contributing to rebal-
ancing within the Euro Area.

As discussed above, the IMF (2014) study suggests that there is grow-
ing evidence that high income inequality has increased in recent dec-
ades in developed, developing, and emerging countries; as such, it has
been detrimental to macroeconomic stability and growth. It is thereby
of paramount importance for governments to employ fiscal policy to
influence income distribution. Fiscal policy, it is argued, is the primary
tool for governments to affect income distribution and thereby inequal-
ity. This should be undertaken through both tax and spending policies.
Another IMF (2015) study suggests that “Fiscal policy is a powerful
and adaptable tool for achieving distributional objectives. Considering
tax and spending programs together enhances the effectiveness of fis-
cal redistribution”. Thereby, “improving both distributional outcomes
and economic efficiency is possible” (p. 1). As for specific guidance on
the use of fiscal policy for redistribution, this, it is suggested, is a coun-
try-specific problem (IMF 2014, 2015; see, also, Dabla-Norris et al.
2015). IMF (2017b) cites such an example in the case of Ireland’s pro-
gressive tax-benefit system, which is one of the most effective means in
the EU in redistributing income. Biswas et al. (2017) investigate how
tax policies that reduce income inequality affect economic growth. This
is undertaken by employing US state-based data and micro-level house-
hold tax returns over the period 1979-2008. Reducing income inequal-
ity between low- and median-income households enhances economic
growth. But reducing income inequality through taxation between
median and high-income households reduces economic growth. Supply
side (business activity and female labour supply) and demand side
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(consumption demand) are the main mechanisms through which tax
policies that reduce inequality affect economic growth.

Piketty (2014) argues for a progressive global tax on capital, “that is
a tax on the net value of assets each person controls” (p. 516), which
should be “a progressive annual tax on global wealth. The largest for-
tunes are to be taxed more heavily, and all types of assets are to be
included: real estate, financial assets, and business assets — no excep-
tions” (p. 517). Such a proposition, it is argued, would offer the best
option for keeping inequality under control, and such a tax is “by far
less dangerous than the alternatives” (Piketty, op. cit., p. 516). Still,
though, it is suggested that capital, income, and inheritance taxes
play “useful and complementary” (p. 547) roles. It is also argued that
a global tax on capital can impose effective regulation on the finan-
cial and banking system, which helps to avoid crises. Such tax would
require international cooperation, and as such, Piketty (2014) admits,
“it is a utopian idea”, but “it is nevertheless useful” (p. 515). Still, and
although implementing such a tax would be a serious challenge polit-
ically, Piketty (op. cit.) suggests that if the EU and the US supported
such a tax, it would be a great beginning. It is further suggested that
“Short of that, a regional or continental tax might be tried, in particular
in Europe, starting with countries willing to accept such a tax” (p. 471;
see, also, Piketty etal. 2014). It is further suggested that “Such a tax
would also have another virtue: it would expose wealth to democratic
scrutiny, which is a necessary condition for effective regulation of the
banking system and international capital flows” (Piketty 2014, p. 471).
Atkinson (2015) suggests in the context of global taxation that such a
tax “under the auspices of OECD” (p. 201) could produce a “World Tax
Administration’.

Atkinson (2015) suggests that “One mechanism that reduced ine-
quality in the post-war decades appears ... to have been the rising share
of wages in national income, a rise that was subsequently reversed” (p.
70). Also, and “At the same time, the distribution of capital income
was becoming less unequal” (p. 71), which, however, did come to an
end after the 1980s. Unemployment is another factor, which was sig-
nificantly lower in the period after the Second World War until the late
1970s; subsequently, it increased substantially, especially in Europe.
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And as Atkinson (op. cit.) suggests, “The government should adopt an
explicit target for preventing and reducing unemployment and under-
pin this ambition by offering guaranteed public employment at the
minimum wage to those who seek it” (p. 140). Atkinson (op. cit.) also
suggests that “There should be a national pay policy, consisting of two
elements: a statutory minimum wage set at a living wage, and a code
of practice for pay above the minimum, agreed as part of a ‘national
conversation’ involving the Social and Economic Council” (p. 148). It
is also necessary, it is suggested, an unemployment target of 2% along
with the government acting as ‘an employer of last resort’, thereby intro-
ducing guaranteed public employment; not forgetting of course that
unemployment benefits should be higher than now. It is further pro-
posed the introduction of a national pay and social policy, under the
aegis of a Social and Economic Council involving trade unions, other
social partners and non-governmental bodies; and establishing a sub-
stantially higher statutory minimum wage. “Technological change’ in a
way that increases the ‘employability of workers’ (through funding of
scientific research), a more secure legal framework for trade unions,
more comprehensive taxation of inheritance and property tax, and
expansion of universal benefits are further proposals. All these measures
should produce a more equitable income distribution.

Furthermore, Atkinson (2015) suggests that “a more progressive
structure for the personal income tax” (p. 290) is most appropriate to
tackle inequality. It is also proposed that an ‘Earned Income Discount’
should be introduced, aiming at not raising the tax rate on low levels of
earnings (and pensions) as a result of the implementation of the pro-
gressive tax structure. In addition, Atkinson (op. cit.) argues for renewal
of ‘social security for all’ in view of the fact that “One reason for ris-
ing inequality in recent decades has been the scaling back of social pro-
tection at a time when needs are growing, not shrinking”. It is indeed
the case that in the past, and prior to that period, the welfare state had
“played a major role in reducing inequality”. The welfare state “is the
primary vehicle by which our societies seek to ensure a minimum level
of resources for all members” (p. 205). It is further suggested that radi-
cal reform of inheritance taxation is necessary, so that “receipts of inher-
itance and gifts inter vivos should be taxed under a progressive lifetime
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capital receipts tax” (p. 194). Proportional or progressive property tax-
ation, a wealth tax, child benefits, which should be central to any pol-
icy action to reduce inequality, and a global taxation are all important
ingredients. Atkinson (2015) suggests that economic policies to reduce
inequality in the OECD and EU countries as a whole are indeed possi-
ble. Although Atkinson (op. cit.) recognises the difficulties of pursuing
such a path, the suggested relevant proposals can be introduced on the
basis of cooperation and coordination of economic policies of the group
of countries concerned.

We would agree with Atkinson (2015) that it is of paramount impor-
tance to have in place proper distributional policies, especially fiscal pol-
icies along with wage policies, if a viable growth regime is to emerge
and be sustained. However, we would go a step further and suggest that
to reduce inequality significantly as Atkinson (2015) and, also, Arestis
and Sawyer (2013) propose, proper coordination of monetary and fiscal
policies along with financial stability, the main focus of monetary pol-
icy, would be the best way forward (see, also, Arestis 2012, 2015, 2016,
2017). Fiscal policy should be directed at reducing inequality through
appropriate expenditure and progressive tax policies, which should be
supported by monetary and financial stability policies. The latter should
be concerned with reforms in an attempt to regulate and avoid the type
of financial architecture that led to the GFC; for it is the case that such
regulation had been neglected prior to the GFC. The regime of inflation
targeting under the auspices of an independent central bank, and the
neglect of proper regulation of the financial system, have not worked
as efficiently as the proponents had expected, as many authors have
demonstrated (see, for example, Angeriz and Arestis 2008; Angeriz et al.
2008; Stiglitz 2013, Chapter 9).

Most important, though, is that inflation targeting neglects distri-
butional effects in view of its central assumption of the representative
agent and its emphasis on inflation as the single target of economic pol-
icy, thereby neglecting unemployment. Such concerns clearly imply that
prudential regulation and financial supervision are extremely impor-
tant aspects. The role of monetary policy in promoting employment
creation is another objective that needs to be properly implemented.
Manipulation of the rate of interest by the Central Bank to keep the
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real interest rate below the productivity growth would have stimulating
effects on aggregate demand (Hein and Mundt 2013). Such monetary
policy should be implemented in coordination with fiscal policy and
financial stability. Financial stability policies are necessary to avoid sharp
and unsustainable increases in debt-to-income ratios among lower and
middle-income households, thereby containing the leverage ratio and
the risks of crises like the GFC. At the end of the day, crises can be
avoided if economies are well managed and financial markets are suffi-
ciently regulated. Another relevant suggestion is the introduction and
implementation of a financial transaction tax, which should cover both
spot and derivative assets. The purpose of such tax should be to curb
speculation and raise substantial funds for public investment (see, for
example, Arestis and Sawyer 2013; Seguino 2014). Such tax, though,
requires international cooperation, which has not emerged yet. Also rel-
evant proposals are the reconstruction of the international macroeco-
nomic policy coordination, along with the suggestion of Keynes (1942)
in terms of the creation of an ‘international clearing union’; the latter
contains a fixed but adjustable exchange rate system along with the
‘bancor’ as the international means of payment. Such proposals would
help to coordinate action to tackle tax avoidance and tax evasion.

In terms of coordination of monetary with fiscal policy, Eggertsson
(2006) suggests a concrete channel of fiscal expansion under coordi-
nation with monetary policy. Fiscal expansion enhances expectations
about future inflation, and, provided the central bank collaborates with
the fiscal authority, the real rate of interest is reduced, which stimulates
spending. It is important, though, in this approach, for the monetary
authority to trade off some inflation for lower unemployment. Under
such possibility, a fiscal stimulus that increases inflationary pressures and
a monetary authority that keeps constant the nominal interest rate pro-
duces a lower real interest rate, thereby giving rise to further increases
in consumption and investment expenditures. Also, a lower real interest
rate causes the real exchange rate to depreciate, which can play a role in
stimulating aggregate demand.

The empirical evidence is very supportive in terms of coordinat-
ing fiscal and monetary policies. Eggertsson (2006), utilising a cal-
ibrated model not dissimilar in substance to the New Consensus
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Macroeconomics, reaches the conclusion that under fiscal and monetary
policy coordination, fiscal multipliers are higher than in the case of no
coordination; they are, indeed, bigger than those found in the tradi-
tional Keynesian literature. Two types of fiscal multipliers are reported
in Eggertsson (op. cit.): a real spending multiplier, where government
consumption is raised but holding the budget balanced; and a deficit
muldiplier, where deficit spending increases. These fiscal multipliers
are derived under two scenarios: when fiscal and monetary policies are
coordinated; and when there is no policy coordination. The fiscal pol-
icy multiplier under coordination is 3.4 in the case of the real spend-
ing multiplier, and 3.8 under the deficit spending multiplier. When no
policy coordination is present, i.e. when the central bank is ‘goal inde-
pendent’, the real spending multiplier is unchanged, while the deficit
spending multiplier is zero. Eggertsson (2006) explains this important
difference in fiscal multipliers, when coordination is present in relation
to those where coordination is absent, by the expectations channel as
discussed above. It is also suggested by Eggertsson (op. cit.) that in the
case of independent monetary and fiscal authorities, coordination of fis-
cal and monetary policy does not necessarily imply that the respective
authorities need to lose their ‘independence’. This is possible so long
as both fiscal and monetary authorities have @ common objective—for
example, maximisation of social welfare (Eggertsson 2006). Under such
arrangements, both authorities would have to agree on the variables to
be included in the social welfare function and the nature of trade-offs
between the objectives.!®

In all the economic policies suggested above, pro-labour poli-
cies are vital. Such policies should include the following: tackling

16A recent contribution from the ECB (Corsetti et al. 2016) acknowledges the recent prolonged
period of weak economic activity and very low inflation in the euro area, and suggests that mon-
etary and fiscal policy ‘together’ are necessary to stabilise the level of economic activity and infla-
tion, especially so when the central banK’s policy rates stay close to the lower bound for a lengthy
period. Under such circumstances, Corsetti et al. (op. cit.) suggest that “the multiplier effect of
government spending on output at the lower bound can be sizable. For the multiplier to be siz-
able it is essential that monetary policy accommodates the fiscal stimulus” (p. 8). It is also sug-
gested that “The necessary fiscal accommodation might be sizable, potentially falling outside the
limits of the Stability and Growth Pact” (p. 15).
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unemployment through employment-friendly growth; strengthening
the welfare state, labour unions and labour market institutions, col-
lective bargaining and trade unions, as well as improving union legis-
lation. Increased unemployment benefits, higher minimum wages, and
real wage growth in line with labour productivity are further policies
that could help to reduce inequality. Only when wages grow with pro-
ductivity growth, will consumption expenditure grow without raising
debt levels to unsustainable levels that can trigger crises. Socioeconomic
differences also cause inequalities, especially so in terms of access to
education and training. Relevant policies are obviously needed for this
purpose. Also measures to restrict financial speculation, including rein-
ing on excessive pay in the financial sector, and restructuring the finan-
cial sector to avoid financial crises. It is also important that fiscal and
monetary policies are implemented to restore full employment along-
side the policies for redistributive goals.!”

6 Summary and Conclusions

We have discussed in this chapter the state of inequality in the world,
the importance of tackling inequality, the relationship between inequal-
ity and economic growth, and economic policies to tackle inequality.
We have concluded that such economic policies should be coordina-
tion of fiscal and monetary policies along with financial stability type
of policies, without forgetting, of course, pro-labour distributional pol-
icies. A relevant question is whether it is likely that appropriate eco-
nomic policies will be pursued to reduce inequality. Especially so since,
and as Lagarde (2015) has suggested, “politicians, business leaders, top-
notch economists, and even central bankers are talking about excessive

7An interesting and relevant question is the extent to which globalisation prevents policy-makers
from pursuing the type of policies, discussed in the text, to reduce inequality. The argument is
that such policies may reduce competitiveness in the globalised world markets. Atkinson (2015)
examines this possibility to conclude that there may be relevant constraints, but this should be
sorted out by policy-makers.
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inequality of wealth and income. And these concerns can be heard
across the political spectrum”.

However, and unfortunately, tackling unequal distribution is an
area where very little progress, if any, has taken place; and it is highly
unlikely to materialise in view of the undue political influence of the
top 1% influential group in the political system. Atkinson (2015) sug-
gests that the influence of the upper class on government policy in their
attempt to protect their wealth is an important factor on this score (see,
also, Bonica et al. 2013). However, and as Atkinson (2015) notes, there
are chances of a change in attitude on inequality for in the past signifi-
cant reductions in inequality were achieved; and history can, and does,
teach us a great deal. A final and important relevant consideration is
that clearly “There has to be an appetite for action, and this requires
political leadership. The inter-relation between inequality and politics is
crucial. A major instrumental reason for concern about economic ine-
quality is that concentrations of wealth and income convey political
power and influence” (Atkinson, op. cit., p. 305). This clearly implies
that “Any policy proposal to reduce inequality runs immediately into
the issue that economic inequality is accompanied by political inequal-
ity, and the operation of the latter reduces the political possibility to
address the former” (Sawyer 2015, p. 888).
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Financialisation, Financial Crisis
and Inequality

Malcolm Sawyer

1 Introduction

Financialisation involves the rising economic importance and the
social and political power of finance and of the financial sector.
Financialisation and the general expansion of the financial sector have
been key features of capitalist economies for at least one and half
centuries, though financialisation has proceeded with varying intensities
and with some reversals. The specific ways in which financialisation
has proceeded have varied across countries and over time. It is gener-
ally recognised that financialisation in the present era (broadly since the
late 1970s) has been intertwined with globalisation (and indeed finan-
cialisation has been close to a global phenomenon, particularly in the
first decade of the new millennium) and neo-liberalism. The period
since circa 1980 has generally seen rising inequality in the Western
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industrialised economies! and the relationship between financialisation
and inequality is the focus of this chapter. The rising economic and
political power of finance and the financial sector would be anticipated
to impact on the distribution of income, and a major purpose of this
chapter is indeed to explore the variety of routes through which finan-
cialisation impacts on dimensions of income distribution.

The structure of this chapter is as follows. In the next Sect. 2, the
nature and features of financialisation in the present era are outlined.
Section 3 sets out some of the main trends in income distribution and
inequality over the past three decades. Section 4 explores the links
between the financial sector and inequality of income and earnings, and
specifically the extent of inequality within the financial sector and the
degree to which inequality in the financial sector contributes to over-
all inequality. In Sect. 5, the focus of attention is on the processes of
financialisation and the distribution of income, and this is followed by
remarks on stratification in the financial sector in Sect. 6. One dimen-
sion of financialisation is financial deepening and in Sect. 7, the ways
in which financial deepening can impact on inequality and poverty are
explored. Section 8 reviews the links between inequality and financial
crisis and also remarks on the empirical findings between financialisa-
tion and debt expansion. Concluding remarks are offered in Sect. 9.

2 Financialisation in the Past Four Decades

Financialisation is viewed here in terms of a modification of a well-
known quote from Epstein (2005). Financialisation is perceived in
terms of the increasing role of financial motives, financial markets,
financial actors and financial institutions in domestic and interna-
tional economies, societies, the environment and changing relation-
ships between the financial sector and the real non-financial sector.
Financialisation, particularly in terms of the increasing role of financial

1See, UNDP (2017) for the inequality in African countries, which presents a rather different
picture.
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institutions and markets, has been an ongoing process throughout cap-
italism. Vercelli (2014) identifies two periods of intensive financial-
isation. The first financialisation is dated from the second half of the
nineteenth century to the start of the Great Depression around 1929,
with the expansion of the financial sector, a feature of the industrialis-
ing countries including those of Western Europe and North America.
There was also an international dimension as international trade and
lending grew. The second financialisation (also labelled neoliberal finan-
cialisation by Vercelli, op. cit.) comes in with the ending of the Bretton
Woods fixed exchange rate system, with easing of exchange and capital
control, and can be broadly dated from the mid-1970s onwards.
Fasianos et al. (2018), with specific reference to the USA during the
twentieth century (plus the first decade of the 21st), identify “four dis-
tinct regimes, marked by structural breaks in the institutional setting
of the economy, which affected the functioning of the financial sector”
(p- 35). They identify a first period lasting from the beginning of the
twentieth century until 1933, and the ensuing regulation of the finan-
cial sector, notably the Glass-Steagall Act. The second is the remaining
years of the 1930s, and the third covers the years of the ‘golden age of
capitalist development’ through to 1972. The fourth period encom-
passes 1974 to 2010 of ‘financialized capitalism’. In the first period
(1900-1933), the authors find for the USA that there was dominance
of the financial sector with the income share of the financial sector
‘moderate high’. There was shareholder orientation with moderate
intensity of financial innovation. Household indebtedness was consid-
ered moderately high and income inequality high. Free capital mobility
prevailed and there was inclination to financial crises. In the next two
periods (1934-1940 and 1945-1973), the authors find that there was
no financial sector dominance with the income share of the financial
sector low. Financial regulation, low income inequality, absence of
free capital mobility and low inclination to financial crises were other
common features of the two periods. The authors considered that in
the 1934-1940 period, intensity of financial innovation was moderate,
switching to high in the 1945-1973 period. Household indebtedness
moved from low in the earlier period to moderate in the later period.
The final period (1974-2010) was judged rather similar to the first
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period. The differences, which indicate a more intense financialisation
in the recent period, put the income share of the financial sector as high
(rather than moderate high), and a high intensity of financial innova-
tion and high household indebtedness.

The present era of financialisation since the end of the 1970s has dis-
played a range of significant features though the intensity of financiali-
sation in some dimensions has slackened since the global financial crises
of 2007-2009.%3

A first feature is the rapid expansion of financial institutions and
financial markets, a feature which has been shared with earlier peri-
ods of financialisation. However, starting with shares of output and of
employment, there is a rather mixed picture. Of ten European coun-
tries? examined, 7 recorded decreases in value-added share over the
period 1995-2007, whereas three recorded increases. In the post-crisis
period of 2009-2014, four recorded decreases and six increases. Over
the whole period 1995-2014, four recorded decreases and six increases
in shares of value added of the financial sector. In terms of employ-
ment share, eight recorded declines over the period 1995-2007 and
two increases. In the post-crisis period 2009-2014, all but one recorded
declines, and over the full period 1995-2014, all recorded declines in
employment share of the financial sector. The output share is consid-
erably larger than the employment share (averages in the range 1 22
V4 times higher), implying substantial higher labour productivity in the
financial sector.’

Bank deposits relative to GDP are a frequently used measure of
the size of the banking system in empirical work on the effects of the

2The plural ‘crises’ is used to signify that there were a number of national financial crises (notably
USA, UK, Iceland and Ireland) which interacted and which had contagion effects. The first signs
of crisis came in August 2007, reached intensity in autumn 2008 and spilled over into 2009. The
term global financial crisis is used, although as Jessop (2013) has argued, it is more appropriate to
be called North Atlantic financial crisis.

3This listing is something of a reshuffle and elaboration of the listing in Ashman and Fine (2013)
and other writings.

4Austria, Belgium, Finland, France, Germany, Italy, Netherlands, Spain, Sweden and UK.

SThere are issues over the measurement of output (value added) in the financial sector: see, for
example, Christophers (2011).
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financial sector on economic performance. Bank loans are generally
correlated with bank deposits as the major items on the asset and lia-
bility sides of the banks’ balance sheet. When bank deposits are the
major vehicle for savings, then cumulated household savings would also
be correlated with bank deposits. The growth of the banking sector (as
measured by bank deposits relative to GDP) for 12 countries is illus-
trated in Fig. la. In the countries reported on there, bank deposits (rel-
ative to GDP) had (using median) gone from 33% in 1960 to 67% in
1980, 106% in 2000, peaked in 2009 at 125%, later resuming rise to
131% in 2014. The statistics on bank deposits (relative to GDP) are
often used in empirical work as a key measure of financial development
or financial deepening to which reference is made below.

Stock market capitalisation (again relative to GDP) is a further statis-
tic often used to measure financial development. The time path of stock
market capitalisation is illustrated for the same countries in Fig. 1b, and
the strong, if volatile, growth of stock market capitalisation is clearly
illustrated. From a median of 22% in 1975 (when the data series begins
and when many stock markets had slumped following the oil crisis), it
rose to 46% in 2000, peaking in 2000 at 115%, and after a dip moving
to 108% in 2007, and recording 89% in 2014.

These statistics on bank deposits and stock market capitalisation can
illustrate that financial markets have tended to grow faster than finan-
cial institutions, and a shift from bank-based financial systems towards
market-based ones.® The rise of bank deposits and stock market capi-
talisation also illustrate the rise in financial assets relative to GDP, and
alongside a rise in financial liabilities (one dimension of which, house-
hold debt is discussed below).

During the present era of financialisation, there has been the expan-
sion and proliferation of financial instruments including financial deriv-
atives and securitisation (including asset-based securities, collateralised
debt obligations CDOs). As Lindo (2018, p. 1) remarks, “the late 1980s

marked the beginning of a new era in derivatives trading which has

®For overall discussion on and critique of bank-based vs. market-based financial systems, see
Sawyer (2014).



48 M. Sawyer

(a)

140
120
100
80
60
40

20

1960
1962
1964
1966
1968
1970
1972
1974
1976
1978
1980
1982
1984
1986
1988
1990
1992
1994
1996
1998
2000
2002
2004
2006
2008
2010
2012
2014

(b)
120
100

80
60
40

20

Fig. 1 Trends in size of financial institutions. a Bank deposits: GDP (%).
Median of 12 countries. b Stock market capitalisation to GDP (%). Median of
12 countries (Countries covered Australia, Belgium, Canada, France, Germany,
Italy, Japan, Netherlands, Spain, Sweden, UK, USA. Source Based on data from
Financial Development and Structure Dataset, compiled by Asli Demirgtc-Kunt,
Martin Cihak, Erik Feyen, Thorsten Beck, Ross Levine, June 2016)
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seen rapid growth in the volume and types of derivatives traded and the
emergence, and use by market participants, of a vast literature of val-
uation and risk management models”. Figure 2 illustrates the growth
of the derivatives (OTC), and its concentration in the UK and USA.
Following the financial crisis, derivatives markets continued to grow
albeit at a slower pace. An over five-fold increase in the nine years to
2007 was followed by a 40% increase in the subsequent nine years.

The complexity of the financial instruments has meant that the risk
evaluation of the financial instruments becomes virtually impossible.
The development and growth of financial derivatives and securitisation
(such as mortgage-backed securities) have been particularly significant
in their consequences for risk and crisis. Kay (2015) argues that “vol-
umes of trading in financial markets have reached absurd levels — levels
that have impeded rather than enhanced the quality of intermediation
and increased rather than diversified the amount of risk to which the
global economy is exposed. The capital resources needed to reconcile
these trading volumes with stability have not been available; nor will
they ever be” (pp. 297-298). The complexity of financial products feeds
into financial instability with resulting damage on the non-financial
economy.

The financial assets of financial corporations other than banks (in tril-
lions of dollars) over the period 2002-2015 are illustrated by category
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Fig.3 Assets of financial corporations $trillions (Source Dataset accompanying
Global Shadow Banking Monitoring Report 2016 from Financial Stability
Board [available at http://www.fsb.org/2017/05/global-shadow-banking-monitoring-
report-2016-monitoring-dataset/])

in Fig. 3, which serves to illustrate the rapid growth of the different
forms of financial institutions and the extent to which growth contin-
ued after the global financial crises. The data refer to what is termed the
28-group,” which comprise the major financial centres. Banks refer to
deposit-taking corporations and by way of comparison, their financial
assets were $52 trillion in 2002, rising to $119.9 trillion in 2008 and
then $129.6 trillion in 2015. Central bank financial assets rose substan-
tially in the 2010s, reflecting quantitative easing from $4.5 trillion in
2002 to $13.2 trillion in 2008 and then $21.1 trillion in 2015.

The rise of household debt has often been seen as part of the pro-
cesses of financialisation, and is part of the increased involvement of
households with the financial sector. The significance of household
debt for involvement in credit bubbles in periods when there is rapid

7Argentina, Australia, Belgium, Brazil, Canada, Cayman Islands, Chile, China, France, Germany,
Hong Kong, India, Indonesia, Ireland, Italy, Japan, Korea, Mexico, the Netherlands, Russia,
Saudi Arabia, Singapore, South Africa, Spain, Switzerland, Turkey, the UK and the US.
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Fig. 4 Household debt as per cent of disposable income (Source Calculated
from OECD Economic Outlook database)

expansion of household debt is discussed below. Household debt has
also been viewed as a means by which households have responded to
depressed incomes and rising inequality, which is also discussed below.
Over the period 1995-2007, all of the countries in Fig. 4 except Japan
showed an increase in household debt (relative to disposable income):
the unweighted average increased by 50 percentage points which corre-
sponded to a relative increase of over a half. In the period from 2007 to
2015, the debt ratio was rather flat: indeed, the unweighted average in
2015 was within 0.2 percentage points of the figure for 2007.
Financialisation has been related by many to the rise of rentier
income. Rentier income is envisaged in terms of receipt of income
and passivity. Rentier income can be viewed through the lens of the
recipient—that is in terms of income received in a passive manner
based on supply of funds. But rentier income can be viewed in terms
of payments made by corporations and others to the supplier of
funds. In a world where there were no financial intermediaries, then
the payments made out by corporations would be equal to receipt of
income by households. However, in a world where there are financial
intermediaries, then much of the payment of rentier income goes in
the first instance to financial institutions. In turn, financial institutions
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Fig. 5 Rentier income of households as % GDP (Source Calculated from data
downloaded from http://stats.oecd.org/BrandedView.aspx?oecd_bv_id=na-data-
en&doi=data-00820-en#, October 2017)

make charges for their services, and make rentier income payments to
households. Further, households themselves are paying interest on past
borrowing and those interest payments are at least indirectly received by
other households, though again would in general pass through financial
institutions. In Fig. 5, statistics are given for rentier income as received
by households, which differs from rentier income as paid out by corpo-
rations. It is measured in current prices, and as such makes no allowance
for inflation (so, interest payments are in nominal terms rather than real
terms) nor does it incorporate capital gains. The general picture is one
of rentier income rising up to the financial crisis with some declines
thereafter arising from the low interest rate environment.

A remarkable feature of the era of financialisation since circa 1980 is
that it has been a near global phenomenon, in that the financial sector
has grown rapidly in many countries, although the liberalisation of the
financial sector and its rapid growth generally started later. There has
been what may be termed a globalised financialisation as financial flows
between countries increased often fostered by relaxation and removal of
exchange controls.

UNCTAD (2017) use IMF data on value of assets of financial insti-

tutions relative to GDP, values of cross-border assets and liabilities
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(relative to GDP), “financial concentration and power... approximated
using a variable that measures the assets of the top five banks relative
to GDP” (p. 96). The statistics mapped in their Figs. 5.1 and 5.2 show
in their words “the dramatic acceleration of all indicators of financial-
ization [for all countries] since the 1990s” (and their data extend back
to 1975). Their data show that there is a substantially greater degree of
financialisation in OECD countries than in developing and emerging
economies. It is also argued that there was some deceleration of finan-
cialisation after the financial crises of 2007-2009 in OECD countries,
which was not observed in developing countries.

The processes of international financialisation are argued by Bortz
and Kaltenbrunner (2018) to involve more than simply an increase in
cross-border capital flows. It also “entails distinct qualitative changes in
the way economic agents are integrated into international capital mar-
kets” (Abstract). In a similar vein, Kaltenbrunner and Painceira (2018)
argue that processes of financialisation in emerging economies are akin
to those observed in industrialised capitalist economies and “are funda-
mentally shaped by their subordinated integration into a financialised
and structured world economy” (p. 1).

The structure of the banking sector in particular has tended to
change in the directions of becoming more concentrated (though some,
such as the UK, were already highly concentrated), less regionalised as
regional banking gave way to national banking and more internation-
alised. Detzer etal. (2013), drawing on ECB data, report unweighted
average five-firm concentration ratio for the euroarea at 45.0% in
1997 rising to 57.0% in 2009. Relating to the period since 2003, ECB
(2017) report “a gradual increase in market concentration” (p. 47).

Financial institutions have often been a mixture of privately owned
mutual and cooperative-owned and state-owned. A feature of the pres-
ent era of financialisation has often been some decline of mutual and
cooperative ownership and particularly the role of state ownership.

The relationships between the financial sector and the non-finan-
cial sector evolve and change, with consequences for the ways in which
financialisation operates. A reflection of such changes has been the view
that one of the central features of financialisation is the pursuit of share-
holder value by financial institutions, which have increasingly become
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owners of equity. The pursuit of shareholder value “is not a neu-
tral concept, but an ideological construct that legitimates a far-reach-
ing distribution of wealth and power amongst shareholders, managers
and workers. Empirical phenomena interrogated in this body of work
include executive compensation practices, corporate restructuring,
shareholder activism and other investor behaviour, as well as the spread
of the shareholder value ideology from the USA to other political econ-
omies” (Van der Zwan 2014, p. 102).

Increasing pursuit of shareholder value enhances the short-termism
of management, and it is argued leads to “rising dividend payments;
increasing interest rates and interest payments, ...; increasing top man-
agement salaries; increasing relevance of financial as compared to real
investment and hence of the financial sector relative to the non-financial
sector; hostile takeovers, mergers, and acquisitions; and liberalisation
and globalisation of international finance and trade” (Hein 2015,
pp- 924-925).

During this second period of financialisation, banking and finan-
cial crises became a common occurrence—424 crises were recorded by
Laeven and Valencia (2013) in the period 1970-2011, of which 147
were banking crises, 211 currency crises and 66 were sovereign debt
crises. Particularly large financial crises include Mexico/Latin America
1994 and the East Asian crisis 1997. “The existence of structural breaks
incidence and onset of financial crisis variables indicate a markedly
increased trend in financial crisis since the early 1980s” (Eichacker
2017, p. 58). Financial crises, particularly in the banking sector had
major negative impacts on employment and output. The global finan-
cial crises of 2007/2009 had global effects—output in OECD coun-
tries declined by 3.6% in 2008-2009, unemployment rose by a third
(6-8.1%) and sharp decline of international trade of over 11%.%

Van der Zwan (2014) lists as the third characteristic of financiali-
sation the ‘financialisation of the everyday’. This includes the increas-
ing involvement of households in financial markets and financial
decision-making through, for example, household debt and home

8Figures taken from OECD Economic Outlook, June 2013.
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mortgages, private insurance and private pension plans and a range of
other financial products. There has been the penetration of finance into
a widening range of both economic and social reproduction—housing,
pensions, health, etc. as a continuing feature of financialisation, leading
to societal transformation. The trend away from social provision of pen-
sions to private provision through funded schemes draws people into
complex financial decisions and expands the scale of the financial sector.

These are general features of financialisation, but the growth of finan-
cial sectors has been pervasive across the world. The specific forms they
take vary from country to country, and the timing of these develop-
ments similarly varies. The term ‘variegated financialisation’ can be
used to signify the pervasive but differentiated forms of financialisation.
Brown et al. (2017), and Ferreiro and Gémez (2016) provide evidence
on the spread of the financial sector and the differences across countries
leading into notions of variegated financialisation.

3 Trends in Income Distribution
and Inequality

It has often been noted that the present era of financialisation, particu-
larly in Western Europe and North America, has gone alongside rising
levels of inequality of income and wealth. The trends have not been uni-
form, but, for many countries, inequality was higher in the mid-2000s
than in 1980. It has also often been noted that (at least with reference
to the USA) inequality (particularly relating to the share of the top 1%)
had prior to the global financial crises risen to a level not seen since the
late 1920s. It has then been argued that the high and rising level of ine-
quality was viewed as a significant contributory factor in the generation
of financial crisis, an argument which is examined below.

The trends for income inequality are here summarised to indicate that
indeed inequality of income has been generally rising in industrialised
countries. In Fig. 6, data are given on nine Western industrialised coun-
tries on inequality using the Gini coefficient as a measure of inequal-
ity. There is a general upward trend across the nine countries examined.
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Fig. 6 Gini coefficient: post-tax, post-transfer income figures for Italy refer to
1984; 1991; 2014; for Denmark: 2013; for Germany 2014 (Source Calculated from
WID Dataset World Wealth and Income Database: downloaded from http://wid.
world/, February 2018)

The data source for Fig. 6 also provides measures of inequality based
on the ratio of income share of the top decile to share of the bottom
decile and the Palma ratio between the income of the top 10% and
the income of the bottom 40% showing similar trends. The UK has a
rather particular pattern, in that income inequality (on the measures
examined) rose sharply during the 1980s under the Thatcher govern-
ment and this is reflected in the figures here for 1985-1990.° After the
early 1990s, income inequality in the UK has flattened out.

Figure 7 displays the share of the top 1% in incomes for six major
countries since 1979. The general upward trend across all these coun-
tries is readily apparent with particularly sharp rises in the USA and in
the UK until the global financial crises (and unlike the other measures

In the darta set used, figures for UK prior to 1985 were not reported. The UK Office for
National Statistics does provide data: for example, the Gini coeflicient for disposable income rose
from 0.274 in 1979 to 0.368 in 1990, fluctuating thereafter with a recorded value of 0.322 in
2016/2017.
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Fig. 7 Income share of top 1% (Source Calculated from WID Dataset World
Wealth and Income. Database downloaded from http://wid.world/, February
2018)

of income inequality, the share of the top 1% rose throughout the
1980s, 1990s and into the 2000s).1°

There have also been marked shifts in the distribution of income
between labour and capital with a general downward trend in labour’s
share and corresponding rise in profits. For evidence on these trends in
the distribution of income, Tridico and Pariboni (2018) in this volume
cite a number of sources backing up the statement of generally falling
share of labour and also produce their Fig. 2 in support.

i} The Financial Sector and Inequality
of Income and Earnings

The financial sector has acquired the reputation of paying high incomes
to bankers and for the financial sector having high levels of income
equality within it, and for paying higher salaries than other sectors.

19The figures for Germany before 2001 are only available every three years, and those figures do
not show up in this chart. In 1980, the share was 0.1072, and 0.1144 in 1989, virtually the same
as the figure for 2001.
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The enlargement of the financial sector can contribute directly to the
overall level of the inequality of earnings and incomes through two
routes. First, insofar as employment in the financial sector expands and
the financial sector displays higher than average levels of inequality, then
overall inequality of earnings will rise. Second, insofar as there is rising
inequality of incomes within the financial sector, there could be a fur-
ther contribution to higher inequality. In this section, how far those two
routes of the financial sector contribute to inequality are examined.

The nature and source of high earnings in the financial sector are also
highly significant, particularly in consideration of the efficiency of the
financial sector. If there are higher and rising earnings, do they represent
payment for enhanced productivity and effectiveness with links between
wages, productivity and performance? Alternatively, do higher earnings
in the financial sector reflect the power and ability of the top earners
within the financial sector to extract economic rents, which would be
rather in line with ideas on financialisation and the power of the finan-
cial sector?

We start by reviewing studies on inequality within the financial
sector and the contribution of inequality within that sector to overall
inequality.

Denk (2015, p. 6) reports that employees in the financial sector are
heavily concentrated at the upper end of the overall earnings distribu-
tion. He finds the receipt of ‘wage premia by employees in financial
institutions, which means that workers with similar observable char-
acteristics including age, gender, education and experience are paid
more in the financial sector than in other sectors, which can be seen as
indication of rent extraction by financial sector workers. Two-thirds of
the ‘wage premia’ in the financial sector are received by financial sec-
tor employees who are amongst the 10% of all workers with the high-
est earnings. Denk (2015) argues that it is these wage premia which
account for most of the contribution of the financial sector to inequal-
ity of earnings. Some rough calculations undertaken by Denk (op. cit.)
suggest that about half of the overall negative relationship between
finance and income inequality can be explained by the concentration of
financial sector employees at the upper end of the earnings distribution
and sizeable wage premia for financial sector workers, particularly for
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top earners. Men employed in the financial sector are reported to earn
on average a 22% higher income than women with the same profiles in
terms of age, education and experience, which Denk (2015) reports as
similar to that found in other sectors. However, in finance, the wage gap
between men and women employed in finance increases with income
and is higher than in other sectors at the top.

Bakija etal. (2012) examine patterns of income growth between
1979 and 2005 for top earners by occupation drawing on USA income
tax returns. They report that executives, managers, supervisors, and
financial professionals accounted for about 60% of the top 0.1% of
income earners. Further, those groups account for 70% of the increase
in the share of national income which went to the top 0.1% of the
income distribution between 1979 and 2005. They identify that 13%
of the top 1% of earners were in the financial sector and 18% in the
top 0.1%. In their data, the share of the top 1% rises from 9.72% in
1979 (income including capital gains; 8.93% excluding capital gains) to
20.95% in 2005 (16.3% excluding capital gains). Income of financial
professionals accounted for around 9% of the income of the top 1% in
1979 rising to 16% in 2005 (figures are little different whether or not
capital gains included in income).

Philippon and Reshef (2012) find that wages in finance relative to
nonfarm sector followed a U-shaped relationship between 1909 and
20006. In 20006, they report that average incomes in financial sector were
70% above those in the rest of the private sector. After adjustment for
education, incomes were comparable in the financial sector and the
rest of the private sector, but the premium in the financial sector aver-
aged 50%. The differences were more pronounced at the top of the
income distribution where the wages of top decile in finance grew to
become 80% more than the wages of top decile of earners elsewhere.
By 2005, executives in finance were earning 250% more than execu-
tives elsewhere, and it was found to be a 300% premium for workers
in finance in the states of New York, New Jersey and Connecticut. They
ascribed around half of the increase in the average premium to earnings
risk, and one-fifth to changes in the size distribution of firm. They also
argue that changes in financial regulation are important determinants of
these changes in earnings in the financial sector. They further find that
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the financial sector accounted for between 15 and 25% of the rise in
income inequality between after 1980.

Godechot (2012) reports that the share of the top 10% in wages in
France rose from 26.45% ion 1996 to 27.74% in 2007; the correspond-
ing figures are: for top 1%: 5.74-7.06%; top 0.1%: 1.20-2.01%; and
top 0.01%: 0.27-0.65%. The financial sector’s contribution to these
rises in top income shares was 51% (top 10%), 47% (1%), 67% (0.1%)
and 89% (top 0.01%).

Bell and Van Reenen (2014) note that the top 1% (by earnings) of
workers increased their share of income from around 6% of total UK
income in the late 1970s to 15% by the end of the 2000s. They fur-
ther note that on this measure, the level of inequality had returned to
the level of the inter-war years with the notable difference that while
in the inter-war years, the high-income group was the rentier class
based on the return on fixed capital, in the late 2000s, the high-income
group is primarily high-wage workers. “In 2008, 28% of all top per-
centile earners in the UK were London bankers. But this dramatically
understates their importance in the rise in overall wage inequality dur-
ing the last decade. We estimate that somewhere between two-thirds
and three-quarters of the overall increase in the share of wages taken
by those in the top percentile have accrued to bankers” (Bell and Van
Reenen 2014, p. F19). The term ‘bankers’ was used in Bell and Van
Reenen (2014) to refer to the employees in the financial intermediation
sector which also includes fund management and insurance businesses.

Philippon and Reshef (2013) find that wages in the financial sector
are generally higher than in other sectors and have been rising in rela-
tive terms. There is an increasing trend over the period 1970-2005 of
average wages in the financial sector relative to other sectors in USA,
Netherlands, France, Germany, Denmark, Canada and Finland, and a
mixed trend in Austria, Belgium, Japan, UK and Sweden. Throughout,
the relative wage of workers in the financial sector is above 1 and as
high as near 1.8. They argue that the increase in skill intensity cannot
explain wages in the financial sector. For the relative wages of skilled
workers in the financial sector, six countries are reported to have an
increasing trend and five a mixed trend (and one, Canada, for which
data are not available). With the exception of Finance in the first half
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of the period examined, the average wage of skilled workers in the
financial sector is greater than average for other skilled workers.

Bivens and Mishel (2013, p. 66) calculate for the USA that the unad-
justed ratio of financial sector pay (annual compensation per full-time
employee) relative to pay of workers in the rest of the economy fluc-
tuated below 1.1 between 1952 and 1982, and then gradually rose to
reach 1.83 in 2007.

Tomaskovic-Devey and Lin (2011) report that just under a quarter
of GDP and more than a quarter of profits accumulated in a defini-
tion of the financial sector broader than that used above. They report
that in the American financial sector, employee compensation rose from
being close to the average in 1980 to around 60% higher by 2008. They
ascribe this shift as happening through decreases in market competition
and regulation which provided the conditions of enhanced institutional
market power to enable such a transfer of income.

Sum etal. (2008) consider growth of weekly earnings in the USA
over the period 2002-2007. They report that typical full-time wage and
salary workers had no increase in their weekly earnings over the period
in spite of rising productivity and generally increasing employment
opportunities. Non-supervisory workers’ weekly earnings rose by $6,
while earnings of all wage and salary earnings including that of man-
ager and executives rose by over $60, which represented a gain of about
7% for this group of workers but a large portion (over one-third) of it
was due to earnings gains of workers in the nation’s investment banking
and securities industries. The mean weekly earnings in investment bank-
ing and securities industries rose by $2408, a 54% increase. The weekly
earnings (including bonuses) of wage and salary workers including man-
ager and executive in the investment bank and securities industries in
Manhattan (“Wall Street’) rose by $8028, a 90% increase.

Kaplan and Rauh (2010) consider the degree to which inequality at
the very top of the income distribution can be attributed to top exec-
utives of nonfinancial firms, financial service sector employees from
investment banks, hedge funds, private equity (PE) funds, and mutual
funds, lawyers and professional athletes and celebrities. Two meas-
ures of pay were considered—realised compensation which includes
options exercised during the year, and ex ante compensation which uses
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estimated value of options granted during year. They study earnings of
four groups: non-financial-firm top executives (Main Street), invest-
ment bankers, private equity and mutual funds investors (Wall Street),
corporate lawyers, sports stars and celebrities. They calculate that these
groups represent between 15 and 26.5% of the individuals who are in
the top 0.1% of adjusted gross income. Their estimation is that Wall
Street-related individuals form a higher proportion of the top gross
income brackets than is the case for nonfinancial executives of public
companies. They consider their assumption tends to understate posi-
tion of Wall Street executives. In contrast to the representation of top
public company executives in the top fractions of the income distribu-
tion, they find that the contributions of hedge fund managers, private
equity investors, venture capitalist investors, and corporate lawyers have
increased substantially over the past ten to twenty years, and likely by a
greater amount than the top executives.

Lindley and McIntosh (2017) report that the wage premium in the
UK finance sector is large (of the order of 40%) and increasing. They
find that the largest returns within the financial sector are received by
London-based male graduates in their 40s, and who are employed as
dealers or brokers in the security broking sector. The premium is observ-
able across different sub-sectors of finance and different occupations and
different qualification levels. The wage premium is found across most
other OECD countries. The wage premium “seems to be a pervasive
feature of remuneration in the financial sector” (Lindley and Mclntosh
2017, p. 589). They find that the UK financial wage premium has con-
tinued to rise after the 2007/2009 financial crisis. Lindley and McIntosh
(2017) consider explanations of the financial sector wage premium
including task-biased technical change with substitution of routine
labour by capital equipment, skill intensity and cognitive abilities. They
conclude that none of the possible explanations as to why finance sector
workers are paid more than non-finance sector workers are robust. They
“propose that the finance sector pay premium is, at least in part, due to
the rent-sharing of that sector’s profits” (p. 589), and argue that such
a conclusion is supported by the prevalence of the pay premium across
jobs at “all points of the occupation hierarchy, for workers of all skill
types, and at all points of the wage distribution” (p. 589).
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Bivens and Mishel (2013) discuss what may be termed economic
rents—as the income received in excess of what would be needed to
induce the person to supply labour to the specific activity or sector.
They admit that the “evidence on rent-shifting behaviour should be
viewed not as conclusive, but as highly suggestive” (p. 65). They point
to the rise in the top incomes in the financial sector alongside its gen-
eral expansion coinciding with regulatory changes in the direction of
de-regulation and rising concentration in the financial sector. Further,
“some potentially substantial share of the income for large financial
institutions is based on implicit insurance against bankruptcy ... that
large financial firms receive from the government ... with some finan-
cial firms seem to extract large rents largely by hiding financial risk,
rather than managing it” (p. 65).

As Spreafico (2018) argues, the rapid rise in salaries of CEOs in gen-
eral (and not just in the financial sector) in the past three decades can-
not be explained on marginal productivity lines, as this rise in salaries
is not matched by increases in the efficiency of firms or growth, and
her argument can be extended to the salaries and bonuses of the top
income receivers within the financial sector. Spreafico (2018) presents
a full range of arguments against the links between wages and marginal
productivity, which apply with full force in the financial sector.

Alvaredo et al. (2013) note the differences in the experiences of coun-
tries with regard to the share of the top 1% with marked rises in USA
and UK and modest rises in other large industrialised economies. They
argue that the explanation for the rising inequality in USA in particu-
lar cannot be explained by relying on forces common to industrial-
ised economies such as impact of new technologies, globalisation, and
demand and supply of skills. They advance the ideas that tax policy,
changes in bargaining power and greater individualisation of pay, capital
income and inherited wealth and the closer correlation between earned
income and capital income help to explain the rise of the share of the
top 1%.

Nau (2013) labels those households that receive some portion of
their income from wealth as ‘investors’. “This conceptualization dif-
fers from capitalists, a more commonly used term to indicate mem-
bership in a propertied class, in the following ways: (1) the universe of
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investments encompasses any sort of asset that can generate income;
and (2) households can be investors and workers at the same time”
(p. 441). In his empirical work, the focus is on the two decades of
the 1990s and the 2000s in the USA. He argues that the importance
of investment income has increased greatly in recent decades. Over
the period 1992-2010, non-investment income among the top 1%
was generally stagnant. He finds confirmation for the hypothesis that
“elites have depended upon their investments to realize income growth,
and that such windfalls were not shared with most other households”
(p. 451). His Fig. 5 reports that by 2008, those with more than
$2 million in financial investments accounted for over half of the
income of the top 1%.

The work reviewed here refers to the financialisation era from circa
1980, though the evidence does not yet extend past the global financial
crises. The dominant finding is that the financial sector itself tends to
exhibit higher levels of inequality than other sectors, though it has to
be noted that the number of countries covered is limited. The growth of
the financial sector and the rising inequality within the financial sector
have contributed markedly to the general rise in inequality. The finan-
cial sector is also seen to have higher earnings than the non-financial
sector, with the earnings gap between financial and non-financial tend-
ing to widen. The evidence which has been brought forward here sup-
ports the view that the higher earnings in the financial sector reflect
economic rents being gained by those in the financial sector rather than
representing enhanced efficiency or productivity.

5 Financialisation and Income Distribution

In this section, there is a review of the research, which has examined the
impacts of financialisation, viewed in a number of different dimensions,
on income inequality and on the distribution of income between wages
and profits. The research reviewed is econometric analysis, and it is only
those dimensions of financialisation for which quantitative proxies are
available which can be included. The quantitative proxies are in gen-
eral rather simple measures such as ratio of bank deposits to GDP and
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many of them have been outlined above. The nature and dimensions of
financialisation have been a much discussed one as noted above, and it
is a term which is used in different ways by different authors. At best,
the simple measures included in the econometric exercises which are
labelled financialisation (or similar) reflect one or two dimensions of
financialisation, and are limited to those dimensions for which a proxy
is available.

Evans (2014) considers the trends in inequality in four countries.
He concludes that the worsening of the distribution of income in
Germany primarily arose from the labour market reforms introduced by
the Social Democratic-Green coalition government in the early 2000s.
There were a range of financial liberalisation measures introduced in
Germany with diverse effects. In the USA, he finds that extensive liber-
alisation in the 1980s and the 1990s was closely associated with a major
increase in inequality, arising from a combination of high incomes paid
in the financial sector and the pressures coming from financial institu-
tions on non-financial corporations to reduce wage costs and employ-
ment. However, in Brazil, government policies from 2003 onwards
raised the minimum wage and pensions, and through new credit pro-
grammes, lower income groups acquired greater access to housing and
consumer durables. Although incomes in Brazil remain highly unequal,
inequality has declined. In India, there was a marked rise in inequal-
ity as the financial liberalisation of the early 1990s led to a reduction
of credit programmes, particularly in rural areas, designed to coun-
ter inequality. There was an acceleration of economic growth but with
the benefits accruing almost exclusively to middle- and upper-income
sectors.

Davis and Kim (2015) in their sociological review of papers on finan-
cialisation focus on the impacts of the pursuit of shareholder value on
corporate strategies and on earnings of top managements, and on the
ways in which financialisation shapes the patters of inequality in society.
They conclude that “financialization has shaped patterns of inequality,
culture and social change in the broader society” (p. 203).

In Flaherty (2015), the measure of inequality is the income share of
the top 1 per cent. He secks to examine the impact of financialisation
on inequality using a panel analysis of 14 OECD countries over the
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period 1990-2010. Market capitalisation, private sector credit (both as
per cent of GDP) and the gross operating surplus of finance, insurance
and real estate in gross operating surplus along with financial globalisation
(external assets and liabilities as per cent of GDP) were the measures of
financialisation used. The first and third of those variables are found to
have a statistically significant effect in raising inequality. The extent of
banking sector liberalisation, extent of banking sector supervision, and
a financial reform index are used as measures of the regulatory environ-
ment. Flaherty (2015) finds that these measures are all associated with
growth in the top income share. A range of control variables such as
government consumption, union density, trade openness and economic
globalisation were also included.

Zallewski and Whalen (2010) review the institutional routes through
which financialisation can impact on inequality. They use an index of
financial deepening, developed by IMF, which is based on three sub-
indices that measure traditional banking activity, new financial inter-
mediation and financial markets, as a measure of financialisation. Over
the period 1995-2004, the financial index increased in 17 out of 18
industrial countries covered by an average of over 12%. They report a
correlation coefficient across countries between the financial index and
the Gini coefficient as a measure of income inequality of 0.184 in 1995
and 0.254 in 2004.

Tridico (2018) postulates that increases in inequality in OECD coun-
tries (which is measured in terms of personal distribution of income,
using a range of measures including Gini coeflicient, the Palma ratio)
arise from radical changes in the main features of the socio-economic
model in those countries. These changes involve a shift towards finan-
cialisation, which is measured in Tridico (2018) by market capitali-
sation of listed domestic companies as a percent of GDP which has a
shortcoming of volatility reflecting the ups and downs of the stock mar-
ket. Other institutional changes included in the study are pressures on
labour through increased labour flexibility, the decline of trade union
power and the reductions in social spending by government. The econo-
metric results support the proposition that financialisation encouraged
inequality.
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Westcott and Murray (2017) focus on the ways in which the expan-
sion of the financial sector and changes in financial institutions may
impact on inequality. Increases in financial activities alongside rising
asset prices suggest that financialisation made an important contri-
bution to the increase of wealth for financial asset owners. Financial
deepening and development of new types of financial institutions were
seen as allowing those in possession of financial assets to increase their
income and their wealth at a faster rate than those dependent on labour
earnings.

Roberts and Kwon (2017) use a panel analysis of 17 OECD coun-
tries from 1980 to 2007. They find that growth in financial sectors and
in financial sector employment is associated with higher income ine-
quality, greater wage disparities and a greater concentration of income
in the more affluent households. The size of those effects is found to be
stronger in liberal market economy countries.

IILS (2008) focus on financial globalisation measured in their
empirical work by the sum of foreign assets and liabilities, expressed as
percent of GDP. It is argued that “the current dynamics of financial glo-
balization have prevented a further convergence of wealth both across
and within countries, with income inequality in low-income coun-
tries remaining unaffected by financial openness” (p. 44). It is found
that financial globalisation depresses the share of wages in GDP even
after allowing for the decline in wage share which can be attributed to
trade openness (increasing elasticities of labour demand) and changes
in labour market regulations and institutions. It is estimated that an
increase in financial openness by 1 percentage point reduces the labour
income share by 0.3 percentage points.

Darcillon (2015, p. 477) focuses on the impact of financialisation on
workers’ bargaining power and employment protection legislation in 16
OECD countries over the period 1970-2009. He argues that financial-
isation pushes labour markets in the decentralised bargaining direction
and more flexible employment relations. Using panel data models, the
results indicate “that financialization is clearly associated with a reduc-
tion in workers’ bargaining power and in the strictness of employment
protection” (p. 477). Financialisation is viewed in terms of a finance-led
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regime of accumulation and of the pursuit of shareholder value though
it is measured by share of value added in finance and share of employ-
ment of finance.

Hein etal. (2017) view financialisation as potentially affecting wage
and profits shares through three channels of the sectoral composition of
the economy, the financial overhead costs and profit claims of the rentiers
and the bargaining power of workers. They examine indicators for each of
these channels for six OECD economies before and after the global finan-
cial crisis. They conclude that the relationship between financialisation
and income distribution differs between those countries which they iden-
tify as ‘debt-led private demand boom’ (the US, the UK and Spain in their
sample), the ‘export-led mercantilist countries (Germany and Sweden
in their sample) and the ‘domestic demand-led’ economy of France. In
their sample, all countries except the UK, saw a decline in the wage share
in the period from the early 1990s until the crisis. However, the forces
behind the general decline in the wage share differed. In the ‘debt-led pri-
vate demand’ group, the sectoral shifts towards the financial sector with
its higher profit share and the declines in the bargaining power of trade
unions and workers were seen as the key forces. In the case of the USA,
higher financial overheads and rentiers’ claims on profits were factors con-
tributing to the lower wage share. In the ‘export led mercantalist’ group,
the changes in the sectoral composition of the economy did not help to
explain the falling wage share. There was a general, though not universal,
significance of the deterioration of workers” and trade unions” bargaining
power for the falling wage share. These differences between the country
groups have largely carried through to the post-crisis period.

Stockhammer (2015b) investigates the relative impacts of finan-
cialisation, globalisation, welfare state retrenchment and technological
change on the functional income distribution. A dataset covering 28
advanced and 43 developing and emerging economies over the period
1970-2007 is used. Financialisation is measured in terms of financial
globalisation, which is the logarithm of external assets plus external lia-
bilities (relative to GDP). An index of financial reforms is also included.
Stockhammer (2015b) finds that “financialization has had the largest
contribution to the decline of the wage share” (p. 27) with globalisation
also having a substantial effect.
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Denk and Cournéde (2015) use data from OECD countries over the
past three decades and show that financial expansion has fuelled greater
income inequality. They find that higher levels of credit intermediation
and of stock market capitalisation are both related to a more unequal
distribution of income. They use numerical simulations to indicate
that expansion of the financial sector restrains the income growth of
low- and middle-income households. The authors use three measures of
financial size, all measured relative to GDP, which are the value added
of the financial sector, credit by banks and other financial institutions
to the non-financial private sector and stock market capitalisation.
They find that, in general, more finance has been associated with higher
income inequality, though no relationship was detected for the value
added of the financial sector (which was indicated above to be often not
growing relative to GDP).

Lin and Tomaskovic-Devey (2013) use cross-section time series
American data at the industry level. They find a long-run relationship,
which indicates that a higher ratio of financial income to profits is asso-
ciated with a reduced labour share of income, increase in top executives’
share of employee compensations and increase in the dispersion of earn-
ings. After allowing for the effects of decline in unionisation, the effects
of globalisation, technical change and capital investment, they find the
effects of financialisation on inequality to be substantial. “Our coun-
terfactual analysis suggests that financialization could account for more
than half of the decline in labor’s share of income, 9.6% of the growth
in officers’ share of compensation, and 10.2% of the growth in earnings
dispersion between 1970 and 2008” (Lin and Tomaskovic-Devey 2013,
p. 1284).

Alvarez (2015) investigates the connections between the financialisa-
tion of French corporations and the functional distribution of income
in the non-financial sector. Firm-level data of 6980 French non-
financial firms over the period 2004-2013 are utilised. Financialisation
is measured in terms of the increasing dependence of earnings through
financial channels. Increased dependence on financial profits and tech-
nological change are found to the most important determinants of func-
tional income distribution, and more important than trade openness or
labour market institutions.
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Diinhaupt (2017) explores the relationship between financial-
isation and labour income share for data set of 13 countries over the
period 1986-2007. Globalisation (trade openness, foreign direct
investment, and prices of raw materials and semi-finished products),
worker power (unemployment rate, union density and strike inten-
sity) and government activity are also included in the regression analy-
sis. Financialisation is viewed in terms of shareholder value orientation,
which itself is proxied in terms of net interest and net dividend pay-
ments of non-financial corporation relative to the capital stock of the
business sector. It is found that net dividend payments have a negative
effect on wage share in all specifications. The net interest payment var-
iable is not significant in some specifications, but in the absence of the
dividend payments variable, it has a negative sign. The combined share-
holder value variables with both dividends and net interest payment
show a significant and negative effect on the labour share.

Das and Mohapatra (2003) present evidence of a strong statisti-
cal association between the event of liberalisation and income shares.
Specifically, they find a positive coefficient between financial liberali-
sation and the top quintile’s share of mean income, a negative coefhi-
cient between liberalisation and the income share of the middle-income
groups, but no evidence of statistical association between liberalisation
and the lowest income quintile is found.

Panico and Pinto (2018) and Panico et al. (2012) draw on Sraffian
ideas to conduct a theoretical analysis of the links between income
distribution and the size of the financial industry. They argue that the
changes in financial regulations have permitted the sales of the finan-
cial sector to increase faster than the rest of the economy. The input
and output compositions and income distribution vary. They conclude
that “these changes have interacted with those originated by the alter-
ation in the relations among managers, shareholders and workers and
by the slow growth of the economy, generating further changes in the
power relations among social groups, in the productive structure and in
income distribution” (Panico and Pinto 2018, p. 56).

The studies, which have been reviewed in this section, have drawn
on different dimensions of financialisation, and have used relatively sim-
ple proxies for the dimensions selected. The general conclusion from
these contributions has been that financialisation, along with a range of
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other factors, such as trade union and collective bargaining power, does
impact on the distribution of income, particularly the shares of income
between labour and capital. The findings are in line with the expecta-
tions of the financialisation literature that financialisation raises the
profits share and diminishes the labour share of income.

6 Stratification in the Financial Sector

Arestis et al. (2014) argue that the income distribution effects associated
with financialisation, along the lines discussed in the previous section,
have also gone alongside an occupational stratification process that has
raised income of the managerial and financial occupations at the top
of the income scale whilst leaving service occupations at the bottom of
the US society. “The role of race norms seems to have been particularly
strengthened by financialisation in the high-status managerial and finan-
cial occupations” (p. 1488). Further, the stratification of the USA labour
market has been exacerbated by financialisation operating through the
effect on social norms. In an earlier paper (Arestis etal. 2013), these
authors had explored whether financialisation in the USA had created
identity preference effects by linking managerial and financial occupa-
tions to high earnings, and in turn the high earnings of white men as the
dominant demographic group in the work force. Their empirical results
covering the period 1983-2009 confirmed that not only was there wage
premium for those working in managerial and financial occupations,
as the literature surveyed above had shown, but also that the wage pre-
mium received by financial occupations is not equally distributed among
all gender and ethnic groups. Within each ethnic group, men took an
increasing share of the finance wage premium at the expense of women.

7 Financial Deepening and Inequality

This section considers the effects of the expansion of financial insti-
tutions and their operations on inequality and poverty. Financial
deepening is often used to describe the growth of the banking system
and measured in simple terms by, e.g., ratio of bank deposits to GDP.
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The growth of the banking system has implications for financial
inclusion/exclusion. Financial development and deepening can take
many forms and working through a variety of institutional arrange-
ments, the relationships will vary over time and space. It is easy to point
to features of the financial system and institutions, which are intended
to aid the poor—micro-finance institutions, credit unions being notable
examples. The literature does not yield any general conclusion on the
effects of financial deepening on inequality, as much depends on the
nature of the financial deepening, which financial institutions grow and
the prevailing levels of financial deepening.

Demirguc-Kunt and Levine (2009) discuss the range of theories
relating financial deepening and the evolution of inequality and poverty.
They outline the various routes through which financial deepening can
impact on inequality. They further argue that the theory on this mat-
ter is not unambiguous, and that while the theoretical analysis provides
indications of a range of possible mechanisms linking inequality with
the operation of the financial system, “many of the core questions about
the nature of the relationship between inequality and finance are empir-
ical” (p. 45). Although they find that the accumulating body of empir-
ical evidence is far from conclusive, they do argue that the findings of
“cross-country, firm-level, and industry-level studies, policy experi-
ments, as well as general equilibrium model estimations all suggest that
there is a strong beneficial effect of financial development on the poor
and that poor households and smaller firms benefit more from this
development compared with rich individuals and larger firms” (p. 46).

Kim and Lin (2011) argue that most theoretical studies point in the
direction that financial deepening and development can be an instru-
ment for improving the distribution of income. They conclude that
whether or not that is the case depends on the stages of financial devel-
opment in a country, with the benefits of financial deepening only
occurring beyond a threshold level of financial development. Financial
development tends to raise inequality below a critical value of financial
development. Their policy implication is that a minimum level of finan-
cial development is needed in order for financial development to help
reduce income inequality.
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Beck et al. (2007) found that financial deepening helped the poor
with the incomes of the poor growing faster than average per capita
income. Their results indicate that around three-fifths of the effects of
financial development on the poorest quintile come through aggregate
growth and two-fifths through reduction in income inequality.

Greenwood and Jovanovic (1990) developed a theoretical model in
which links between economic growth, financial development and
the distribution of income were explored. In their model, which they
viewed as consistent with casual observation, as income levels rise, the
financial system becomes larger and economic growth becomes more
rapid, and income inequality also rises. At a mature stage of develop-
ment, with what they term a full developed financial structure a sta-
ble income distribution is found alongside a higher growth rate than
initially.

Nikoloski (2013) uses a dynamic multivariate panel data analysis on
161 developed and developing countries over the period 1962-2006.
Financial deepening is measured by the ratio of credit to the private
sector by financial intermediaries to GDP and inequality is measured
by the Gini coeflicient. In the regression analysis of the relationship
between inequality and the measure of financial deepening, a range of
control variables are included, amongst them GDP per capita and its
square, inflation rate, institutional development and government spend-
ing as per cent of GDP. Nikoloski (op. cit.) reports empirical evidence
for an inverted U-shaped relationship between financial sector develop-
ment and income inequality, and hence financial development is associ-
ated with higher inequality at lower levels of financial development, and
with lower inequality at higher levels.

Jauch and Watzka (2016) investigate the link between financial
development (measured by the ratio of credit to GDP) and inequality
(measured by the Gini coeflicient) using an unbalanced data set of up
to 148 developed and developing countries over the period 1960-2008.
Within countries, they find that financial development increases income
inequality. They also report that more developed financial markets lead
to higher income inequality. Control variables used include GDP per
capita and its square, inflation rate, government expenditure and size
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of agricultural sector. A range of robustness checks are included. They
conclude that there is the positive relationship between inequality and
financial development which is highly significant but relatively small.
With the Gini coeflicient measured on a scale of 0-100, they report
that an increase in the provision of credit by 10% would lead to an
average increase in the Gini coefficient of 0.22.

As the literature has suggested, there are numerous routes through
which financial developments and the growth of the financial sector can
have influences on inequality. In econometric studies, financial deep-
ening is typically measured by simple proxies which cannot reflect the
complexities of the relationships between financial institutions and the
public and the different forms of financial institutions. The empirical
work, which has been reviewed here, presents a mixed picture of the
relationships between financial deepening and inequality with some
positive and some negative linkages.

8 Inequality and Financial Crisis

The sharp rise in inequality in the USA in the decade prior to the
American sub-prime crisis has often been viewed as at least a contrib-
utory factor to the generation of that crisis. However, a banking and
financial crisis also occurred in the UK where inequality had in general
not risen in the previous decade except with regard to the share of the
top 1%. Financial crises have generally been preceded by some combi-
nation of rapid credit expansion and rising asset prices. Credit expan-
sion and rising asset prices both foster expansion of aggregate demand
and of output and employment. Both are inherently unsustainable. The
links of inequality with financial crisis would then run through credit
expansion and rising asset prices. This section delves into the linkages
between inequality, particularly rising inequality, and the occurrence of
financial crisis. A route often suggested is that rising inequality pushes
people who have lost out from rising inequality towards debt to main-
tain consumption levels, and the burst of debt accumulation proves
unsustainable. This leads to an examination of inequality and household

debt.
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The general set of arguments has been summarised in Stockhammer
(2015a) where he postulates four channels through which rising ine-
quality contributed to the financial crisis of 2007/2009 with the crisis
to be viewed as the interaction of the deregulation of the financial sector
(a component of financialisation) with the effects of rising inequality.

The first of the channels identified is the demand depressing effects
of rising inequality as income shifts from poorer income groups with
high propensity to spend to richer income groups with lower propen-
sity to spend. This, as a number of authors have argued, may well have
slowed economic recovery. For the third channel, Stockhammer draws
on the debt-led vs. export-led models, to suggest a channel in debt-led
economies where “higher inequality has led to higher household debt
as working-class families have tried to keep up with social consumption
norms despite stagnating or falling real wages” (p. 936). This appears
to particularly apply to the USA (often identified as a debt-led econ-
omy), whereas the UK which is also generally identified as debt-led
experienced a credit boom with rising debt and house prices in the
decade prior to the global financial crisis, but real wages had generally
been rising (at least until 2005), and the sharp rise in inequality having
occurred in the 1980s and flattened off since then. A further channel
comes from “rising inequality [increasing] the propensity to speculate as
richer households tend to hold riskier assets than other groups. The rise
of hedge funds and subprime derivative in particular has been linked to
rise of the super-rich” (p. 936). This appears to suggest that the overall
degree of risk rises as the rich move into riskier assets, but no mecha-
nisms are proposed by which overall risk would rise. However, we can
point to the ways in which securitisation in effect raised risk.

The remaining channel (numbered two) is seen as financial liberali-
sation of the capital accounts allowed large current account imbalances.

In the context of the American financial sub-prime crisis of
2007/2009, many have argued for the role of rising inequality in the
generation of the crisis. Rajan (2010) argued that the political response
to rising inequality in the United States had been the expansion of
lending to households, particularly low-income ones. The political
response may have been planned or an unpremeditated reaction to con-
stituent demands. There was the stimulating effect through aggregate
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demand, but with an unsustainable credit boom. Van Treeck and Sturn
(2012) summarise the argument in terms of rising incomes in recent
decades in the USA being confined to a relatively small group of house-
holds at the top of the income distribution. Increasing consumer
expenditure of the lower and middle-income groups became mainly
financed through rising debt rather than rising incomes. This was aided
by government actions of deregulation of the financial sector which
facilitated increased lending to households and through credit promo-
tion policies. The debt-financed consumer-led demand expansion came
to an end as the downturn in the US housing market, the sub-prime
mortgage crisis took their toll and highlighted the over-indebtedness
of American households. They conclude with specific reference to the
USA that the changes in the functional distribution of income between
wages and profits did not play an important part in explaining the
increase in the consumer expenditure to output ratio and the decline
in the savings ratio. However, they find substantial evidence that ris-
ing income inequality between households did make an important con-
tribution to rising personal debt, falling household saving rate. Lower
and middle-income households sought to keep up with the higher con-
sumption levels of top-income households facilitated by readily availa-
ble credit.

Van Treeck (2014) asks whether inequality caused the USA finan-
cial crisis (of August 2007). He concludes that “there is substantial evi-
dence that the rising inter-household inequality in the United States has
importantly contributed to the fall in the personal saving rate and the
rise in personal debt (and a higher labour supply)” (p. 421). This may
be seen as a ‘demand-side’ argument which van Treeck (op. cit.) relates
to a ‘relative income hypothesis’ under which households seek to main-
tain consumption levels when their relative income declines through
borrowing. In order for that to take place, there has to be a willingness
of banks and financial institutions to lend.

Tacoviello (2008) approaches the issue through the construction of a
theoretical model, which can mimic the time series behaviour of the dis-
tribution of earnings in the USA over the period 1963-2003. He claims
to show that the model can replicate the trend and cyclical behaviour of
household debt and the diverging patterns in consumption and wealth
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inequality over time. He argues that the prolonged rise in household
debt during the 1980s and 1990s can be quantitatively explained only
by the concurrent increase in income inequality.

Goda and Lysandrou (2014) focus on the toxic securities of col-
lateral debt obligations (CDOs), which were central to the financial
crises of 2007-2009. As discussed above, income inequality and stag-
nant incomes of most workers in the USA have been viewed as factors
leading to rising household debt and sub-prime mortgages and then
the financial crisis. They argue that low incomes can help explain the
demand for mortgage loans; but it remains to be explained why finan-
cial institutions were prepared and able to meet the demand and why
the mortgage loans were securitised and resecuritised into CDOs. They
argue that wealth concentration amongst the world’s richest individuals
was a ‘demand-pull factor’ with a ‘search for yield’ as yields on bonds
declined and CDOs appeared to offer high returns.

Considering the more general case of the links between inequality
and financial crisis, drawing on 25 countries over 100 years, Atkinson
and Morelli (2011) find ‘no hard and fast pattern’ as to whether or eco-
nomic crises (in their Table A.1 the term systemic banking shocks is
used) are preceded by rising inequality. They find ‘more evidence that
financial crises are followed by rising inequality’. Morelli and Atkinson
(2015) extend the previous study by adding further data and investigat-
ing both the hypothesis that growth of inequality contributes to finan-
cial crisis and that the level of inequality does so. They find that the
empirical evidence does not provide any convincing support for either
of the hypotheses.

Bellettini and Delbono (2013) find that a large majority of banking
crises in the last three decades took place in countries where income
inequality before the crisis had been persistently higher than the average
level in OECD countries. However, the banking crises did not appear
to change the relative position of income inequality of the countries
experiencing crisis as compared with average OECD levels. They finally
conclude that “only in the 2000s relatively low income inequality seems
associated to the lack of banking crises, whereas in the previous decades
we do not detect any clear association” (Bellettini and Delbono, op. cit.,

p. 12).
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UNCTAD (2017, p. 101) recognises that financial crises have mul-
tiple causes and rising inequality may not always be one of the causes,
particularly in smaller countries which are vulnerable to changes in
external conditions. In their Fig. 5.5, UNCTAD (2017) correlate
changes in private debt and changes in inequality in developed coun-
tries and developing countries prior to financial crisis (using the Laeven
and Valencia 2012, data on crises). This shows a generally positive cor-
relation between debt and inequality prior to financial crisis. However,
as they argue, the financial institutions and regulation have to provide
the credit in the creation of credit bubbles leading to financial crisis.
There is a general increase in the Palma ratio, with the income gap ris-
ing in 80% of cases in run-up to financial crisis, and also rising in 66%
of cases after a financial crisis (UNCTAD 2017, p. 101).

Van Treeck and Sturn (2012) followed their study of the USA men-
tioned above by considering the cases of China and Germany. For
China, they note that there is limited access to personal credit. A high
level of savings by households is seen as stimulated by high income dis-
persion and a weak social safety net, and to that degree income inequal-
ity may push towards high savings rather than debt. Higher income
inequality is viewed as contributing to higher intensity of status seeking,
which appears to result in a higher personal propensity to save as house-
holds are precluded from the easy use of credit to support conspicuous
consumption.

The authors note that domestic demand in Germany stopped grow-
ing in the first decade of the twenty-first century, and growth became
heavily dependent on rising net exports. The stagnation of German
unit nominal labour costs in the fixed exchange rate regime of the euro
zone stimulated German exports. Further, the shift towards increased
profit margins and lower labour income share weakened consumer
expenditure. Rising income inequality and uncertainty of private house-
holds, which can be attributed in part to labour market and welfare
state reforms, contributed to higher savings rather than to consumer
borrowing,.

Cardaci and Saraceno (2015) seek to analyse the impact of rising
income inequality on the possibilities of a crisis in different institutional
setting employing a macroeconomic model, and using agent-based
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modelling in a stock-flow consistent framework. They find that when
inequality rises, low credit availability would mean a drop in aggregate
demand, whereas relaxed credit constraints result in greater financial
instability.

Bordo and Meissner (2012) use data from 14 advanced countries
between 1920 and 2000 and their results do not indicate any general
relationships between inequality and crisis. They note that the role of
credit booms in increasing the risks of a banking crisis, but they did not
find any evidence that a rise in the shares of the top income groups led
to credit booms.

Michell (2015) views rising inequality and falling wage share as
driven by globalisation, deregulation and financialisation, with a com-
mon theme being the weakening of the bargaining power of workers.
He notes that there are two different and mutually reinforcing mech-
anisms for maintaining growth rates in the face of falling demand in
response to a declining wage share, namely credit expansion to a house-
hold sector faced with stagnant or falling real income, and an increasing
reliance on exports. The credit expansion will likely prove to be unsus-
tainable and may lead into at least a slow-down in economic activity if
not into a banking crisis. He argues that for the 2007/2009 financial
crises, the proximate trigger was the non-performing mortgage debt,
and the mortgage-backed securities collapse and the resulting contagion
effects on those financial institutions which held the now toxic assets.

The effects on inequality on household debt have been examined by
a number of authors. Klein (2015) investigates long-run relationships
between income inequality and household debt in nine industrialised
countries (Australia, Canada, France, UK, Italy, Japan, Norway, Sweden
and United States). Two measures of household debt (private house-
hold credit and total bank loans) and four measures of inequality such
as top 1% income share, inverted Pareto-Lorenz coeflicient, the Gini
coeficient and labour share of income are used. The results were robust
across the four inequality measures, and it is reasonable to conclude that
in developed economies there is a long-run relationship between income
inequality and leverage. A 1% point increase in inequality is found to
be associated with a 2-6% increase in household credit (varying across
measures of inequality used).
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Malinen (2016) finds a long-run steady-state relationship between
income inequality and bank credit for a sample of eight countries (those
in Klein’s study less Italy), and for the period 1980-2009. Income ine-
quality is found to have one-way Granger causality relationship with
bank credit.

With particular reference to the US, Barba and Pivetti (2009) argue
that rising household indebtedness should be seen mainly as a response
to stagnating real wages and the cut back of the welfare state. As others
have raised, they raise concerns over the sustainability of rising indebt-
edness, where debt has a stimulating effect in the short term, which can-
not be sustained in the longer term.

Kim (2013) examines the relationship between output and house-
hold debt in the USA over the period 1951-2009 with a structural
change in the fourth quarter of 1982 to allow for financial liberalisation
measures at that time. He finds that in the pre-1982 period, household
debt levels had no significant effects on output, though new borrow-
ing did boost output. In the post-1982 period, household debt levels
had negative effects on output while new borrowing continued to boost
output. In a related study, Kim (2016) remarks that an additional eco-
nomic stimulus comes in the short term from debt-financed household
spending, but after a while, the accumulation of debt becomes excessive
and unsustainable. The resulting crisis generates negative impacts on
output in the long run. A system operating with high and often rising
levels of household debt can become vulnerable to negative shocks, and
the possibility of a severe economic down-turn.

The general conclusion which is to be drawn from the material
reviewed above is that, under certain conditions, a rise in inequality
may contribute to the generation of financial crisis. The key condi-
tion would be that the rise in inequality fosters an unsustainable rise
in household debt, which, when the bubble of debt bursts, feeds into a
financial crisis. That key condition clearly requires that people respond
to declining income shares by borrowing to maintain consumption lev-
els and that banks and other financial institutions are keen to extend
loans. The situation in the USA in the early 2000s supported key con-
dition being met. In other situations, that key condition has not held
and inequality and financial crisis have not been correlated. As Bazillier
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and Hericourt (2017) conclude, “the links between inequalities and
leverage are likely to be a mixture of direct and indirect causal relations,
as well as coincidental factors” (p. 489). They also argue that “the effects
of financial development and financial deregulation on income distri-
bution are not necessarily identical and are conditioned strongly on the
quality of institutions preventing rent-capturing behaviours” (p. 489).

9 Concluding Comments

The general conclusions which are drawn from this chapter in respect of
financialisation and inequality in Western industrialised economies are
four-fold. First, in a general sense, higher levels of inequality and declin-
ing labour share of income have accompanied financialisation in the
present era from late 1970s onwards. Second, the financial sector itself
tends to display high levels of inequality of earnings and income, and
inequality in the financial sector has directly had an impact on overall
inequality particularly in respect of the share of the top 1%. Third, there
is evidence to support the view that financialisation has aided a shift in
income distribution from wages to profits, but the difhculties of measur-
ing financialisation in econometric exercises have been noted. Fourth, ris-
ing inequality looks to have been a contributory factor in the generation
of the USA sub-prime crisis though other factors such as de-regulation,
banks and financial institutions increased willingness to provide credit
have to be involved. However, doubts have been raised as to whether that
finding is of general application to financial crises in general.
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1 Introduction

The re-distribution of income from labour to capital, from workers to
top-managers, and from low income households to the rich has been
a main feature of finance-dominated capitalism since the early 1980s,
which has led to the Great Financial Crisis and the Great Recession
in 2007-9. The recovery from this crisis has been sluggish so far,
and this has given rise to a renewed discussion about stagnation ten-
dencies in capitalist economies (Summers 2014, 2015). Whereas in
orthodox approaches, income distribution only has a restricted role
to play, if at all, the interaction between distribution and growth is
at the centre of Marxian and post-Keynesian/Kaleckian approaches
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when it comes to explaining medium- to long-run trends of economic
growth—and stagnation. This contribution first provides Marxian and
Kaleckian assessments of the distribution and growth regimes under
finance-dominated capitalism, both before and after the recent crisis.
Second, an interpretation of stagnation tendencies in a demand-led
endogenous growth model with Kaleckian, Kaldorian and Marxian
features is presented.

For this purpose, the contribution builds on the recent empirical
literature on different demand and growth regimes under financiali-
sation (Hein 2012), and on the research on the distributional effects
of financialisation (Hein et al. 2017) in particular. Some stylised facts
on distribution and growth regimes under financialisation before
the crisis are provided in Sect. 2. In order to allow for a comparative
assessment of the relationship between inequality and growth in these
regimes from a Marxian and a Kaleckian perspective, the method of
model closure, already used in Hein (2017a), is applied in Sect. 3. First,
the two extreme growth regimes under financialisation before the cri-
sis, the ‘debt-led private demand boom’ and the ‘export-led mercan-
tilist’ regimes, are put forward in stylised Marxian and neo-Kaleckian
models. Then the effects of a rising profit share, indicating rising ine-
quality, are studied, holding behavioural equations constant. Finally,
the changes in behavioural parameters for the two regimes in each
approach are added, and the main features of the distribution and
growth patterns observed before the crisis are generated. In Sect. 4, the
analysis turns towards the crisis and post-crisis period. Empirically, the
changes in distribution and growth regimes in this period are assessed,
and these changes are interpreted in the context of the stylised neo-
Kaleckian model from Sect. 3. Thereafter, this model is extended by
Kaldorian and Marxian views on the determinants of technological
progress and productivity growth in order to generate a demand-led
endogenous growth model and to show how the effects of redistribu-
tion and current stagnation tendencies can be explained by this model.
The final Sect. 5 summarises and concludes.
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2 Stylised Facts: Distribution and Growth
Regimes Under Financialisation Before
the Crisis

From a macroeconomic perspective, finance-dominated capitalism or
financialisation can be described by four characteristics, as elaborated in

Hein (2012; 2014, Chapter 10), for example.

1. With regard to distribution, financialisation has been conducive to
a rising gross profit share, including retained profits, dividends and
interest payments, and thus a falling labour income share, on the one
hand, and to increasing inequality of wages and top management sal-
aries and thus of personal or household incomes, on the other hand.
Hein (2015) has recently reviewed the evidence for a set of developed
capitalist economies since the early 1980s and finds ample empirical
support for falling labour income shares and increasing inequality in
the personal/household distribution of market incomes with only a
few exceptions, increasing inequality in the personal/household dis-
tribution of disposable income in most of the countries, an increase
in the income share of the very top incomes not only in the USA and
the UK, but also in several other countries for which data are avail-
able, with rising top management salaries as one of the major driv-
ing forces. Reviewing the empirical literature on the determinants
of functional income distribution against the background of the
Kaleckian theory of income distribution, it is argued that features of
finance-dominated capitalism have contributed to the falling labour
income share since the early 1980s through three main channels: the
falling bargaining power of trade unions, rising profit claims imposed
in particular by increasingly powerful rentiers and a change in the
sectoral composition of the economy in favour of the financial cor-
porate sector and at the expense of the non-financial corporate sector
or the public sector with higher labour income shares. In Hein et al.
(2017), the relative importance of these factors has been analysed for
the six countries which are included in the current study, too.
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Regarding investment in the capital stock, financialisation has meant
increasing shareholder power vis-a-vis firms and workers, the demand
for an increasing rate of return on equity held by rentiers, and an
alignment of management with shareholder interests through short-
run performance related pay schemes, such as bonuses, stock option
programmes, and so on. On the one hand, this has imposed short-
termism on management and has caused a decrease in management’s
animal spirits with respect to real investment in the capital stock and
long-run growth of the firm, and increasing preference for financial
investment, generating high profits in the short run. On the other
hand, it has drained internal means of finance available for real invest-
ment purposes from non-financial corporations, through increasing
dividend payments and share buybacks in order to boost stock prices
and thus shareholder value. These ‘preference’ and ‘internal means of
finance’ channels should each have negative partial effects on firms
real investment in capital stock. Econometric evidence for these two
channels has been supplied by Stockhammer (2004), Van Treeck
(2008), Orhangazi (2008), Onaran etal. (2011), Davis (2018), and
Tori and Onaran (2016, 2017), confirming a depressing effect of
increasing shareholder value orientation on investment in the capital
stock, in particular for the USA but also for other economies, like the
UK, France and other Western European countries.

. Regarding consumption, financialisation has generated an increasing

potential for wealth-based and debt-financed consumption in some
countries, thus creating the potential to compensate for the depress-
ing demand effects of financialisation, which have been imposed on
the economy via re-distribution and the depressing impact of share-
holder value orientation on real investment. Stock market and hous-
ing price booms have each increased notional wealth against which
households were willing to borrow. Financial deregulation, changing
financial norms, new financial instruments (credit card debt, home
equity lending), deterioration of creditworthiness standards, trig-
gered by securitisation of mortgage debt and ‘originate and distrib-
ute’ strategies of commercial banks, made credit increasingly available
to low income, low wealth households, in particular. This potentially
allowed for consumption to rise faster than median income and
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thus to stabilise aggregate demand. But it also generated increas-
ing debt-income ratios of private households. Several studies have
shown that financial and housing wealth was a significant determi-
nant of consumption, particularly in the USA, but also in countries
like the UK, France, Italy, Japan and Canada (Boone and Girouard
2002; Ludvigson and Steindl 1999; Mehra 2001; Onaran et al.
2011). Furthermore, Barba and Pivetti (2009), Cynamon and Fazzari
(2008), Guttmann and Plihon (2010), and van Treeck (2014) have
presented extensive case studies on wealth-based and debt-financed
consumption, with a focus on the USA. However, Kim (2013, 2016)
in two recent studies on the USA has found that although new credit
to households will boost aggregate demand and output in the short
run, the effects of household debt variables on output and growth
turn negative in the long run. This indicates contradictory effects of
the flow of new credit and the stock of debt on consumption.

4. The liberalisation of international capital markets and capital
accounts has allowed for rising and persistent current account imbal-
ances at the global, but also at the regional levels, in particular within
the Eurozone, as has been analysed by several authors, including
Hein (2012, Chapter 6; 2014, Chapter 10), Stockhammer (2015),
and UNCTAD (2009).

Under the conditions of the dominance of finance, income re-distri-
bution at the expense of labour and low-income-households, and weak
investment in the capital stock, different demand and growth regimes
may emerge, as has been analysed by the authors mentioned in the pre-
vious paragraph, using different terminologies. Considering the growth
contributions of the main demand aggregates (private consumption,
public consumption, investment, net exports) and the sectoral financial
balances of the main macroeconomic sectors (private household sector,
financial and non-financial corporate sectors, government sector, exter-
nal sector), in the current contribution three broad types of regimes will
be distinguished: (a) a ‘debt-led private demand boom’ regime, (b) an
‘export-led mercantilist’ regime and (c) a ‘domestic demand-led’ regime.

The debt-led private demand boom regime is characterised by nega-
tive or close to zero financial balances of the private household sectors,
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which means that major parts of the private household sector have nega-
tive saving rates out of current income, are hence running current deficits,
financed by increasing their stock of debt and/or reducing their stock of
assets. ‘These private household deficits are increased by corporate deficits
and thus we have deficits of the private domestic sectors as a whole. The
external sector has positive financial balances, which means that ‘debt-
led private demand boom’ countries are usually running current account
deficits. We have high growth contributions of private domestic demand,
in particular private consumption, financed by credit to a considerable
extent, and negative growth contributions of the balance of goods and ser-
vices, driving the current account into deficit in the medium to long run.

The ‘export-led mercantilist’ regime is characterised by positive finan-
cial balances of the domestic sectors as a whole, and hence negative finan-
cial balances of the external sector, and thus, current account surpluses.
The growth contributions of domestic demand are rather small or even
negative in certain years, and growth is mainly driven by positive contri-
butions of the balance of goods and services and hence rising net exports.

The ‘domestic demand-led’ regime is characterised by positive finan-
cial balances of the private household sector. Here, it is usually the gov-
ernment and, to a certain degree, the corporate sector, running deficits.
The external sector is roughly balanced, with only slight deficits or sur-
pluses. The ‘domestic demand-led’ countries are thus usually running
balanced current accounts in the medium run, at least in the period
before the crisis. We have positive growth contributions of domestic
demand without credit-financed consumption, and slightly negative or
positive growth contributions of the balance of goods and services on
average over some medium run.

The demand and growth regimes can be distinguished by consider-
ing first the financial balances of the main macroeconomic sectors: the
private sector, with the private household sector, the financial, and non-
financial corporate sectors as sub-sectors, the government sector, and the
external sector. Second, the growth contributions of the main demand
aggregates are of interest. These are the growth contributions of private
consumption, public consumption, as well as private and public invest-
ment, which sum up to the growth contribution of domestic demand,
and then the growth contribution of the balance of goods and services,
i.e. of net exports. On the one hand, this provides some information
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about the main drivers of growth, and, on the other hand, on how
demand is financed. The sectoral financial balances of a country should
sum up to zero, apart from statistical discrepancies, because a positive
financial balance of one sector needs a respective negative financial bal-
ance of another sector. And the growth contributions of the demand
aggregates should sum up to real GDP growth of the respective country.

In the pre-crisis period from 1999 until 2007, the USA, the UK and
Spain were dominated by the ‘debt-led private demand boom’ regime.
In this period, these countries faced rising inequality, i.e. falling wage
shares in the USA and Spain, but a constant wage share in the UK, ris-
ing top income shares in all three countries and rising Gini coefficients
for market and disposable household income in the USA and the UK,
but constant household or personal income inequality measured by
these indices in Spain (Table 1). In the pre-crisis period, these countries
were characterised by negative financial balances of their domestic pri-
vate sectors and negative or, in the UK, close to zero financial balances
of the private household sectors, in particular (Table 2). The corporate
sectors were in deficit, too. The external sectors were the surplus sec-
tors, and the countries following the ‘debt-led private demand boom’
regime were thus characterised by current account deficits and negative
net exports. As typical for this regime, we see high growth contribu-
tions of private domestic demand, and of private consumption demand
in particular, financed by household deficits and thus rising credit to a

Table 1 Distribution trends for selected OECD countries before and after the
financial and economic crisis 2007-9

USA UK Spain Germany Sweden France

Distribution Adjusted Before - 0 — - - -

trends wage After - - - 0 0 +
share

Top Before + + o+ + + +

income After + - - ? 0 0
share

Gini coef- Before + + 0 + + 0

ficients After + 0 + + 0 —

Notes + tendency to increase, — tendency to decrease, 0 no tendency, ? no data
Before: Early 1990s until the crisis 2007-9, After: after the crisis 2007-9
Source Hein et al. (2017)
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considerable degree. Private consumption contributed more than 55%
to GDP growth in the case of Spain, and up to close to 80%, in the
cases of the USA and the UK. The growth contributions of the balance
of goods and services were negative and thus reduced GDP growth,
most pronouncedly in Spain. The ‘debt-led private demand boom’
countries were thus the world demand engines before the crisis, mainly
relying on increasing private debt, and household debt in particular.!
The ‘export-led mercantilist regime in the pre-crisis period dominated
in Germany and Sweden. Here, we also see rising inequality, i.e. falling
labour income shares, rising top income shares and increasing Gini coeffi-
cients for market and disposable incomes of households (Table 1). For the
‘export-led mercantilist countries, we observe positive financial balances of
the domestic sectors as a whole, with significantly positive financial balances
of the private sector, and a deficit of the public sector in Germany and a
surplus in Sweden (Table 2). The private sector balance in Germany was
composed of a significant surplus of private houscholds and a small deficit
in the corporate sector, whereas in Sweden both sub-sectors contributed to
the private sector surplus. The external sector was in deficit in both coun-
tries, and considerably so in Sweden. These countries were thus running
current account surpluses and positive balances of goods and services. In
both countries, the growth contributions of domestic demand were rather
small, and in Germany even negative in certain years. Private consump-
tion only accounted for a bit more than 30% of GDP growth in the case
of Germany and for 40% in the case of Sweden, each on average over the
period. Growth was mainly driven by positive contributions of the bal-
ance of goods and services and hence rising net exports, which contributed
about 50% in the case of Germany and 20% in the case of Sweden to GDP
growth. These countries were thus free-riding on dynamic world demand
generated by the ‘debt-led private demand’ boom countries in particular.?
Finally, we have in between the two extremes the ‘domestic demand-
led’ regime, which in the pre-crisis period can be found in France.

'For more country specific information on these three debt-led private demand boom economies,
before and after the crisis, see for example, Evans (2016) on the US, Lepper et al. (2016) on the
UK and Ferreiro et al. (2016) on Spain.

2For more country specific information on these two export-led mercantilist economies, before and
after the crisis, see for example, Detzer and Hein (2016) on Germany and Stenfors (2016) on Sweden.
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Here, we also see rising inequality, as reflected in the falling labour
income share and in rising top income shares, despite constant Gini coef-
ficients for market and disposable income (Table 1). The French economy
was characterised by positive financial balances of the private household
sector and of the private sector as a whole (Table 2). Furthermore, we
have slightly negative financial balances of the external sectors, and hence
small current account and net export surpluses. Growth was exclusively
driven by domestic demand, with relevant contributions by private con-
sumption, however, without drawing on rising household credit, since
private household financial balances remained considerably positive.
Growth contributions of the balance of goods and services were slightly
negative.’

The countries following the two extreme regimes before the crisis, the
‘debt-led private demand boom’ regime and the ‘export-led mercantilist’
regime, generated rising current account imbalances in the global econ-
omy, but also within the Eurozone (Hein 2013/14, 2017b). Apart from
Germany and Sweden, mainly China and Japan, but also Argentina,
Canada and Russia were among the surplus countries, and, apart from the
USA, the UK and Spain, we had Italy, Turkey, South Africa and Australia
among the deficit countries (IMF 2017). These global imbalances then
led to the severity of the financial crisis and the Great Recession.

3 Distribution and Growth Before the Crisis:
Stylised Facts and Regimes in Stylised
Marxian and Kaleckian Models

Let us now present and compare the two extreme growth regimes before
the crisis, the ‘debt-led private demand boom’ and the ‘export-led mer-
cantilist’ regime, in a stylised Marxian and also in a stylised Kaleckian
model of distribution and growth. For this purpose, the method of
model closure is applied, as already presented in Hein (2017a) for a

3For more country specific information on the domestic demand-led economy of France, before
and after the crisis, see, for example, Cournilleau and Creel (2016).
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comparison of basic old neoclassical, new neoclassical, classical/Marxian
and different versions of post-Keynesian growth theories. In what fol-
lows, the focus is on Marxian and Kaleckian models. In essence, we
start with two equations for the basic model, and then further equations
are added for each of the approaches in order to close the model. Each
approach can then be described graphically in a two-quadrant system by
the relationship between the rate of growth and the rate of profit, on the
one hand, and by the relationship between the rate of profit and the rate
of capacity utilisation, on the other. This presentation can then be used,
first, to show the properties of the ‘debt-led private demand boom’ and
the ‘export-led mercantilist’ regime from the two perspectives, and sec-
ond, to discuss the effects of rising inequality and behavioural changes in
the period leading to the Great Financial Crisis and the Great Recession.

3.1 The Basic Model

An open economy is assumed with a primitive government sector, which
only appears as a deficit spending sector drawing on credit generated
in the financial sector, so that taxation issues can be ignored. The pri-
vate sector is composed of two classes, workers and capitalists, the lat-
ter including the financial capitalists or the rentiers. Capitalists own the
means of production and receive profits, which are partly consumed and
partly saved—buying assets issued by the corporate sector, and thus the
capitalists themselves, or by the government, or depositing parts of the
profits with the financial sector, which is also owned by the capitalists
and not explicitly modelled here. Capitalists control the capital stock,
hire labour, organise the production process and decide about investment
and thus the expansion of the capital stock. For the latter, they draw on
their own means of finance, issue stocks or corporate bonds or draw on
credit endogenously generated and granted by the financial sector. By
assumption, these transactions take place within the capitalist class and
they are not modelled here. Workers offer labour power to capitalists and
receive wages, which they partly use in order to purchase consumption
goods and partly save. However, the propensity to save out of wages is
much lower than the propensity to save out of profits.
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In our model economy, a homogenous output (¥) is produced com-
bining direct labour (L) and a non-depreciating capital stock (X) in the
production process using a fixed coefficients production technology
with a constant labour-output ratio (¢=_L/Y) and a constant capital-
potential output ratio (v= K7 YP). The homogeneous output can be used
for consumption and investment purposes. For the sake of simplicity,
overhead labour, depreciation of the capital stock, as well as raw mate-
rials and intermediate products are not considered. The rate of profit
(r) relating the flow of profits (IT) to the nominal capital stock (pK)
can be decomposed into the profit share (4), relating profits to nominal
income (pY), the rate of capacity utilisation (%), relating actual output
to potential output given by the capital stock (¥?) and the inverse of the
capital-potential output ratio (1/v), relating the capital stock to poten-
tial output:

I 7Yy Yyr 1
F=-— = = hu- 1)
pK pYYP K v
Our assumption regarding saving translates into the following domestic
saving rate (o), which relates the flow of total domestic saving (S) to the
value of the capital stock:
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Total saving is composed of saving out of profits (S,;), saving out of
wages (S,) and government saving (S ), which is zero or negative in
our model, because we ignore taxation and only allow for government
deficits (D = —Sg > 0). The saving rate is thus determined by the pro-
pensities to save out of profits (s;;) and out of wages (s;), by the com-
ponents of the profit rate from Eq. (1), as well as by the government
deficit rate (), which is treated as a long-run exogenous policy variable.
A rise in the profit share raises the saving rate, as well an increase in
capacity utilisation, the functional propensities to save, and a reduction
in the government deficit rate.
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Next, the Marxian and Kaleckian closures of the model generating
long-run distribution and growth equilibria for the ‘debt-led private
demand boom’ and the ‘export-led mercantilist’ regimes are introduced.
Then the cet. par. effects of changes in income shares for both regimes
are examined, and finally, the replication of the stylised facts in the
pre-crisis period is presented, taking into account rising inequality and
further behavioural changes. The Marxian approach is discussed first,
and then, we move to the Kaleckian approach.

3.2 Marxian Closure, Regime Generation and Effects
of Distributional and Behavioural Changes Before
the Crisis

Karl Marx (1867, 1885, 1894) in most of Capital Vol. I — III assumes
that, in the long run, functional income distribution is determined by
socio-institutional factors and power relationships determining a sub-
sistence or conventional real wage rate. For a given production technol-
ogy, the rate of profit then becomes a residual variable. With functional
income distribution determined in this way, the rate of profit, together
with capitalists’ propensity to have and to accumulate thus determines
the long-run equilibrium rates of capital accumulation and growth.* In
this approach, in essence the validity of Say’s law in Ricardo’s version is
assumed to hold in the long run’: Profits saved are completely used for
investment and accumulation, so that no problems of effective demand
for the economy as a whole arise in long-run growth. With positive sav-
ing out of wages, as well as the inflow of net foreign saving, we also have
to assume that these are also channelled towards investment in the long
run. For Marxians ignoring effective demand constraints in the long
run does not mean that the growth path is characterised by full employ-
ment. On the contrary, unemployment is considered to be a persistent

“4For a basic overview over Marxian theories of capital accumulation, see Shaikh (1978).

Marx’s theory also allows for another interpretation, in which aggregate demand, finance, credit
and interest rates matter for the determination of long-run accumulation and growth, as for
example Argitis (2001) and Hein (2006) have discussed.
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feature of capitalism constraining distribution claims of workers and
thus providing the conditions for positive profits, capital accumulation
and growth. Furthermore from this perspective, capital accumulation
feeds back on the rate of profit in the long run, and causes a tendency of
the rate of profit to fall. The reason is a specific nature of technical pro-
gress causing a rising capital-potential output ratio, i.e. Marx’s notion of
a rising ‘organic composition of capital’, which he already explained in
Capital Vol. 1.

Adding an orthodox Marxian closure to our model, we have that pro-
ductive capacities given by the capital stock are used at their normal or
target rate (%) in the long-run growth equilibrium:

u = uy (SM)

Functional income distribution is determined by socio-institutional
factors and distribution conflict. A subsistence or conventional real
wage rate (W}), for a given production technology and thus a given
labour-output ratio, determines the profit share:

_pY—wL
="y

h =1—wia (4M)

with w representing the nominal wage rate. In the long run, the
capital-potential output ratio may be rising with capital accumulation
and growth, due to the Marxian type of technical change:

av
v =v(g), @ >0 (5M)

The net export rate (6) relates net exports (/NVX), as the difference
between nominal exports (pX) and imports (p de), to the nominal cap-
ital stock, with p, representing the foreign price level and e the nom-
inal exchange rate, each taken to be exogenous here. In this orthodox
Marxian approach, net exports can be considered to be given by net
capital flows, which are guided by the domestic (r) and the foreign rate
of profit (rf), as well as by a set of further institutional factors (z)), as the
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openness and the degree of liberalisation of the capital account and the
capital market of the respective country:

_PX oM  NX i —n)a], 0t 9P
b= pK T pK of_b[(rf r),z,], 3(rf—r)>0’ 3Z5>0 (6M)

Institutional factors are treated as exogenous parameters, which remain
constant whenever domestic profit rates change. Taken the foreign
profit rate as given, net exports are thus negatively related to the domes-
tic profit rate, because an increase in the domestic profit rate will reduce
capital exports and increase capital imports.

Investment is given by domestic saving plus foreign saving (o f) flowing
into the domestic economy associated with negative net exports (Ufz —b),
without explaining how income, profits and saving are generated
in the first place. Each variable is normalised by the domestic capital
stock, so that we have for the domestic rate of capital accumulation and

growth (g):
g=o0+or=0—D> (7M)

Figure 2a presents the Marxian distribution and growth model for a
‘debt-led private demand boom’ economy and Fig. 2b for an ‘export-led
mercantilist economy. On the left-hand side of both figures, we have
the relationship between the rate of profit and the rate of capacity uti-
lisation, as in Eq. (1). Since modern Marxians assume that, in the long
run, productive capacities given by the capital stock are used at the nor-
mal rate, the long-run normal rate of profit (+*) is then determined by
the profit share and by the capital-potential output ratio. A rise in the
profit share means a clockwise rotation of the profit rate function; and
a rise in the capital-potential output ratio makes the function rotate
counter-clockwise. On the right hand side of Fig. 2a, b, we have the
relationship between the rate of profit, the domestic saving rate, the
accumulation rate and the net export rate from Egs. (2), (6M) and
(7M). Figure 2a shows a ‘debt-led private demand boom’ economy with
a current account deficit; the domestic saving rate is falling short of the
domestic rate of capital accumulation and the difference is made up of
negative net exports and hence the respective capital inflows, which are
rising when the domestic profit rate is increasing, holding the foreign
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profit rate constant. Figure 2b shows an ‘export-led mercantilist econ-
omy with a current account surplus; the domestic saving rate exceeds
the rate of capital accumulation and the difference is made up by posi-
tive net exports and hence the respective capital outflows which are fall-
ing with an increase in the domestic profit rate in isolation.

The causality in the Marxian approach runs from the left hand side
of Fig. 1a, b to the right hand side. Distribution conflict determines the
profit share and together with the technical conditions of production,
indicated by the capital-potential output ratio, the profit rate. The lat-
ter, together with the propensities to save out of profits and wages and
the government deficit rate, as well as the net export rate, determines
equilibrium capital accumulation and growth. Under these conditions,
any rise in the profit share or an increase in inequality in the personal
or household distribution of income, raising the functional propensities
to consume out of wages and out of profits and the differential between
them, should cause a higher saving rate and a higher rate of capital
accumulation in both the ‘debt-led private demand boom’ economies
and the ‘export-led mercantilist’ economies. The same holds true for any
fall in the government deficit rate.

The effect of a rise in the profit share without any behavioural change
in a simple Marxian model is shown for both regimes in Fig. 2a, b.
A higher profit share causes a clockwise rotation in the profit rate func-
tion in the left-hand side of these figures, which will then lead to higher
equilibrium domestic saving and accumulation rates. Net export rates
fall, if the rise in profit shares and rates takes place in isolation and
capital imports thus rise, as assumed here. However, if profit shares
and rates rise globally such that relative profit rates do not change by
international comparison, net export rates should not be affected by
redistribution.®

®Rising inequality in personal and household incomes, leading to higher average propensi-
ties to save out of wages and out of profits and to a higher differential between these two rates,
should shift the saving rate curves in Fig. 3a, b rightwards and rotate them clockwise. Long-run
equilibrium saving and accumulation rates thus rise. The effect on net exports depends on the
development of domestic profit rates relative to foreign rates and on other institutional factors
determining international capital movements.
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Fig. 1 A basic Marxian distribution and growth approach. a The ‘debt-led
private demand boom’ regime. b The ‘export-led mercantilist’ regime
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Fig. 2 A rising profit share in isolation in a basic Marxian approach. a The
‘debt-led private demand boom’ regime. b The ‘export-led mercantilist’ regime
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However, the effects shown in Fig. 2a, b for an increase in the profit
share are not consistent with the stylised facts summarised in Sect. 2
for the two regimes; they also contradict the stories several eminent
Marxian authors have presented for the long-run period from the early
1980s until the Great Financial Crisis and the Great Recession. One of
the leading proponents of the theory of ‘the falling rate of profit due
a rising organic composition of capital’ (FRoP) and the resultant cri-
sis of over-accumulation of capital, Shaikh (2011, 2016, Chapter 16),
has put forward the following explanation. He argues that the long-run
tendency of the normal or the maximum rate of profit to fall in the US
non-financial business sector, due to Marxian technological progress
causing a rising capital-potential output ratio in our model, was neu-
tralised with respect to the rate of profit by redistribution at the expense
of labour and thus by a rising profit share. This led to a constant trend
for the total rate of profit, including interest and dividends, starting
in the early 1980s, with remarkable cyclical fluctuations. A reduction
in the interest rate () even allowed for an increase in the rate of profit
of enterprise (r = — 7). Most importantly, low interest rates together
with the liberalisation and deregulation of credit and financial mar-
kets provided the conditions for increasing debt-financed expenditures,
and debt-financed household consumption in the face of stagnating
real wages and a falling wage share in particular. The associated rise in
household debt-income ratios then provided the grounds for the Great
Financial Crisis and the Great Recession.”

A similar explanation of the developments leading to the 2007-9
crisis in the USA is presented by Kotz (2009, 2013), a proponent of
the US Social-Structure-of-Accumulation (SSA) approach. According
to this approach, previous deep crises in the developed capitalist econ-
omies, as the crisis of the mid 1970s in the USA in particular, indicat-
ing the end of the Golden Age and the ‘regulated capitalist SSA’, were
caused by fall in the rate of profit due to a profit squeeze, i.e. a rise in

7“In the neoliberal era (1983-2007, EH), cheap finance became a way to expand employment
through finance-related activities like real estate booms, export-led growth, foreign remittance
growth, and so on. The crisis put an end to most of that” (Shaikh 2016, p. 739).
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the wage share, and thus problems in the ‘production of profits’. The
2007-9 crisis of the ‘neoliberal SSA’ in the USA, established in the early
1980s, however, is seen to be caused by problems in the ‘realization of
profits’. Real wage growth falling short of productivity growth since the
early 1980s, and thus a fall in the wage share, together with rising ine-
quality in household incomes caused potential demand problems trig-
gering falling rates of utilisation in manufacturing. The deregulation of
the financial sector facilitating stock market and housing price booms
in the 1990s and early 2000s and rising debt-financed household con-
sumption provided temporary solutions to these demand problems.
However, because of rising household debt-income ratios, these solu-
tions turned out to be unsustainable when stock market and housing
prices stopped rising, which then triggered the Great Financial Crisis
and the Great Recession.?

Finally, also prominent proponents of the Marxian monopoly capi-
talism school relating capitalist crises or stagnation to rising concentra-
tion of capital, rising profit shares and falling wage shares and thus to
a lack of consumption demand, like Foster and Magdoff (2009) and
Foster and McChesney (2012) have come up with a similar explanation
for the 2007-9 US crisis as the proponents of the two other Marxian
schools. In their view, credit-financed consumption demand has coun-
tered the tendency towards under-consumption and stagnation inherent
in monopoly capitalism. The conditions were provided by the liberalisa-
tion of the financial sector and the increasingly speculative booms in the
stock and housing markets.” The crisis was then triggered by financial
instability associated with speculation and by over-indebtedness of pri-
vate households in particular.

8<The structural crisis of the neoliberal SSA finally arrived, not due to a falling rate of profit, but
due to the collapse of unsustainable trends that were essential features of the neoliberal SSA and
of its ability to promote capital accumulation” (Kotz 2013, p. 345).

9“It was this underlying stagnation tendency (...) which was the reason the economy became

so dependent on financialisation — or decades-long series of ever-larger speculative financial
bubbles. In fact, a dangerous feedback loop between stagnation and financial bubbles has now
emerged, reflecting the fact that stagnation and financialisation are increasingly interdependent
phenomena: a problem which we refer to (...) as the stagnation-financialisation trap” (Foster and
McChesney 2012, p. 4).
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The three main strands of Marxian distribution, growth and cri-
ses theories have thus come up with similar explanations of the main
trends leading to the crisis in the USA: demand problems related to
the redistribution of income at the expense of labour and low income
households have temporarily been compensated by the rise in credit-
financed expenditures, and in credit-financed private consumption
in particular. The liberalisation and deregulation of the financial sec-
tor, which facilitated the stock market and housing price booms, on
the one hand, creating the conditions for wealth effects on consump-
tion, and the deterioration of creditworthiness standards, on the other
hand, have been a pre-condition for this. However, the associated
over-indebtedness of private households and financial instabilities then
triggered the financial and economic crisis. This explanation is fully
consistent with the basics of the monopoly capitalism school. The prin-
ciple mechanisms in the FRoP and SSA/profit-squeeze approaches,
however, do not seem to be of any (SSA) or only little (FRoP) relevance
for the explanation of the recent crises.

Let us now try to integrate this Marxian consensus view on distri-
bution and growth before the crisis into our stylised Marxian model.
The focus of the outlines presented here has been on the USA as a
‘debt-led private demand boom’ economy before the crisis, but also a
Marxian view on the pre-crisis processes in an ‘export-led mercantil-
ist economy as a kind of mirror image can be provided. Let us start
with Fig. 3a, which shows the pre-crisis processes in a ‘debt-led private
demand boom’ regime from a stylised Marxian perspective. According
to the Marxian view, the economy is operating at a target or normal
rate of capacity utilisation in the long run, and the rise in the profit
share—overcompensating the rise in the capital-potential output ration
in the FRoP approach—thus leads to a rise in the long-run normal
rate of profit from r{ to r3. However, this does not lead to rising capi-
tal accumulation, because the average propensities to save out of profits
and out of wages have fallen due to rising debt-financed consumption.
This is indicated by a leftwards shift and a counter-clockwise rotation of
the domestic saving function. This overcompensates the effect of a rising
profit share and normal profit rate on the equilibrium domestic saving
rate, which, therefore, falls from o to 0. The fall in the equilibrium
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Fig. 3 Distributional and behavioural changes before the crises: a stylised
Marxian approach. a The ‘debt-led private demand boom’ regime: rising profit
share, rising rate of profit, falling average propensity to save due credit-fi-
nanced consumption, and rising current account deficits/net capital imports.
b The ‘export-led mercantilist’ regime: Rising profit share, rising rate of profit,
rising average propensity to save, and rising current account surpluses/net capi-
tal exports
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domestic saving rate is only partly compensated by an increase in
the inflow of foreign saving triggered by a higher profit rate and an
improvement of structural factors attracting foreign capital (financial
market deregulation in particular) and associated with a rising current
account deficits. Therefore, the equilibrium accumulation rate is falling
as well, from g} to g5. The reason why this should happen, however,
remains somewhat vague in this Marxian approach.

The pre-crisis processes associated with an increasing profit share and
rising inequality in an ‘export-led mercantilist’ regime are shown in
Fig. 3b. Since no compensating debt-financed consumption or rise in
government deficits is at work in this regime, a rising profit share and
a higher normal rate of profit is causing a higher equilibrium domestic
saving rate, which thus increases from o to 05. However, since capital
is increasingly attracted by deregulated foreign capital markets promis-
ing higher rates of return (including speculative capital gains), capital
outflows and current account surpluses are increasing, leading to a lower
long-run equilibrium rate of domestic capital accumulation, which
is falling from g7 to g5. Again, it remains somewhat unclear in this
Marxian approach why exactly domestic capital accumulation should
shrink.

In the face of rising inequality and falling wage shares under the
conditions of financialisation, the Marxian approach is thus able to
generate ‘profits without investment’ constellations, i.e. rising normal
rates of profits but falling rates of capital accumulation, for both the
‘debt-led private demand boom’ and the ‘export-led mercantilist’ econ-
omies, and thus to reproduce a stylised fact, which has been observed
by several authors (Hein 2012; van Treeck 2009) for these two types
of economies before the crises. The crucial condition is that the long-
run increase in credit-financed expenditures, especially private con-
sumption, in the ‘debt-led private demand boom’ economies, and thus
a fall in the domestic saving rate here, more than absorbs the increase
in long-run equilibrium domestic saving in the ‘export-led mercantilist’
economies triggered by rising inequality and a higher profit share, such
that international capital re-allocation leads to a fall in capital accu-
mulation in the ‘export-led mercantilist’ economies, too. Since domes-
tic and foreign saving (and hence the current/capital account balance),
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and thus profitability in the long run drives investment in this Marxian
approach, without explaining how rising profits and saving are real-
ised in the first place, there is no independent role for the considera-
tion of effective demand, and of investment independently of saving
in particular. Therefore, this Marxian approach is unable to explicitly
incorporate the effects of financialisation on business investment in the
capital stock, which have been analysed in several studies referred to
in Sect. 2 above, and to include these effects into the analysis of dis-
tributional effects in the different growth regimes under the conditions
of rising financialisation before the crisis. Interestingly, neither Shaikh
(2011; 2016, Chapter 16) nor Kotz (2009, 2013) provide any in-depth
study of the changes in business investment behaviour in the neo-liberal
or financialisation period. However, Foster and McChesney (2012,
Chapter 2) from the Marxian monopoly capitalism school, which is
closer to Kaleckian distribution and growth theory in principle, touch
upon such an analysis and come up with observations and conclusions
which are similar to those integrated into Kaleckian models of distribu-
tion and growth applied to the period of financialisation. Therefore, the
following section turns towards the Kaleckian approach.

3.3 Kaleckian Closure, Regime Generation and Effects
of Distributional and Behavioural Changes Before
the Crisis

The stylised Marxian approach presented above suffers from the explicit
consideration of the role of effective demand and of investment deter-
mination in long-run growth theory. Alternatively, we can now turn
to the second generation of post-Keynesian distribution and growth
models based on Michal Kalecki’s (1954, 1971) and Josef Steindl’s
(1952) works. Here, the determination of income distribution by rel-
ative economic powers of capital and labour, mainly through firms’
mark-up pricing on constant unit labour costs up to full capacity out-
put in imperfectly competitive goods markets, is combined with the
long-run independence of capital accumulation of firms from saving at
the macroeconomic level, as a distinguishing feature of post-Keynesian
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distribution and growth models in general. Functional income distribu-
tion and hence the profit share are thus explained by relative economic
powers of capital and labour, as in the Marxian approach. But then
firms’ investment decisions, together with net exports and government
deficits, drive the system and saving adjusts through income and growth
effects, with the rate of capacity utilisation as an accommodating varia-
ble beyond the short run.!?

The effects of distributional changes on equilibrium capacity uti-
lisation and growth in Kaleckian models depend on a variety of fac-
tors, as has been reviewed in Blecker (2002), Hein (2014, Chapter 6)
and Lavoie (2014, Chapter 6.2). First, for a closed private economy
the choice of the investment function, i.e. the relative importance of
demand/utilisation and profitability indicators for investment deci-
sions, has given rise to two variants of the model. The ‘neo-Kaleckian’
model, based on the works of Rowthorn (1981) and Dutt (1984),
contains a strong accelerator effect of demand and no direct effect of
profitability in the investment function. Without saving out of wages
it generates uniquely expansionary effects of re-distribution in favour
of the wage share on the rates of capacity utilisation, capital accumu-
lation, growth and profit. Demand and growth are thus uniquely wage
led and the ‘paradox of costs is valid, i.e. a fall in the profit share will
trigger an increase in the profit rate. The ‘post-Kaleckian’ model, based
on the works of Bhaduri and Marglin (1990) and Kurz (1990), how-
ever, also contains a direct profitability effect in the investment func-
tion. Therefore, its closed economy version without saving out of wages
is able to generate wage- or profit-led regimes of demand and growth,
depending on the relative weights of accelerator and profitability terms
in the investment function and on the propensity to save from prof-
its. Second, including international trade, the otherwise wage-led neo-
Kaleckian model may also turn profit-led through a strong positive
effect of the profit share on net exports, as has already been shown by

19The treatment of the rate of capacity utilisation as a long-run endogenous variable has been crit-
icised, as reviewed by Hein (2014, Chapter 11) and Lavoie (2014, Chapter 6.5).
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Blecker (1989). Third, including personal income distribution, wage ine-
quality, relative income concerns and access to debt into the consump-
tion function of the model, several recent contributions have shown that
this might turn an otherwise wage-led demand and growth economy
seemingly profit led, as recently reviewed by Hein and Prante (2018).

Adding a Kaleckian closure to our basic model, the rate of capacity
utilisation is treated as a medium- to long-run endogenous variable. The
profit share, and thus functional income distribution, is mainly deter-
mined by the mark-up (m) in firms’ pricing in imperfectly competitive
markets!!:

_ oh
h = h(m), 3m >0 (3K)

The mark-up itself is affected by several factors, such as the degree of
competition in the goods market, the bargaining power of workers and
also unit overhead costs, which are all treated as exogenously given. The
capital-potential output ratio is also considered as an exogenous varia-
ble determined by technology, which does not systematically respond
to distribution and activity variables in the model, different from the
Marxian view:

V=1V (4K)

With the profit share and the capital-potential output ratio as exoge-
nously given variables, the rate of capacity utilisation becomes the
variable adjusting the profit rate (Eq. 1) to its equilibrium value. As
principle determinants in the investment function in Kaleckian mod-
els, we have firms’ or managements’ animal spirits (&), sometimes taken
to represent the firms’ assessment of the long-run growth trend of the
economy. Furthermore, the (expected) rate of profit is of relevance,
because it indicates internal means of finance required for attracting
external investment finance, according to Kalecki’s (1937) ‘principle

"For the inclusions of the effects of costs of imported raw materials and intermediate products
on the domestic profit share see Hein (2014, Chapter 7.3).
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of increasing risk’. Also the dynamics of demand as a determinant of
investment are reflected in the rate of profit through changes in capac-
ity utilisation. Apart from animal spirits, we can thus include the three
principle determinants of the profit rate from Eq. (1) into the Kaleckian
accumulation function:

ag g ag g
= 9ha s s a 0, — Z 0, - (), — = 0
§=ghuy), =35>0 - au " ay (5K)

Investment decisions will thus positively depend on the profit share and
the rate of capacity utilisation, because each increase the (expected) rate
of profit, cet. par.. Neo-Kaleckians, however, would insist that the par-
tial effect of a change in the profit share is irrelevant for firms” decisions
to invest, and hence that dg/0h=0. In order to simplify the further
exposition, but also for empirical reasons, this view is followed here.!?
Regarding exogenous changes in the capital-potential output ratio
through technical change, the partial effects on investment decisions
are not clear. On the one hand, a higher capital-potential output ratio
means a lower rate of profit, which should dampen investment. On the
other hand, however, a higher capital-potential output ratio means that
a certain increase in demand requires a higher increase in the capital
stock, which should boost investment. The sign of the sum of these two
opposing effects is not clear ex ante, so that any direct effect of changes
in the capital-potential output ratio on investment is disregard in what
follows, and we treat the capital potential-output ratio as a constant,
even in the face of technical change.!?

The net export rate (6) is negatively affected by domestic capital accu-
mulation and growth triggering rising imports, and positively affected
by foreign accumulation and growth (¢¢) generating rising exports.

12Most of the empirical estimations of the post-Kaleckian model find only little or no significant
effects of profitability variables on investment. See Hein (2014, Chapter 7), Blecker (2016) and
Stockhammer (2017) for recent reviews.

BTechnical change is thus assumed to be ‘Harrod-neutral’, as in many post-Keynesian/Kaleckian
distribution and growth models (Hein 2014, Chapter 8).
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Also the real exchange rate (¢'= ep;lp), given by the nominal exchange
rate (e), the foreign price index (pf) and the domestic price index (p),
may have a positive effect on net exports, if exports and imports are
price sensitive and the Marshall-Lerner conditions holds. It is assumed
that the real exchange rate is positively related to the profit share!4:

p= XM MK i) 0.2 L0002
- pK T pK T 8:&f-¢ T dg " ogr “de” — 7 dh

(6K)
Finally, Eq. (7K) provides the goods market equilibrium condition:

Next, the two extreme regimes are presented, the ‘debt-led private
demand boom’ regime and the ‘export-led mercantilist’ regime, in this
stylised neo-Kaleckian distribution and growth model making use of
Fig. 4a, b."® In the right hand quadrants we have the determination of
the long-run goods market equilibrium from Eq. (7K), with the domes-
tic saving rate from Eq. (2) and the accumulation rate from Eq. (5K) as
positive functions of the rate of profit (or its components), and the net
export rate from Eq. (6K) as a negative function of the domestic growth
and accumulation rate, for a given profit share, real exchange rate and
foreign growth rate. Note that the net export rate is negative for the
‘debt-led private demand boom’ regime in Fig. 4a and positive for the
‘export-led mercantilist’ regime in Fig. 4b. The goods market equilib-
rium then determines the equilibrium rate of capital accumulation,
domestic saving rate (with the government deficit rate as an exogenous
component), net export rate, as well as the equilibrium rate of capac-
ity utilisation and, for a given profit share and capital-potential out-
put ratio, also the equilibrium rate of profit in the left hand quadrant.
A higher equilibrium accumulation and/or net export rate is thus asso-
ciated with higher equilibrium rates of capacity utilisation and profit,

14See Hein (2014, Chapter 7.3) for a more detailed open economy Kaleckian distribution and
growth model.

5More extensive and detailed elaborations on these regimes in Kaleckian stock-flow consistent
models can be found in Hein (2014, Chapter 10) and in Detzer (2018), for example.
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Fig. 4 A basic Kaleckian distribution and growth approach. a The ‘debt-led
private demand boom’ regime. b The ‘export-led mercantilist’ regime



118 E. Hein

as are a lower domestic saving rate and thus a higher government defi-
cit rate. In Fig. 4a, b this can be brought about by a rightward shift
(higher animal spirits) or a clockwise rotation (higher utilisation rates
triggering a higher responsiveness of the accumulation rate to a given
rate of profit) of the accumulation function, by a rightward shift of the
net export function (due to higher foreign growth or improved domes-
tic price competitiveness), or by a leftward shift (rise in the government
deficit rate, fall in the average propensity to save out of wages) or a
counter-clockwise rotation (fall in the differential between the propensi-
ties to save out of profits and out of wages) of the saving function.

Any rise in the profit share will affect both the profit rate-curve in the
left quadrant and potentially also the accumulation-curve in the right
quadrant of the graphical presentation of the neo-Kaleckian model in
Fig. 5a, b. On the one hand, a higher profit share causes a clockwise
rotation of the 7-curve, and, on the other hand, a higher profit share
also affects the accumulation function and thus the g-curve. With a
strong responsiveness of investment towards utilisation (Og/Ou) and
a very weak or even zero reaction towards the profit share (Og/0h), as
assumed in the neo-Kaleckian model, a higher profit share and thus a
lower rate of utilisation for every rate of profit, will trigger a counter-
clockwise rotation of the accumulation function in the right hand side
quadrants of Fig. 5a, b. Every rate of profit is now associated with a
lower rate of utilisation, and firms’ investment responds accordingly.
Finally, if we again assume that the rise in the profit share takes place
in a single country in isolation, net exports will slightly improve, so
that the rotation of the (¢+ b)-curve slightly deviates from the rotation
of the g-curve. Taking these effects together, we can see that both the
‘debt-led private demand boom’ regime in Fig. 5a and the ‘export-led
mercantilist’ regime in Fig. 5b are wage led: A rise in the profit share,
cet. par., will lead to a fall in the equilibrium rates of capacity utilisa-
tion from uj to u3, profit from r{ to 3, capital accumulation from g7 to
g5 and domestic saving from o} to 0. However, the equilibrium net
export rates (6*=0*—g*) will rise in both regimes, assuming that the
increase in the profit share and the concomitant improvement of price
competitiveness raising exports and the fall in domestic capacity utili-
sation dampening imports take place in isolation. Obviously, if the rise
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Fig. 5 A rising profit share in isolation in a basic neo-Kaleckian approach. a The
‘debt-led private demand boom’ regime. b The ‘export-led mercantilist’ regime
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in the profit share takes place globally, thus in both regimes, neither will
relative price competitiveness be improved nor will the respective export
markets remain constant, so that an improvement of net exports cannot
be taken for granted any more for individual countries and, of course, is
impossible for all the countries taken together.!¢

In order to present the developments in the two regimes before the
crisis in Fig. 6, further effects of financialisation and neoliberalism, as
already outlined in Sect. 2 above, are taken into account.

Regarding investment in the capital stock, financialisation has meant
increasing shareholder power vis-a-vis firms and workers. This has
imposed short-termism on management and has caused a decrease in
management’s animal spirits with respect to real investment in the cap-
ital stock and long-run growth of the firm, and increasing preference
for financial investment, generating high profits in the short run. On
the other hand, paying out dividends and buying back shares in order
to satisfy shareholders, has drained internal means of finance available
for real investment purposes from non-financial corporations and thus
required a higher total rate of profit to execute a certain rate of capital
accumulation. The ‘preference’ and the ‘internal means of finance’ chan-
nel thus cause a leftwards shift and a counter-clockwise rotation of the
accumulation function in both regimes, from g, to g,, as can be seen in
Fig. 6a, b.

Regarding the effects on consumption the two regimes have to be
distinguished. In the ‘debt-led private demand boom’ regime we have
increasing credit-financed consumption in particular. This has been due
to relative income concerns (‘keeping up with the Joneses’), the require-
ments to sustain necessary consumption in the face of falling wages,
to considerable wealth effects on consumption associated with stock
price and housing price booms, as well as to improved access to con-
sumption credit due to financial innovations and liberalisation. A ris-
ing profit share and higher income inequality are thus associated with

16See Onaran and Galanis (2014) for supportive estimation results showing that globally simul-
taneous hikes in the profit share drastically reduce potentially positive effects on net exports and
thus make overall wage-led results even more likely.



Inequality and Growth: Marxian and Post-Keynesian/Kaleckian ... 121

(a) (e*b);
r
(g+b)2' 5, 2 o,
N rz:ubz/v l J 81
NS ha
\. I/
\rZ _______________ l'_/_ _______
N 1
L\ i
"_Y: _________ -r-:;l ___________ /AR S
\<
\-
\ .
.\. /
\ /
.\. /
u u,«;-z LI""] G': G*] g;-"z g"‘] g,O’,b
(b)
\ rZ:uhZ/V
.\‘
r;=uhyv A \,
\~
\-
N 12
N
TN
u u*; u”"'z 80,b

Fig. 6 Distributional and behavioural changes before the crisis: a stylised
neo-Kaleckian approach. a The ‘debt-led private demand boom’ regime: rising
profit share, falling average propensity to save due to relative income effects
and credit-financed consumption, and rising current account deficits. b The
‘export-led mercantilist’ regime: rising profit share, rising average propensity to
save due to higher profit share, and rising current account surpluses
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lower propensities to save out of wages and out of profits, as well as
with a lower differential between the two propensities. We thus observe
a leftwards shift and a counter-clockwise rotation in the domestic sav-
ing function of Fig. 6a, assuming little change in the government defi-
cit rate. In the ‘export-led mercantilist’ regime any expansionary effects
on consumption have been absent for several, partly different reasons
in different countries: a more developed welfare state providing basic
consumption and public goods, absence of housing price booms, a less
deregulated credit market etc. For the sake of simplicity, the domestic
saving function in Fig. 6b has not been changed, ignoring potentially
contractionary effects of rising inequality in personal and houschold
incomes, leading to higher average propensities to save out of wages and
out of profits and to a higher differential between these two rates, which
would shift the saving rate curve rightwards and rotate it clockwise.

Regarding net exports and the current account balance, we can
ignore the effects of re-distribution on relative price competitive-
ness, because profit shares and rates have improved globally in both
types of regimes. Therefore, the net export function is mainly affected
by relative demand dynamics and non-price competitiveness. In the
‘debt-led private demand boom’ economy, high domestic demand
dynamics decrease net exports and increase current account deficits; the
(¢+b)-function in Fig. 6a thereby showing a more pronounced leftward
shift than the accumulation function. In the ‘export-led mercantilist
economies, low domestic demand dynamics due to regressive redistribu-
tion dampens imports and high foreign demand dynamics, particularly
from the ‘debt-led private demand boom’ economies, raises exports,
so that we have rising net exports and current account surpluses. In
Fig. 6b, therefore, although the accumulation function is shifted left-
wards, the (g+ &)-function gets slightly shifted to the right.

As can be seen in Fig. 6, redistribution and changes in economic
behaviour under the conditions of financialisation lead to the follow-
ing changes in medium- to long-run equilibrium positions in the two
regimes. We obtain that a higher profit share raises the equilibrium
profit rates in both regimes from rj to r3. This is accompanied by a fall
in equilibrium capital stock growth from g} to g5, which means that
we have ‘profits without investment’ patterns in both cases. However, in
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the ‘debt-led private demand boom’ regime in Fig. 6a, this is accompa-
nied by a rise in the equilibrium rate of capacity utilisation from uj to
u3. Demand thus turns ‘seemingly profit-led’ here. Vigorous domestic
demand dynamics in this regime also cause lower net exports and thus
rising current account deficits. The ‘export-led mercantilist’ regime in
Fig. 6b displays a fall in equilibrium capacity utilisation from u} to 3,
but shows higher net exports and current account surpluses. This overall
constellation has then given rise to unsustainable private debt dynamics
in the ‘debt-led private demand boom’ economies, which in countries
not being able to issue debt in their own currencies was coupled with
unsustainable foreign debt dynamics. These unsustainable debt dynam-
ics then triggered the crisis and led to the collapse of both pre-crisis
regimes in course of the Great Financial Crisis and the Great Recession,
as has been analysed in more detail in Hein (2012, Chapter 6), for
example.

Summing up, the stylised neo-Kaleckian model presented in this
section is easily able to reproduce the stylised facts, which have been
observed by several authors (Hein 2012; van Treeck 2009) for the two
extreme demand and growth regimes before the crises. Compared to
the stylised Marxian approach, it provides a more convincing story
due to the explicit consideration of demand dynamics and changes in
investment determinants under the conditions of financialisation, in
particular.

4 Distribution and Growth After the
Crisis: Regime Changes and Stagnation
Tendencies

As is well known, the Great Financial Crisis and the Great Recession
started in the main ‘debt-led private demand boom’ economy, the
USA, and were transmitted to the world economy through the interna-
tional trade channel and the financial contagion channel. Initially, the
‘export-led mercantilist’ countries were hit particularly hard through
these channels but then recovered at a relatively quick rate until 2011,



124 E. Hein

whereas the other countries had some more problems (Dodig et al.
2016). The quick initial recovery of the ‘export-led mercantilist’ econ-
omies was driven by the ongoing dynamic development in countries
such as China, India and other emerging market economies, which were
hardly hit by the crisis. Overall, the recovery until recently, however, has
been slow by historical comparisons, which has led Summers (2014,
2015) and others to rediscover the ‘secular stagnation’ hypothesis.!” As
can be seen comparing the values in Table 2, on average, in the crisis
and post-crisis period GDP growth, and growth contributions of fixed
investment in particular, have remained extremely weak compared to
the pre-crisis period.

With the deep financial and economic crises some major changes
in the demand and growth regimes took place, as can be seen looking
at the average values for financial balances and GDP growth contribu-
tions in the period 2008-16 (Table 2). In the pre-crisis ‘debt-led pri-
vate demand boom’ countries, the USA, the UK and Spain, the private
sectors, i.e. the private households and partly the corporations, had to
deleverage considerably. The financial balances of these sectors thus
became positive, and the growth contributions of private consump-
tion and investment shrank remarkably—in Spain they even became
negative on average over the considered period. High public deficits
stabilised the economy and allowed for low but positive growth in the
USA and the UK, with the balances of goods and services slightly con-
tributing to GDP growth in the USA. However, the current accounts
remained considerably negative and thus the financial balance of the
external sectors stayed positive. The USA and the UK hence moved
from a ‘debt-led private demand boom’ regime towards a ‘domes-
tic demand-led’ regime mainly stabilised by public sector deficits.

17See the contributions in Teulings and Baldwin (2014). For the presentation of post-Keynesian/
Kaleckian critique of the current debate on ‘secular stagnation’ and for alternative interpretations
of current stagnation tendencies, see Cynamon and Fazzari (2015, 2016), Hein (2016) and Palley
(2016).
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The willingness to continue to accept high current account deficits
in these two countries has contributed to the stabilisation of global
demand in the world economy.

Spain has been a different case. Initially in the crisis, high public-
sector deficits allowed the private sector to generate financial surpluses
and to deleverage. However, with the euro crisis since 2010 and the
austerity policies implemented, public deficits have been reduced, pub-
lic and private domestic demand have collapsed and real GDP growth
has turned negative for a couple of years. Positive growth contributions
only came from the balance of goods and services, the current account
improved and has, on an annual basis, remained positive since 2013.
Spain has thus moved from a ‘debt-led private demand boom’ econ-
omy towards an ‘export-led mercantilist economy. Both in the USA
and the UK, as well as in Spain, the regime shifts have been associated
with a further deterioration of income distribution (Table 1): labour
income shares in all three countries have been falling further, Gini coef-
ficients for the household distribution of income before and after taxes
have been rising in the USA and Spain, and remained constant at very
high levels in the UK, and only top income shares have been falling in
the UK and Spain, but continued to rise in the USA. These develop-
ments have prevented a mass income- or wage-driven recovery in these
countries, so that the options have been either drawing on government
deficits (USA, UK) or on foreign sector deficits (Spain) as stabilisers
of demand and growth. In terms of the stylised models discussed in
Sect. 3, the constellation in the USA and the UK can still be described
by the second equilibrium in Fig. 6a for the ‘debt-led private demand
boom’ regime. The only difference is now that the low domestic sav-
ing rate is sustained by government deficits instead of private house-
hold deficits. The constellation for Spain, however, is moving towards
the second equilibrium shown in Fig. 6b for the ‘export-led mercantilist
regime.

In the ‘export-led mercantilist countries before the crisis,
Germany and Sweden, the public sector initially accepted high finan-
cial deficits (Germany) or a strong reduction of surpluses leading to
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small deficits (Sweden) in the crisis and the years following in order
to stabilise the private sector and the macro-economy. However, these
deficits could be passively consolidated, because of the economic
recovery, initially driven by net exports. The financial balances of the
private sectors have remained positive, in particular for private house-
holds, and in Germany the corporations have remained in surplus,
too, whereas in Sweden they have incurred a small deficit (Table 2).
On average over the period 2008-16, the small economic growth has
been driven by domestic demand, with significant contributions of
private consumption. But the balances of goods and services have still
contributed to growth in Germany. However, in Sweden, the growth
contributions have even turned slightly negative. This shift towards
domestic private demand as a main driver of growth has been made
possible by halting the trend towards rising inequality (Table 1):
labour income shares stopped falling, top income shares have not
been rising any more, and in Sweden, Gini coefhicients for pre- and
post-tax household incomes have remained constant, whereas in
Germany, however, they have continued to rise slightly. But these
countries still show considerable current account and net export sur-
pluses, and thus negative financial balances of the respective exter-
nal sectors. In Germany, these surpluses have exceeded those before
the crisis and have shown a rising tendency, whereas in Sweden, they
have only slightly been lower than before the crisis. Germany has
thus continued to follow the ‘export-led mercantilist’ regime after the
crisis, and Sweden has only moderately deviated and become ‘weakly
export-led’. In terms of the stylised models discussed in Sect. 3, the
regimes in both Germany and Sweden can thus still be described by
the second equilibrium in Fig. 6b for the ‘export-led mercantilist’
regime.

The ‘domestic demand-led’ regime in France has not changed signifi-
cantly in the crisis and the following years. Financial surpluses of private
households have been mopped up by corporations, but even more so
by the public sector (Table 2). Due to the stabilisation requirements in
the crisis, public sector deficits have increased relative to the cycle before
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the crisis. The balance of the external sector, which had become posi-
tive already before the crisis has been rising, so that France on average
over the second period has been running a current account and a net
exports deficit. Public deficits in France have thus been helpful in sta-
bilising global demand for goods and services, too. Growth in France
has been driven by domestic demand, and mainly by private and public
consumption. The former has been facilitated by a decline in inequal-
ity in the period after the crisis (Table 1). France is the only country in
our data set, in which the labour income share has been slightly rising,
the Gini coefficients for pre- and post-tax incomes of households have
been falling and top income shares have at least remained constant in
the period after the crisis.

From a global perspective, current account imbalances have been
slightly reduced in and after the crisis, if compared to the years before
the crises. However, they are still much more pronounced than in the
early 2000s (IMF 2017). The high current account surpluses by the
‘export-led mercantilist’ countries, Germany, Spain and Sweden in our
study, but also the Eurozone as a whole, China, Japan, Italy and Russia,
have been matched by current account deficits of ‘domestic demand-
led” economies with high public sector deficits, in particular the USA,
the UK and France in our study, and furthermore by emerging market
and commodity producing countries like Argentina, Australia, Brazil,
Canada, India, South Africa and Turkey.

The risks of such a global constellation are obvious. If ever more
economies move towards an ‘export-led mercantilist’ strategy, the
world economy will face an aggregation problem. It will become
increasingly difficult to generate the related current account deficits in
other regions of the world. Dominating tendencies towards demand
stagnation are then the inescapable consequences. And to the degree
that global demand stabilisation has to rely on public sector financial
deficits in the mature ‘domestic demand-led’” economies, as well as on
public and private sector deficits in emerging market economies, there
are severe risks and dangers built up. First, high government deficits
and debt in mature ‘domestic demand-led’ economies as stabilisers
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of national and global demand may be reversed for political reasons
(debt ceilings, debt brakes), although there may be no risks of over-
indebtedness of governments, if debt can be issued in the countries’
own currency and is backed by the respective central bank. Second,
capital inflows into emerging market economies may be unstable and
face ‘sudden stops’ because of changes in expectations and/or over-
indebtedness in foreign currency of these countries. And third, there
are the risks of politically induced protection measures in order to
reduce current account and net export deficits, which are considered
to be too high.

Apart from these short- to medium-run problems of stability of such
a global constellation, there arises a long-run stagnation problem asso-
ciated with the still persisting ‘profits without investment’ patterns in
the post-crisis regimes. Theoretically, these are shown in Fig. 6, which
still explains the patterns in the major current ‘domestic demand-led
by government deficits’ and the ‘export-led mercantilist’ regimes, as
argued above. And empirically, the problem can be observed in Table 2
showing particular weak growth contributions of private investment
accompanying high and in several countries even rising inequality.
High and rising inequality—indicated by a high and rising profit share
for the sake of simplicity—and depressed capital accumulation have
re-enforcing depressing effects on productivity growth, thus contrib-
uting to long-run stagnation, as can be briefly shown, building on the
neo-Kaleckian model presented in Sect. 3.

Starting with Rowthorn (1981), Dutt (1990, Chapter 5),
Taylor (1991, Chapter 10) and Lavoie (1992, Chapter 6), sev-
eral authors have introduced endogenous technological change
and labour productivity growth into Kaleckian distribution
and growth models, as reviewed and elaborated in Hein (2014,
Chapter 8). Relying on Kaldors (1957) technical progress func-
tion and/or on Kaldors (1966) ‘Verdoorn’s Law’, labour produc-
tivity growth is assumed to be positively affected by capital stock
growth due to capital-embodied technological change, and/or
demand growth due to dynamic returns to scale. Adding a Marxian
component to the story, following Marx (1867) and integrating a
wage-push variable into the productivity growth function of the



Inequality and Growth: Marxian and Post-Keynesian/Kaleckian ... 129

model, it can be argued that a higher real wage rate or a higher wage
share induces capitalists to speed up the implementation of labour
augmenting technological progress in order to protect the profit share.
Therefore, Eq. (8) is obtained for long-run productivity growth (3),
with z, representing a set of further institutional factors determining
productivity growth, like government technology policies, the educa-
tion system, etc.:

A o~ ay
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Furthermore, we can assume that the goods market equilibrium rate
of capital accumulation is positively affected by productivity growth,
because of capital embodied technological change, in particular. Firms
have to invest in new capital stock in order to benefit from technolog-
ical inventions. Taking into account the exogenous parameters deter-
mining the goods market equilibrium rate of accumulation derived
in Sect. 3, we arrive at the following equation for equilibrium capital
accumulation:
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Equations (8) and (9) describe a demand-determined endogenous growth
model and Fig. 7 presents the long-run equilibrium values for capital
accumulation (g7*) and productivity growth (37%), and thus the endog-
enous potential or ‘natural’ growth grate.!® Any fall in the goods market
equilibrium rate of capital accumulation—as the ones we have seen for
both the ‘debt-led private demand boom’ and the ‘export-led mercantil-
ist’ regimes before the crisis, which then have persisted in the post-crisis
regimes—thus causes a leftward shift in the g*-curve, and thus lower
long-run equilibrium rates of capital accumulation and productivity

8For analytical treatments see Hein (2014, Chapter 8; 2017a).
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Fig. 7 A Kalecki-Kaldor-Marx endogenous growth model

growth, and hence potential growth emerge. Finally, Fig. 7 also shows
the effect of a rise in the profit share on long-run potential growth.
In this case, both curves get shifted and the long-run growth equilibrium
falls from g7, y1* to g5*, 95" Redistribution at the expense of wages is
thus detrimental to long-run capital accumulation, productivity growth
and thus to potential growth, although there may be short- to medium-
run compensatory factors, which dampen or even overcompensate the
effects on aggregate demand and the profit rate, i.e. rising deficit spend-
ing of private households, of the government or of the foreign sector.
These, however, are difficult to sustain, as we have seen.

Summing up, post-crisis stagnation tendencies can be explained by
those factors generating low capital stock growth, on the one hand, i.e.
depressed animal spirits of management of non-financial corporations,
high propensities to save out of the different types of income, low gov-
ernment deficit rates in particular in the ‘export-led mercantilist’ coun-
tries and high profit shares. On the other hand, high profit shares have
a depressing effect on innovation activities of firms and on productivity
growth; the latter being depressed by low capital accumulation, too."?

9For a more detailed discussion see Hein (2016, 2017a).
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5 Summary and Conclusions

Addressing the issue of inequality and economic development, in this
contribution, Marxian and Kaleckian assessments of the distribution
and growth regimes under finance-dominated capitalism before the
recent financial and economic crises have been provided. Based on
this, an interpretation of regime shifts and stagnation tendencies after
the crises in a demand-led endogenous productivity growth model with
Kaleckian, Kaldorian and Marxian features have been presented.

First, the main macroeconomic features of financialisation have been
recalled, and the main extreme growth regimes in the face of redistribu-
tion at the expense of the wage share and low income households, thus
rising inequality, have been derived empirically, i.e. the ‘debt-led private
demand boom’ and the ‘export-led mercantilist’ regimes. These regimes
have been subsequently assessed in stylised Marxian and neo-Kaleckian
distribution and growth models. Both models are able to generate
these regimes, which contain and explain the ‘profits without invest-
ment’ phenomenon observed in empirical studies. However, it has been
argued that the stylised neo-Kaleckian model is superior over the styl-
ised Marxian model, because it explicitly takes into account the demand
determinants of long-run growth, and thus in particular the effects of
financialisation and re-distribution on investment. Finally, the changes
in distribution and growth regimes in the crisis and post-crisis period
have been assessed and interpreted in the context of the stylised neo-
Kaleckian model. We have seen that, against the background of high
and in some countries even rising inequality, the pre-crisis ‘debt-led pri-
vate demand boom’ countries have either turned ‘domestic demand-led’
stabilised by government deficits or ‘export-led mercantilist’, with the
pre-crisis ‘export-led mercantilist’ countries sticking to their regimes.
This has meant that high inequality and global current account imbal-
ances, as well as the related fragilities have been more or less main-
tained after the crisis, with government deficits in the current ‘domestic
demand-led” regimes assuming the role of the private household finan-
cial deficits in the pre-crisis ‘debt-led private demand boom’ regimes.
Furthermore, since the ‘profits without investment’ phenomenon has
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been maintained in the post-crisis regimes, the neo-Kaleckian model
has been extended by a productivity growth equation with Kaldorian
and Marxian features, generating a demand-led endogenous growth
model, and it has been shown how current stagnation tendencies can be
explained by this model.

Summing up, in this contribution, in particular in the context of the
neo-Kaleckian model, it has been shown that depressing effects of high
and rising inequality on aggregate demand growth can temporarily be
prevented by behavioural changes, i.e. higher deficit spending by private
households, governments or external sectors. However, this may create
financial fragility in the short to medium run, as well as depressed capi-
tal accumulation and potential growth in the long run.
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1 Introduction

Since 1980, the establishment of a finance-led regime was introduced in
the policy agenda of most advanced countries, and in particular under the
Thatcher and Reagan administrations in the UK and the US. At first in the
UK and the US and, later, in other advanced economies, a set of neolib-
eral policies boosting financialisation and globalisation were implemented.
These policies included deregulation of the financial sector, liberalisation
of trade, capital mobility, wage flexibility, privatisations, structural adjust-
ments, retrenchment of welfare states, and the creation of a second pillar in
the pension system (i.e. heavily encouraged private pension schemes).
According to Krippner (2005), financialisation can be identified as
a political economy phenomenon where there is a growing dominance
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of capital financial systems over bank-based financial systems. Epstein
(2005, pp. 3—4) refers to financialisation as the increasing role of finan-
cial motives, financial markets, financial actors, and financial institutions
in the operation of domestic and international economies. Hein (2017,
p. 2), who uses interchangeably financialisation and finance-dominated
capitalism (terminology which will also be used here), argues that it can
be analysed from several perspectives: ‘the deregulation of the financial sector
and the rise of shadow banking, the ascendance of shareholder dominance at
the firm level, the financialisation of everyday life, and the emergence of several
macroeconomic regimes under the dominance of finance, among others .

The process of financialisation could be recognised, according to
the Bank for International Settlements, in a daily volume of foreign
exchange transactions of around 2 trillion dollars in 2006, just before
the beginnings of the financial crash in the summer 2007. This amount
is more or less equivalent to the GDP of France. In contrast, in 1989,
this volume was about 500 billion dollars per day (BIS 2013).

A proxy that is used here for financialisation is ‘Market
capitalisation—also known as capital market value—of listed domestic
companies,! which refers to the rise of financial claims and incomes ver-
sus the real sector, and it amounts to the share price multiplied by the
number of outstanding shares. Listed domestic companies are the domes-
tically incorporated companies listed on the country’s stock exchanges at
the end of the year. These companies do not include investment compa-
nies, mutual funds, or other collective investment vehicles.

Figure 1 describes the increase of financialisation as proxied by
stock market capitalisation in advanced countries since the 1970s.
Financialisation increased, along with financial instability and fluc-
tuations in the stock market. It is interesting to note the trend of the
market capitalisation of listed companies before and after the crisis.

!According to the World Bank definition, “Listed domestic companies, including foreign compa-
nies which are exclusively listed, are those which have shares listed on an exchange at the end of
the year. Investment funds, unit trusts, and companies whose only business goal is to hold shares
of other listed companies, such as holding companies and investment companies, regardless of
their legal status, are excluded. A company with several classes of shares is counted once. Only
companies admitted to listing on the exchange are included.” (heeps://data.worldbank.org/indica-

tor/CM.MKT.LDOM.NO).
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Fig. 1 Stock market capitalisation as a % of GDP, world, weighted average,
1975-2016 (Source The World Bank Database)

The data suggest that companies might have tried to protect themselves
by opting to delist as the crisis began. Prior to that, the financial eupho-
ria and manias, as Kindleberger (2005) argued, convinced many firms
to be listed in the stock exchanges and to engage in speculative trading.
Once the crisis of confidence, in 2007-2008, dampened the euphoria,
average stock market capitalisation (as a % of GDP) decreased dramat-
ically, and as Kindleberger (2005) predicted, panics substituted them-
selves for manias. Clearly, a ‘reversed V’ is visible in the figure below,
with the average capitalisation in 2007, on the eve of the crisis, peaking
around 115% of GDP, while the average in 2002 and in 2008 was 73
and 56%, respectively. In the mid-2010s, the trend is back to its increas-
ing pattern, and in some countries market capitalisation goes well above
100% of GDP (such as 212% in Switzerland, around 150% in USA,
130% in Canada, 110% in Netherlands, 105%, in Australia etc.).
Throughout this chapter, we will show evidence according to which
the financialisation of economies along with globalisation generated
the main mechanism which allowed for the increase of income inequal-
ity. These processes have been taking place since at least 1980, when
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labour flexibility intensified, labour market institutions weakened as
trade unions lost power, and public social spending started to retrench
and did not compensate for the much vulnerabilities created by the
globalisation process. In this context, wage share declined and func-
tional income distribution worsened with an increase of profits, rents
and financial compensation. A favourable tax policy towards the rich-
est, payments of dividends and the structural change occurred in most
advanced economies, i.e. a gradual abandonment of manufacturing in
favour of services, also contributed to this result.

This chapter proceeds as follows: in Sect. 2, we investigate the main
determinants of the fall in the wage share in advanced economies, namely
financialisation, changes in the productive structures, globalisation, and
the increase in labour flexibility. In Sect. 3, we discuss the impact of glo-
balisation and financialisation on income inequality, while in Sect. 4, we
try to establish a link between financialisation, the adoption of different
welfare models and inequality. In Sect. 5, we deal with other possible fac-
tors that contribute to worsen income equality: the steady reduction in
the degree of unionisation and the adoption of fiscal measures that tend
to benefit the wealthier fractions of population. Section 6 deals with a
possible interpretation of the slowdown of labour productivity, experi-
enced by many advanced economies in recent years, according to which
financialisation and unbalanced trends in income distribution represent a
drag on the productivity dynamics. The last section concludes.

2 The Determinants of the Labour Share:
Theory and Stylised Facts

In the last four decades, sluggish and stagnating wages have been a com-
mon feature in many advanced economies. This has been translated into
a generalised decrease in the wage share,> an empirical regularity that

2Obviously not every country’s wage share has displayed the same pattern. See, for example, the
case of United Kingdom, which displayed a mildly increasing wage share in the 1990s, until the
end of the 2000s.
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has been confirmed and documented in the relevant literature (see, for
example, Onaran and Galanis 2014; ILO and OECD 2015; ILO et al.
2015; Stockhammer 2015, 2017; Diinhaupt 2017).

As it has been widely discussed in the literature, these trends in
income distribution have proven to be unsustainable and poten-
tially explosive for the countries experiencing them. According to
several authors (for example Barba and Pivetti 2009; Rajan 2010;
Stockhammer 2015), household debt has acted as a substitute for stag-
nating wages in financing private consumption. However, this only
postponed the demand generating problem ensuing from the compres-
sion of workers’ purchasing power, as the burst of the debt-led growth
bubble and pervasive financial instability proved at the onset of the
Great Recession. The decrease in the wage share, moreover, poses a fur-
ther threat by being potentially detrimental to the dynamics of labour
productivity. This intuition dates back to Webb (1912) and has since
been a key element of non-mainstream analyses of the determinants
of labour productivity growth (see, for example, Sylos Labini 1999;
Cassetti 2003; Naastepad 2006; Hein and Tarassow 2010; Tridico and
Pariboni 2017a). To conclude this brief summary, it has to be recalled
that, since Marglin and Bhaduri’s contribution (Marglin and Bhaduri
1990), Post Keynesian economics has emphasised the causal effect of
functional income distribution on growth with the introduction of the
concepts of wage (or profit) led growth. Several empirical works have
found that most advanced economies tend to be wage-led, with, in gen-
eral, the exception of small open economies (see, for example, Hein
and Vogel 2008; Hein and Tarassow 2010; Storm and Naastepad 2012;
Onaran and Galanis 2014; Hartwig 2014, 2015; Onaran and Obst
2016). Independent of the merits of the wage versus profit-led growth
literature,® Skott (2017) reminds us that a more equitable and balanced
split of national income is a worthy outcome to be pursued, regardless
of its impact on the dynamics of aggregate demand and GDP.

3See Pariboni (2016) and Skott (2017) for sceptical views on this stream of literature. The former,
in particular, by criticizing the investment function adopted by Marglin and Bhaduri and their
neglect of demand components other than induced consumption and investment, questions the
validity of the Marglin and Bhaduri’s taxonomy (wage-led versus profit-led).
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2.1 Financialisation

In the introductory section, we have provided an overview on the mul-
tifaceted socio-economic phenomenon known as financialisation. As
we have already maintained, financialisation has been one of the main
forces behind the persisting decrease in the labour income share expe-
rienced by most advanced economies in the last decades. Its influence
has been confirmed by several empirical studies (see, for example, Hein
and Schoder 2011; Stockhammer 2013, 2017; Diinhaupt 2017) and
finds its rationale in a growing body of theoretical literature. Argitis and
Pitelis (2008) notice that financialisation has contributed to the increase
in financial pay-out ratios, leading to distributional changes detrimen-
tal to non-shareholders. Indeed, Van der Zwan (2014, p. 108) makes
clear that the shareholder value literature has acknowledged that finan-
cialisation is intrinsically a ‘redistributive process.” Shareholder value
orientation is, however, only one of the main features of financialisa-
tion. For this reason, we believe it is reasonable to include, among the
determinants of the wage share, both a variable related to the ‘down-
size and distribute’ governance principle (see Lazonick and O’Sullivan
2000)—the share of income distributed by non-financial corporations
in GDP%“—and a more general variable—market capitalisation of listed
domestic companies.’ Financialisation is a complex social process and
is likely to influence income distribution through several channels.
Hein (2015, pp. 924-925), for example, provides a Kaleckian frame-
work to single out seven stylised facts related to financialisation that
have a direct impact on functional income distribution and include in
the picture phenomena as different as the reduction of public interven-
tion in the economy and the threats of hostile takeovers and mergers.

4We are referring here to the OECD variable ‘Distributed income of corporations’, for the sector
‘Non-financial corporations’. ‘Distributed income of corporations’ is given by the sum of div-
idends and withdrawals from income of quasi-corporations, with the latter component being
mostly negligible.

"Market capitalization is a variable with a trend similar to that of other possible proxies for finan-
cialisation, as dividend share, FDI and indexes of globalisation, as correlations between the varia-
bles show.
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We also find particularly convincing the discussion of the effects of
the financialisation of everyday life proposed by Van der Zwan (2014,
p. 102). As the author argues, this circumstance tends to develop new
subjectivities: workers slowly begin to perceive themselves as investors
and owners of financial assets. The focus shifts on the individual dimen-
sion of responsibilities and the main purpose is self-fulfilment. As a con-
sequence, class consciousness is undermined and the bargaining power
of the worker class as a whole is under siege by individualism, in a con-
text where ‘the uneven distribution of financial power among social classes
is functional to the structural inequalities that exist in an equity-based
economy’ (Van der Zwan 2014, p. 103).6

Figure 2 shows trends of financialisation in a selected sub-sample of
countries. Panel (a) includes Scandinavian, Mediterranean, and coor-
dinated market economies (France and Germany), while panel (b) is
focused on Anglo-Saxon countries. The general picture of Fig. 1 seems
confirmed and ‘reverse V’ paths are broadly discernible; moreover,
market capitalisation appears again on the rise, with the exceptions of
Ireland, Spain, and of the countries for which we miss the data rela-
tive to the last few years. In Anglo-Saxon countries (Australia, Canada,
United Kingdom and United States in our sample), however, the phe-
nomenon takes place on a larger scale, confirming the received wisdom
about the relevance of financial markets in the countries belonging to
this socio-economic welfare model. Germany and Italy (and Ireland,
an outlier within Anglo-Saxon countries) are on the other end of the
spectrum, reaffirming the insights of Lapavitsas and Powell (2013):
financialisation takes different shapes in different countries, due to insti-
tutional, historical, and political peculiarities.

2.2  Structural Change

According to Lapavitsas and Powell (2013, p. 362), ‘financialisation
represents a structural transformation of advanced economies resting on

“The role that financialisation played in lowering workers bargaining power” is recognised and

admitted also by OECD (2012, p. 143).
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altered relations among industrial enterprises, financial enterprises and
workers” We agree with the view that characterises financialisation
as an element of a broader structural change that has been affecting
advanced economies in the last 30—40 years. Indeed, in this time span,
many advanced economies have experienced significant changes in their
productive structures and in their industrial strategies. While the post-
WWII period of expansion—Ilabelled by some scholars as “The Golden
Age of Capitalism’ (Marglin and Schor 1990)—was characterised by the
manufacturing industry exerting a leading role, in more recent years,
a massive shift in employment has been taking place in most Western
countries. A steady decline in the share of workers in manufacturing
and a transition towards the service sector are very well-known features
of contemporary capitalism. The link between financialisation and de-
industrialisation has been highlighted in Krippner (2005, p. 176), where
the author considers both elements as fundamental keys to understand
the transformation the United States was (and is) going through. Robert
Boyer, in his prescient 2000 article (Boyer 2000), also identified the ris-
ing dominance of finance and the shift from manufacturing to services
as elements of the emerging ‘finance-led growth regime’.

Figure 3 synthetically conveys a picture of these trends, for a sample
of selected countries, belonging to different institutional frameworks.”

France and Italy present the most clear-cut trends, with a sharp
decrease in manufacturing employment mirrored by the rising contri-
bution of finance and real estate activities to total economy’s gross value
added. These phenomena are less accentuated in Germany, a coun-
try that remains characterised by a stable and efficient manufacturing
industry and by a relatively slower process of shift towards the financial
business. The United Kingdom, in a sense, represents the other extreme
of the spectrum, with the divarication between real and financial pro-
duction already in place since the beginning of the 1980s and the faster
process of deindustrialisation. Finally, Norway has experienced a similar

7See Lapavitsas and Powell (2013) for a comparative analysis of different forms of financialisation
in different countries.
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P decided not to report the employment share of FIRE activities in total employ-
ment, given that these industries are not employment-intensive [Krippner 2005,
p. 175]. To stress the increasing relevance of finance, we opted for the share of
value added produced in the related industries) (total activity): dark line; share
of employment in manufacturing in total employment: light line (Source OECD)

decreasing pattern concerning the abandonment of manufacturing, but
the shift towards services has interested mainly industries like ‘commu-
nity, social and personal services’.®

We include a variable for ‘structural change’—namely, the share of
employment in manufacturing in total employment—in our anal-
ysis, because we consider the drift away from manufacturing as a fac-
tor capable in itself to negatively affect the share of wages in income.
Remunerations tend to be higher in manufacture than in most of the
service industries,” as well as the degree of unionisation and the work-
ing-class coherence.!® In a similar vein, Rodrik links the current
weaknesses of the labour movement to the persistent trends of de-indus-
trialisation across advanced and developing economies (Rodrik 2016)
and warns against the perils that the abandonment of manufacturing
poses for labour—capital relations and, more generally, for democracy
(Rodrik 2013).

Even though it is outside the scope of this chapter, it is worth
reminding that a process of ungoverned structural change, as described
above, may also pose a threat to the dynamics of labour productivity.!!
Several service industries have a limited potential for productivity gains
and are defined by labour—intensive production processes. Moreover, as
pointed out by Wolfl (2005), service industries may suffer from specific

8This is the term used by the EU KLEMS Growth and Productivity Accounts to aggregate ser-
vices industries like public administration, health, education etc.
9See Tridico and Pariboni (2017b) for some descriptive evidence.
10We refer with this term to “the unity and organisational ability of the working classes to assert
their (economic) interests” (Stockhammer et al. 2016, p. 1805).

'This phenomenon goes by the name of Baumol’s disease (see Baumol and Bowen 1965) in the
related literature. A qualification and a reassessment of the disease has been advanced by Baumol
himself. See, for example, Baumol et al. (1989) and Baumol (2002).
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obstacles to innovation: for example the average small size of firms in
this sector (and the related difficulties in gathering the necessary financ-
ing) leads to low investment, specifically in high-risk, high-tech capital
assets (Wolfl 2005, p. 55). Also, investments in R&D and in workforce
training tend to be underfunded and industries operating in the service
sector often resort to non-firm specific technologies and knowledge,
developed elsewhere (ibid.). Finally, we find persuasive the arguments
that have been collectively labelled as the ‘Manufacturing imperative’
(Rodrik 2011), discussed and summarised in Cirillo and Guarascio
(2015): an advanced manufacturing sector generates innovation spillo-
vers in the service industries as well; manufactured capital goods, used
by the service sector, embody most of the technical progress and knowl-
edge generated in the economy moreover, being tradable, is an efficient
vector to disseminate innovation.

2.3 Globalisation

Post-Keynesian and Critical Political Economy literatures tend to
consider globalisation as an element of a more general and multi-
dimensional process of Neoliberal restructuring. Globalisation and
financialisation can be considered the two main pillars of this politi-
cal project; the timing of the two principal waves of the former almost
overlap with that of the latter and the two phenomena are complemen-
tary: ‘financialization may thrive only to the extent that the spatial con-
straints of exchange are removed, while the process of globalization may be
implemented to the extent that it is supported by internationalized finance’
(Vercelli 2013, p. 25). Onaran (2011), Stockhammer (2013, 2017) and
Diinhaupt (2017), among other studies, find a significative negative
effect of globalisation on the labour share in income. As Stockhammer
(2017, p. 8) argues, globalisation exerts a downward pressure on the
wage share mainly by altering the balance of powers between capital
and labour: the looming threat of relocations can suffice to deter higher
wage claims or to make wage cuts more palatable to workers. Capitalists
can also exploit and take advantage of the expansion of the reserve army
of labour, brought about by the inclusion in the global labour market
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of workers from developing countries.!> Moreover, to keep production
at home, governments can decide to implement selective tax reductions
in favour of capital and embark on tax competition among themselves
(Tridico 2017). Finally, although not an exhaustive list, in advanced
economies globalisation is often associated with a decline in manufac-
ture employment, which tends to be replaced by employment in low
value-added service industries, with the consequences described in the
previous sub-section.

3 Labour Flexibility and Labour Bargaining
Power

The economic processes we have mentioned so far—financialisation,
structural change, globalisation—have been associated with a stream of
labour market reforms, i.e. an increase in labour flexibility and a reduc-
tion in employees’ protections. We will investigate whether the flexi-
bilisation of labour exerts a negative pressure on the wage share, as we
expect. In this regard, our variable of interest is the EPL (Employment
Protection Legislation) index: developed by the OECD, the index rep-
resents the level of protection offered by national legislation with respect
to regular employment, temporary employment, and collective dis-
missal. In other words, the index offers a synthetic picture of the state
of the regulations that allow employers to fire and hire workers at will
(the index varies between 0 for very low protection and 6 for very high
protection). Traditionally, European economies maintained higher lev-
els of EPL in comparison to Anglo-Saxon economies (Nickell 1997).
However, in the present period, labour flexibility has been increasing
everywhere, although in Europe the policy agenda is moving towards
a so called “flexicurity’, which would promote some types of jobs and
income securities (i.e., employability) while accounting for the need for
flexibility on the part of firms (Kok 2004; Boyer 2009; Tridico 2009).

12See Diinhaupt (2017, p. 290) and the literature reviewed there.
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Typically, the case of Denmark represents a situation where a lower EPL
is associated with income and job securities.

Our hypothesis is that a decrease in labour rigidity enhances capital’s
bargaining power: the precarious nature of job tenure makes workers
reluctant to engage in workplace struggles.!3

The institutional and structural changes that have occurred in the
labour market over the last twenty years in Europe, and over the past
30 years in US, were critical to the financialisation process. These
changes allowed for labour flexibility, wage moderation and, ultimately,
inequality and profit soar. All this occurred with the demise of the
Keynesian policies of public demand management.

The new, post-Fordist growth model requires a higher degree of
labour flexibility because, with the massive shift from the industrial
sector to the service sector, technology, and innovation bring about
rapid structural changes which demand quick responses from firms.
Therefore, labour should adjust to the firms’ need. The financial sector
in particular, because of its peculiarities, requires a very flexible work-
force and fast adjustments, partially compensated by relatively higher
remunerations. Shareholders want higher dividends because they
invested their own capital in firms, taking on a higher level of risk. But,
for shareholders to obtain higher dividends, wages have to be com-
pressed and labour flexibility is instrumental to obtain this result.

As it has been shown elsewhere (Tridico 2012), there is a positive
correlation between the level of market financialisation and the level of
labour flexibility (EPL) and between EPL and Gini coefhicient, so that
countries with lower labour protections are also countries with higher
inequality. In other words, when financialisation increases, one observes
both increased flexibility and inequality.

A flexible labour market with compressed wages needs to be supple-
mented by available financing. Hence, to have developed financial tools
to sustain consumption, which otherwise were compressed by low and

BIn the literature, alternative measures of the institutional factors we proxy by means of EPL are
also utilised; for example, Diinhaupt (2017) introduces ‘labour’s bargaining power'—proxied by
several variables—among the determinants of the labour share; Stockhammer (2017) uses ‘welfare
state retrenchments’.
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unstable wages. It is difficult to establish a causal relation, though: we
cannot be certain whether financialisation required labour flexibility
or if increased labour flexibility brought about hyper-financialisation.
A simple correlation between these two complementary institutional
forms of neoliberalism seems more likely.

The unemployment rate is used as a proxy for labour’s bargaining
power, as captured by a classic ‘reserve army of labour’ effect, as is often
done in the literature (see, for example, Diinhaupt 2017; Stockhammer

2017).14

q General Forces Driving Inequality:
Globalisation and Financialisation

The link between globalisation and income distribution has been
explored in detail in the literature calling on the Stolper and Samuelson
theorem, according to which market integration might increase ine-
quality and vulnerability because increased international trade raises
the incomes of the owners of abundant factors and reduces the incomes
of the owners of scarce factors (Stolper and Samuelson 1941). Since
advanced industrial countries are more capital-intensive economies and
abundant in skilled labour, trade is expected to be beneficial for skilled
labour and detrimental to unskilled labour, thus increasing inequality of
earnings. For labour-intensive economies, which are typically those of
developing countries, trade is expected to increase regional disparities.
Globalisation and financialisation have taken place almost simul-
taneously in advanced economies. Globalisation, just like financialisa-
tion, is still a generic term which, in most definitions, is identified as a
process of intensification of trade, capital mobility, finance, and labour
mobility. Conversely, authors such as Hay and Wincott (2012) disa-
gree with such a definition of globalisation and would rather define it
as a process not only of intensification of those flows but also of exten-
sive increase, on a global level, of trade, capital, labour mobility, and

The downward pressure exerted on wages by unemployment is also reported in OECD (2014).
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technological exchange (see, for example, Held etal. 1999). Because
evidence of this second type of definition of globalisation is missing
and because not all countries have taken part in the globalisation pro-
cess (globalisation involves mostly OECD countries and some emerging
economies), Hay and Wincott (2012) conclude that it would be more
appropriate to speak about regionalisation rather than globalisation. For
instance, trade, capital, and labour mobility increased particularly in
the European Union (Europeanisation), among advanced and emerging
economies (trans-regionalism), and between North American countries
(with regional agreements such as NAFTA), etc. Hence, the interpreta-
tion of globalisation remains quite controversial and an on-going and
evolutionary process.

Nonetheless, while it is true that globalisation and financialisation
affect more advanced and increasingly more emerging economies—as
for example BRIC countries—it is objectively impossible to deny the
intensification of this process and the increase in the number of coun-
tries involved in the global economy over the last two decades.

It is possible to get a rough but straightforward picture of globalisa-
tion, as can be seen through the lenses of trade intensification, by look-
ing at trends in world exports (and imports) as a percentage of GDP.
With this in mind, it can be noticed that a first big wave of globali-
sation, identified purely according to the intensive definition, occurred
after 1970 and may have been generated by a new international mon-
etary system, the change in oil prices, and the birth of the European
Monetary System. However, this first wave of globalisation was unstable
and the process of intensification declined during the 1980s. Finally, the
process of intensive globalisation, often accompanied by the extensive
inclusion of more and more countries, steadily rejuvenated at the end
of the 1980s when several institutional, geopolitical, and technological
changes occurred.

Globalisation or, to be more precisely, trade openness (defined as
imports and exports as a percentage of Gross Domestic Product) was
and is supported by the mainstream neoclassical approach as being ben-
eficial. Lewis (1980) and many other economists such as Lucas (1993)
and Bhagwati (2004) believe trade is the engine of economic growth.
However, the experience of globalisation so far has shown that the
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performance of open economies can vary dramatically (Rodrik 1999).
Openness to and integration into the world economy should be accom-
panied by appropriate institutions, state strategies, and by an important
welfare state that supports internal cohesion and maintains exter-
nal competitive advantages. In fact, according to Rodrik (1999), the
best-performing countries are the ones that are integrated in the world
economy with institutions capable of supporting the impact of globali-
sation on the domestic market and social cohesion. Countries with poor
social institutions, weak conflict management institutions (which means
poor welfare states), and strong social cleavages suffer external shocks
and do not perform well in the world economy.

The current financial and economic crisis, which started in the US in
2007, suggests Rodrik’s argument still holds true: ‘7he world market is a
source of disruption and upheaval as much as it is an opportunity for profit
and economic growth. Without the complementary institutions at home—in
the areas of governance, judiciary, civil liberties, social insurance, and edu-
cation—one gets too much of the former and too little of the latter’ (Rodrik
1999, p. 96).

For Lucas (1993), international trade stimulates economic growth
through a process of structural change and capital accumulation.
According to Walsh and Whelan (2000), this is the case for Ireland,
where a structural change had already taken place during the 1970s and
would have created conditions that allowed the Irish economy to grow
considerably in the 1990s and later in the 2000s."> Capital accumula-
tion is determined by ‘learning by doing’ and ‘learning by schooling’
in a process of knowledge and innovation spillovers. A country that
protects its goods made with intensive skilled work from international
competition by raising tariffs on them will see a domestic increase in
the price of those goods. Skilled workers’ wages will increase and R&D
will become more expensive. Consequently, investments in R&D
will decrease and growth will be negatively affected. On the contrary,
removing tariffs on those goods will cause a reduction in their price, a

Blt is however argued that subsidies for inward foreign direct investment were the key factor in
fostering Irish economic growth.
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reduction in the cost of R&D, and thus an increase in investments in
R&D with positive effects on growth (Lucas 1993).

This argument, however, does not take into consideration the ine-
quality and uneven development caused by trade liberalisation and
intensification via wage differentials. This issue had already been raised
by Stolper and Samuelson, as we saw previously. Similarly, increased
capital flows are expected to raise income inequality in advanced indus-
trial economies because capital outflows from capital-rich countries to
LDCs reduce domestic investment and lower the productive capability
and demands for labour in these economies. Since, according to main-
stream economics, a reduction in total capital in the production process
would increase the marginal productivity of capital'® and reduces the
marginal effect of labour, capital outflows would increase the income of
capital relative to labour, thus exacerbating income inequality. In par-
ticular, because foreign direct investment (FDI) outflows from advanced
industrial economies tend to be concentrated in industries with low-
skilled labour in the home country (Lee 1996), rapidly rising FDI
outflows often reduce the demand for low-skilled labour and increase
income gaps in industrialised countries. In fact, several studies find that
EDI outflows are associated with expanded income inequality in indus-
trialised countries (see, for example, Leamer 1996).

It is interesting to observe the expansion of Foreign Direct Investment,
which experienced a strong increase in the 1990s due to the liberalisa-
tion of capital markets, followed by a collapse at the beginning of the
2000s due to the global uncertainty caused by the international events of
September 11, 2001. A further and bigger increase in FDI flows can be

19I¢ has to be recalled that non-mainstream economists tend to reject the very concept of mar-

ginal productivity of production factors and the theoretical legitimacy of aggregate produc-
tion functions. See, for example, Garegnani (1970, 1976). Discussing Garegnani (1970), Petri
notices that “income distribution can be seen as reflecting the ‘marginal products’ of an Aggregate
Production Function only if the economy produces, to all relevant effects, a single good (that is
if capital goods are produced with exactly the same physical input proportions as output), or at
least if relative prices are unaffected by changes in distribution along the entire outward envelope
of the w(r) curves” (Petri 2004, p. 334). He also adds that “the marginal product of capital — and
hence the decreasing demand-for-capital schedule — is not determined without a full-employ-
ment-of-labour assumption” (ibid., p. 270). See, for example, Felipe and McCombie (2014) for a
recent reassessment of the fundamental flaws of these aspects of Neoclassical theory.
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observed immediately afterwards and up to the financial crash of 2007,
reaching a peak in 2006-2007. Indeed, in these years, FDI reached their
maximum level, around a one percentage point of GDP higher than the
previous peak.!” The current crisis, marked by financial instability and
depression, caused a further squeeze in FDI, although it remains at a
substantially higher level than at the beginning of the 1990s.

Globalisation poses several challenges to national economies and
governments. One of the most important is its effect on inequality—
both within and between countries—and its impact on welfare state
sustainability.

The new macroeconomic consensus of the last two to three dec-
ades is strictly linked to, if not completely corresponding with, the
Washington Consensus doctrine, which calls for the implementation of
some institutional forms that better suit the globalisation process such
as the financialisation of the economy and the introduction of labour
flexibility in the economy (see Tridico 2012). Moreover, the new mac-
roeconomic consensus removes by construction inequality from the
picture, being grounded on the assumption of the representative agent.
Acemoglu (2011) argues that the policies implemented over the last two
decades in particular were more closely aligned with the preferences
of a minority of high-income voters in USA. Instead of redistributive
policies favouring low- and middle-income constituents, politicians
implemented financial deregulation policies favouring a small group of
influential high-income earners (many of whom worked in, or directly
benefited from, the financial sector).

To sum up, inequality has increased in most advanced and emerging
economies over the last two decades—an era of growing interconnected-
ness of the world economy—as many studies have already shown (Atkinson
1999; Galbraith 2012; Piketty 2014), a simple look at Gini coefhicients
across countries indicates that trend. As can be seen in Fig. 4, between 1985
and 2012 inequality has increased in all the countries in the sample, in

7In 2000, FDI (net inflows) as a percentage of GDP amounted to 4.35%. The share then stead-
ily decreased until it reached a trough in 2003 (1.81%). The trend was, however, rapidly reversed:
in 2007 Foreign Direct Investments were at their top, being equal to about 5.3% of the World
GDP. In 2015-2016 the datum has stabilised around 3.05% of GDP.
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Fig. 4 Inequality—Gini coefficient (Source OECD. Stat database)

spite of these countries belonging to different welfare and socio-economic
models. Austria and Netherlands, two small Continental Europe countries
appear as those who experienced the smallest jump in inequality in the
years under analysis. On the other extreme, and this might be considered
not completely in line with standard received wisdom, Scandinavian coun-
tries as Finland, Norway, and Sweden stand out for the spike in the Gini
coeflicient, although they started from relatively lower levels.

5 Financialisation, Welfare Models,
and Inequality

As has been shown elsewhere (Tridico 2018) empirical results sug-
gest that what contributes to the increase or decrease of income ine-
quality seems to be the nature of the socio-economic model that each
country built during the decades after the Second World War. More
specifically, what is most relevant is the set of policies that each coun-
try is currently able to implement in order to cope with the challenges
of globalisation both in terms of income distribution and competitive-
ness (Rodrik 1999). These include in particular social protection against
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unemployment and low wages, welfare programs against poverty, health
and education policies, social policy for housing, and so forth. In gen-
eral, there seems to be a clear relationship between inequality and welfare
expenditures in the sense that countries that spend more on welfare gen-
erally have a lower level of inequality (Tridico 2018).

After the Second World War, countries, especially those in Europe,
invested increasing shares of their GDP in developing welfare states.
This trend continued until the beginning of the 1990s. After that, and
particularly after the peak reached in 1993, governments started to
retrench welfare states and welfare expenditure was lower on the eve of
the financial crisis in 2007 than in 1993 (OECD 2012).

According to the empirical evidence, which can be summarised in
Fig. 5, Asian countries show the highest labour income shares, despite
the huge decrease experienced in last decades. Furthermore, wage shares
remain, on average, higher in Scandinavian and in Continental European
countries, while they are lower in Anglo-Saxon, in Mediterranean and in
Central and Eastern European countries. In our view, the most alarming
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Fig. 5 Labour income shares by welfare model (1970/2013) (Source Our elabora-
tion on data from ILO)



160 P. Tridico and R. Pariboni

scenario refer to the Anglo-Saxon and the Mediterranean economies,
which suffered the most from the restructuring process, occurred since
the 1980s and progressively intensified. In this respect, it should be con-
sidered that globalisation has posed several challenges to national econo-
mies and governments. One of the most important issues is the pressure
on labour relations and its impact on income inequality, both within and
between countries, as well as its consequences on welfare state sustaina-
bility (Hay and Wincott 2012). In this context, the debate is very lively,
and it has produced two main interpretations of the problem (see, for
example, Tridico and Paternesi Meloni 2018).

The first one states that globalisation would press down the size of
welfare states because social provision constitutes a cost for firms: since
expanded welfare states lead to higher income taxes, social costs, and
contributions, this would reduce prospective profits and increase com-
panies’ costs. These latter would be hence pushed to transfer capital
abroad unless government retrenched welfare spending and reduced
taxes: then, in order to maintain higher levels of investment and
employment, the welfare state needs to be confined under the process
of globalisation with bad consequences on income inequality. This
interpretation is well known as the ‘efficiency thesis’, developed within
the so-called ‘neoliberal’ paradigm: basically, it argues that globalisa-
tion has forced states to retrench social spending in order to achieve a
market-friendly environment, to increasingly attract international capi-
tal and to foster external competitiveness (see Blackmon 2006; Castells
2004). Moreover, according to this view, welfare states can represent a
cost for firms since due to capital mobility companies will de-localise
to the lowest-cost location for production, putting pressure on govern-
ments to lower their welfare provision.

In contrast to this argument, a second approach emerged: the ‘com-
pensation thesis’ maintains that since globalisation increases income
inequality, welfare states should need to be expanded to mitigate vulner-
ability created by globalisation. In other words, increasing trade openness
and capital mobility actually pressure governments to expand welfare
support in order to compensate those who are damaged by the globali-
sation process (see Brady et al. 2005; Rodrik 1998): to put it simply, glo-

balisation can produce net gains at the national level but within nations
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there can be winners and losers, then losers should be compensated by
(partial) redistribution from the winners. In a way, following the ‘com-
pensation” argument, it can be also stated that welfare expansion would
allow countries to further pursue globalisation. An extensive interpreta-
tion would then see welfare expansion not as a result but as a condition
of globalisation: briefly, in order to continue (or to start) with the process
of globalisation, policy makers must expand social safety nets.

Nonetheless, with respect to income inequality, it is widely recognised
that the introduction of outsourcing practices and FDI outflows, globali-
sation has improved the bargaining position of capital relative to labour
in higher-income countries. As Feenstra (1998) observes, the impact of
globalisation on changing the bargaining position of labour and capital
has far-reaching consequences—for instance, the decline in trade union
power, particularly within export-oriented industries, may well account
for a portion of increasing wage inequality in the United States and in
other countries (Lavoie and Stockhammer 2013). Moreover, the deci-
sion (or just the possibility) of firms to relocate capital and production
across countries has distributional effects since it can worsen the posi-
tion of low-skilled workers in industrial countries by a combination of
(1) growing globalisation; and (2) availability of new technologies.
The first one, as well as exacerbating competition among workers, may
increase the bargaining power of capital against labour, with the conse-
quence that it is easier for capitalists to obtain tax reductions and welfare
retrenchment, hence the states are willing to embark on tax competition
among them in order to keep investment and production at home. The
second one, according to the so-called skill-biased technical change argu-
ment, has a direct and negative impact on unskilled workers and their
earnings—and consequently on real output in wage-led economies—in a
context of lowering welfare support and social institutions.

As a consequence of these processes, during globalisation (and par-
ticularly during the 1990s and the 2000s) income inequality increased
not only in emerging economies but also in advanced countries too.!®

18See, for example, Atkinson (1999), Galbraith (2012) and Piketty (2014).
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In this regard, Fig. 6 reports Gini coefficient across OECD countries,
aggregated by welfare models.

As Fig. 6 shows, inequality is higher in Mediterranean and Anglo-
Saxon countries. On the other hand, Scandinavian countries exhibit the
lowest income inequality levels, despite a general, steady upward trend.
Continental Europe and Central and Eastern European countries lay in
between these two poles, while Asian countries display a pattern parallel
(but at a slightly lower level) to that of Anglo-Saxon countries.

Financialisation (a process which involves a set of institutions and
financial tools) and labour flexibility (a set of labour market policies
that increase the ease with which businesses can fire and hire work-
ers and cut wages) are two general categories of institutional arrange-
ments that have gone hand in hand particularly during the last two
decades, although not at the same pace everywhere. They have been
introduced across the world by governments, in varying degrees, in
order to take advantage of the globalisation process which most pol-
icy makers and governments believe will boost their national economy.
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Fig. 6 Inequality (average Ginis) by welfare model (1990-2013) (Source Our
elaboration on OCED)



Theoretical and Empirical Analyses of the Rise ... 163

Labour flexibility has increased almost everywhere in Europe and in
advanced economies over the last 20 years. However, some countries,
such as Austria, Belgium, France, and Germany have retained more
rigid labour markets. Other economies, such as Denmark, Sweden,
Finland, and the Netherlands, introduced higher levels of flexibility
along with higher levels of security (OECD 2013). Countries such as
the US, the UK, and Ireland increased (or maintained) their already
very flexible labour markets. Finally, Mediterranean countries such as
Italy, Spain, and Greece and most of the former communist economies
in Europe combined very hybrid situations (of liberal and corporative
elements) with an increased level of labour flexibility.

The political and economic roots of the financialisation process that
brought about a new financial-led growth regime can be traced to the
1970s. After the fall of the Soviet Union, Alan Greenspan, who rose to
oversee the US Federal Reserve by the end of the Reagan administra-
tion, believed that the world economy could expand greatly through
the globalisation of the financial sector (Greenspan 2007). Many other
economies followed the American example of a financial-led regime of
accumulation, which used other institutional forms such as flexible labour
and the nexus of compressed wages in order to increase firms’ competitive-
ness (Tridico 2012). Shareholders sought higher dividends because they
invested their own capital in firms, taking on a higher level of risk. Since
the economic growth of advanced economies under financial capitalism
has not been higher than under previous phases (the so-called Fordist
period), as Fig. 7 shows, it follows that wages should be compressed in
order for shareholders to obtain higher dividends. However, wages did not
follow the increases in productivity and profits continued to soar (as was
the case in most advanced countries and, in particular, in the US).

Figure 7 shows that the Fordist period (which is usually identified
with the period before 1980) displays consistently higher GDP growth
rates, in the countries under analysis and at the aggregate level. The
decade 1981-1991 can be considered as a period of transition away
from the previous accumulation regime and is characterised by the first
traces of a growth slowdown, which fully manifests itself during the
post-Fordist period, identified as the period from 1992 until today and
marked by a steady acceleration in financialisation and globalisation.
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Fig. 7 Average GDP growth in the EU15 and the US (1961-2013) (Source The
World Bank Database)

6 Other Determinants of Inequality:
De-unionisation, Tax and Labour Market
Institutions

As Lin and Tomaskovic-Devey (2013) argue, the increasing reliance
by firms on earnings realised through financial channels generated sur-
plus from production, strengthening owners” and elite workers’ negoti-
ating power relative to other workers. This resulted in the exclusion of
most workers from revenue and, therefore, in the increase of inequality.
Labour flexibility and wage contraction functioned to obtain this result
(higher dividends for shareholders), at least in the short run.

The US promoted neo-liberalism as a main ideological paradigm
for globalisation and financialisation through global, multi-, and bilat-
eral measures under pressure from all the major international financial
institutions, multinational corporations, and Wall Street institutions
(Epstein 2005).

Importantly, within financial capitalism, the bargaining position
of capital relative to labour in higher-income countries increased.
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As Feenstra (1998, p. 46) observes, the impact of globalisation on
changing the bargaining position of labour and capital has far-reaching
consequences. The decline in union power, particularly within trade-
oriented industries, may well account for a portion of the increased
wage inequality in the United States and in other countries (Borjas and
Ramey 1995; Gordon 2012). In this regard, a simple look at OECD
data on trade union density shows a continuously decreasing trend for
this variable, at the world level but also for most advanced economies.

Of particular interest seems to be the case of the USA where it is
clear that throughout most of the twentieth century, the inverse rela-
tion existed between trade union membership and inequality. Gordon
(2012) argues that between the New Deal—which granted, among
other important things, workers’ basic collective bargaining rights—
and the end of 1960s, ‘labor unions both sustained prosperity, and ensured
that it was shared.’ Since the 1970s, and in particular during the Reagan
administration, ‘unions came under attack—in the workplace, in the
courts, and in public policy. As a result, union membership has fallen
and income inequality has worsened—reaching levels not seen since the
1920s.” Gordon (op. cit.) also shows evidence that the process of de-
unionisation and the increase in inequality have moved hand in hand
in the last 70 years: beginning from the 1950s, the degree of unionisa-
tion in the US slowly starts to decrease, with this diminution gaining
momentum since the beginning of the 1980s. In the same time span,
the share of income going to the top 10% displays a specular, oppo-
site trend: it starts to increase in correspondence with the first signs of
reduction in trade union density and then it accelerates its growth dur-
ing the 1980s.

The decline in unionisation rates has contributed to the weakening
of labour market institutions such as labour protection against firing
and hiring, the level and duration of unemployment benefits with the
introduction of constraints concerning eligibility, and the reduction
in most cases of their length and amount, the minimum wage, etc. In
Tridico (2017), a score of 9 indicators of labour market institutions is
presented in correlation against the inequality index (Gini). This score
is obtained through a factor analysis carried out in order to establish
the most important elements which explain variation among the nine
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institutional indicators.! The evidence presented displays a clear corre-
lation: the higher the score of the principal component (more protec-
tion in the labour market), the lower the Gini level, and vice versa.?°

The OECD’s Employment Protection Legislation (EPL) indicator is
probably one of the most important labour market indicators, at least
for our purposes in this paper, as far as it is able to capture labour mar-
ket flexibility, which represents a crucial variable in our analysis and the
evolution of which represents one of the most important changes in the
labour market in the last two decades in many advanced economies. It
measures the general level of worker protection in the labour market
and, consequently, the level of labour flexibility (it varies between 0 for
very low protection and 6 for very high protection). In essence, it shows
the level of protection offered by national legislation with respect to
regular employment, temporary employment, and collective dismissal;
in other words, regulation that allows employers to fire and hire work-
ers at will. Looking at the pattern of average EPL levels among OECD
countries, a sharp and continuous decline can be observed, starting in
1990 and until 2013 (the last date for which OECD issues data on this
index), pointing to a sustained increase in labour flexibility,

As already noted by Hall and Soskice (2001) and by Storm and
Naastepad (2012), complementarities between labour flexibility and finan-
cialisation are strong in advanced economies. A flexible labour market
with compressed wages needs to be supplemented by available financialisa-
tion, credit, and developed financial tools to sustain consumption, which
otherwise would be compressed by low and unstable wages. Therefore, a
large number of financial tools were invented to finance consumption,
postpone payments, extend credit, and create extra-consumption. That
being said, it is difficult to establish a causal relationship: we cannot be

YActive Policy 2012 (% of GDP), Passive Policy 2012 (% of GDP), Coverage (in % of workers)
of trade Unions 2009-2011, Level of coordination bargaining wage, Length of unemployment
subsidies (in months) 2011, Substitution rate for unemployment Subsidies (% 2009-2011),
Minimum wage, hourly (US$ PPP), EPL and Trade Union density. All data from OECD online
database.

20A similar result was obtained by Butcher et al. (2012) and by Autor et al. (2016) who found
that minimum wages have little effect on employment, but do have impacts on wage inequality,
in particular in the UK and in the US during the 1990s and 2000s.
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certain whether financialisation requires labour flexibility or if increased
labour flexibility brings about hyper-financialisation. A simple, but impor-
tant, correlation between these two complementary institutional forms of
neoliberalism seems more likely.

Labour flexibility allows for the reduction of firms’ labour costs and,
thus, wage savings at the expense of wage earners; that is, consumers. In
such a situation, inequality increases and aggregate demand is restricted
because consumption decreases.

It is very interesting to notice an inverse relationship between ine-
quality and the EPL index (labour flexibility): the lower the EPL
(higher labour flexibility), the higher the inequality. Continental and
Scandinavian European countries have a higher EPL (lower labour flex-
ibility) and lower inequality relative to Anglo-Saxon and Mediterranean
countries, which generally show the opposite values of higher inequality
and lower EPL (higher labour flexibility).?!

As a result, one can see that high financialisation is typically associ-
ated with high Gini coeflicients and high labour flexibility. More inter-
esting are the parallel trends of these variables: when financialisation
increases, both flexibility and inequality increases. In other words, as
was argued elsewhere (Tridico 2012), the rise of inequality generated
an increased demand for credit, which translated into a credit expan-
sion provided for by accommodating monetary policies and financial
deregulation. One should take particular notice of the particular path of
Scandinavian countries (especially Sweden and Finland) which display
a relatively high degree of financialisation, but yet, are able to limit ine-
quality (which nevertheless is increasing) with their strong welfare states
(along with other labour market institutions).

Last but not least, tax policy deserves further attention as far as
increase in income inequality is concerned. Many economists in the
recent years showed, empirically, a strong correlation between inequal-
ity and tax reduction, in particular for top income earners (Piketty
2014; Atkinson et al. 2011; Facundo et al. 2013). In fact, as extensively
shown in Piketty (2014), the top marginal taxation, among advanced

21See Tridico (2018).
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economies, decreased steadily since 1970 from 60 to 80%, and stabi-
lised before 1990 around a rate of 40—50%. It can be noticed that this
evolution has been very similar in countries such as, for example US,
United Kingdom, Japan, Germany, and France and might have contrib-
uted, in that period, and immediately after, to the increase of inequality.

However, between 1990 up to today, top marginal rates on income
earned was stable with little variation around 45% in most of advanced
economies, and in the last part of this period, after 2007, slowly
increased to 48%. Data on personal income tax show this pattern as dis-
cussed, for example, in Tridico (2018).

On the other hand, when looking at data on tax on dividends, both
corporate income tax and personal income tax, between 2000-2017 in
the 25 OECD countries under analysis, decreased steadily (the decrease
of corporate income tax was more marked and it amounted to a dim-
inution of almost 10 percentage points in the 17 years of the sample).
This is consistent with our hypothesis of financialisation of the econ-
omy. Low taxes on dividends pushed economic agents to invest in the
financial sectors and in particular on shares.

7 Inequality, Financialisation, and Economic
Decline

We have discussed above the main determinants behind the rise in
income inequality and the compression of the wage share, expe-
rienced by most advanced economies in the last decades. As we have
argued, these phenomena prompted an intense debate on the macro-
economic consequences of inequality, particularly in connection with
the specular diffusion of household debt which, according to several
authors?? has acted as a substitute for wages in financing private con-
sumption. However, the ongoing worsening in income equality poses
a further, perhaps less discussed threat. Storm and Naastepad (2015,

22See, for example, the already mentioned Barba and Pivetti (2009), Rajan (2010), Stockhammer
(2015).
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p. 973) rightfully identify as a main problem for the Eurozone ‘the wide
differentials in labour productivity and technological capabilities among
its members. Similar supply-side aspects are often neglected or only
marginally treated in the critical Keynesian literature, leaving the field
open for the recipes proposed by the international institutions, accord-
ing to which the simple remedy to lack of external competitiveness is
internal devaluation and wage compression. Nonetheless, relying on
a Classical-Kaldorian approach, it is possible to identify a weak GDP
performance and a decline in the wage share as major explanatory fac-
tors of sluggish productivity. Moreover, drawing inspiration from recent
Post-Keynesian literature, it can also be argued that the increases of
income inequality and of the degree of financialisation of economies
have hindered the dynamics of labour productivity.

A systemic picture can be drawn from the work of Paolo Sylos Labini
(see, for example, Sylos Labini 1984, 1999), who stressed the connec-
tions among labour productivity, the dynamics of demand, the rela-
tive price of production inputs (capital and labour, in this case), and
income distribution. It is possible to synthetically convey the main Sylos
Labini’s insights by means of the following productivity equation (Sylos
Labini 1999, p. 259):

g) = gY/L :f(gY’ W/Pma’ 1 - H)’ Wlthféy’ féV/Pma’f]/—l_[ > 0 (1)

The rate of growth of labour productivity A—equal to the ratio between
output (¥') and the level of employment (L)—is a positive function of
output expansion, the relative cheapness of labour over capital (Wis an
index of the real wage, P is the price index of machinery) and the
wage share (1 — IT).

The first argument of the equation captures what the author calls the
‘Smith effect’ (‘the division of labour depends on the extent of the market;
and the division of labour is at the origin of those — Sylos Labini is refer-
ring here to labour productivity—increases; Sylos Labini 1999, p. 258)
and describes a mechanism similar to the already introduced Kaldor-
Verdoorn effect. The second argument—the price of labour relative to
the price of investment—is labelled as the ‘Ricardo effect’ and finds its
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rationale ‘in the classical notion of induced, factor-biased technical change’
(Tronti 2010, p. 784).

Sylos Labini, however, focuses its attention on the productivity-
enhancing role of the wage share: from the entrepreneur’s perspective,
the pressure exerted by the increasing cost of labour provides a stimu-
lus to reorganise the production process in a more efficient way; more-
over, it also incentives, by making the necessary investment relatively
convenient, the adoption of technologically advanced equipment and
machinery, which allow to raise production without having to increase
the number of employees. As reported in Lavoie (2014), traces of this
intuition date back to Webb (1912), a seminal contribution whose
main purpose was to support a proposal for the establishment of a legal
minimum wage. The basic idea is that, as long as wage compression is
prevented, entrepreneurs have to find other ways to lower the produc-
tion costs with respect to their competitors. Indeed, they are induced to
hunt for productivity gains, to be generated by means of improvements
in the productive process. Furthermore, the institution of a minimum
wage is plausibly followed by an increase in the real wage, which can
be troublesome and push out of the market firms which do not keep
pace with technological innovations. As a consequence, the average
productivity and efliciency of productive units which remain active are
higher (Webb 1912, p. 984). As Webb vividly puts it, ‘the enforcement
of the Common Rule (i.e. a legal minimum wage) concentrates the pressure
of competition on the brains of the employers and keeps them always on the
stretch’ (Webb 1912, p. 983).

A similar line of reasoning is developed in Altman (1998), where the
effect of higher wages on labour productivity is decomposed into several
components: (a) the so-called x-inefficiencies are reduced. Low compen-
sations and more in general a conflictual working environment are det-
rimental for the firm’s work culture and negatively affect workers’ effort.
The improvement of workers’ conditions, on the other hand, contrib-
utes to the establishment of more cooperative industrial relations and
elicits employees’ commitment; and (b) given that ‘low wages can serve
as a substitute for technological change (ibid., p. 101), firms which expe-
rience rising labour costs may be compelled to adopt already existing
innovative techniques or to develop new ones.
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The idea of a positive influence of the wage share on the economy’s
productivity has been picked up also by authors such Cassetti (2003)
and Hein and Tarassow (2010), who include the Webb-Sylos Labini
effect into a Kaleckian growth and distribution model. In these for-
malisations, as a response to an exogenous increase in workers’ bargain-
ing power, capitalists try to defend their income share by means of an
improvement in productivity and the consequent reduction in labour
unit costs. Post-Keynesian scholars have also substantiated convinc-
ingly the effects of income distribution on the productivity dynam-
ics. Naastepad (2006) studies the Dutch case and concludes that ‘z
reduction in real wage growth is likely to slow down productivity growth’
(Naastepad 20006, p. 428): not only wage moderation inhibits induced
technical change; if the economy’s demand regime is wage-led, it harms
labour productivity also indirectly, through the Kaldor-Verdoorn effect.
Similar conclusions are presented in the empirical part of Hein and
Tarassow (2010). The authors estimate the nature of the demand and
productivity regimes of six OECD countries: a direct negative effect of
the profit share on productivity growth is found for five out of the six
countries in the sample, since at least the beginning of the 1980s. The
indirect effect—operating through the impact of shifts in functional
income distribution on GDP growth—is at work for the four countries
that are found to be wage-led. Indeed, the analysis also confirms the
prevalence of the Kaldor-Verdoorn effect for the whole period. Hartwig
(2013) and Hartwig (2014) extend the Marglin-Bhaduri growth
model (Bhaduri and Marglin 1990), to study the interaction between
demand growth and productivity growth. The former analyses the
case of Switzerland for the 1950-2010 period; the main result is that,
despite the Swiss demand regime being profit led, the overall effect of
real wage growth on productivity growth is (weakly) negative, and the
productivity regime is wage-led. The latter (Hartwig 2014) performs a
panel data analysis on OECD countries, concluding that, on average,
‘real wage growth has a direct positive effect on productivity growth
(the wage-induced technological progress) and an indirect positive effect
that stems from real wage growth increasing demand growth (since the
demand regime is wage-led), which in turn raises productivity growth
through the Verdoorn channel’ (Hartwig 2014, p. 429).
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On the basis of the brief discussion above, it is possible to conclude
that wage compression and a worsening in income distribution do not
alone necessarily enhance the external competitiveness and dynamism
of a country. On the contrary, they might create a drag on productivity
and inhibit technical change. In this regard, the case of the Southern
European countries described in Storm and Naastepad (2015) is par-
adigmatic: low wages countries tend to remain stuck in low-tech pro-
duction segments, specialised in ‘commodities and destination markets
where demand growth is above average’ (ibid., p. 968) and exposed to
the competition of countries with a permanent advantage in terms of
labour cheapness.

In this context, financialisation plays a prominent role as well.
Financialisation is connected with both a re-distribution of income in
favour of profit-recipients and labour productivity slowdown. This is an
important point that finds empirical evidences and theoretical founda-
tions. In his thorough overview, Hein (2015) singles out seven stylised
facts connected to financialisation that, following a Kaleckian approach,
impact directly functional income distribution: ‘increasing shareholder
value orientation and increasing short-termism of management; rising
dividend payments; increasing interest rates and interest payments, in
particular in the 1980s; increasing top management salaries; increasing
relevance of financial as compared to real investment and hence of the
financial sector relative to the non-financial sector; hostile takeovers,
mergers and acquisitions; and liberalisation and globalisation of inter-
national finance and trade’ (Hein 2015, pp. 924-925). Later on, the
author also mentions the strong reduction of public intervention in the
economy and the implementation of labour market deregulations, both
occurred since the beginning of the 1980s. As also noticed by Hein, we
can add that financialisation worsens income distribution—and in turn
this affects labour productivity—also because of the following:

1. It favours the aggressive implementation of the principle ‘downsize
and distribute’ so that corporations’ managers have as the only objec-
tive to maximize and distribute dividends for the shareholders at the
cost of squeezing production and cutting wages.
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2. It favours an aggressive short terms strategy of corporations’ manag-
ers interested mainly in the maximisation of bonuses and profits in
the short term at the expenses of the wage bill.

We are interested here in assessing if and to what extent financialisa-
tion has affected the recent trends in productivity. This idea has been
analytically investigated, within the framework of a Post-Kaleckian
endogenous growth model, in Hein (2012). As the author maintains,
financialisation might have, at first, a direct positive effect on produc-
tivity. However, also indirect effects are at work: financialisation might
negatively affect demand growth and, through the functioning of the
Kaldor-Verdoorn effect, also the dynamics of productivity. Moreover,
financialisation is likely to weaken workers’ bargaining power and
reduce the wage share. Given that a wage-push component is included
in the productivity equation, the overall effect can be plausibly expected
to be negative. Indeed, there are several theoretical reasons to expect a
negative relationship between financialisation and productivity growth.
It seems possible, in particular, to identify a causal link that goes from
the prominence attributed to shareholder value orientation—one of the
main features of financialisation (see Lazonick and O’Sullivan 2000)—
to a decline in aggregate investment. The spectacular increase in interest
and dividend payments to rentiers not only implies a loss in firms’ inter-
nal means of finance, but also makes the recourse to external sources
to finance capital accumulation more expensive and complicated, as
highlighted by the Kaleckian principle of increasing risk. Moreover, the
implementation of remuneration schemes for managers based on the
firm’s short-term performance on the financial markets is supposed to
cause a slowdown in investment in capital stock, replaced by financial
operations as a major concern for management.??

23Orhangazi (2008) finds empirical evidence of a negative influence of financialisation on real
investment, using data on US non-financial corporations for the 1973-2003 period. Similar
results can be found in Onaran et al. (2011), regarding the US economy in 1960-2007. More
recently, Tori and Onaran’s analysis of the behaviour of physical investment in selected European
countries show that “financialisation, depicted as the increasing orientation towards external
financing, sharcholder value orientation and the internal substitution of fixed investment by
financial activity, had a fundamental role in suppressing investment in the NFCs (non-financial
corporations)” (Tori and Onaran 2017, p. 35).
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As a natural consequence of an unsatisfactory investment dynamics,
productivity lags behind. This is one of the most relevant conclusions of
Lazonick and O’Sullivan’s (op. cit.) analysis, where it is noticed that US
corporate managers—but the same holds true for most of the OECD
countries—in recent years have faced the new challenges posed by inter-
national competitors mainly by downsizing firms and compressing
labour costs. At the same time, they renounced attaining productivity
gains through the reinvestment of profits and chose to pursue short-
term profitability.

Financialisation diverts assets and resources towards speculative rather
than productive investments with negative consequences on technolog-
ical progress, which directly influences labour productivity. Labour flex-
ibility influences negatively labour productivity because allows for size
reduction and employment squeezing: it reduces income opportunities
and the wage share, increases precarious jobs, and de-stabilises aggregate
demand. At the same time, a flexible labour market with compressed
and low wages needs to be supplemented by credit consumption and
developed financial tools to sustain consumption, reinforcing a vicious
circle.

Deregulation of labour markets, labour flexibility, capital mobility
and global finance allow easily for labour pressure, cost compression,
and wage stagnation. Consecutively, households are more and more
pushed towards private indebtedness and credit consumption since their
income constraints increase consistently in a period of wage stagnation.
In this context, income inequality increases because labour, which is the
most important production factor for income, is seen by the supply-side
approach as a cost to be compressed rather than as a fundamental part
of aggregate demand to be expanded.

The negative relation between labour productivity and labour flexibility
can also be identified in the perspective of the models of the new consen-
sus macroeconomics that describe, at margin, work effort to be positively
correlated with wages, so that unstable jobs, flexibility, scarce incen-
tives, and low paid jobs push workers to put little effort into their work.
Moreover, this does not guarantee that firms and workers invest in train-
ing and education in order to improve the quality of human capital, with
lower results in terms of productivity, ceteris paribus, by the economic
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system (Salop 1979; Shapiro and Stiglitz 1984). From a non-mainstream
perspective, similar arguments can be found in the works of Vergeer and
Kleinknecht. In Vergeer and Kleinknecht (2010), the authors perform a
panel data analysis based on 19 OECD countries, for the period 1960—
2004. Among their main results, flexible labour relations are found to
damage labour productivity growth through multiple channels (p. 393)
and to disincentive knowledge accumulation. Interestingly, Vergeer and
Kleinknecht provide evidence that the labour productivity slowdown is
not only due to the creation of precarious, deregulated, low-productiv-
ity jobs, but also the productivity of existing jobs is negatively affected.
Vergeer and Kleinknecht (2014) perform a similar exercise for 20 OECD
countries, in the same time span (1960-2004) of Vergeer and Kleinknecht
(2010), substantially confirming the main findings presented there.
Attention is drawn on the fact that easier hiring and firing procedures,
leading to shorter job tenures, prevent the formation of firm-specific,
‘tacit’ knowledge, and hinder the functioning of the ‘routinised’ innova-
tion model (Vergeer and Kleinknecht 2014, p. 383).

We have discussed so far mainly contributions belonging to
non-mainstream schools of thought. Indeed, our section aims to enrich
the Post-Keynesian literature concerned with the study of the endoge-
nous dynamics of labour productivity. For a more orthodox account of
similar issues, a useful reference is Cette et al. (2016), where the authors
summarise some Neo-classical explanations for the pre-Great Recession
decline in productivity. For what concerns Continental Europe, a main
problem seems to be represented (not surprisingly) by structural rigidi-
ties in the labour and product markets, which prevented these countries
from benefitting ‘as much from reorganizations associated with ICT
as the US and UK’ (Cette etal. 2016, p. 7). Southern Europe, appar-
ently, suffers from a further disease, represented by the fall in interest
rates that followed the introduction of Euro. According to Cette and
co-authors, and also to the literature mentioned in the article, low
interest rates—and abundant credit—can affect negatively total factor
productivity through three channels: (a) capital inflows tend to be mis-
allocated towards low-productivity sectors like services or construction
instead of manufacturing; (b) within a sector, low-productivity firms
may get their investment project funded while the more efhicient ones,
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for some reasons, may not; (c) low interest rates can damage the qual-
ity of a country’s institutions. Within the mainstream, another recent,
relevant contribution is Thimann (2015): competitiveness issues in the
Eurozone are due to ‘high labor costs relative to underlying productiv-
ity (p. 142), with labour productivity problems not being addressed,
given the lack of appropriate structural reforms (p. 155).

We will not discuss, in the remaining of the chapter, these ideas and
we leave to future research a critical assessment of them.

As we have argued elsewhere (Tridico and Pariboni 2017a), an alter-
native take on the dynamics of labour productivity, based on the litera-
ture discussed in this section, can be summarised through an extended
and modified Sylos Labini equation:

¢ =g""* =f(g", 1 — 1, Ineq, Fin) )

according to which the growth of labour productivity is thought to be
a positive function of the rate of growth of the economy and of the
wage share, while inequality and financialisation represent a drag on its
dynamics.?

8 Concluding Remarks

The rise of income inequality and the related generalised compression
of the share of income attributable to workers are probably THE eco-
nomic facts of the last decades. In this chapter, we have attempted to
provide a broad overview of these phenomena. We have identified, con-
sistently with a vast body of mostly non-mainstream literature, finan-
cialisation, and globalisation as two of the main determinants of both
wage share diminution and income equality worsening. In the introduc-
tory section, we have provided an overview on the multifaceted socio-
economic phenomenon known as financialisation. As we have argued,

24See Tridico and Pariboni (2017a) for an empirical validation of this extended version of the
Sylos Labini productivity equation.
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financialisation’s potentially disruptive effects on income distribution
have been confirmed by several empirical studies and find their rationale
in a growing body of theoretical literature: first of all, it has contributed
to the increase in financial pay-out ratios, which lead to distributional
changes detrimental to non-shareholders. Indeed, prominent scholars in
the literature on shareholder value have acknowledged that financialisa-
tion is, by construction, a ‘redistributive process” Multiple other channels
can be and have been identified, but we believe it is useful to recall here
the analysis on the effects of the financialisation of everyday life, as pro-
posed by Van der Zwan (2014): new subjectivities are developed and
workers begin to implicitly perceive themselves as investors and owners
of financial assets. The individual dimension of responsibilities and the
adoption of self-fulfilment as the main purpose of life undermine class
consciousness. As a consequence, the bargaining power of the worker
class as a whole is under siege by individualism and is harder and harder
to defend and sustain a fair split of the social product. Globalisation,
as well, exerts a pressure on wage recipients mainly by altering the bal-
ance of powers between labour and capital, which can benefit from the
expansion of the global labour reserve army and use the threat of relo-
cations to strengthen their bargaining position and obtain advantages
from governments. We have also argued that globalisation and finan-
cialisation are not two separated, independent processes. Their timing
is similar and tends to be complementary aspects of a broader politi-
cal, economic, and social transformation, which has been synthetically
labelled as Neoliberalism. The impact of financialisation, however, does
not happen in a vacuum, but is mediated by the institutional frame-
work, as we have discussed in the section devoted to the interaction
with different welfare models. In fact, the choice of the socio-economic
model, made by most countries in the decades after the Second World
War, seems to contribute relevantly to the evolution over time of
income inequality. The set of policies each country is able to implement
in order to cope with the challenges of globalisation, both in terms of
income distribution and competitiveness are of paramount importance:
social protection against unemployment and low wages, welfare pro-
grams against poverty, health and education policies, social policy for
housing, just to mention some of them, can alleviate the burden on
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the most vulnerable layers of a country’s population. In general, there
seems to be a clear relationship between inequality and welfare expendi-
tures, meaning that countries spending more on welfare tend to have
a lower level of inequality. The deregulation of the labour market and
the stream of labour reforms aiming at increasing flexibility have also
played a significant role with respect to both inequality and the shift of
income in favour of the richer fractions of population, since the precar-
ious nature of job tenure makes workers reluctant to engage in work-
place struggles and capital’s bargaining power is enhanced by a decrease
in labour rigidity. Finally, the gradual abandonment of manufacturing
and the structural change that has been taking place since the 1970s
is likely to exert a downward pressure on wages as well, in connection
with trends of de-unionisation and tax reforms that benefit the few. In
this chapter, we have tried to build a bridge between different theoret-
ical perspectives. The backbone of our argument could be considered
somehow old-fashioned: the main force behind the distribution of the
social product is the balance of bargaining power between social classes.
Adopting this perspective, we have attempted to substantiate this claim
by asking ourselves how financialisation and globalisation can alter the
power equilibrium. We have then framed these questions in the context
of alternative welfare socio-economic models and enriched the analysis
with the explicit consideration of institutional features of these different
models.

The phenomena briefly recalled here represent multiple aspects of
an unsustainable and inequitable growth trajectory. The implications,
however, go beyond the standard domain of heterodox economics. We
started with Storm and Naastepad’s (Storm and Naastepad 2015) who
claim that differences in productivity and technological capabilities
are of major importance to explain diverging economic performances
across countries. We also agree with these authors that the mainstream
received wisdom—according to which external competitiveness and
labour productivity have to be enhanced through labour costs com-
pression and labour flexibilisation—is extremely unconvincing. Hence,
we sketched an alternative interpretative framework for the analysis
of endogenous labour productivity: following a Classical-Kaldorian
approach, we have argued that a weak GDP performance and a decrease
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in the wage share contribute to explain a decline in labour productiv-
ity growth. Drawing inspiration from recent Post-Keynesian literature,
we have also identified financialisation and income inequality as fac-
tors with a negative influence on the evolution of labour productivity.
Existing literature has extensively dealt with non-mainstream explana-
tions of the labour productivity slowdown. With this contribution, we
have attempted to provide a unified, systemic interpretation of mul-
tiple and complementary factors that are likely to represent a drag on
the dynamics of productivity. In particular, we have tried to enrich and
update the insights that can be derived from Sylos Labini’s productivity
function, complementing the traditional Kaldor-Verdoorn-Smith effect
and cost-push effect with a consideration of the effects of financialisa-
tion and income inequality.
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Can Tax Reforms Reduce Inequality?

Ahmad Seyf

1 Introduction

Discussions about inequality, especially economic inequality! seems to
be everywhere. With few exceptions, inequality has been rising in the
past four decades almost everywhere. At the same time, it is true that
significant progress has been made on various aspects of social ine-
quality, race, gender for instance in the last 100 years. But it is equally
true that much of that progress in economic inequality stalled in the
last 40 years or so. In more recent times, while we may have increased
our knowledge about inequality, considerable less research has been

"We define economic inequality as the difference between levels of income, assets, wealth and
capital and living standards, including inequalities in employment.
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produced to inform policy makers about intervention to reduce it. Areas
that require special attention are the following:

o The research community knows far too little about inequality of
opportunity relative to what is known about inequality of outcomes.

o The research of the last few decades has been much more successful
at documenting the patterns, trends, and (to some extent) causes of
social inequality than it has been at examining its consequences or
identifying effective strategies for reducing it.

e Last but not least, the problem of inequality has been framed in
both research and in public debate as a problem of poverty. In other
words, research often asks ‘why are the poor poor?” or ‘what are the
consequences of poverty?” rather than ‘why education and health out-
comes, and the distribution of political power are so unequal?’ and
further, ‘what are the consequences of inequality for society?” (Carter

and Reardon 2014, p. 2)

It should be pointed out from the outset, that there is nothing natural
about this growing inequality. More focused attention should be given
to unpacking the combination of economic, political, social and cul-
tural influences that shape individuals and communities’ life chances
and welfare. In this contribution, however, we focus on tax reforms to
reduce inequality.

The structure of the chapter is as follows: Sect. 2 offers a relevant lit-
erature review, giving an outline of the evolution of inequality in the
last four decades. Section 3 discusses the impact of tax reform on ine-
quality. Section 4 assesses the re-distributional impacts of taxes and
transfers in a sample of 24 emerging countries. The impact of different
components is de-constructed too, and examined separately. Section 5
assesses the distributional impact of taxes and transfers in a sample of
17 developed economies. Section 6 brings these findings together and
offers some policy recommendations and the chapter ends with a sum-
mary and conclusions.
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2 Literature Review

The coexistence of deep and persistent inequalities in conjunction with
increasing prosperity is a paradox of our time. This paradox has called
into question the way our global economy is being managed. It is true
that mainly owing to a reduction in poverty in China and India, global
levels of economic inequality have declined but inequality within coun-
tries, including in China (Piketty et al. 2017) and India (Chancel and
Piketty 2017) has increased in the past four decades and has even accel-
erated since the Global Financial Crisis (GFC) of 2008 and the sub-
sequent Great Recession (GR). In addition, the persistent inequalities
have many dimensions. Over and above inequalities in wealth and
income, inequalities in health and education, and access to welfare ser-
vices, and especially gender and racial inequalities are present too. It
used to be argued that some inequalities may be pro-growth, but more
recent academic research (OECD 2015a), has shown that not only do
deep social inequalities endanger social cohesion, but also undermine
sustainable growth. Examining the rising trend of inequality in the
OECD countries, Keeley (2015) pointed out a number of factors. Two
factors that could be mentioned are technological change and changes
in pay norms and in taxation. Growth of part-time employment is
another factor as it demonstrates the shifting of social patterns. Other
factor according to Keeley (op. cit.) is income shift from labour to capi-
tal. Keeley (2015) went on to add that in the 1980s, the richest 10% of
the population in the OECD countries earned 7 times more than the
poorest 10%. In 2015, they then earned nearly ten times more.

The situation regarding wealth is much worse. The richest 10%
controlled 50% of all total household wealth and the top 1% held
18% compared to only 3% for the poorest 40% (Keeley 2015, p. 3).
There is a broad agreement on the problems caused by rising inequal-
ity; nonetheless, the economic cost of rising inequality is often over-
looked. Keeley (op. cit., p. 3) points out that the rise in inequality
observed between 1985 and 2005 in 19 OECD countries ‘knocked
4.7 percentage points off cumulative growth between 1990 and 2010.
OECD (2014, p. 2) offers a higher estimate, confirming that there is a
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negative and statistically significant impact on growth and the average
rise in Gini coefficient over the previous two decades dragged growth by
0.35% per year for 25 years ‘a cumulated loss in GDP at the end of the
period of 8.5 percent.’

However, what seems to be happening is worrying. In 2013, about
a third of total employment in OECD countries was in ‘non-standard’
jobs. These are jobs meeting certain conditions; these are temporary,
and permanently part time and mostly self-employed.

To make matters worse, 40% of employed youth have ‘non-standard
jobs and 50% of temporary workers are under 30 years old (ibid., p. 4).

Until recently, the most well established view on linkages between
growth and income distribution was the Kuznets hypothesis (Barro
2008). This approach postulated that growth would first lead to an
increase, and then to a decrease in income inequality. Further develop-
ment of this approach led to a situation in the middle of the twentieth
century, which gave rise to the idea that ‘a rising tide lifts all boats’: that
is to say, economic growth would bring increasing wealth and higher
living standards to all sections of society. In the 1950s and 1960s, there
was some evidence behind that claim and it looked as if that was the
case. Ignoring the role played by trade unions and the welfare state,
there are still some who consider the distribution of productivity gains
during the 1950s and 1960s to be a free market phenomenon that can
be repeated.

We reject this assertion, and argue instead that the welfare gains
of the 1950s and 1960s relied on market outcomes strongly moder-
ated by institutional factors. In view of the role that institutions play
in economic progress, we argue that institutions and norms affect the
distribution of created values as well as their aggregate size. Our argu-
ment leads to an explanation of earnings levels and inequality in which
skill-biased technical change, globalisation and related factors function
within an institutional framework, including anti-trade union meas-
ures, which have been set up in the past four decades. In our narrative,
the recent impacts of technology and trade have been amplified by the
collapse of the institutions of the post-war years, a collapse that arose
because economic forces led to a shift in the political environment over
the 1970s and 1980s. If our interpretation is correct, no rebalancing of
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the labour force can restore a more equal distribution of productivity
gains without government intervention to reverse many of the destruc-
tive changes that had taken place in the past four decades.

In more recent decades, in the ensuing economic and political
debate, this ‘rising tide hypothesis’ evolved into a much more specific
idea, that policies favouring the richer classes, would be benefiting
everyone. To put it differently, resources allocated to the rich would be
utilised in a way that the benefits would inevitably ‘trickle down’ to the
rest. Even now ten years after the GFC, discussions and debates favour-
ing further tax cuts to the rich relies heavily on this assumption.

Alves da Silva (2017, p. 1) using data for Brazil and relying implic-
itly on the notion of ‘trickle down’ claims that ‘higher growth leads to
lower income inequality, consequently pursuing growth enhancing pol-
icies should be translated not only in higher growth but also in better
income distribution.” Similarly, Barro (2008, p. 8) updating an earlier
study concludes that ‘international data show that the Kuznets curve is
a clear empirical phenomenon. Income inequality first rises but subse-
quently decline with per capital GDP’

After four decades of the dominance of the ‘trickle down’ eco-
nomics, we now know if anything is trickling; it is actually trickling
up and serious measures are needed to stop this trend. Hacker and
Pierson (2010, pp. 21-25) examine the changes in households’ real
earnings between 1979 and 2006 in the US. The average houschold
income rose by more than 50% during this period, from $47,900 in
1979 to $71,900 in 2006. But the average income of the poorest 20%
rose from $14,900 to $16,500, a 10% rise over the 27 years. The sec-
ond poorest 20%, enjoyed a rise of 18%, but the income of the rich-
est 1% rose from $337,100 in 1979 to more than $1.2 million in
2006, an increase of nearly 260%. They then went on to estimate what
would have happened had the income of all households increased by
the same percentage as the average household income, and concluded
that ‘the entire bottom 90 percent saw their income rise more slowly
than average household income between 1979 and 2006’ (ibid., p. 25).
The gap between the average income of the 20% poorest households
and the income of the top 1% that stood at $322,200 in 1979 went
up to $1,183,500 in 2006, nearly a fourfold increase. Other researchers



192 A. Seyf

studying the income distribution in the US came to the same conclu-
sion. Papadimitriou et al. (2014, p. 5), writing on the US, confirm this
trend and point out that between 1980 and 2012 the real income of
the top 1% increased by more than $2 trillion and close to $5 trillion
in 2012 dollars. By contrast, the average income for the bottom 90%
while increasing in the first three decades after World War II ‘has stag-
nated since then. In fact, the real average income of the bottom 90 per-
cent of the distribution was lower in 2012 compared to 40 years earlier’
(ibid., p. 5). Tcherneva (2014, p. 1) also confirms this trend by indi-
cating that from 2009 through 2013 while the US economy was recov-
ering from one of the biggest economic downturn in recent memory,
116% of the income growth went to the top 10%, 95% to the top 1%
and 21% to the remaining 9%, while the average income of the bottom
90% fell during this growth period. Jacobson and Occhino (2012, p. 2)
stated that income inequality was declining up to the late 1970s, not
only in the USA but also in a number of other industrialised econo-
mies too, but the trend has since reversed. Between 1967 and 1980, the
average real income of the bottom 20% of household grew by 1.34%
annually, faster than the 1.09% of the top 20% and the 0.67% of the
top 5%. After 1980, it was different. The real income of the bottom
20% grew by only 0.05%, while it grew by 1.24% for the top 20%
and by 1.67% for the top 5%. Taking a longer view of the changes in
income distribution in the US, Fig. 1 shows that in contrast to Kuznets’
hypothesis and claim by Barro (2008, p. 8), the share of the top 10% of
the richest decile increased by 20% between 1970 and 2015.

In the UK, there has been a similar trend. In 1978, someone in
the richest decile of the population had an income three times that of
his/her contemporary at the poorest decile of the distribution. But in
2010, this ratio went up to five to one. In 1978, 7.1 million people had
incomes below 60% of the median income, and by 2009-2010, that
figure stood at 13.5 million, a rise of more than 90% (Mirtlees et al.
2010, pp. 8-9). This development should not be surprising, as it is also
known that those who were among the 5% of the poorest population,
have seen their income rise by 30% between 1979 and 2010, whereas
the income of those at the top 5% richest in the distribution, increased
by 100% during the same period (ibid., p. 9). Writing on China, Li Shi
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Fig. 1 US, top 10% national income share, 1920-2015 (Source Data extracted
from Gordon [2017])

(2016, p. 84) pointed out that during the past three decades, China’s
economic growth has been among the fastest in the world. At the same
time, China experienced one of the fastest increases in income and
wealth inequality too. Between 1985 and 2014, the economy grew at
about 10% on average per year, and the Gini coeflicient for disposable
income has also increased from 0.38 to 0.47 during the same period.
Fredrikson (2012, p. 2) examining the situation in the EU concluded
that inequality has risen quite substantially since the mid-1980s and the
main driver of this development was the sharp rise in the share of the
top 10% of the population. For the period between the mid-1980s and
2008, the average annual income rise for the poorest 10% was 0.87%,
whereas the top 10% enjoyed an annual average rise of 2.23%, more
than 2.5 times (ibid., p. 10). Alvaredo etal (2017, p. 20) studied the
development of inequality in the Middle East and found that the share
of the total income going to the top 10% income earners is about 61%,
as compared to 36% in Western Europe and 47% in the USA. Taking

the income share of the top 1%, a similar picture emerges in the Middle
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East. The top percentile income share is about 27% in the Middle East
vs. 12% in Western Europe, 20% in the USA, 28% in Brazil, 18% in
South Africa, 14% in China and 21% in India (ibid., p. 22).

With this development in place, we should be mindful of the fact
that the global economy is undergoing major transformations with seri-
ous implications for public policy making. Not only is there continued
technological change, but productivity growth has also slowed down.
In addition to the growing divide, these transformations create new
demand for public policies to facilitate these developments. While tax
and welfare policies, especially progressive direct taxes, play a mitigating
role in reducing inequality, other components of public policies should
be implemented to foster sustainable and inclusive growth. However, as
we discuss in the next section, there is no unique pattern of impact and
it is this diversity that makes the role of taxation and welfare spending
rather complex. What is true in all cases, however, is that progressive
taxes and transfers would reduce inequality. Several studies have shown
that enhancing the scale of the intervention would improve the redis-
tributive impact of taxes and transfers (Prasad 2008; Jellema et al. 2017;
Cabrera et al. 2014; IMF 2014b; Baanante 2013). But the IMF (2017b,
p. 23) while accepting that more resources may be needed, argues that
in view of a high degree of uncertainty surrounding the global eco-
nomic outlook as well as high levels of public debt, taxes and transfers
have ‘the difficult task of achieving more and better in a more con-
strained environment’ (ibid., p. ix).

However, finding additional resources is easier said than done. In
the developing and emerging economies, it cannot be done, and in the
rich economies, austerity would ensure that it would not happen either.
In developing economies, given their low income level; the tax base is
relatively weak. Furthermore, the problems created by tax evasion and
tax avoidance are relatively more serious for them than in the case of
high income economies. Furthermore, there is a serious inadequacy of
institutional efficiency in tax collection, in addition to the existence of
a large informal sector, which does not pay income taxes. In the high
income economies, and in the EU, for instance, the so-called ‘finan-
cial consolidation’ requires a cut rather than an increase in these pro-
grams. As an indication of the general tendency, between 2010 and



Can Tax Reforms Reduce Inequality? 195

2016, social spending as a percentage of GDP declined in 14 out of
23 OECD countries. In the US, social spending as percentage of GDP
remained the same; Ireland suffered the greatest decline while Finland
enjoyed the highest rise in social spending.?

This said, however, better targeting could be achieved by changing
the composition of taxes, i.e. introducing progressive direct taxes and
either reducing or redirecting the indirect taxes on items that are usu-
ally consumed by the richer deciles. If the trends in taxation in the last
two decades are anything to go by, capture of politics by the rich and
super-rich has changed the tax composition in favour of the rich and
has also reduced the progressivity of direct taxation. It is almost univer-
sally true that the generosity of social programme favouring the poorer
households has reduced; while at the same time, the state is more gener-
ous towards the rich. First of all, this generosity manifested itself in sub-
stantially reduced tax rates for the rich. In addition, governments’ drifts
in closing loopholes enabled the rich and big corporations to engineer
lower profit figures, hence, pay even less tax. In a way, we face a double
whammy, not only the effective rates of tax are lower, but also the base
at which this lower rate is applied is allowed to shrink. This engineer-
ing requires artful schemes from the ‘experts’. It is here that tax havens
play a crucial role. Related to the issue of the weakening of the reve-
nue base of the state, another factor that needs to be examined is what
IMF (2014a, p. 101) calls the ‘implicit subsidies for banks.” According
to the IMF (2014a, p. 102), one of the most troubling legacies of the
GFC, 2007-2008 is the widely held view that some banks are ‘too big
to fail’ and further, this is based on the belief that the failure of sys-
temically important banks would have such a negative impact on the
financial system and the economy as a whole that whatever it takes to
prevent such a failure should be undertaken. Estimates of the implicit
subsidies are made and the numbers are simply astonishing. The
implicit subsidies to banks which are seen to be globally too big to fail

20ECD (2017), “Social Expenditure: Aggregated data”, OECD Social Expenditure Statistics
(database). Available at: http://dx.doi.org/10.1787/data-00166-en (Accessed on 24 November
2017).
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in 2011-2012 ‘represent around $15-$70 billion in the United States,
$25-$110 billion in Japan, $20-$110 billion in the United Kingdom,
and up to $90-$300 billion in the euro area’ (IMF 2014a, p. 104). It
is to be noted here that this concept is directly linked with the level of
market concentration in banking, and further, and as the IMF (2014a,
p. 104) claims, in most capitalist economies, governments and central
banks ‘often encouraged consolidation in the banking industry in an
attempt to fight the financial crisis’ (ibid., p. 104). Putting these two
together, what governments and central banks have done, has effectively
increased the amount of implicit subsidies that these banks receive. In
the next section, we examine the impact of taxes and welfare payments
on inequality.

3 Role of Taxes in Inequality

It is true that to a large extent; the rise in inequalities is policy-driven,
that is, most of the major drivers identified in the literature point to a
certain extent to a policy failure. In this context, we mention in passing
the erosion of labour institutions (Acemoglu et al. 2001; Brennan 2016;
Jaumotte and Buitron 2015), the decline in fiscal progressivity (IMF
2017a), skill-biased technical change (Kang 2015), trade and financial
liberalisation (Danhaupt 2013; Denk and Cournede 2015), and the
increasing political power of the wealthy (Hacker and Pierson 2010). In
this section, we examine the role that taxes and transfers play in bring-
ing down inequality and would also examine how the impact of these
measures could be improved.

As a starting point, the last four decades could be outlined in the fol-
lowing manner.

o Historically speaking, the advanced capitalist economies grew at
slower rates than in the ‘golden age’ though faster than pre-World
War II.

e Within countries inequality increased everywhere in the industrial-
ised countries.
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e Under the pretext of encouraging saving and investment, hence eco-
nomic growth, the top tax rates on income and wealth have declined.

Clearly, in terms of higher and more sustained economic growth, there
has been no pay-off and there is no evidence in support of this claim.

It is most likely that in contrast to the promises, the skewed income
distribution did not increase the size of the GDP much. This brings us
to pose the question:

Would there be any negative trade-off if policies were implemented
designed to reverse this trend? We would look into this in more detail,
but would argue that if the income growth for the bottom 90% were
boosted, there would be a better chance to revive and sustain economic
growth. If the pattern of growth is shifted so that the benefits of growth
accrue disproportionately to low income and poor households, this will
be the most sustainable route to reduce inequality and promote growth.
First, if the income of the poor is adjusted upwards, there will be less
demand for redistributive efforts from the government. Furthermore,
since the poor households have higher marginal propensity to con-
sume, domestic aggregate demand would be boosted and further, it
is more likely that this extra income will be spent on goods and ser-
vices, produced domestically which, in turn would improve job creation
in the economy. Specific policies that could be used here are adjust-
ing minimum wages and increasing investments in training schemes
and make these services accessible to a larger segment of the popula-
tion. Enhancing the skill level would in turn improve productivity and
improves growth prospect.

Looking at the evolution of marginal rate of tax for top earners, the
IMF (2017a, p. ix) concludes that ‘optimal tax theory suggests signif-
icantly higher marginal tax rates on top income earners than current
rates, which have been on a declining trend.” Other researchers advo-
cated similar view points (Hungerford 2012). Hungerford (op. cit.,
p. 16) provides statistical evidence showing that the persistent decline
in the marginal rate of tax for top earners had no positive impact on
saving, investment or growth, but increased inequality. Looking at the
USA, he argues that throughout the late 1940s and 1950s, the top
marginal tax rate was typically above 90%, whereas by 2012, this rate
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was down to 35%. The top capital gains tax was 25% in the 1950s and
1960s; went up to 35% in the 1970s. Likewise, by 2012, this rate was
also reduced to 15%. On the other hand, the real GDP growth rate
averaged 4.2% and real per capita GDP increased annually by 2.4%
in the 1950s. In the 2000s, however, the average real GDP growth rate
was only 1.7% and real per capita GDP increased annually by less than
1%. The share of 0.1% rose from 4.2% in 1945 to 12.3%, nearly 3 fold
increases in 2007. On the other hand, the average tax rate paid by the
top 0.1% fell from 50% in 1945 to about 25% in 2009 (ibid., p. 16).

In the UK, the pattern of changes in the income distribution was dif-
ferent, and the rise in inequality was concentrated in the period 1979
to 1992, and then levelled off. Other measures of inequality, however,
such as the share of the top 1% has increased. In 2010-2011, the top
1% of income tax payers were expected to pay nearly 28% of all the
income tax revenue received by the government more than double the
11% they contributed by the richest 1% in the late 1970s. Nonetheless,
Mirrlees et al. (2010, p. 10) argues that ‘this extraordinary level of,
and increase in, the contribution of the richest is not down to a more
progressive income tax structure—quite the reverse, as higher rates of
income tax are much reduced. Rather, it is down to the very high level
of income enjoyed by the richest relative to those received by everyone
else.” Examining the evolution of inequality in India, an economy with
an impressive growth rate in the last few years, Chancel and Piketty
(2017, p. 1) observe ‘the share of national income accruing to the top
1% income earners is now at its highest level since the creation of the
Indian Income tax in 1922.” The top 1% of earners had less than 21%
of total income in the late 1930s, and this share went down to 6% in
the early 1980s, rising again to 22% now. As we have already alluded to
another high growth economy, namely China, experienced sharp rise in
inequality too, despite enjoying a very high growth rate for a few dec-
ades (Zhou and Song 2016).

It can be concluded from the evidence offered, that non-inclusive
growth strategy needs to be re-examined and replaced. We would argue
the case for a strategy that while leading to a reduction in inequality
would also increase growth. There are two ways that this could be done.
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We can first identify policies that would promote growth and then
examine their distributional effect. Alternatively, we can identify policies
that best address inequality and then evaluate their impact on growth.
To get this mix right, i.e. promoting growth and equity at the same
time is essential for the success of any programme. Ignoring growth and
focusing on redistribution based on transfers and taxes, may be effective
but will not be financially sustainable. Accepting the view that growing
inequality reduces growth (OECD 2014; Ostry et al. 2014; Berg and
Ostry 2011), the fact of the matter not only is the situation of the very
poorest decile of the population that contributes to reducing growth,
but also that of a much broader group of working and lower middle
class households. On the other hand, relying solely on growth and over-
looking equity, could only make the situation worse as it has done in
the last four decades. An effective and efficient strategy should meet
three conditions:

— It should be countercyclical, i.e. relies on automatic stabilizer and is
symmetric too, expand in bad times and tighten in good times.

— It must be growth friendly, using tax and expenditure to support
the stock of physical capital, and the labour force. It should address
the productivity growth slowdown as the most reliable strategy to
improve financial sustainability of these measures.

— 'The package of policies should promote inclusion. One way of doing
this is by promoting ‘equality of opportunity’, i.e. through invest-
ment in human capital and offering greater protection against risk of
losing their jobs. It is broadly true that policies to reduce inequal-
ity of opportunity would improve income distribution while at the
same time boost productivity. It is to be noted here that inequality
of outcome and that of opportunities are highly inter-dependent.
Opverlooking the inequality of opportunities, systemic patterns of
discrimination and exclusion would prevent the poorer households
to access economic and other resources, effectively enhancing the
existing growing divide. While trying to reduce inequality of oppor-
tunities is important, it is not enough on its own. It follows from
this that an effective policy to tackle inequality should address both.
There is no ‘one-size fits all’ policy package for different countries, as
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the overall conditions giving rise to this growing inequality is country
specific.

An inclusive growth should focus on the creation of productive employ-
ment to ensure that the benefits of growth are shared by the largest pos-
sible segment of the population. In the absence of other assets, labour
income is the main source of income for the bulk of the population and
employment is a very important channel through which income gener-
ated from economic growth could be distributed. Let us also add here
that the quality of these jobs should be an issue too. We share the view
expressed by the UN (2013, p. 230) that ‘if countries are to reduce ine-
quality sustainably, the economy needs to create a sufficient number of
jobs to secure employment for the majority of the population (quan-
tity); the employment generated needs to provide sufficient income,
security and stability to workers (quality); and it needs to be accessible
to all groups within a population (equal access).’

Some of the policies briefly discussed above would take time to pro-
duce their positive results, such as greater investment in education.
However, the problems associated with the existing levels of inequality
are alarmingly acute and require serious efforts for short term fixing too.
We would argue that it is here that the use of taxes and transfers, espe-
cially progressive taxes, is more urgently required to tackle this growing
malaise.

Taxes could play two main functions: mobilise revenue to ensure
macro stability and to promote redistribution and reduce inequality.
To achieve these objectives, it should be efficient, i.e. less costly to be
implemented, and further, the negative effects of the tax system on wel-
fare must be minimised. Last but not least, transparency is essential,
i.e. no taxes by ‘stealth’. Broadly speaking, taxes tend to disrupt the sig-
nalling function of a market economy. An employer pays more for an
hour of labour than what the employee receives. Likewise, VAT means
a retailer receives less for a product she sells than her customer pays for
it. In the case of developing countries, there are additional problems
that should be addressed. Most of these economies suffer from weak
administration and also have a large informal sector. Historically, there
is a fragile social contract between citizens and the state. Furthermore,
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political institutions enjoy low credibility and there is a very strong tie
with the economic elite. Following these points, it should be stressed
that in these countries, redistribution is most effective via pub-
lic expenditure rather than the revenue side, i.e. taxation. However, a
well-designed policy mix could be effective too. Sabaini etal. (2016,
pp- 206-207) point out that there was ‘a shift in political preferences
towards left parties’ and shows that from the early 2000s to 2016,
income inequality decreased in Latin America by five Gini points. Inter
alia, taxation played an important role, thanks to the growing emphasis
placed by governments on tax progressivity. In the 1980s and 1990s,
economic efficiency was more important than equity to policy makers.
For that purpose, trade taxes were reduced and replaced by VAT and
other consumption taxes; both tend to be regressive of course. The max-
imum marginal rate of taxes was reduced too and in extreme cases, such
as Uruguay in 1974 and Paraguay in 1992, personal income tax was
abolished. This misguided mix of policies led to a sharp rise in inequal-
ity. However, the direction of tax policy has changed during the 1990s.
A summary of what was subsequently undertaken is given below:

e Taxation reverted to its original role of providing resources for devel-
opment and reducing inequality.

e 'The state eliminated or reduced a long list of exemptions, deductions
and tax holiday.

® A dual tax system of personal income tax was introduced including a
progressive tax schedule for labour- based income and a flat tax rate
for capital income.

e Interestingly, this taxation shift started in Uruguay in 2007, Peru and
some others followed from 2009.

Two further measures were introduced:
e Simplified taxation regimes for the small business sector.

e Some governments in the region introduced tax on financial
transactions.
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As a result of these reforms, the average tax revenue to GDP ratio grad-
ually increased, reaching 21% of the GDP in 2016 from a very low rate
of 13% in the 1990s (Sabaini et al., pp. 206-207).

Different countries use a mix of measures to achieve their stated
objectives. Looking at the OECD, for instance countries can be
grouped according to their inequality patterns and mix of policies
implemented to tackle inequality. Overall, we can identify several social
welfare models in the OECD.

The Nordic countries and the Netherlands are characterised by
below-average disposable income inequality thanks to little dispersion
in wages, relatively lower level of unemployment but except in Sweden,
a higher than OECD average part time jobs. They use universal cash
transfers and progressive income taxation. These countries use extensive
fiscal interventions in labour markets and allow relatively strong labour
unions. One of the main aims of these policies is to promote employ-
ment, which has a positive impact on inequality. The second model
includes Ireland, Japan, New Zealand, the UK and the USA as well as
Australia. These countries have a higher than average wage dispersion,
weaker unions and a relatively high incidence of low paid employment.
The use of cash transfers is less than other OECD countries, and in
Australia and New Zealand these transfers are targeted to low income
groups whereas in the US and Japan, most of the cash transfers are on
old-age pensions. One of the main drivers of rising inequality in these
countries is relatively very high part-time employment. It should be
pointed out that in the OECD countries, the average involuntary part-
time employment as a proportion of part time employment increased
from less than 11% in 2000 to 17.4% in 2015. In some countries, it
was much higher, for instance, in France, it was 40% and in Italy and
Spain, it was higher than 63% in 2015 (OECD 2016, p. 228). In addi-
tion, OECD (2015b, p. 20) reports that most of the increase in part-
time has been involuntary and ‘reflects s shortage of opportunities for
full-time employment.” Except in Ireland, their overall employment
rate is above the average for the OECD and that in turn have a miti-
gating impact on inequality. The size of cash transfers is not very big,
but these are more targeted and taxes are more progressive than the
average among OECD members. Inequality in these countries is higher
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than the OECD average. In Japan, there is an additional problem of
above average part time employment (20.6% vs. 17.4% OECD average,
OECD 2016, p. 228).

In the third model, consisting of Austria, Germany, France, Hungary,
Luxembourg, social policy is heavily insurance-based and this would
lower the progressivity of these measures; hence, their impact on
inequality. Cash transfers targeted primarily at old- age pensions,
and, except in Germany, the role of personal income tax is not very
significant.

The final social welfare model includes Chile, Greece, Italy, Portugal,
and Spain, Turkey with relatively higher inequality than others in the
OECD. Two drivers could be identified: these countries suffer from
wide wage dispersion and low employment rate. Like others, cash
transfers are used, but their sizes are relatively small, and mostly insur-
ance-based, and hence, have little re-distributional impact. In Chile and
Turkey, the welfare system is less developed and furthermore, the levels
of transfers and taxes in these countries rely more heavily on consump-
tion taxes for their revenue, which is below the OECD average. The
size of tax system is smaller but more progressive and yet, both inequal-
ity and poverty in these countries are higher than the OECD average
(OECD 2012; Hoeller et al. 2012).

4 The Distributional Impact of Taxes
and Transfer in the Emerging Economies

In this section, we turn to examine the distributional impact of taxes
and transfers in a sample of 24 emerging economies. The impact of dif-
ferent components is de-constructed too, and examined separately. In
the case of income, it is useful to consider various concepts of income
before we proceed. Researchers at Commitment to Equity (hereaf-

ter, CEQ) have come up with a summary of these different concepts
(Fig. 2).3

¥The data used are from national household surveys; the unit is ‘representative households’.
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Fig. 2 Basic income concepts (Source Adapted from Lustig [2015, p. 9])

These researchers have also developed technical capabilities enabling
the examination of the distributional impact of each of fiscal compo-
nents (Lustig 2017). Without doubt, it is a major progress in our
endeavour to examine some economic issues that produce serious social
outcomes; henceforth, this attempt enables policy makers to reduce
the negative impacts. There is no doubt that progressive taxes reduce
inequality, not homogenously, but surely these measures are effective
everywhere they have been implemented. In this context, using differ-
ent concepts of income enables one to compare incomes before taxes
and transfers with income after taxes and transfers. One can also assess
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the impact of transfers in kind, such as education and health care ser-
vices offered by the state. In a major study by Inchauste and Lustig
(2017), on the distributional impact of taxes and transfers on income
distribution, evidence is offered as to the impact of fiscal measures on
income distribution in eight low and middle income economies. At the
same time, CEQ produced several studies, using the same concepts of
income and the same analytical approach to study the distributional
impacts of these measures in another 16 countries. Overall, I have com-
piled data on the impact of fiscal measures in 24 countries for further
examination.

There are several reasons as to why I have chosen these countries for
further examination. First, the list is comprehensive; countries from
Asia, Africa, Europe, Latin America and the Middle East are present.
Second, as the same concepts of income are used, using the same tech-
nique to measure inequality, and hence, our results are comparable
without creating any problem of incompatibility.

In the 24 studies, the Gini coefficient, a common measure of
income inequality, has been calculated for each of these income con-
cepts. Hence comparing the Gini coeflicient for market income, with
Gini coefficient for disposable income captures the impact of direct tax-
ation on income distribution. Similarly, other Gini coefhicients inform
us about the impact of other fiscal measures that the state may have
undertaken. As a starting point, comparing Gini coeflicients for market
income with Gini coeflicient for final income confirms the view that
progressive taxes and transfers have positive impact on inequality and
reduces it (Fig. 3).

Examining details of each individual study would go beyond the
scope of this chapter, but a number of general conclusions emerge.

* Given the results obtained in these studies, it is clear that the inequal-
ity in market income is the highest amongst income types.

® Progressive taxes and transfers definitely reduce inequality as can
be seen above, but the scale of the decline is different in different
countries.
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Fig. 3 The distributional impact of fiscal policy (Source Based on statistics
given in: Alam et al. (2017; Jordan), Higgins et al. (2013; Paraguay), Jellema
etal. (2017; Indonesia), Cancho and Bondareako (2017; Georgia), Inchauste
et al. (2017; South Africa), Paz-Arauco et al. (2012; Bolivia), Cabrera et al. (2014;
Guatemala), Arunatilake et al. (2017; Sri Lanka), Baanante (2013; Peru), Enami
et al. (2016; Iran), Ruble et al. (2013; Brazil), Younger and Khachetryan (2017;
Armenia), Pinto et al. (2015; Ecuador), Beneke et al. (2017; El Salvador), Haas
et al. (2017; Uganda), Myamba et al. (2016; Tanzania), Martinez-Aguilar et al.
(2017, Chile), for the remaining countries, Inchauste and Lustig 2017)

In the above example, the fall in Gini coefficient in Brazil, South Africa,
Georgia is the highest in this sample. The impact in Jordan, Indonesia
and Paraguay is minimal. In Georgia, despite the fact that indirect
taxes make a bigger contribution to government revenues from taxa-
tion, Chancho and Bondarenko (2017) show that the social spending
is reasonably targeted to the bottom of the distribution, and ‘while indi-
rect taxes reduced the income of the poor, social spending raised their
income considerably’ (p. 129). Furthermore, ‘the income of the bottom
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60 percent increased moving from market income to final income,
with the largest increase experienced by the poorest 20 percent (ibid.,
p. 129). By contrast, in the case of Jordan, one possible reason for the
weak impact of taxes and transfers may be the extensive use of indi-
rect taxation without sufficient mitigating social spending. Alam et al.
(2017, p. 6) point out that for Jordan revenues from indirect taxation
account for more than two thirds of government revenues from taxes. It
seems that Paraguay suffers from the same problem since its government
relies heavily on value added tax to the extent that while income taxes
raised about 11% of government revenue, nearly 34% of it is raised via
VAT (Higgins et al. 2013, p. 6). The conduct of taxes and transfers in
Paraguay is so inadequate that Higgins et al. (ibid.) examining the situ-
ation in this country compare it with seven other Latin American econ-
omies and conclude that, based on market income, Paraguay has one
of the lowest inequalities before government intervention. However, the
final income Gini coefficient for Paraguay is the second highest among
Latin American economies in this sample, which is interpreted as the
failure of these measures. The use of direct taxes and transfers reduce
it by less than one percent, but extensive use of indirect taxes reverses
this progress. Another possible contributing factor to the relative failure
in Paraguay is that the revenue base of the government is rather weak.
Indonesia likewise raised more revenue from indirect taxes than direct
taxes and Jellema etal. (2017, p. 33) point out that while these meas-
ures reduce both poverty and inequality, ‘however, the magnitudes are
modest’ as we have witnessed in the data presented earlier. In South
Africa, possibly the most unequal society in Africa, the government is
using its fiscal instruments to significantly reduce market income ine-
quality and poverty through a progressive tax system and highly pro-
gressive social spending programme. It looks as if the state gets its
‘targeting’ right, the rich bear the brunt of taxes, and the government
redirects these resources to the poorest in society to raise their income
(Inchauste et al. 2017, p. 23). It is further revealed by Inchauste et al.
(op. cit.) that only the top three deciles of the income distribution pay
more in taxes than they receive in transfers; hence, a serious decline in
the Gini coeflicient emerges as we have already reported.
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Fig. 4 The distributional impact of income tax and direct cash transfers (Source
as for Fig. 3)

4.1 The Distributional Impact of Direct Taxation
and Transfers

Comparing the Gini coefhicients for market income and disposable
income enables us to assess the impact of direct taxes and direct cash
transfers on inequality in these countries. As can be seen in Fig. 4, these
measures have reduced the Gini coefhicient in all, except one, countries
in our sample.

In Paraguay, the Gini coefficient has actually increased slightly indi-
cating more inequality following the intervention by the government in
these areas. In Bolivia, Indonesia, Peru and Sri Lanka, the impact was
minimal. Georgia experienced the highest decline in its Gini coefhicient,
22 percentage points followed by Iran where the decline was 14%.
Looking at the underlining factors causing these impacts, a number of
interesting points emerge. In Paraguay, it seems as if the government
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failed in its targeting and as Higgins et al. (2013, p. 16) point out ‘a sig-
nificant number of the near poor pay enough direct taxes to make them
poor ... direct transfers reduce poverty slightly, but their impact is over-
shadowed by the poverty increasing impact of direct and indirect taxes.’
In the case of Bolivia, Paz Arauco etal. (2012, p. 3) make two points.
One, the targeting is misplaced and there appears to be significant leak-
ages to the non-poor, and second, the size of the transfers was relatively
small. Direct transfers account for 2% of GDP.

Cobrera et al. (2014, p. 8) assessing the situation in Guatemala show
that taxes and transfers achieve almost nothing in terms of reducing
inequality and poverty overall because tax revenues are not only low
but also severely regressive. Extensive use of consumption taxes offset
the benefits of cash transfers and more than 60% of government rev-
enues are raised by indirect taxation and the share of direct taxation
is less than 27%. Direct taxes are somewhat progressive but ‘they are
painstakingly low’ (ibid., p. 3). They add (ibid., p. 3) that ‘in contrast,
consumption taxes are outright regressive and increase inequality after
direct and consumption taxes and direct transfers is the same as mar-
ket income inequality.” In their view, the share of direct taxes should
increase, but at the same time, ‘Guatemala is a textbook case of the
power of elites to block pro-poor tax reforms’ (ibid., p. 24). Jellema
etal. (2017, p. 21) writing on Indonesia, point out that ‘approximately
two-fifth of poor individuals are impoverished by fiscal policy;” and fur-
ther, this outcome ‘indicates that a progressive, poverty-reducing fiscal
system like Indonesia’s does not necessarily produce net positive trans-
fers for all poor households.” Jellema et al. (op. cit., p. 34) stress the fact
that direct transfers are equalising and more effectively target the poor
than in-kind transfers or subsidies but the problem seems to be that
direct transfers are very small in magnitude, less than half a percentage
point of GDP, hence its impact is minor as the size of the transfers is so
small that it does not cover all those who my need them.

In the case of Sri Lanka and the failure of its fiscal measures to reduce
inequality, both the size and their progressivity seem to be the culprit.
In Sri Lanka, most of government revenues are raised via indirect taxes
(Arunatilake etal. 2017, p. 269). Furthermore, there appears to be
additional problems. The government sustained fiscal deficits of 7-8%
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of GDP annually during 2002-2012, leading to significant accumula-
tion of public debt. Arunatilake et al. (2017, p. 268) refer to ‘limited
fiscal space’ given the low revenue, hence, leading to ‘limited impacts’.
To see how limited this fiscal space is, let us recall that with revenue
equal to 10.7% of GDP in 2014 ‘Sri Lanka now has one of the low-
est tax-revenue—to-GDP ratios in the world’ (ibid., p. 268). Most of the
revenues are collected via indirect taxes; in fact, two and a half times
more than what is collected via direct taxation. Total tax collection in
2009 amounted to 12.8% of GDP of which 7.2% were indirect taxes
and the 2.9%, direct taxes (ibid., pp. 269-270).

On Peru, Baanante (2013) points out that the extent of inequality
reduction by fiscal measures in Peru is rather small. The main reason for
this is relatively small scale of this spending. Social spending in Peru is
below the Latin American average, as is its tax revenue; however, rev-
enue raised via indirect taxes is above the average for Latin America.
Regarding the use of taxes and transfers in Georgia, policy makers
appear to come up with a number of interesting ideas to enhance their
redistributive impact. For instance, income from the primary supply
of agricultural products produced domestically, and up to $83,350,
is exempt from income tax. There are also tax exemptions for a single
mother or for a person with a disability. In addition, Georgia spends
6.1% of GDP on direct transfers and social assistance programmes,
which is one of the highest among the middle income economies.
Georgia’s non-contributory public pension scheme provides a flat uni-
versal pension to all elderly people (Cancho and Bondarenko 2017,
pp- 119-121). In the case of Iran, it raises more revenues from direct
taxes than from indirect taxes and its total social spending is about 14%
of GDP. Enami et al. (2016, p. 9) show that Iran has several transfer
programmes, and broadly speaking, fiscal measures reduced Gini coef-
ficient by nearly 20% (ibid., p. 18) and the main role here is played by
direct transfers. The main cash transfer was universal when it was first
introduced. The top 20% of population was subsequently excluded and
Enami et al. (2016) argue that if the exclusion was extended to the top
40%, and were combined with a moderate increase in the cash transfers
to the bottom deciles, ‘the additional reduction in poverty and inequal-
ity would be considerable’ (p. 31). For Brazil, Ruble et al. (2013, p. 7)
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point out that primary spending is close to OECD average, but taxes on
consumption are the main source of government revenues, representing

12.9% while direct taxes are only 8.2% of the GDP.

4.2 The Distributional Impact of Indirect Taxation
and Indirect Subsidies

Moving from disposable income to consumable income, the impact of
indirect taxes and indirect subsidies can be examined.

As can be seen in Fig. 5, the distributional impact of these two
measures is rather limited and in half of the countries in our sample;
there was an increase in their Gini coefficients for disposable income.
The highest rise was in Georgia, where the Gini coefficient increases by
0.016 point or more than 4%. The highest fall was in Tanzania where
there was more than 3% decline. Broadly speaking, the Gini coefh-
cient for disposable income was higher than the Gini coefhicients for
consumable income in Armenia, Bolivia, Brazil, Georgia, Guatemala,
Indonesia, Russia, South Africa, Uruguay, Iran, Paraguay. In Georgia,
Cancho and Bondarenko (2017) confirm that while direct taxes are
progressive, the burden of indirect taxation is more evenly distributed
with the poor losing a higher percentage of income. Indirect taxes
represent 55% of government revenues from taxes whereas the share
of progressive and well-targeted income tax is only 29% (ibid., p. 8).
Furthermore, ‘Georgia’s excise taxes are more regressive than the VAT.
Excises are the only taxes the government can levy under the Economic
Liberty Act without a referendum....overall the net fiscal system is
more un-equalising with the current system of indirect taxes than with
direct taxes’ (ibid., p. 31). Writing on Brazil, Higgins and Pereira (2013)
believe that a large proportion of direct transfer beneficiaries are non-
poor, and further, indirect taxes paid by the poor often surpass the ben-
efits they receive; hence, there is relatively low impact on inequality in
relation to total spending. It should be noted, though, that inequality
has fallen in Brazil in every year since 2001, but still there is a very high
level of inequality. Factors reducing inequality in Brazil are as follows:
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Fig. 5 The distributional impact of indirect taxes and indirect subsidies (Source
as for Fig. 3)

e increased public cash transfers;

* more equal distribution of educational attainment resulting from eas-
ier and expanded access to education in the 1990s;

e social spending becomes larger and more progressive (Cornia 2015;
Tsounta and Osucke 2014). That said, direct transfers are poorly tar-
geted, 74% of total direct transfer benefits the non-poor (Higgins
and Pereira, op. cit., p. 11). Higgins and Pereira (2013, p. 13) sum-
marise the situation rather nicely, in terms of direct transfers, Brazil
has relatively high spending, poor targeting, and low effectiveness
and add that, ‘in many cases, the benefits of transfer programmes are
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offset by indirect taxes.” Lustig (2015, p. 29) also points out that in
Brazil ‘it is the consequence of consumption taxes- including taxes on
basic foodstuffs- that wipe out the benefits from direct transfers such
as Bolas Familia for a considerable number of the market income
poor.’

In the case of Bolivia, the situation is more complex. Paz Arauco
etal. (2012, p. 2) testify that despite the fact that social spending was
expanded between 2007 and 2009, from 11.9 to 15.1% of GDP its dis-
tributional impact was limited. While ‘personal income in Bolivia is not
taxable, there are four indirect taxes applied to consumption, account-
ing for 41 percent of total tax revenue in 2009’ (ibid., p. 5). It looks as
if indirect taxes have a major role in reducing the distributional impact
of fiscal measures in Bolivia. When the impact of indirect taxes and
subsidies is assessed, Paz Arauco etal. (2012, p. 11) conclude that ‘only
people from the two poorest deciles receive more than what they con-
tribute.” As indicated earlier, the size of the package does not seem to be
the main culprit. It is worrying to learn that ‘the largest cash transfers
in terms of GDP, shows a distribution biased towards the three richest
deciles” (ibid., p. 15).

Given poor targeting, there are ‘significant leakages to the non-poor
population and the small size of the transfers, 62 percent of benefits dis-
tributed through direct transfers are received by the non-poor’ (ibid.,
p. 15). By contrast, Myamba et al. (2016, p. 8), examining the situa-
tion in Tanzania believe that cash transfer programmes have an excel-
lent targeting mechanism. However, there is widespread agreement that
tax evasion through informality is an important problem in this coun-
try. Interestingly enough, results show that indirect taxes, VAT, import
duties and excises reduce inequality in Tanzania, albeit by a smaller
amount (ibid., p. 15); but at the same time, it is also true that ‘govern-
ment causes significant increases in poverty with the indirect taxes that
it levies (p. 16).” Myamba et al. (2016, p. 29) conclude that about half
of this redistribution comes from very progressive direct taxation. The
rest comes from unusually progressive indirect taxation and progressive
in-kind transfers in health and education.
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4.3 The Distributional Impact of in-Kind Transfers

Comparing the Gini coeflicients for consumable income with the Gini
coeflicients for final income would capture the impact of in-kind trans-
fers. Examining the impact of in-kind transfers, we learn that in 23 out
of 24 countries in our sample, these transfers reduced inequality. It was
only in Ethiopia that there was no change. The highest fall in the Gini
coefhicient happened in Brazil; the Gini coeflicient declined there by
0.11 points, followed by 0.1 declines in South Africa and between 0.05
to 0.07 points in Ecuador, Mexico and Uruguay. In countries such as
Sri Lanka, Armenia and Jordan, the fall in inequality was not as pro-
nounced. Before discussing some of the underlying factors causing such
a drastic fall, let us point out that it should not be surprising to see that
in-kind transfers have such a strong downward influence on inequal-
ity. By and large, while the scale may still be inadequate, governments
spend more on education and health than they do on direct transfers or
indirect subsidies in these countries (Fig. 6).

Given the serious redistribution impact of in-kind transfers, the result
in Jordan is slightly puzzling. The government spends more than 3%
of GDP on education and primary and secondary schooling are free
and compulsory. Alam et al. (2017, p. 10) claim that Jordan has one of
the most modern health care infrastructure in the Middle Ease and like
education it absorbs more than 3% of GDP. One possible explanation
for weak impact may be that public health insurance covers only about
40% of the population. Writing on Armenia, Younger and Khachatryan
(2017, p. 4) argue that fiscal interventions are all very well targeted but
the scale is seriously inadequate. In the case of Brazil, it should not be
surprising to see that in-kind transfers have such a drastic impact on
inequality. All the measures taken together, except in-kind transfers,
reduced the Gini coefhcient by 0.035 points but following the in-kind
transfers, the Gini coefficient fell by another 0.075 points, more than
twice the impact of all other measures combined.

There is always room for improvement, but Brazil spends about 11%
of GDP on education and health, and as Higgins and Pereira (2013,
p- 5) point out education is free at all levels and health is also free publicly,
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Fig. 6 The distributional impact of in-kind transfers (Source as for Fig. 3)

providing day care facilities for poor houscholds. Likewise, health
care is also free for all types of care and a system created by the 1988
Constitution ‘guarantees access to health care to every citizen at public
health facilities.” Regarding South Africa, Inchauste etal. (2017, p. 4)
show that spending on primary and secondary education is very well
targeted to the poor and the same is true about spending on health.
In-kind transfers absorb 12.6% of country’s GDP, 7 percentages of
which is spent on education (ibid., pp. 7-9). Schooling is compulsory
for all children aged 715 years. While there is a fee to be paid, ‘schools
in poorer neighbourhoods are designated “no fee” schools, which receive
a slightly higher state subsidy to compensate for the absence of school
fees.” It is further reported that in 2011, 78% of students attended
no-fee schools (ibid., p. 10). The health care system is divided into
public care (serving more than 89% of the population) and private
care which is rather expensive and mainly used by the rich and well-off
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inhabitants. Primary health care is available free to everyone, but hospi-
tal services are offered at a heavily subsidised rate.

There are widespread exemptions for a whole variety of people, those
with low income, pregnant women and those who are on social bene-
fits. It is true that South Africa starts at a very high level of inequality,
but the use of taxes, both direct and indirect as well as cash transfers,
lowers Gini coefficient by 0.076; whereas, the impact of in-kind trans-
fers reduces Gini coefhcient by 0.098 point, nearly a 30% larger impact.
Spending on education in South Africa, with the exception of higher
education, is pro-poor reflected in a very high enrolment rates, over
97% for 7-15 year-olds and 83% for 1618 year olds (ibid., p. 19).
Spending on adult education is also pro-poor, about 50% of all the
spending on adult training centres benefits households with income of
less than $4 a day (ibid., p. 19). Health spending is not as pro-poor as
spending on education, but public spending on health is relatively well
targeted. It may not be because the poorer households have a higher
utilisation rates, but because the rich and the high income households
choose not to use the public health care system. For the financial year
2010/2011, South Africa spent more than 4% of GDP on public
health, which serves about 83%, nearly 42 million of the South African
population. The remaining 17% or 8.3 million people mostly use pri-
vate health insurance (ibid., p. 20). One issue of concern is the total
private sector health related spending, which is slightly more than what
is spent by the state on public health, i.e. 4.3% versus 4.1% of GDP.
So in effect, the average per person expenditure on health in the private
health care is more than five times what is being spent for public health
services.

To sum up our discussion so far, there is no doubt that taxes and
transfers, especially when progressive, would reduce income inequality.
However, despite all these measures, in thirteen countries in our sample
the Gini coeflicient for final income is more than 0.3 but less than 0.4,
and for eleven countries the Gini coeflicient is more than 0.4.

There is no doubt that there would always be room for improve-
ment in the use of taxes and transfers, but, this relatively poor result is
affected by three factors:
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e relatively high inequality in market income;

e relatively inadequate size of social spending in most of these econo-
mies; and

e in view of the regressive nature of indirect taxation, the sources of
finance for these programmes should change. IMF (2014b, p. 18)
offers two interesting observations. One, in the advanced economies,
not only do they raise more revenue than the emerging economies,
more than 30% of GDP on average compared with 15-20%, but
also more importantly, most of the revenues are raised via direct tax-
ation. By contrast, as we indicated earlier, the bulk of the revenues in
our sample are raised through regressive indirect taxation.

On the relative size of social spending and its impact on inequality, a
note of caution is in order. Looking at the impact of fiscal measures on
the Gini coefficients for final income, a mixed picture emerges. In our
sample, no such a direct link could be observed. The lowest expendi-
ture was in Indonesia, less than 5% of GDP and the highest, more than
25% of GDP concurred with the situation in Brazil.

In our sample, two countries spend anything similar to the average
social spending in Europe. Thirteen countries spend less than 10% of
GDP, and in the case of another 7 countries, the social spending is more
than 10 but less than 15%. While we agree that the size of social budget
is an important factor enhancing the re-distributional impact of fiscal
measures, judging by our data, no robust relationship between the two
could be established.

In our sample, in terms of GDP, Brazil spends more than others on
social issues, but the fall in Brazil’s Gini coeflicient is only second high-
est. On the other hand, Paraguay spends more than 12 other countries
in this sample on social issues, but the impact of these measures on ine-
quality is almost negligible. In short, while the scale of intervention is
important, equally significant is how well these measures are targeted,
transfers to the poor, and taxes to the rich.
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5 The Distributional Impact of Taxes and
Transfers in the Developed Economies

In this section, we turn to examining the distributional impact of taxes
and transfers in a sample of 17 developed countries. In advanced econ-
omies, taxes and transfers reduce inequality quite substantially, whereas
in emerging economies the scope is rather limited. First, progressive
direct taxes and transfers can reduce disposable income inequality as
compared with the inequality that the market transactions generate.
Second, when examining consumption taxes, it can affect consumable
income inequality. Finally, through in-kind transfers; such as educa-
tion and health, which can reduce the inequality of ‘final income’; that
is, consumable income adjusted for in-kind transfers. The impact of
in-kind transfers such as those for education and health is likely to be
long-term, and will affect market income inequality over time by chang-
ing the distribution of human capital. These types of transfers are most
likely to be effective across generations by promoting social mobility.
To a large extent, the effectiveness of these measures depends on both
the magnitude of taxes and transfers and their progressivity. In follows
from this that to enhance their effectiveness, taxes and transfers should
be progressive. Looking at different types of income, and how to tax
them, it looks as if in the last four decades, we have had our priority
wrong. For instance, capital income, which is more concentrated than
labour income, is taxed more lightly than labour income. If this anom-
aly is corrected and more revenue is thus generated, it would be easier to
maintain the progressivity of income tax system.

In our examination of the role of taxes and transfers in advanced
economies, in addition to IMF (2017b), we have four further pieces of
research (Jesuit and Mahler 2017; Caminada et al. 2017; Guillaud et al.
2017; Figari and Paulus 2015) that have provided evidence for our dis-
cussion in this section. Jesuit and Mahler (2017) took a sample of 20
developed economies and the sample size for Caminada etal. (2017)
was 47. Both of these studies consider pension as transfers, whereas
Guillaud et al. (2017) who utilised a sample of 22 OECD member

countries looked at pensions as part of market income in their analysis.
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Figari and Paulus (2015) looked at three countries, but utilised an
extended income concept that in addition to looking at indirect taxa-
tion also includes in-kind transfers. There will be some over-lapping of
evidence but their findings are different too. On top of these five, we
have access to the ‘Leiden LIS Budget Incidence Fiscal Redistribution
Dataset on Income Inequality™ where detailed evidence is provided and
will be utilised.

Three different concepts of income are used here, with the exception
of those derived from Figari and Paulus (2015): Primary income, which
covers labour and capital income; plus any private transfers. Examining
this concept further would inform on income inequality before social
transfers and taxation. Gross income is primary income plus any social
security transfers and here we measure the re-distributional effect of
social transfers. Lastly, we examine the inequality in disposable income,
that is, we subtract income taxes and any social security contributions.
Looking at the evolution of disposable income informs us about income
inequality after social transfers and taxes. It would be ideal if we could
examine the impact of indirect taxes and in-kind transfers too, but, lack
of data made this task impossible. In these studies, as indicated earlier,
only Figari and Paulus (2015) use an extended concept of income but
only report on three countries, of which only one is included in our
country sample, the UK.

Let us first see how has inequality changed in these countries when
transfers and taxes are taken into consideration (Fig. 7).>

A number of general points could be made:

o There is a substantial decrease in inequality as measured by the
Gini coefhicient, as between that for primary income and dispos-
able income in all countries, with the exception of South Korea.

“This dataset is available at: hteps://www.universiteitleiden.nl/binaries/content/assets/rechts-
geleerdheid/fiscaal-en-economische-vakken/economie/llbifr-dataset-on-income-inequality---no-
vember-2017.pdf.

>For eleven of the countries in this list, the year is 2013. Six of the 17 countries differ as follows:
for France and Canada, it is 2010, Sweden, 2005, Italy, 2014, Japan, 2008, and South Korea,
2012.


https://www.universiteitleiden.nl/binaries/content/assets/rechtsgeleerdheid/fiscaal-en-economische-vakken/economie/llbifr-dataset-on-income-inequality---november-2017.pdf
https://www.universiteitleiden.nl/binaries/content/assets/rechtsgeleerdheid/fiscaal-en-economische-vakken/economie/llbifr-dataset-on-income-inequality---november-2017.pdf
https://www.universiteitleiden.nl/binaries/content/assets/rechtsgeleerdheid/fiscaal-en-economische-vakken/economie/llbifr-dataset-on-income-inequality---november-2017.pdf
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Fig. 7 Gini coefficients for Primary income (Pl) and Disposable income (DI)
(Source LIS dataset on income inequality, available at: https:/www.universi-
teitleiden.nl/binaries/content/assets/rechtsgeleerdheid/fiscaal-en-economis-
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In South Korea, and to some extent in Japan, there is a fall in ine-
quality of income when the Gini coefhcients for primary and dispos-
able incomes are compared, but compared with others, the scale of
the decrease is not significant.

e In all countries, transfers, especially pensions, are by far the main
driver of decline in inequality, with the exception of Japan and
Sweden.

¢ In terms of percentage decline in Gini coeflicient, the highest fall was
in Sweden (49%) and the lowest happened in South Korea where it
fell by just 9%. Excluding South Korea, the average decline in ine-
quality was a little over 39% in these countries.
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Caminada et al. (2017, p. 4) have stressed the fact that with the excep-
tion of the USA, in the mid-2000s, the average distributional effect of
public cash transfers was twice as large as what was achieved by tax-
ation. This said, however, they also show that while inequality in mar-
ket income has been sharply moderated, it was not compensated in full,
though, meaning that inequality in disposable income increased too,
but not by the same scale. In their findings, the average Gini coeflicient
for market income was 0.483 but post-government’s intervention this
average went down to 0.347, a Gini reduction of 0.136 points or 28%
(ibid., p. 5). They have also shown that out of this decline, 23% fall is
linked with transfers and 5% is caused by taxes (ibid., p. 22). We have
selected 17 countries from their sample, and for the selected countries,
all advanced economies, the results were slightly different. The average
Gini coefficient for market income was 0.47 and went down to 0.291
when we included the impact of taxes and transfers, a fall of 0.179 points
or more than 38%. It is not surprising that the distributional impact
of these measures is stronger in this smaller sample. Jesuit and Mahler
(2017, p. 13) study is similar, covering more or less the same countries,
14 out of 17 of our selected countries are included in their sample here.
Once again, the driver for most of the decline in inequality is the
pensions which on average reduce the Gini coefhicient by 0.091 points
which is more than twice the impact of other transfer programs combined.
In Belgium and the Netherlands, the impact was more pronounced than
others, and reduced the Gini coefficient by 0.115 points. At the other
end, the impact of pensions in reducing inequality was lowest in the US,
Canada and Japan (ibid., p. 13). Jesuit and Mahler (op. cit., p. 21) note
that during the period 1970-2010, the Gini coefhicient for market income
increased significantly in these countries; in fact it increased by 0.110
points, but when they examined the changes in the Gini coefficient for
disposable income, which captures the impact of taxes and transfers, the
average went up by only 0.018 points, still an increase but a very mod-
est one. Among this group of countries, the highest increase was in the
UK where the Gini coefhicient increased by 0.190 points and the next
in line in terms of increase was Germany followed by the USA (ibid.,
p. 23). Their results seem to confirm that redistribution resulting from
taxes did not change much and remained flat in the previous four decades.
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In addition to pensions, the impact of child benefits, unemployment com-
pensation and housing benefits on Gini coefficient is also examined. While
every one of these programs made a positive contribution to the decline in
inequality, but their impacts were minor, and unemployment benefits, for
instance, reduced the Gini coeflicient by 0.011 points on average for these
countries. This brings us to raise the issue that it might be the right time to
reform our tax systems to enhance the distributional impact.

Figari and Paulus (2015, p. 361) using an extended concept of
income found lower levels of inequality, with their estimate for the Gini
coefhicient for the UK being reported at 0.26, whereas other studies give
us a figure of 0.33, which is more than 25% higher. Furthermore, by
looking at main drivers for lowering inequality, in the UK, they found
that the main driver was means tested benefits and not the public pen-
sions as claimed by others (ibid., p. 363).

In discussing the use of tax and transfer policies to reduce inequal-
ity, we often come up face to face with the claim that this could harm
growth by reducing market efhiciency. Accepting the so-called ‘trade off’
between equity and efliciency overlooks policies that could enhance
both. As we have shown earlier in this chapter, government spending on
education and health would surely reduce inequality and these kind of
productive expenditure would be pro-growth too.

In most of the economies of our sample, the tax code is less pro-
gressive than it may appear as those sources of income which tend to
be received by the rich such as capital gains and dividends are taxed at
a preferred rate. The incomes of lower- and middle-income taxpayers
predominantly come from wages, which when all the other deductions
included, generally incur a higher rate of taxation than capital gains and
dividends. Not only is this treatment not fair, but also in practice, it
invites manipulation of how income is reported to the tax authorities
and how business owners choose to pay themselves and their workers.

So tax reform should, as much as possible, narrow the differences
between the ways different income types are treated and if it fails to
give preferential treatment to income from work, at least, it should
treat labour income in the same way that it treats income from capital.
Whatever the claim, the fact of the matter is that in the past four dec-
ades wealth and income trickled up and were transferred from the poor
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and middle classes to the wealthy. Given the current state of the global
economy, there is simply no good reason to continue maintaining this
mechanism, and drastic measures to change it are essential. Incomes and
wealth have risen at the top, but wages have grown too slowly for the
working and middle class. To mention in passing, this pattern would
lead to a sluggish growth of aggregate demand and that in turn, would
generate all kinds of problems for the management of the macro econ-
omy everywhere. We must ensure that whatever reforms we undertake,
the poor, the working class and the middle class would not have their
share of taxes increase. At the same time and perhaps more important,
we should make sure that the wealthy would not have their share of
taxes decreases either. It is important that tax reform raises more reve-
nues so that the size of social spending could increase.

Revenue-raising reforms must strengthen the tax system in both the
short run and the long term. In most of the countries that we have cho-
sen in our sample, the tax system chronically underfunds public invest-
ments the people at large collectively support and want; and does so in
a way that pushes low-income families further into poverty while allow-
ing big corporations and the wealthy to avoid paying their fair share of
taxes. An effective and efficient tax reform should raise revenue in the
short run so that pressing needs could be financed, while simultane-
ously creating a sustainable long term revenue base to meet those future
needs that are likely to be more urgent. It is absolutely essential that
tax reform would not create greater problems for inequality and poverty
than what they are already. It is not easy but could be done if sufhcient
political will is at the right place. Each of these goals can be achieved by
trying to close unwarranted loopholes for capital gains and offshore cor-
porate profits, while preserving and expanding valuable low-income tax
credits and pro-investment tax allowances.

6 Policies to Tackle Growing Inequality

Let us begin with a simple statement that the present economic and
social inequalities are unsustainable. In recent decades, income inequal-
ity has increased in nearly all countries and Alvaredo et al. (2018, p. 8)
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warns ‘It is our belief, however, that if rising inequality is not properly
monitored and addressed, it can lead to various sorts of political, eco-
nomic, and social catastrophes’.

Short of offering structural changes in the working of capitalism, the
use of progressive taxes and transfers is an effective mechanism that can
help reduce income inequality through various channels. The extent of
fiscal redistribution depends on both the magnitude of taxes and trans-
fers and their progressivity. If we implement progressive direct taxes and
transfers, these measures reduce disposable income inequality, that is, ine-
quality of income after taxes and transfers. Indirect taxation; consump-
tion taxes which, is increasingly popular with policy makers as a source of
raising revenue but with negative impact on equity, would lower inequal-
ity in consumable income. There are two ways that the impact of con-
sumption taxes could improve. First, policy makers exclude items that are
usually consumed by lower deciles in the income distribution and taxes
are targeted towards items consumed by the rich and wealthy. Second, the
revenue raised via consumption taxes would be allocated to welfare pro-
grams benefiting the lower deciles in the distribution. Finally, via in-kind
transfer spending, the distribution of final income would be affected. It
should be noted that greater spending on education and health also influ-
ence market income inequality over time by improving the distribution of
human capital and consequently promotes social mobility too.

As indicated in this contribution, worsening inequality is not ‘as act
of God or nature’ and depends on policy decisions and changes that
have been made in the last four decades; concerning trade unions,
banks, wages and our tax system. If sufficiently strong political will is
in the right place, this trend could be reversed. In relation to taxes, as
a major source of revenue, IMF (2017a, p. ix) seems to be in favour of
some kind of wealth tax and increase in the marginal tax rate for top
income earners. While we share the view that the top rate of tax should
increase and the declining trend of recent years should be reversed, we
argue that given the level of financial secrecy and secret jurisdiction, we
share Zucman’s observation ‘it is not possible to tax wealth if we cannot
measure it’ (2015, p. 99). We would further argue that the IMF as a
powerful global organisation should use its influence for a global finan-
cial register so that such a tax could be applied.
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Moving from the tax side to the spending side, an important debate
here is the choice between universal and means tested transfers to
achieve distributional objectives. In view of financial constraints, some
researchers argue in favour of better targeting, i.e. more means-tested
measures, while others, points out the weaker redistribution impact
of means-tested transfers. It goes without saying that greater use of
means-testing could potentially stretch the administrative ability of the
welfare system and may lead to mis-allocation of resources. Looking
at the transfers’ side of taxes and transfers, one measure; the Universal
Basic Income (UBI) is discussed in many circles. A number of factors
could be mentioned in its favour.

e It could address poverty and inequality more efficiently than means-
tested transfers.

It could be used to mitigate the decline in income and uncertainty
generated by technological change, and automation in particular.

e It is also suggested that the UBI may be used as leverage for pursu-
ing essential but unpopular structural reforms, such as subsidies
removals.

* On the negative side, however, the opponents argue that there would
be unacceptable level of leakage of benefits to higher income groups.

Our main concern about the UBI, is the uncertainty about its source
of finance. There are two ways that this could be financed. First, trying
to raise revenue by raising taxes, or by reducing other social expendi-
ture and allocating what become available to UBI. In both cases, the
final outcome is not very clear. The fiscal cost of UBI will depend at
what level it would be set. The IMF (2017a, pp. 52-53) offers a brief
empirical assessment of UBI in 8 countries, the level of UBI is set at
25% of the country net median market income and some interesting
results are produced. On average, it would cost about 6.5% of GDP
in the advance economies and 3.8% of GDP in the selected emerging
economies. In the case of all countries in this small sample, there is a
fall in Gini coefficients as well as in the poverty rate. Our counterfactual
argument here would be if the health or education expenditure in the
UK increases by 6.5% of the GDP—the cost of UBI—how would the
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Gini coefhicient be affected by this? In relation to France and the US,
the situation is the same, except that in the USA the Gini coefficient
falls by 0.02 points (ibid., p. 53).

We would argue that given the fact that having a job is no longer
a protection against poverty, and further, there is continued growth of
non-standard work, taxes and transfers should promote good-quality
jobs. While in-work benefits continue, every measure should be taken,
including in-work training to improve the productivity, hence, pay and
conditions of workers.

7 Summary and Conclusions

This chapter highlighted the distributional impact of taxes and transfers
by taking two samples, 24 emerging economies and 17 developed coun-
tries for this purpose. It is clear that the use of these measures would
reduce income inequality, far greater in the developed countries than
in the emerging economies. One of the factors contributing to a bigger
impact is the relative size of these programs. In the case of emerging
countries, education and health expenditure had the bigger impact on
reducing inequality while in the developed economies, pensions played
that role. A number of structural factors contributing to this growing
divide have been mentioned but this chapter has focused on discussing
taxes and transfers and their impact on inequality. Given the risk asso-
ciated with growing inequality, the use of progressive taxes and transfers
is strongly recommended but to enhance the effectiveness of these meas-
ures the prevailing international tax system must be overhauled too.
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Gender Inequality in the Labour Market
and the Great Recession

Patricia Peinado and Felipe Serrano

1 Gender Equality: A Fundamental Human
Right

Gender equality is a fundamental human right. According to the defi-
nition given by the United Nations (UN 2018), “Human rights are
rights inherent to all human beings, whatever our nationality, place of
residence, sex, national or ethnic origin, colour, religion, language, or
any other status. We are all equally entitled to our human rights with-
out discrimination”, moreover, it continues “These rights are all interre-
lated, interdependent and indivisible”. What is more, the argument is
raised that beyond being a fundamental human right, gender equality
is “a necessary foundation for a peaceful, prosperous and sustainable
world” and consequently, the provision of females “with equal access to
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education, health care, decent work, and representation in political and
economic decision-making processes will fuel sustainable economies
and benefit societies and humanity at large”.

The 10th of December was declared the “Day of Human Rights”
as Human Rights were recognised by the UN in the Universal
Declaration of Human Rights during its 183rd plenary meeting
held in Paris on 10 December 1944. Additionally, during UN'’s
Beijing Platform for Action of the year 1995, the concept of ‘Gender
Mainstreaming’ was adopted. In 1997, it was defined by the UN
Economic and Social Council (ECOSOC) as “the process of assessing
the implications for women and men of any planned action”; which
includes all levels and areas of legislation and policies or programmes.
The concept of gender mainstreaming makes “the concerns and experi-
ences of women as well as of men an integral part of the design, imple-
mentation, monitoring and evaluation of policies and programmes
in all political, economic and societal spheres” being the last aim “to
achieve gender equality.” However, in the year 2018, far from hav-
ing eradicated the existence of inequalities between women and men,
we still find gender equality as a major challenge included in all the
main political agendas and statues of different governments, organisa-
tions, associations and institutions in general. The UN have recently
included among the 17 goals defined to reach sustainable develop-
ment, a specific gender equality goal (number five),! recognising that
“While the world has achieved progress towards gender equality and
women’s empowerment under the Millennium Development Goals
(including equal access to primary education between girls and boys),
women and gitls continue to suffer discrimination and violence in
every part of the world” (ILO 2018).

In the European Union (EU) gender equality is not only “a funda-
mental right” and “a common value”, but also a strategic objective con-
sidered “a necessary condition” paramount to achieve “the objectives
of growth, employment and social cohesion” (EIGE 2018). Empirical

The United Nations (UN) specifically defines, “Goal 5: Achieve gender equality and empower all
women and girls”.
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evidence supports these arguments. According to the latest report on
the impacts on GDP of gender equality by 2050, improving gender
equality would increase GDP per capita in the EU from 6.1 to 9.6%?
(EIGE 2017). As a consequence, among the EU’s institutions respon-
sible for designing the policies and strategies to address gender main-
streaming and reach gender equality, the European Commission (EC
2006, 2010, 2015) has recently designed three different strategies
to achieve gender equality: (i) The Roadmap for Gender Equality
between Women and Men 2006-2010; (ii) The 2010-2015 strat-
egy for equality between women and men; and (iii) The Strategic
Engagement for Gender Equality 2016-2019; highlighting that “Over
the last 60 years, changes and persistent policy efforts have established
a trend towards gender equality” (EC 2017, p. 7). However, as this
latest report on gender equality published by the EC concludes, “Over
the last years, the gaps in pay, employment and working hours have
been plateauing”. What is more, as it is stated, at the rate of change
registered, “it will take more than a century to close the overall gender
gap in earnings”. Moreover, they add, “in the 21st century, the dispro-
portionate weight of care responsibilities on women will continue to
shrink their economic independence and have a lifelong effect on their
career, earnings and pensions” (EC 2017, p. 53).

It may be concluded, in the light of the arguments above, under-
standing the causes and consequences of gender inequalities is an issue
that could only be understood from an holistic perspective; that is to
say, all the dimensions of the phenomena need to be considered. In this
chapter, we focus our attention on the labour market dimension of gen-
der differences. More precisely, we focus on the study of gender differ-
ences in employment, unemployment and wages during the years prior

and posterior to the Great Recession (GR) in the EU.

2See Agénor and Canuto (2015) for an assessment on the long-run positive impact of gender
equality on Brazil’s economic growth and Elborgh-Woytek et al. (2013) for its overall impact.
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2 Gender Differences in the Labour Market:
Literature Review and Own Contribution

2.1 Literature Review

Gender differences in the labour market have been widely studied dur-
ing the last decades (Blau and Kahn 1992, 1995, 1996a, b, 2001, 2013,
2017; Edin and Richardson 2002; Kidd and Shannon 1996; Kunze
2017a; Olivetti and Petrongolo 2008; Ngai and Petrongolo 2017).
Empirical evidence shows the existence and persistence of differences in
labour market outcomes that left females in a disadvantageous position
compared to male counterparts: (i) rates of employment are generally
lower among women compared to men; (ii) rates of unemployment
have generally proven to be higher for females than for males; while,
(iii) females tend to show lower earnings than males.

All these research outcomes on gender differences in the labour mar-
ket may be classified in two different groups. On the one hand, the
research conducted to analyse country-level (within country) gender dif-
ferences as recently identified by Ngai and Petrongolo (2017) or Blau
and Kahn (2017). On the other hand, there is a series of studies per-
formed to understand gender international differences; that is to say,
research focused on the causes of the existence of different labour mar-
ket outcomes across countries (Kunze 2017a; Olivetti and Petrongolo
2008; Blau and Kahn 1992, 1995, 1996a, b, 2001, 2013, 2017).

Whether within a given country or across different countries, empir-
ical evidence sheds light on the possible causes of the existence of these
differences; especially regarding the paramount ‘gender pay gap’ (GPG).
According to Blau and Kahn (2017), we can classify these factors in
three different groups. In the first group we find the set of factors tra-
ditionally used to explain gender differences in the labour market.
These are (i) the labour force participation of women, which shows a
rapid increase after the World War II mainly linked to the increase in
returns to female labour force (Goldin etal. 2006; Juhn and Murphy
1997; Blau and Kahn 2007); (ii) the problem of females’ selection bias;

as observed it is the wages of those women who certainly participate in
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the labour market (Heckman 1979); (iii) the increasing levels of edu-
cation among women, who have overtaken men in education (Blau
etal. 2014) although no clear explanation has been demonstrated yet
for this fact (Blau and Kahn 2017); (iv) the work experience and num-
ber of hours worked, which explain a higher proportion of gender dif-
ferences in the past than in the present time, although still important?;
(v) the gender differences in formal training and turnover related to the
hypothesis that women tend to receive less training at work? than men
due to females’ higher probability of quitting a job for family respon-
sibilities; (vi) the gender division of labour and motherhood as non-
market job is said to negatively affect females’ labour performance; (vii)
the occupational segregation, which has diminished but still explains
“one-third of the gender gap in 2010” (Blau and Kahn 2017, p. 827);
and, finally, (viii) the deeply debated and illegal labour market discrim-
ination,> where Becker (1971) was one of the first to provide an (neo-
classical) economic analysis.

A second group of factors to explain labour market differences
between females and males are (i) the social norms; (ii) the psycholog-
ical attributes (Mueller and Plug 2006) and (iii) some non-cognitive
skills. A good example of these is the lower willingness of women to
negotiate (Babcock and Laschever 2003) or the lower female tendency
for competition (Bertrand 2011). Similarly, women’s risk aversion tends
to be higher (Croson and Gneezy 2009). All these personal features
are said to ultimately negatively affect the wages of females as well as
their representation in high-level jobs, leading to an increase in gender
differences.

Finally, a third group of factors, starting with the contribution
by Juhn etal. (1991), addresses the explanation of labour market

3In the study by Blau and Kahn (2017), it is demonstrated that while gender differences in expe-
rience accounted for 24% of the gender gap in the 1980s, it only counted for 16% by 2010.

“Notice that less work training eventually implies a reduction of females’ relative human capital.
5Since 1970 a total amount of 13 pieces of legislation to ensure equal treatment at work have
been adopted. In 2000, the new EU legislation laws on equal rights between genders were
adopted to prohibit gender discrimination because of racial and ethnic origin, religion and belief,
disability, sexual orientation or age (EC 2018)
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differences among males and females from the demand and supply
forces of the world-economy and the labour-market institutions.
Empirical evidence shows that countries with stronger union density
tend to show a more compressed wage structure linked to the existence
of higher minimum wages that mainly affect women thus narrowing
the ‘gender pay gap’ (Blau and Kahn 1996a); although there is also evi-
dence that highly centralised unions lower relative employment among
females by lowering employment and raising unemployment (Bertola
et al. 2007).

As pointed above, all these factors may help to explain both, coun-
try level gender differences and differences across countries. Some of
the factors explaining country-level differences, such as differences in
human capital or gender discrimination exerted by employers, may also
be extrapolated to explain gender differences across countries. There
is evidence of the existence of a positive correlation between country’s
size of ‘gender pay gap” and the related skill regards. Moreover, ‘gender
pay gap’ tends to be higher in countries showing larger sectoral differ-
ences (Blau and Kahn 1992, 1995, 1996a, b). However, international
differences in the ‘gender pay gap’ are only understood in the light of
the third group of factors; that is to say, when the factors influencing
overall wage structure are included. Among these factors, there is some
evidence showing the importance of labour market supply and demand
forces® (Blau and Kahn 2001, 2013, 2017). However, relative wage ine-
quality” and non-egalitarian institutional wage-setting® are considered
the major causes of its existence (Kidd and Shannon 1996; Edin and
Richardson 2002; Blau and Kahn 2001). A very enlightening contri-
bution in this respect is the research by Blau and Kahn (2001), where
they provide evidence that “rather than to changes over time within

%“More compressed male wage structures and lower female net supply are associated with a lower
‘gender pay gap”” (Blau and Kahn 2001, p. 138).

7In the pair-wise comparison between the US and other advance economies, performed by Blau
and Kahn (1992, 1995, 1996b), it is found that the higher wage inequality existing in the US is
the main reason for the ‘gender pay gap’ to be relatively higher. This may be called “the paradox
of American women with relatively higher qualifications” (Blau and Kahn 2001).

8Using microdata for 22 countries, Blau and Kahn (2001) find strong evidence of the importance
of institutional setting to explain the existence of the ‘gender pay gap’.
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countries” (Blau and Kahn 2001, p. 131) it is the “long-run differences
across countries” (Blau and Kahn 2001, p. 131) that can mainly explain
differences in the ‘gender pay gap’; this is by pointing to the institu-
tional setting as the major cross-country existing difference. Moreover,
in order to test their hypothesis they include a series of labour market
institutions and settings’ as explanatory variables of the international
differences in the ‘gender pay gap’; showing strong evidence that the
extent of collective bargaining as well as agreements providing higher
wage floors, work towards the objective of wage equality between
females and males.

Some researchers have studied the general effects of the ‘great reces-

sion’!? on labour market outcomes. There is a series of country-level

studies such as the performed by Coulter (2016) for the UK, in which
he attributes macroeconomic policies “more supportive of growth
than in previous recessions” as well as the “several decades of innova-
tion in labour market policy” Coulter (2016, p. 197) the better perfor-
mance of the UK economy compared to other European continental
countries or the US. However, he also explains that this performance
is linked to part-time and insecure job creation together with a fall in
real wages and a loss of productivity. A study by Garibaldi and Taddei
(2013), for the case of Italy, argues that, as a consequence of the two-
tier labour market reforms implemented there is a dual labour market
in Italy formed by a group of workers in permanent jobs or insiders
and a group of workers temporary jobs in which young generations
are specially concentrated and, consequently, burdened. Rinne and
Zimmermann (2012) conclude that the German ‘miracle’ observed
during the ‘great recession’ is a consequence of the combination of a set
of variables, from labour market reforms to the crisis mainly affecting
export-led companies or automatic stabilisers. They highlight the role
of “short-time work and long-term shortages of skilled workers” (Rinne
and Zimmermann, op. cit., p. 1) as key factors for the surprisingly

IThese are: (i) collective bargaining coverage; (i) minimum wage laws; (iii) unemployment insur-
ance systems; (iv) job protection; and (v) parental leave entitlements (Blau and Kahn 2001).

19By ‘oreat recession’, we refer to the years 2008-2013.
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good performance of the German economy. Additionally, some authors
have focused on comparing the outcomes for the different countries in
the EU. This is the case of the EC (2017), Dreger et al. (2014) or Boll
etal. (2016) for the EU as a whole or the research by Bentolila et al.
(2012) in which French and Spanish labour markets are compared.
In this last research, authors estimate that if only the Spanish labour
market had followed the same labour market protectionism as done by
France, 45% of the increase in unemployment during the GR would
have been avoided.

However, among the studies on the effects of the GR on labour mar-
ket outcomes in the EU, some literature has focused specific attention
on the effects on gender differences. Following the same classification
used before, we can distinguish between: (i) country-level studies; and,
(ii) international studies. Within the first group, Addabbo et al. (2015)
perform a study in which they analyse the effects of the GR on labour
force participation in Italy and Spain. Concretely, they address the
important issue of whether responses to the GR have been mainly dom-
inated by the added-worker effect (AWE) or by the discouraged worker
effect (DWE), finding that AWE is dominant in the case of Spanish
females while DWE drives Italy’s females’ patrol of decision. De la Rica
and Rebollo-Sanz (2015) use the Continuous Survey of Labour Careers
in Spain to show the unemployment ins and outs during the GR.
According to their findings unemployment during the GR remained
almost constant for females; however, they estimate a 1.5% increase in
unemployment for males; that is to say, unemployment ins are found to
be greater for men. On the other side, they find that while the proba-
bility of exiting unemployment decreases 15 percentage points (pp) for
males it only decreases 8 pp for females. Piazzalunga and Di Tomasso
(2015) show that austerity policies are the major cause explaining the
increase in the Italian gender gap. Concretely, according to the estimates
of the authors, wage freezing accounts for 100% of the increase in the
gender gap registered during the crisis.

Among the international studies at the EU level, Brunet and
Jeffers (2017) show that gender gaps have decreased during the
GR. However, they work on the hypothesis that this reduction is
not always linked to a real improvement of females’ labour market
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situation. In fact, they point to males’ worsening as the major cause
for the reduction in the gaps. In the same direction, but pointing at
differences among regions and education levels, Jaba et al. (2015) pro-
vide evidence of the reduction in the ‘gender employment gap’ (GEG)
in the EU. According to their estimates, both, education and GDP
are factors that significantly explain the evolution of the GEG in the
EU15 during the period 2003-2012. Baussola and Mussida (2017)
perform an analysis to compare unemployment differentials in Italy,
Spain, France and the UK. They find that a significant ‘gender unem-
ployment gap’ (GUG) in Italy and the UK. According to the authors
Italy’s behaviour is supported by worsening conditions in males during
the crisis while, in the case of the UK, it is higher male unemploy-
ment rates that explain the finding. Boll et al. (2016) estimates both,
the size and factors explaining the existence of the EU ‘gender pay gap’
(GPG). They find that more frequent part-time jobs among females as
well as job segregation are the key drivers of gender differences in earn-
ings in the European context.

As may be concluded, these last type of international studies, which
are usually performed for the periods preceding the GR in comparison
to the outcomes during the GR, give estimates of the magnitude and
possible explanations for the causes behind the existence of gender dif-
ferences in the labour market for both, the EU in general and in the
specific countries of each study in particular. However, we notice that
none of these studies gives a detailed description of the endogenous
variables most frequently used to measure labour market gender differ-
ences. We refer to the variables describing the evolution of (i) employ-
ment, (ii) unemployment and (iii) earnings. Moreover, research is
focused on the comparison of the outcomes prior to the GR to those
found during the GR but very little is concluded for the last years of
first signs of recovery, that is to say 2014, 2015 and 2016.!! The aim of
the present chapter is to fill these gaps.

\We start at the beginning of the twenty-first century and finish the last year for which data are
available (2016).
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2.2 Our Contribution on Evolution of Gender
Differences

Concretely, our contribution adds an insight to the existing literature
on the evolution of gender differences on employment, unemploy-
ment and earnings in two ways. First, in addition to comparing the
outcomes before and after the GR, we extend the analysis to the last
years 2014-2016 of first signs of recovery. Second, we address the
comparison among the different countries in our study looking at
their outcomes along the period analysed and separately, at the dif-
ferent sub-periods comprising the years prior to the GR, the years of
deepest GR and the first years of recovery. Notice that it is beyond the
scope of this chapter to address the causes of the existence of gender
disparities that are very clearly and proficiently identified in the lit-
erature.!? Our aim is less pretentious, although we still consider the
interest of researchers and policy makers aiming to understand the
evolution of labour market gender differences before, during and after
the GR. In order to reach our aim, we describe the gender dimen-
sion of, first, the evolution of the rate of employment; second, the
evolution of the rate of unemployment and finally, the evolution of
earnings.

The study is performed in two steps. In a first step we look at the
evolution of these three dimensions of the labour market for the EU
as a whole as well as for a set of countries that we consider especially
representative in the EU; these are: France, Germany, Italy, Spain and
the United Kingdom (UK). In a second step, we describe the evolution
of each variable separately for females and males and that of the cor-
responding gender gaps in employment, unemployment and earnings.
In this manner, we are able to (i) assess the general impact of the GR
on labour market outcomes; (ii) compare the overall impact to that for
each specific country separately for females and males; and (iii) assess
the effect on gender differences. In order to perform the analysis, we use
data from the Labour Force Survey (LES) and the Structure of Earnings

12See Sect. 2.1 for a review of the literature.
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Survey (SES). Concretely, we compute the ‘gender employment gap’
(GEG) and the ‘gender unemployment gap’ (GUG) for the period
(2002-2016) from the LFS and use the data on ‘gender pay gap’ (GPG)
available for the period (2006-2015) from SES.

The rest of the chapter is arranged as follows. In Sect. 3 data from
LES is used to describe the evolution of the rate of employment
and unemployment as well as to compute and describe the gender
employment and unemployment gaps. In Sect. 4 we describe the
evolution of the ‘gender pay gap’. In all cases, the analysis starts giv-
ing a general overview of the evolution for the EU and the countries
included; subsequently we look into the gender dimension of the
phenomena. Further discussion and main conclusions are provided in

Sects. 5 and 6.

3 Towards the Objective of Gender Equality:
Employment and Unemployment

The objective of this section is to understand the evolution of labour
market gender!? differences in employment and unemployment from
2001 to 2016. We divide the period analysed into three'* different
sub-periods: (i) The Pre-Great Recession period, which comprises the
years prior to the burst of the GR from 2001 to 2008 (both included);
(ii) The Great-Recession period, which starts in 2009 and finishes in
the year 2013; and (iii) The post-Grear Recession period of first signs of
recovery, which is observed from 2014 onwards (2014-2016 in our
data).

13The difference between sex and gender is an issue under debate. However, now, there is arrange-
ment on using the differences in sexes to split statistical data and, as a consequence in the present
paper we follow this general agreement. We perform the analysis using data for men and women
although we use the term ‘gender’ as a synonym of ‘sex’ throughout this chapter. Similarly, we use
indistinctly the term women and female as well as men and male.

14We have established these three periods according to the evolution of GDP in the euro area. In
the years 20092014 the GDP at constant prices was below the GDP in 2008. We consider that
the financial crisis ended the year when the GDP shows values similar to those prior to the crisis.
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Table 1 Rate of growth of the rate of employment (%)

Pre GR GR Post GR

2001-2007 2008-2013 2014-2016
All
EU 0.69 -0.49 1.33
Germany 0.96 0.95 0.54
Spain 1.59 -3.18 2.78
France 0.40 -0.28 0.31
Italy 0.97 —1.08 1.01
UK 0.02 -0.27 1.40
Females
EU 1.17 —0.03 1.45
Germany 1.37 1.42 0.86
Spain 3.67 —-1.91 2.59
France 1.01 0.03 0.55
Italy 2.02 —0.29 1.14
UK 0.15 0.03 1.50
Males
EU 0.36 —0.92 1.19
Germany 0.63 0.58 0.17
Spain 0.17 —-4.14 3.06
France -0.10 —0.55 0.10
Italy 0.33 —-1.59 0.92
UK -0.11 -0.51 1.27

Averages for the periods
Source Authors’ own estimates from Labour Force Survey (LFS)

We address the analysis by looking at two different dimensions of the
labour market. We describe the evolution of the rates of employment
and the rates of unemployment. Although paramount in labour mar-
ket, we have decided not to describe the participation rate for two main
reasons. First, it would not provide significant information, given its
relationship with employment and unemployment. Second, because it
would imply a longer analysis, which would prevent us from perform-
ing the rest of the analysis in detail.
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Fig. 1 Evolution of the ‘gender employment gap’ (GEG) in the EU and a
selected group of countries. Period (2001-2016) (Source Authors’ elaboration
from LFS)

3.1 Gender Differences in Employment: The ‘Gender
Employment Gap’ (GEG)
Table 1 shows the average rate of growth of the rate of employment!®
in the EU as well as in the countries included in our analysis (France,
Germany, Italy, Spain and the UK) for each sub-period analysed
both, for the whole population and distinguishing by gender (females
and males). Figure 1 shows, the evolution of the ‘gender employment
gap’ (GEG) in the EU and the countries in our study, as stated above.

BThe rate of employment is defined as the number of people with a job contract divided by the
number of people at the age of work. It is convenient to specify that there is not a common agree-
ment for all the countries in the EU to define this rate. As an example, in Spain, it is considered
that the age for a person to legally be able to work is 16, being working age population between
16 and 64 years old (both included). In the case of the EU, working age adults comprises the
individuals between 15 and 64 years old (both included). Accordingly, we use the individuals of
this range of age in our study, as provided by The Eurostat, defining the rate of employment as
the number of people with a job contract in a certain area divided by the number of people who,
in that area, are 15 or more years old and younger than 65.
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The GEG is defined as the difference between the rate of employment
for males and females as in expression 1.

GEG,, =€ — e{r (1)

where e represents the rate of employment for males of region 7 in year
tand e{r is the value of the rate of employment for females in region r
in year t.

The rate of employment in the EU is 62.6% at the beginning of
the period considered; that is to say, in 2001. As may be drawn from
Table 1, during the whole sub-period prior to GR (2002-2008) there
is a positive and almost constant increase in the rate of employment,
which reaches a peak (65.7%) in the last year of the sub-period, 2008.
The average annual rate of growth of employment is equal to 0.69%
in this period. After the onset of the GR the positive trend changes.
The average annual rate of growth of employment turns negative for
the period 2008-2013 (—0.49%). The first year of the crisis the rate
of employment falls 1.3 pp driving the rate of employment to a value
equal to 64.5%. From this stage on, the rate of employment in the EU
plateaus around the 64% level (between 64.1 and 64.2 to be exact). The
year 2013 shows the first signs of recovery in terms of employment.
There is a trough at 64.1% level followed by a rapid increase in the
employment rate, being its value equal to 64.9, 65.7 and 66.7% in the
years 2014, 2015 and 2016, respectively. The average rate of growth of
employment for this post GR period is equal to 1.33%.

In light of the cross-country evolution of the rates of employment
we can conclude the existence of non-uniform patrol of business cycle
employment elasticities; that is to say, the response of employment to
changes in the business cycle seems to be different across countries. The
Spanish labour market is the one that most intensely seems to react to
these variations. In the years previous to the GR, when housing bubble
reached the maximum intensity, the average rate of growth of the rate of
employment was equal to 1.59%. This value, being higher than 0.69%,
registered for the EU as a whole. Moreover, the rate is highest among
all the countries studied. As a result, the rate of employment increases
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from 57.8% in 2001 to 64.5% in the year 2008. During the years of
the GR, however, employment destruction is also greater, in compar-
ison to the rest of countries in our study. Between the years 2008 and
2013, the average rate of growth of the rate of employment is equal to
—3.2% (negative and highest among the countries in our study). The
lowest value for the rate of employment is registered in 2013 (54.8%).
The recovery of the economic cycle from 2013 onwards accelerates the
creation of employment. Accordingly, the average rate of growth of the
variable that occupies our attention again yields positive (2.8%).

The most singular performance is displayed by the German econ-
omy. After a period of stagnation at the beginning of the century, there
is a persistent increase in the rate of employment for all the years con-
sidered. As may be drawn from Table 1, the average rate of growth of
the rates of employment was positive for the three periods considered.
What is more, it was even lower (0.54%) for the years of recovery
than for the central years of the crisis (0.95%). As a result, the rate of
employment grew from a value slightly higher than 65% in 2001 to a
value equal to almost 75% in 2016.

The rate of employment in France plateaus at around 64% value for
the whole period (2001-2016). The French labor market shows the
lowest sensitivity to changes in the economic cycle. During the years of
economic growth at the beginning of the period analysed; that is to say,
before the burst of the GR, the rate of employment increased at an aver-
age rate equal to 0.40%, somewhat higher than that shown during the
last years of recovery (0.31). During the years of the crisis, the growth
rate was practically identical to that of the UK (0.27%). The evolution
of the rate of employment in the UK, on the other hand, presents some
singularities, especially in view of the outcomes for the rest of countries
studied. During the years of economic growth prior to the GR, the rate
of employment plateaued at around 72%. The average rate of growth of
the rate of employment for that period was equal to 0.02%. Later, dur-
ing the years of the crisis the rate of employment decreased somewhat,
although not significantly; it has shown signs of recovery again during
the recent years, when the rate of employment has reached a value equal

to 73.5%.
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The analysis of the evolution of the rate of employment allows con-
cluding the existence of a similar pattern between the Italian and the
Spanish labour markets. In both countries employment had similar
intensities during the GR. In addition, these two countries had the low-
est employment levels among the countries selected. The value regis-
tered by the rate of employment in Italy at the beginning of the period
(year 2001) was equal to 55.5%, being 2.3 pp higher for Spain (rate of
employment equal to 57.8%). At the end of the period, the value of the
respective rates was equal to 57.2 and 59.5%; keeping Italy the initial
distance relatively to Spain in 2.3 pp. Moreover, these two countries also
had the lowest rates of employment relatively to the average registered
for the EU.

The evolution of the rate of employment, however, is not identical
for females and males. At the beginning of the period (2001) the value
of the rate of employment for men was equal to 70.9% while, at the
end of the whole period (2016) the value was equal to 71.9%, which
implies an average increase for the whole period analysed equal to
1.4%. As shown in the estimates of Table 1, prior to the GR, the rate
of employment for men had an average increase equal to 0.36%; during
the GR, the rate diminished at an average rate equal to —0.91% and,
during the years of first recovery the value registered an average increase
of 1.19%.

The rate of employment for females at the beginning of the period
(2001) was equal to 54.3%, while the value at the end of the period was
equal to 61.4%. This evolution implies an average growth of women’s
rate of employment equal to 13.7%. The pattern of increase, however,
is not constant. The years prior to the GR, female rate of employ-
ment increased at an average rate equal to 1.17%; the years of the GR
implied a stagnation of that evolution, being the average rate of growth
even negative and equal to —0.03%. Finally, the first years of recov-
ery showed a very optimistic scenario, with the average rate of growth
equalled to 1.45% (see column three in Table 1).

Especially helpful in understanding the evolution of differences
in employment between genders is the ‘gender employment gap’
(GEQ) presented in Fig. 1. As it is observed, at the beginning of the
period gender differences in employment in the EU amounted to 16.6
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percentage points (pp). The GEG was positive for the whole period; it
reached a value equal to 10.5 in the last year (2016). In light of these
two values, we get the implication that by 2016, 36.7% of the gender
differences in the rate of employment existing in 2001 disappeared. This
finding leads us to reach a second conclusion: the existence of conver-
gence between the rates of employment for women and men during the
period analysed. However, this apparently positive result in the path for
raising the challenge of gender equality is also an indication of the long
way ahead; since two-thirds of the GEG existing at the beginning of
the 2000’s has not been closed yet (as revealed by the difference in more
than 10 pp between the rates of employment of men and women in the
year 2016).

The improvement in the GEG in the EU during the years of crisis
is driven by the asymmetric behaviour of the rates of employment reg-
istered for each gender. As explained above, the rates of employment
have evolved differently for males and females in the three sub-periods
considered; that is to say, before, during and after the GR. Prior to the
GR, the rate of growth of the rate of employment is positive for both,
males and females. During the GR, this rate of growth turns to be neg-
ative also for both, females and males, being practically equal to zero
(—0.03%) for females, and significantly negative for males, with the
value being equal to —0.92%.

Data on the evolution of the rate of employment and the GEG for
France, Germany, Italy, Spain and UK show a similar trend to that
already described for the EU. The GEG decreases in all of them dur-
ing the years considered, albeit with different intensities and rhythms.
The initial situations, as well as the final ones, however, reveal some
differential characteristics among the countries considered. In the two
southern European or Mediterranean countries (Spain and Italy) dur-
ing the years prior to the crisis, the male employment rate plateaued at
70% level or above. During the last three years of economic growth,
the rate of employment for females was below 50% in Italy, being
somewhat higher in Spain. In 2001 this gap was equal to 29.4 pp in
Spain and 27.4 pp in Italy. However, in 2008 the GEG decreased to a
value equal to 22.9 pp in Italy and 17.9 pp in Spain. This evolution,
in both countries, was the result of an average growth rate of female
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rate of employment higher than that for males. In Italy, for the period
2001-2008 the average rate of growth for females was equal to 2.02%,
compared to 0.33% for males. In Spain these values were, respectively,
equal to 3.67 and 0.17%. The years of the GR contributed to correct
the GEG in both countries, especially in Spain where it fell to 8.9 pp
in 2013. The decline in Italy, although significant, was somewhat lower
and remained, for the same year, at 18.2 pp. In both cases, this decrease
was the result of a greater fall in the rate of employment of males com-
pared to females. In the Spanish case, during the period 2009-2013,
the average growth rate of the rate of employment for males was equal
to —4.14%, while this same rate for women was equal to —1.91%. In
Italy these values were, respectively, equal to —1.59 and —0.29% (see
Table 1). In the three years of economic recovery, the GEG in Spain
increased slightly with respect to the value registered during the GR
due to the fact that the rate of employment grew faster for males than
for females. However, the Spanish GEG in 2016 was located at 10.5 pp
value, exactly equal to the average for the EU; while in Italy, this indica-
tor remained practically constant at around the 18 pp level.

Among the countries, France showed the lowest GEG. In 2016, this
indicator was equal to 6.6 pp; that is to say, 4 points lower than the
EU’s average and almost 12 pp lower than the value observed for Italy.
During the 16 years studied, this indicator diminished by almost 8
points. Together with Spain, France is the country in which the reduc-
tion in the employment gap is most noticeable. Again, the pattern of
behaviour of this indicator responds to the same characteristics already
highlighted. In the years of economic growth a better performance of
the average rate of growth for females than males is found. In the cen-
tral years of the crisis, in this French case, we notice a negative rate of
growth of employment for males and positive for females; while, dur-
ing more recently, there is a somewhat higher growth for the rate of
employment of females.

The UK and Germany have also some remarkable features. With
regard to the first of these two countries, it should be noted that during
the years prior to the crisis, the GEG maintained considerable stabil-
ity, at least when compared with what was observed in other countries.
In 2001, this indicator was equal to 13 pp and in 2008, it decreases
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to 11.7 pp. During the crisis, an inflection point is detected that leads
the GEG up to 10 pp. This trend, however, has no continuity during
the rest of the years which leaves this indicator in the UK at 9.5 pp in
2016. In short, the UK is the country with the less radical evolution
of this indicator. In Germany, also, the GEG diminishes significantly
during the whole period considered. The reduction almost halves, from
a value equal to 14.1 pp in 2001 to 7.2 pp in 2016. However, the most
remarkable fact in this country is that this reduction is accompanied
at all times by an increase in the rate of employment for both genders,
although, logically, the average growth rate of the rate of employment
for females is always higher than the rate of employment for males. The
years of the GR also marked a turning point, as in the rest of the coun-
tries, although in this case the characteristic is that the rate of growth of
females’ employment was positive and higher than that of males.

In short, on view of the GEG there was a positive evolution towards
gender equality during the years of the GR. This finding is related to the
fact that, the economic crisis seems to have affected negatively males’
employment than females’, leading to a general narrowing of the GEG
in the EU. In fact, in the middle years of the GR it even reached its
lowest historical values. However, the GEG indicator does not account
for the type of employment that is destroyed nor, and this is the relevant
argument, for the type of employment that is created and accessed by
women. In subsequent sections, we discuss the evolution of the rates of
unemployment and wages, which can give us evidence of the type of
employment in which women performed better.

3.2 Gender Differences in Unemployment:
The ‘Gender Unemployment Gap’ (GUG)

In this section, we show the evolution of the gender differences in
unemployment. We proceed in a similar manner as in the previous
section. In a first step, we explain the evolution of the general rate of
unemployment, and analyse the evolution of gender differences both,
in the EU in general and in the countries studied, in particular. We also
split the period analysed into the same three sub-periods as above; that
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Table 2 Rate of growth of the rate of unemployment (%)

P. Peinado and F. Serrano

Pre GR GR Post GR

2001-2007 2008-2013 2014-2016
All
EU -2.90 9.67 —7.59
Germany —0.09 —6.59 -7.57
Spain 2.06 19.65 —9.08
France —0.59 7.14 —0.64
Italy -3.91 12.90 —1.01
UK 1.78 6.93 —13.74
Females
EU -3.17 7.92 —6.88
Germany —0.03 —-8.35 -8.11
Spain —-1.81 16.49 —7.09
France 0.47 5.39 -0.99
Italy —-4.70 9.35 —0.61
UK 2.26 7.30 —12.74
Males
EU —2.52 11.06 -8.03
Germany 0.02 —5.09 —6.43
Spain 6.32 22.86 —10.89
France —-1.63 8.74 -0.27
Italy —-2.91 16.35 -1.70
UK 1.69 6.69 —14.38

Averages for the periods

Source Authors’ own estimates from Labour Force Survey (LFS)

is to say, the years prior to the crisis or pre-GR period (2002-2007); the
years of the crisis or GR period (2008-2013) and the years of first signs
of recovery, namely post-GR period (2014-2016). Table 2 contains
the average rates of growth registered for each sub-period for the whole

sample as well as for each gender.

Figure 2 shows the ‘gender unemployment gap’ (GUG) for the EU as
well as for all the countries in our study (France, Germany, Italy, Spain

and the UK). The GUG is defined as the difference between the rate of

employment for females and the rate of unemployment for males as in

Eq. 2.

GUG,, = u{r — up

)
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Fig. 2 Evolution of the ‘gender unemployment gap’ (GUG) in the EU and a
selected group of countries. Period (2001-2016) (Source Authors’ elaboration
from LFS)

where u{r represents the rate of unemployment for female of region

in year # and u}} is the value of the rate of unemployment for males in
region 7 in year #. Recall that, contrary to the case of employment in
which the GEG is computed as the difference between the male and the
female rates, the GUG is computed as the female rate minus the male
rate.

As may be seen in Fig. 2, at the beginning of the period (2001) the
rate of unemployment in the EU was equal to 8.7%. During the first
years of the century, this rate grew slightly, to stand at 9.3% in 2004.
However, once the effects of the cycle changed, associated with the tech-
nological crisis of the late 90s of the last century were overcome, the
unemployment rate slowly decreased until reaching a value equal to
7% in the year 2008. In the central years of the crisis (2008-2013), it
increased until reaching a maximum value of 10.9% in 2013; it then
started a slow decline and stood at 8.6% of the active population in
2016.
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The described evolution of the rate of unemployment hides very dif-
ferent situations in the different countries that constitute the EU. The
most dramatic situation occurred in the Spanish economy, where the
unemployment rate increased from 8.2% in 2007 to 26.1% in the third
quarter of 2013. The average growth rate of the rate of unemployment
during the years of the crisis was equal to 19.7%. From that moment
on, it began to decrease, although at a significantly lower speed. In the
years of recovery, the unemployment rate decreased at an average rate of
9.1%.16

Data for the cases of Italy and France are not as dramatic as for the
case of Spain, although the years of recovery are not associated with
a clear decrease in their respective unemployment rates. The values
before the crisis have not yet been recovered. In the case of Italy, the
unemployment rate practically doubled. In 2007 it was equal to 6.1%
and in 2016, after a slight decrease, the value stabilised at 11.7%. The
unemployment rate of the French economy increased by five points,
from 6.7% in 2008 to 11.7% in 2016. The rate of unemployment in
the UK best reflects a correlation with the economic cycle. During the
years prior to the crisis, this rate was close to 5%, somewhat below its
long-term equilibrium value. In 2011 it reached a peak (8.1%) while,
at the end of the period considered, it returned to the value shown dur-
ing the pre-crisis period. The German experience, as already mentioned
in the previous section, is the most singular among the countries stud-
ied. After registering a value equal to 11.2% in 2005, the rate decreased
to 4% value in 2016.

Observing the evolution of the rate of unemployment for the differ-
ent genders allows identifying interesting patrols. At the beginning of
the period, in 2001, the rate of unemployment for males in the EU was
equal to 8.0%. At the end of the whole period (2016), the value was

16The unemployment rate in Spain has historically shown high records. The long-term average,
an indicator that we could identify with the equilibrium rate of unemployment has been around
14% since the mid-1980s. The value then of the unemployment rate in 2016 would have to be
compared with this equilibrium value and not so much with the unemployment rate before the
crisis. In the medium term the recovery of the unemployment rate before the crisis would be very
difficult to estimate.
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equal to 8.4%. The rate increased until 2004; afterwards a decreasing
trend emerged, which on average, amounted to 2.52% for the Pre-GR
period. During the GR the rate of unemployment increased to an aver-
age rate of 11.06%; it again diminished at an average rate equal to
8.03% during the Post-recession period. Females showed a very similar
trend. At the beginning of the period, the rate of unemployment for
females was equal to 9.5%. Unemployment increased during the years
2002, 2003 and 2004 until it reached the peak 10.1%. From 2005 to
2008, a reduction in the rate of unemployment was observed, reach-
ing a trough at 7.5% level. The GR exerts a negative impact on female’s
unemployment. The rate increased at an average rate equal to 7.92%,
reaching the maximum value of 10.9% in the year 2013. The first years
of recovery show a reduction in the rate of unemployment faced by
females. The rate of increase (decrease) equalled to —6.9% on average;
by the end of the period analysed the rate of unemployment for women
amounted to 8.8%.

In light of Fig. 2, we observe that at the beginning of the period, the
GUG reached a maximum value of 1.5 pp; that is to say, in the year
2001, the rate of unemployment for females was 1.5 pp, higher than
the rate of unemployment of males. This difference plateaued for the
whole Pre-GR period between 1.5 and 1.3 pp values. The year 2008
registered a clear decrease in the GUG, to the value 0.9. The historically
minimum —0.1 pp was found in 2009, bringing females to be, for the
first time, an advantage compared to males. Recall that GUG being
negative implies that the rate of unemployment among males is higher
than the rate of unemployment for females. This situation was repeated
in the year 2010 to, again, become positive from 2011 onwards. As
will be seen, these same tendencies are repeated for the rest of countries
in our study; although with some singularities. A priori data seem to
support a reduction in the GUG; that is to say, it seems that the crisis
exerted a positive impact to diminish gender differences in unemploy-
ment. However, taking into account that the gap worsens again during
the years of economic recovery, this improvement may be hiding not
so much as an advance in gender equality, but an unequal behaviour of
women and men in the labour market during the economic recession.
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The trend described by the GUG in France responds to the afore-
mentioned pattern. During the first years of the century, when
European economies were emerging from a short recessive cycle, the gap
increased to reach a value equal to 1.6 pp. With the first symptoms of
the crisis, the rate of unemployment of females and males converged,
leading to a reduction in the GUG; which, by the end of the crisis, is
even negative. At the end of the period, however, a change in the trend
is noted; although it is not yet possible to aflirm whether it is a turning
point or not.

The example provided by Germany has remarkable singularities.
During the years before the GR, which, and as we have noted above, are
years of strong recession in the German economy until 2005, when the
behaviour of the GUG followed the pattern indicated. Between 2001 and
2005, it decreased until reaching a negative value equal to —0.5 pp at the
end of the period. When recovery began, the gap increased to decrease
again in 2009. Since then, and with small variations, it has remained
negative. The same as for the German case, in the UK, the GUG takes
negative values for all the years considered. It is the only country we are
studying for which females’ rate of unemployment is always lower than
males’. In any case, the pattern of behaviour found for the rest of coun-
tries during the years of crisis and those of recovery is also observed. In
the years prior to the GR, and as the effects of the crisis of the last cen-
tury were overcome, the GUG decreased. In the year 2001, it was equal
to —1.1 pp and in 2007 to 0.5 pp. From this moment on, and coinciding
with the beginning of the GR, again the rate of unemployment for males
grew more than for females and the GUG increased to —2.1 pp in 2009.
By the end of the GR, an almost full convergence of the rates of unem-
ployment between females and males is observed; the GUG being almost
zero at the end of the period (in 2016, the GUG is equal to —0.3 pp).

The indicator that now occupies our attention (GUG) shows, at the
beginning of the period (2001), the highest value of all those observed so
far (7.7 pp). The rate of unemployment for females was unusually high
in relation to that of men at that time. During the years of economic
growth prior to the GR, however, and unlike what was observed in other
countries, this indicator decreased uninterruptedly and with intensity. In
2008, the GUG was equal to 2.7. In seven years, therefore, the indicator
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decreased by five percentage points. In the years of crisis, and as con-
cluded for other countries, also in Spain a different behaviour of females’
and males’ rates of unemployment emerged. Although unemployment
for both (females and males) grew dramatically, to stand above 25% in
2013, the differential behaviour characteristic of the moments of expan-
sion seems to fade. In 2012, the value of the GUG was equal to 0.5 pp,
the lowest observed. However, when the economy began to recover, the
different evolution of these two rates once again emerged. By the end of
2016, the GUG rose to 3.3 pp. In any case, what should be highlighted
is that this gap has not yet returned to the values prior to the crisis.

Something similar could also have happened in the Italian job mar-
ket. As we have just seen for the Spanish case, similarly in the case of
Italy the period begins with a strong difference in the unemployment
rates of men and women, which is reflected in a high value of the GUG.
In 2001, the value of this indicator was equal to 5.2 pp, somewhat lower
than in Spain but also well above the EU average. From that moment
on, the rates of unemployment began to equalise and the gender gap
closed, as seen in the decline in the value of the GUG to 1.6 pp in
2013. In Italy, the years of the crisis do not seem to exert such an intense
effect as observed for other countries, including Spain. Although it is
also true that during the years of economic recovery the gap remained
very contained. In 2016, the value of the GUG was equal to 1.9 pp.

In short, the evolution shown by this indicator reveals some trends
that may be highlighted as a conclusion. First, gender differences in this
area are clearly decreasing. In countries such as Spain and Italy, which
started from very high GUG values, it is clear that at the end of the
period studied the differences in unemployment rates have narrowed
significantly and, as a result, also the value of the GUG. In countries,
such as Germany and the UK, spreads are clearly favourable to females;
in the German case they were from the end of the last decade and in
the UK from the beginning of the period. France also shows the same
trend, as do all the EU countries. Second, it also seems evident that the
rate of unemployment for females has a differential behaviour com-
pared to the unemployment rate of males during the period of the crisis.
This differential behaviour can respond to multiple causes on which we
return later.



258 P. Peinado and F. Serrano

4 Gender Differences in Earnings: The
‘Gender Pay Gap’ (GPG)

In this section, we analyse the evolution of the gender differences in
earnings in the EU and in the countries included in our analysis. As we
have shown in the analysis performed to account for gender differences
in employment and unemployment in the light of the GEG and GUG,
our aim is to describe the evolution of earnings as well as the evolution
of the ‘gender pay gap’ (GPG) in the period prior to the GR or Pre-GR
(before 2008), the most detrimental years of the GR (2008-2013) and
the first years of recovery or Post-GR (2014-onwards).

Before proceeding, it is important to highlight that data availability
for the GPG depends on the structure of earnings survey (SES), which
is not performed annually. Accordingly, we use the data provided by
the Eurostat for the years 2006, 2010 and 2014, for which gross hourly
earnings are available. Also the data on the GPG published for the
period 2007-2015 are utilised in order to observe more closely the evo-
lution of gender differences during the period of our investigation. Data
from SES on earnings are available for all the countries as well as for
the EU28; however, data on the GPG are only available at country level
and they are missing in some cases. These limitations of data availability,
however, do not prevent us from observing the evolution of gender dif-
ferences before during and after the GR given that at least we have one
point available for every sub-period and country in our study.

Table 3 provides the rate of growth of average hourly earnings from
2006 to 2010 and from 2010 to 2014. Figure 3 shows the evolution of
the ‘gender pay gap’ (GPG) for the EU and for all the countries studied:
France, Germany, Italy, Spain and the UK. The ‘gender pay gap’ (GPG)
is defined as the difference between the earnings of males and females as
a percentage of the earnings of males (see Eq. 3),!” as follows:

m f
Wy — Wiy

tr

7This is the method followed by the European Commission to compute the ‘gender pay gap’ (GPG).
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Table 3 Rate of growth of average hourly earnings (%)

Pre GR Post GR

2006-2010 2010-2014
All
EU 5.15 3.62
Germany 2.92 7.95
Spain 9.79 5.07
France 3.35 11.60
Italy 7.28 5.87
UK —6.84 —-3.92
Females
EU 5.69 4.11
Germany 3.40 8.64
Spain 12.39 6.23
France 3.46 11.92
Italy 6.69 5.39
UK —6.45 —2.08
Males
EU 5.12 3.51
Germany 2.91 8.72
Spain 10.08 4.62
France 3.72 11.72
Italy 7.74 6.35
UK -7.48 -5.17

Averages for the periods
Source Authors’ own estimates from Structure of Earnings Survey (SES)

where wi? is the average gross hourly earnings of males in region or
country 7, at time # or, in our concrete case, year £, W, is the average
gross hourly earnings for females in country 7 in year #.

Data for the EU as a whole reveal an increase in average earnings
from 2006 to 2010 and from 2010 to 2014. While average hourly
earnings in 2006 amounted to 13.41 monetary units (m.u.), the value
reaches the 14.1 level in 2010 and the 14.61 level in 2014. This implies
an increase equal to 5.2% from 2006 to 2010 and equal to 3.6% from
2010 to 2014, as may be seen in Table 3. Consequently, if we accept
2006 being representative of the period prior to the GR, 2010 as the
representative of the GR and 2014 as an instrument to describe the
post-GR period, we conclude that, during the GR the rate of growth of
hourly earnings decreased by 1.53 pp.
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Fig. 3 Evolution of the ‘gender pay gap’ (GPG) in the EU and a selected group
of countries. Years 2006, 2010 and 2014 (Source Authors’ elaboration from LFS)

All the countries in our study, with the exception of the UK, show
a similar behaviour: the earnings per hour worked increased. The rates
of growth, however, differ. In the years prior to the crisis (see Table 3)
the most intense increase occurred in Italy and Spain. These rates were
moderated during the years of the recession, changing for Spain, from
9.79 to 5.07% and for Italy from 7.28 to 5.87%. The final result in
both countries, however, is an increase in hourly earnings. In Spain, it
increased from 11.13 m.u. to 12.84 m.u. and in Italy from 13.19 to
14.98. During the years of the GR, the greatest increases were recorded
in France and Germany. In the former country, the increase was 11.6%
and in the latter 8.0%. These two countries also had growth rates dur-
ing the pre-crisis period. In absolute terms, this meant an increase in
the hourly gain that happened, in France, from 14.01 m.u in 2006 to
16.16 m.u in 2014. In Germany these values were, respectively, 15.77
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and 17.52. In the UK, as we have already mentioned, hourly income
decreased in both periods. In 2006, the profits per hour were equal to
17.25 m.u and in 2014, they fell to 15.4 m.u.

The evolution of gender differences in earnings for the different
countries as gathered by data on GPG in Fig. 3 allows grouping the
countries in three different sets: (i) the countries for which gender dif-
ferences in earnings have not increased; they either decreased signifi-
cantly during the GR, which showed a stable GPG for the whole period
(France and Germany); (ii) countries for which gender differences
slightly increased during the GR as revealed by the GPG of Italy and,
finally; (iii) countries for which gender differences in earnings dimin-
ished during the GR; that is to say, the countries showing a reduction in
GPG (Spain and the UK).

For the two countries in the first group, that is to say, the cases of
France and Germany, hourly earnings have increased from 2006 to
2014 for both, males and females. In France, the rate of growth of earn-
ings is practically similar for both genders, approximately 3% in the
period 2006-2010 and almost 12% in 2010-2014. However, females
do always show a lower level of earnings, which supports the existence
of a positive GPG for the whole period. In 2006, male earnings were
15.4% higher than female earnings. This difference, as revealed by
the evolution of the GPG, slightly increased from 2006 to 2010 and
to 2014; though the GPG plateaued at 15.5% average level in all the
years analysed. In conclusion, the GPG in France has not significantly
changed during the GR.

In the case of Germany, increases in earnings were practically iden-
tical for both genders (see Table 3) and also for the two periods of our
study. However, while average hourly earnings in 2006 were equal to
17.5 m.u. for men, women only earned 13.54 m.u. This difference
implies a value for the GPG equal to 22.6%. In 2010, being females’
earnings equal to 14 compared to 18.01 of males, the GPG amounted
to 22.3%. This difference between the earnings of both genders
remained constant in the year 2014. According to this, we can con-
clude that, during the GR gender differences in earnings in this country
almost remained constant.
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The second group of countries, comprising Italy and Spain, reg-
ister an increase in the average hourly earnings for both, females and
males, from 2006 to 2010 and from 2010 to 2014. Initial earnings
for Italian males were equal to 13.44 m.u. Those earnings increased by
7.74% from the period prior to the crisis and, at a rate equal to 6.35%
from 2010 to 2014. In the case of the Italian females, initial earnings
amounted to 12.86 m.u. The rate of growth of earnings from 2006 to
2010 was equal to 6.69% and from 2010 to 2014, at a rate of 5.39%.
As a consequence of these growth rates, and taking into account the dif-
ferential in earnings existing at the beginning of the period, it is easy
to conclude that the GPG in Italy increased between 2006 and 2014.
In the first year the value of this indicator was equal to 4.3%, while in
2014 it increased to 6.1%. In any case, it is convenient to notice that
Italy is the country best performing in terms of the GPG, being the
country where this indicator is historically lowest among the countries
studied.

The Spanish GPG shows a decreasing trend. In 2006, the value of
this indicator was equal to 17.9 and after decreasing to 16.2 four years
later, in 2014 it was equal to 14.9. This trend is the result of a differen-
tial behaviour in the growth rates of hourly earnings. This statement is
clear in view of Fig. 3. Between the years 2001 and 2007, this rate was
equal to 12.39% for females and 10.08 for males. In the period 2014—
2016 these values were, respectively, 6.23 and 4.62%.

Data for the UK reveal a similar trend to that described for Spain. In
the year 2006, the GPG was equal to 24.2. In 2010, it decreased one pp
to 23.4% value; the reduction continued until 2014, when it reached
20.9%. Unlike in Spain, in the UK, the relative convergence between
the earnings of males and females occurred as a result of negative var-
iations in the respective rates of growth of this variable (see Table 3).
Between 2006 and 2010, the rate of growth of average hourly earnings
for men decreased by 7.5% and for women by 6.5%. During the years
of recovery (2010-2014) the rates remained negative, with values for
men and women equal to 5.2 and 2.1%, respectively.

In short, the data that we have been commenting on the evolution
of the GPG allows to confirm that, during the GR, gender differences,

measured by wage differential in hourly earnings, remained constant
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(Germany and France) or even decreased (Spain and UK). The only case
in which a slight worsening may be detected is that of Italy. However,
this country is the one showing the lowest GPG among all the countries
studied.

5 Further Discussion of the Results

We have provided a picture of the evolution of labour market gender
differences in the EU in the periods prior and posterior to the Great
Recession (GR). Concretely, we have observed the evolution of the
rate of employment, the rate of unemployment and the level of earn-
ings during the period (2002-2016). In order to perform our study,
we have computed the ‘gender employment gap’ (GEG) and the ‘gen-
der unemployment gap’ (GUG) for the period (2002-2016) from the
data published by The Eurostat from the Labour Force Survey (LES).
Additionally, we have used available data on ‘gender pay gap’ (GPG)
from the Structure of Earnings Survey (SES) published also by The
Eurostat for the period (2006-2015).

In a first step, we have analysed the evolution of these three dimen-
sions of the labour market for the EU as a whole as well as for a set
of particular countries: France, Germany, Italy, Spain and the United
Kingdom (UK). In a second step, we have described the evolution of
each variable separately for females and males and that of the corre-
sponding gender gaps in employment, unemployment and earnings.
This way of proceeding has allowed: (i) identifying the general impact of
the GR on labour market outcomes; (ii) comparing the overall impact
to that for each specific country separately for females and males; and,
(iii) quantifying gender differences during the period analysed.

Data show that, during the GR gender differences have not signifi-
cantly increased; moreover, the outcomes register signs of reduction for
some of the countries studied. The positive evolution of the GEG pro-
vides evidence of the continued and increasing participation of females
in the labour market from the beginning of the century. In the EU as a
whole, this gap diminishes from 16.6 to 10.5% in 2016. What is more,
the reduction registered is even greater for some countries. In Spain, the
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value of the GEG was equal to 29.4% in 2001, diminishing to 10.5%
in 2016. In Italy, the respective values were equal to 27.4 and 18.4%.
The gap in unemployment (GUG) points also to a more egalitarian
behaviour of the rates of unemployment for women and men. However,
this gap gives also evidence of a different behaviour between females
and males during the crisis. The GUG significantly diminished during
the crisis. In contrast, it increased during the years of recovery. Finally,
the positive rthythm at which the earnings gap was narrowing prior to
the GR slowed down during the GR. According to the data, during the
years of the GR the GPG plateaued in France and Germany while in
Spain and the UK it diminished. Italy is the only country for which the
GPG increased during the crisis; though this is also the case with lowest
GPG among all the cases analysed.

In light of this data, it would be straightforward to reach the conclu-
sion that gender differences have diminished during the GR. However,
a major question remains: what were the causes of the gender conver-
gence in employment, unemployment and earnings during the GR?
Obviously, gender convergence may appear for two main reasons. One
desirable possibility is the improvement of female situation, which, cez-
eris paribus, would lead to women approaching men’s labour market
outcomes and, as a consequence, a narrowing of the gender employ-
ment, unemployment and earnings gaps. However, there is the chance
for another reason to drive gender convergence: the non-desirable evo-
lution of males” outcomes for the worse. That is to say, whenever we are
dealing with outcomes measuring relative positions the individual posi-
tion of all the parts in the set must be analysed before reaching any con-
clusion. This is precisely the case in our data. A very interesting piece
of research by Brunet and Jeffers (2017), in which gender effects of the
GR in 15 EU’s countries are studied, the authors conclude that labour
market gender gaps during the years of the crisis not always reflected an
improvement of females’ situation in the labour market. On the con-
trary, it is often the deterioration of males’ condition the main reason
for the narrowing of gender gaps.

In any case, the positive trend towards gender equality registered
before the burst of the GR (Olivetti and Petrongolo 2016) also con-

tinued during the crisis. The indicator that most clearly reflects this
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positive evolution towards gender equality is the increase in females’
rates of participation and employment. The increasing participation of
females in the labour market responds to both demand and supply fac-
tors. From the demand side, the development of public and service sec-
tors, especially health and education related vacancies, have proven to
be major drivers for the increasing female participation in the labour
market (Thévenon 2013; Anghel etal. 2011). Additionally, a typical
contractual relationship, such as part-time contracts, fixed-term con-
tracts or contingent workers, appear also to be positively correlated with
the increase in female employment, perhaps for it matches the supply
of female labour force. It is convenient to highlight that this patrol of
occupational and sectoral segregation was not modified during the GR.
These phenomena, as we mention below, also affect gender behaviour in
unemployment and earnings.

The better employment performance observed during the GR for
the different countries in the EU may also be related to a series of pub-
lic interventions aimed to stimulate females’ labour supply. Moreover,
these policy measures may explain some of the differences observed in
the light of the evolution of the GEG between the countries studied.
As explained in the theoretical framework, the existence of international
gender disparities may only be understood on the light of the different
institutional frameworks governing in each country. We mainly refer to
two types of frameworks. On the one hand, those regulating the labour
market, such as union density or the existence and level of minimum
wages, is one type. On the other hand, there is the important series of
policies regulating family-labour relations, as is the case of parental leav-
ing. Empirical evidence points at motherhood and childcare as the main
barrier for females’ labour market participation (Olivetti and Petrongolo
2017). In an attempt to solve this reality, there is a series of measures
developed in the different EU countries oriented to help females with
this regard of familiar responsibility. These policies have been oriented
to constitute a work-life balance friendly institutional environment.
Among the measures, there is the compulsory pre-primary educa-
tion, the expansion of free childcare hours or the extension to fathers
of the parental leaving. These measures may also help to raise full-term
employment among females. The effect of these policies is, nevertheless,
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contingent of the interaction between the regulatory framework of
labour relations as well as the degree of development of the remaining
social policies (OECD 2017). Additionally, social behaviour patterns do
also interact with these measures, driving to different results for the dif-
ferent countries. Existing differences between countries, then, may con-
tinue even if the same or very similar policies are implemented.

The evolution of the ‘gender unemployment gap’ may be influenced
by several factors operating in opposite directions for each gender. It
is convenient to highlight that, as shown in the present chapter, the
GUG is relatively low for the EU in general. Before the GR the value
of the gap was equal to 1.3%. The most remarkable finding, however,
is not as much the value of the gap as the evolution it presents during
the years of the crisis. A priori, we would expect higher values for the
rates of unemployment of females in comparison to those registered of
males. This hypothesis results from all the arguments developed in this
chapter. In a very simple manner, a typical contract is more frequently
used among females. In the context of recession, firms use initially these
types of contractual relationships to adapt non-expected demand reduc-
tions without the necessity of affecting the level of wages. Accordingly,
at the beginning of the period of recession we would expect employ-
ment to more intensely affect female workers and, thus, we would also
expect to find a divergence between the rates of unemployment regis-
tered for females and the rates of unemployment registered by males
during the years of recession. However, we observe that this has not
been the case during the GR. The Spanish economy provides a convinc-
ing case study to understand this paradox. Between the years 2007 and
2013 3,440,900 job contracts were destroyed in Spain. In contrast, a
total amount of 322,700 part-time contracts were created. If we decom-
pose the number of job contracts destroyed by gender, we conclude that
75% of job destruction corresponds to males’ job vacancies, being the
remaining 25% job females’ job destruction. Among the part-time new
hiring, 62% correspond to males and 38% to females. Moreover, the
relative presence of women in full-time jobs increased from 38.6% of
total jobs in 2007 to 42.6% in 2013; while females’ relative presence
in part-time job diminished from 83 to 75% in the respective years
2007 and 2013. These flows of job creation and destruction allow
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hypothesising and explaining the convergence on the rates of unem-
ployment of females and males during the GR; that is to say, the reduc-
tion in the GUG during the years of the crisis. Before advancing this
hypothesis, it is convenient to go back to the research by Brunet and
Jeffers (2017), where they point at a convergence process that could
stem more from a relative worsening of male employment than from
the improvement in females’ labour market situation. Clearly, data for
Spain are in line with this finding. Data show that female employment
is less pro cyclical than male employment. Moreover, this stability is
noticed for both, full-time and part-time female jobs.

However, we would like to focus attention on the first type of con-
tracts; that is to say, full-time jobs. Women who have a relatively higher
presence in public administration jobs, mainly in health and education
(as is the case in Spain) act as an automatic stabiliser against gender dis-
crimination; since employment in the public sector is generally more
stable than in the private sector. In other words, employment phenom-
ena are less pro-cyclical in the public sector, compared to the private
sector. Stylised facts support this hypothesis: during the GR, the relative
representation of women in public employment increased from 53%
in 2008 at 56% in 2015. This 3 pp increase appears together with an
increase in the participation rate of females equal to 2 pp (from 52 to
54%), giving evidence of the concentration on public sector of female
workers.

This same hypothesis may also explain the evolution of the GUG
during the years of recovery; when, as pointed above, a slight increase is
registered. We can continue with the case study provided by the Spanish
economy. From 2014, it is observed a quick recovery of the levels of
full-time employment in the private sector, mainly concentrated among
males. Between the last quarter of the year 2013, and the corresponding
quarter of 2017, a total amount of 1173 jobs existed. From these, men
covered 58%. The increase in the GUG may also be partially explained
by the reduction in the rates of participation observed during the first
years of the recovery period. In 2008, this rate was equal to 69% and,
during the last quarter of the year 2017, it diminished to 64.5%.

The evolution of the ‘gender pay gap’ allows concluding the existence
of a marked difference between the Mediterranean countries (Spain and
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Italy) and our continental European examples (France and Germany);
being the UK a particular case described showing the highest reduction
in the GPG during the GR (see Coulter 2016). As shown along the
chapter, Italy registers the lowest value for the GPG both, before and
after the GR. However, for this country, a slight increase is detected;
that is to say, gender differences in earnings increase during the GR. In
fact, the value of the GPG is equal to 4.3% in 2006 and reaches 6.1%
value in 2014. In contrast, in the case of Spain the value of the gap
diminishes from 17.9% in 2006 to 14.9% in 2014; that is to say, 3 pp.

The value of the gap does not change for France and Germany,
where these are around 15.5 and 22% respectively. As explained above,
international gender differences in labour market outcomes are mainly
caused by differences in labour market structures (labour supply and
demand forces as well as different institutional frameworks). However,
structural changes with this regard registered during the GR are not suf-
ficiently significant in number, or in magnitude, to explain the changes
(Mediterranean countries) or lack of changes (continental countries)
registered. Moreover, it would be necessary to wait for a longer period
of time in order to observe and judge their actual effect on labour mar-
ket gender differences.

We are of the opinion that the trends observed during the GR are
the clear response to some trends in the distribution of female and
male employment. We refer to the following factors. First, these four
countries show different distributions between sectors and occupations.
More concretely, occupational segregation may differ among females
before and during the GR. During the years of the GR, the bulk of
employment destroyed was concentrated among non-qualified workers.
A priori, this destruction may have similarly affected both, males and
females. However, sectoral and occupational segregation tends to have
a protective effect on females. Moreover, these female workers show a
higher average qualification and, consequently, changes in gender differ-
ences may reflect not as much the proximity of wages between females
and males but the gender differences in productivity caused by a dif-
ferent composition of the labour market. In Olivetti and Petrongolo
(2014), data for different countries are provided. It is interesting to
notice that the lowest gaps among highly qualified workers is found for
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the cases of Italy and Spain; which are obviously lower than the gaps
found for the cases of France and Germany. Among the lowest qualified
workers, France and Germany present a lower gap than that found for
Spain although higher than the gap presented by Italy.

According to these findings, the different behaviour between
Mediterranean and continental EU countries may respond to a change
in the composition of female employment during the crisis or to a prev-
alence of a patrol well settled before the crisis (as would be the case of
Italy). The lower presence of female employers in jobs of lower qualifi-
cations and, consequently, of lower remunerations, modifies the relative
weight of qualified women on the overall wage for females. Moreover, if
we also take into account that the GPG is higher among the less quali-
fied workers, then the expected result is the reduction in the GPG as is
observed for the case of Spain or a slight increase as observed in Italy.
Our hypothesis could also explain the findings for France and Germany
were the happenings developed similarly to those explained for the cases
of Italy and Spain. However, it would be also necessary to assume for
these two cases a more mixed distribution of females and males among
the jobs of higher and lower qualification (Kunze 2017b).

Data in our analysis does not allow confirming that the years of the
GR have strongly negatively affected gender equality. In fact, the his-
torically narrowing of the gender gaps seems to have continued during
the years of the crisis. Similarly, we cannot conclude that the evolu-
tion of the gender gaps have been singularly positive for the objective
of gender equality, even though some indicators point to this direction.
We have explained some of the hypothesis that could explain the para-
doxes behind the unexpected evolutions; these, being sectoral and seg-
regational occupations the major factors that allow supporting these

hypotheses.

6 Concluding Remarks

We can conclude that gender disparities remain for the vast major-
ity of the countries and years analysed. This fact gives evidence of the
long path ahead for the challenge of gender equality (in the labour
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market, as here studied) to be reached. Moreover, the existence of the-
ories and factors supporting the differential behaviour of the outcomes
of females and males should not serve as an excuse to rest importance
to the existing and illegal gender discrimination that the literature has
shown. As pointed by Blau and Kahn (2017) policies and laws on gen-
der equality in employment and measures to address the combination
of familiar responsibilities and work as well as women’s skills, can affect
the degree of discrimination to reach gender equality. Moreover, fiscal
policies affecting labour supply of females, increasing family benefits,
subsidising child care and giving incentives for firms to hire females
are paramount to reach gender equality (IMF 2017). Additionally, the
“long-run impact of these policies on gender and labour market, as
well as the division of labour within the family” (Blau and Kahn 2017,
p- 850) are topics that still need further research.
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Rich Become Richer and Poor Become
Poorer: A Wealth Inequality Approach
from Great Britain

Dimitra Kavarnou and Nikodem Szumilo

1 Introduction

We live in a world that has been growing increasingly unequal. It is
a fact that, over the last century, the rich became richer and the poor
became poorer. Over the last 30 years, the gap between rich and poor
has reached its highest levels on record in most countries. In fact, 10%
of the population worldwide earn almost 9.6 times more than the
income of the bottom 10% (OECD 2015, p. 15). Back in 2011, this
ratio was 9 times, something that shows the very fast pace in terms of
the gap increase (OECD 2011). Similar results from a previous publi-
cation of OECD (2008) show that wealth was more unequally distrib-
uted than income, with some countries having low income inequality
but high wealth inequality. Nowadays, according to the latest findings,
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wealth is more concentrated than income: on average, the top 10%
share of the wealthiest households receive almost 25% of the income
while they hold half of total wealth!; the next 50% of the households
hold almost the other half, while the bottom 10% of households own
about 3% of total wealth. This unprecedented level of wealth concen-
tration towards the high end of the distribution has also been shown to
have considerable economic effects including lower potential economic
growth (OECD 2015).

As discussed in the literature, and as we will observe in this chapter,
the increasing income and wealth inequality worldwide has increased
economists’ interest to investigate income and wealth distributions with
a special focus on the recent growth at the top tails of both distributions
(Piketty 2014; Benhabib et al. 2017).

Inequality (of both income and wealth) has become an increasing
universal concern among economists, policymakers and citizens. The
reasons behind this phenomenon have been under debate for a long
time and it seems probable that it will continue to be an ongoing topic
in future. This study aims to examine whether house price evolution
in Great Britain over the last decade has played any role in changing
household wealth distribution, contributing somehow to the increase in
wealth inequality among households. Moreover, our scope also focuses
on the geographical allocation of net aggregate and property wealth, in
particular, across the several government office regions of GB in order
to observe the wealth concentration patterns of the different household
groups.

In the next sections, we build a theoretical framework drawing on
the extensive international literature on wealth. In particular, we dis-
cuss, its constituents, the factors that affect wealth along with its effects
on households, the well-documented term of ‘wealth inequality’ and
the evolution of wealth inequality both globally and focusing on GB.
For the purposes of our empirical analysis, data on household wealth
for GB had been very limited. It is only after July 2006 that sufficient

"The way OECD measures wealth is discussed in their report Box 6.1. page 243 and in the
appendix of the report from page 284 onwards (OECD 2015).
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household wealth information has been effectively collected by the
Office of National Statistics (ONS) through the Wealth and Assets
Survey (WAS).? It is important to mention at this point that at the time
our analysis was undertaken, data of wave 5 from latest WAS concern-
ing the period July 2014—June 2016 were not yet released, while just
before our submission, the report of the main findings of this wave was
published. Therefore, most of our analysis is based on the earlier trends
while some of our figures incorporate the most recent data and refer
to the latest report released by ONS. Our empirical analysis includes
data of the first four waves available covering data on household wealth
from July 2006 to June 2014. After discussing the distribution of wealth
across GB in Sect. 3, we provide some empirical evidence to show that
house prices significantly affect wealth distribution in the country. Next,
we present an extensive discussion of whether the changes in house
prices have played any role to the increase in wealth inequality across
the different government office regions of the country. Finally, we sum-
marise and conclude.

Our results suggest that house ownership in most regions with the
highest levels of productivity (such as London and South East) corre-
lates to higher wealth but also shows a very strong relationship with
how wealth is developing over time. House prices grew the fastest in
regions where wealth was the highest to begin with. Notably these are
also the most productive locations of the country and offer the highest
per capita income. It is difficult to infer causality from these trends, thus
our analysis should be treated as descriptive on this score. Nevertheless,
we document that the trend for wealth to be increasingly concentrated
amongst the richest is not only occurring for the overall distribution of
households but also has very distinctive spatial patterns. The pattern
appears to be dictated by house prices.

2According to ONS, it is a representative sample of the population following the sampling design
process and how they have weighted the sample. There is no indication whether non-UK nation-
als were included: http://webarchive.nationalarchives.gov.uk/20160105235432/http://www.ons.
gov.uk/ons/rel/was/wealth-in-great-britain-wave-3/2010-2012/index.html.


http://webarchive.nationalarchives.gov.uk/20160105235432/www.ons.gov.uk/ons/rel/was/wealth-in-great-britain-wave-3/2010-2012/index.html
http://webarchive.nationalarchives.gov.uk/20160105235432/www.ons.gov.uk/ons/rel/was/wealth-in-great-britain-wave-3/2010-2012/index.html
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2 Literature Review

Our paper has been motivated by a pioneering work of Kuhn et al.
(2017), which uses a dataset of Historical Survey of Consumer Finances
(HSCF) with detailed household-level information across the US over
seven decades (1949—2013) to observe income and wealth distributions.
Their findings show, among others, that there is significant widening of
income and wealth disparities in the US since World War II, identifying
trends among different groups across the decades. The reason for these
disparities is due to the heterogeneity of household portfolios across the
wealth distribution. Interestingly, household portfolios systematically
vary across the distribution. More specifically, stock and house price
changes have differential effects on the top and the middle of the dis-
tribution. As highlighted, the portfolios of the wealthy households pri-
marily include business equity and financial assets. On the other hand,
the household portfolios of the typical middle class consist of highly
concentrated and highly leveraged residential real assets. As a result of
that, the increasing house prices cause significant wealth gains to the
middle-class households. Finally, higher equity prices lead to substantial
wealth increases in the richest households (Kuhn et al. 2017).

Roine and Waldenstrom (2015) in reviewing the long-run trends of
income and wealth distributions found that inequality was at histori-
cally high levels almost everywhere towards the beginning of last cen-
tury. During the first 80 years, wealth inequality decreased worldwide
mainly because of the falling wealth concentration and the decreasing
incomes of the top shares of the distribution. Since then, trends across
countries for income and wealth distributions have been significantly
differentiated, while, in periods of high growth, top shares also increase,
whereas lower top shares are related to high marginal tax rates and even
democracy.

As Campanella (2017, December 8) shows, there is a clear distinc-
tion between developing and developed economies. More specifically,
in developing economies, over the past three decades of globalisa-
tion, we observed the creation of a booming socio-economic layer, the
urban middle class, which further expanded the gap between cities
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and rural regions. However, in advanced economies, the combination
of globalisation and technological progress has generated significant
advantages to a small minority of highly qualified professionals, which
adversely, squeezed the middle class. In these latter cases, the living
standards for the middle and the bottom of the income scale have stag-
nated, due to the available cheaper labour abroad and the inadequate
redistributive policies in home countries.

To begin with, it is essential to draw some distinctive lines between
some significant concepts on this theme, such these of income, assets,
debt and wealth (according to how they were defined by Kuhn etal.
2017).

* Income is regarded as the total sum of wages and salaries (including
any professional practice, self-employment, rents, dividends, inter-
ests, transfer payments and business income).

o Assets consist of the following: liquid assets (checking accounts, sav-
ings, money market accounts and deposits), bonds, equity, cash value
of life insurances, cars, business bonds, but also housing and other
real estate.

® Debt is divided into housing (on owner-occupied houses and other
property assets) and non-housing (car loans, education loans and
loans on other consumer durables). Indebtedness is the other side of
wealth. On average, almost half of the population of OECD coun-
tries is in debt (OECD 2011).

e Wealth constitutes the households’ net worth, i.e. total assets minus
total debt (Kuhn et al. 2017).

Wealth constitutes a significant component of household economic
well-being since their access to resources can be affected by their stock
of wealth. Nevertheless, due to scarcity of data on wealth and its dis-
tribution, studies often use data on households’ income to track and
monitor their economic well-being. In order to conceive the economic
conditions and the households” well-being, it is important to investi-
gate it “further than a simple measure of income” (ONS 2015a, p. 2)
highlighting in this way the importance of the in-depth analysis of the
household wealth distribution when examining national well-being.
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As explained by ONS (2015a, p. 2), “the increase in home ownership,
the move from traditional roles and working patterns, a higher propor-
tion of the population now owning shares and contributing to invest-
ment schemes as well as the accumulation of wealth over the life cycle,
particularly through pension participation, have all contributed to the
changing composition of wealth”.

Davies and Shorrocks (2000), when studying the distribution of per-
sonal wealth, specified that it refers to the material assets (in the form
of real properties and financial claims) that can be purchased to the
marketplace; however, some studies on wealth include pension rights.
Therefore, they regard wealth as the ‘net worth’ of the non-human capi-
tal, that is assets minus debts. One of their major findings is that wealth
is more unequal than income, while they have indicated an overall long-
term decreasing trend in wealth inequality over the previous century. As
discussed in their paper, possible reasons of wealth discrepancies consti-
tute the lifecycle accumulation and the inheritance especially at the top-
end share of the distribution.

As mentioned above, household’s wealth is an important indicator
of well-being and lifestyle. Households can maintain their living stand-
ards when income drops either unexpectedly due to unemployment or
expectedly due to retirement or other causes, if there is enough wealth
of an accessible form (or if there is access to borrowing). In addition
to this, Crawford etal. (2016) pointed another aspect of wealth,
which is that it can influence not only their owners’ life style, but also
their descendants’ lives as wealth,? in contrast with income, could be
bequeathed to the next generations.

Another pioneering study with interesting findings on the evolu-
tion of wealth and its trends on household level in the US comes from
Wolff (2017), who examined the period between 1962 and 2016, focus-
ing on the middle class. Wolff used mainly the Survey on Consumer
Finances (SCF) and indicated that over the last decade asset prices in

3“Wealth holdings can also have implications for the descendants of those who currently hold

wealth: when wealth is bequeathed from one generation to the next, it gives opportunities to
recipients that might not be available to those who have not received inheritances” Crawford
etal. (2016, p. 2).
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the US sank between 2007 and 2010 while later they recovered. At the
same time, median wealth dropped dramatically by 44%, while in terms
of inequality of the net worth increased sharply. As discussed, the steep
drop of the median wealth and the simultaneous increase in the overall
net worth inequality is obviously arising from the high household lev-
erage of the middle class and the very high share of houses as part of
their wealth. Although mean wealth exceeded its previous highest dur-
ing 2007, median wealth was persistently lower in 2016 by 34%. The
author indicated that more than 100% of the rebound in both meas-
urements was due to high capital gains on wealth.* However, this was
counterbalanced by negative household savings. As for other liabilities,
which kept on dropping for the middle households between 2010 and
2016, wealth inequality in the US increased (Wolff 2017).

Although income and wealth are two concepts closely linked, and
therefore, the observed income inequality across many countries has
direct effects on wealth inequality; the observation and the analysis of
income and hence, of income inequality, is outside the scope of this
chapter. However, the literature and the findings on income inequal-
ity are more extensive than those of wealth inequality; and this is due
to data unavailability or at best a scarcity of data on wealth. On this
relationship between income and wealth, Aiyagari (1994) and more
recently Benhabib etal. (2017), among others, specify that in econo-
mies where concentration of wealth is mainly led by stochastic earn-
ings,> there is a clear, positive relationship between income and wealth
inequality. This is because higher earning risks would increase wealth
concentration through precautionary savings, and therefore, under

“4“More than 100 percent of the recovery in both from 2010 to 2016 was due to a high return on

wealth but this factor was offset in both cases by negative savings” (Wolff 2017, p. 2).

>“The literature focusing on the factors determining skewed thick-tailed earnings distribution
tended to disregard the properties of wealth accumulation. Motivated by the empirical fact that
wealth generally tends to be much more skewed than earnings, an important question for the
subsequent literature has been whether a stochastic process describing the accumulation of wealth
could amplify the skewness of the earnings distribution. Alternatively, could skewed wealth dis-
tributions become skewed due to factors unrelated to skewed earnings distributions?” (Benhabib
and Bisin 2017).
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particular borrowing constraints this would end up to an increase in
wealth inequality.

Another reason why wealth distribution is more difficult to be meas-
ured in comparison with income is that part of wealth is hidden by the
so-called tax havens which makes the overall analysis of wealth with
precision difficult. Alstadsacter etal. (2017) in their paper estimated
the household wealth owned by citizens of each country in offshore tax
havens. From their findings, almost 10% of the global GDP is kept in
tax havens around the world while for the UK in particular, citizens/
residents have 16-17% of wealth hidden in tax havens. As the authors
mention, “Offshore wealth has a larger effect on inequality in the UK”
(Alstadsacter etal. 2017, p. 3). Moreover, they discussed that in all
countries, when accounting for the offshore wealth, inequality increased
significantly compared to the tax data analyses observed. Therefore,
from the above, the results on wealth inequality coming from studies
that do not consider offshore wealth to tax heavens provide underesti-
mation of the actual wealth inequality. Two fundamental outcomes of
this paper are: (a) inequality significantly decreased in Western World
during the first half of the previous century, and (b) it has sharply
increased since 1980s especially in the US. The main driver behind the
drop in inequality at the beginning of last century came from the inter-
actions of multiple losses of wealth by the richest. As explained, both
World Wars, the Great Depression of 1930s along with several policies
against capital, such as imposing capital taxation, notably high rates
of inheritance tax, nationalisations and rent controls, all decreased the
significance of wealth and the accumulation of capital (Piketty and
Zucman 2014). Later, over the last decades, the reason why wealth ine-
quality has increased is due to the fast wealth concentration to the top
income shares (Saez and Zucman 2016).

A number of studies have focused on documenting the evolution of
income and wealth distributions. Piketty and Saez (2003) and later on
Saez and Zucman (2016) used income tax data of the US to capture
the income and wealth concentration over the previous century. The lat-
ter, based on the capitalisation approach, reached conclusions on wealth
distribution replying on the observed income flows. This method is
considered significant for the top-end households to which a big part of
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their wealth is held in assets, which further create taxable income flows.
Regarding portfolios that do not generate taxable income such as own-
er-occupied housing, Saez and Zucman (2016) based their analysis on
survey data.

As mentioned above, data on wealth internationally have always been
very scarce. Davies and Shorrocks (2000) presented in detail the advan-
tages and disadvantages of all the available sources of collecting empir-
ical underpinnings on wealth distribution: (a) household surveys, (b)
wealth tax data, (c) estate multiplier estimates and (d) the investment
income method.

However, Crawford et al. (2016), when discussing the above meth-
ods and their application in the UK, argued that there was lack of any
form of wealth taxation meaning that compared to other countries that
use administrative data on wealth holdings for tax purposes, in the UK,
this data is not significantly available.® Nevertheless, taxes on estates on
death are available in various forms and therefore, the ‘estate method’
could estimate the wealth distribution by “multiplying the estate data
by the reciprocal of the mortality rate” (pp. 36-37). As for the invest-
ment income method, it has also been used for over many years by
using the income distribution and a rate of return multiplier. However,
none of the last two methods provided any direct measurement of
wealth distribution for the UK, nor informed details about the house-
holds below the top end. This is because not all properties in the coun-
try are liable for inheritance tax or generate income and in particular
avoidance of estate/inheritance tax through passing on assets 7 years or
more before death (Crawford et al. 2016).

Household surveys in the UK now play a rather significant role in
collecting direct measures of the wealth distribution across the coun-
try. However, as discussed by Alvaredo etal. (2016), the weaknesses
coming from the household surveys on wealth focusing mainly on the
low response rate of the participants constitute notable defects in accu-
rately capturing the wealth concentration towards the top tail of the
distribution.

®Atkinson and Harrison (1978) provide some information of the estate duty.
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Davies and Shorrocks (2000) emphasised that the studies on wealth
after 1960s focused more on the causes of the disparities to individual
or household wealth. This change in focus was led by the increasing
importance of savings for retirement but also as a result of the increas-
ing and improving micro-data sets that offer a plethora of individual
and household characteristics that greatly contribute to accounting the
differences in wealth.

What about the effect of income inequality on wealth inequality?
Most studies find that increases in income inequality lead to simultane-
ous increases in wealth inequality. Dynan et al. (2004) when analysing
whether households with higher incomes save a higher proportion of
their income found that income inequality adds top wealth inequality
since the higher income households save more.

Kuhn et al. (2017) used information on income and wealth from
HSCEF data in order to identify divergent trajectories of income and
wealth inequality. Opposed to standard methods, which concluded
that a rise in income inequality would lead to increased wealth ine-
quality, the authors found that the opposite was the case during 1970s
and 1980s in the US. In fact, during that period, wealth inequality
decreased while income concentration at the top income households
surged. According to their findings, wealth inequality started rising
during the 1990s and it was only at the beginning of the financial cri-
sis in 2007, that wealth concentration started being higher than before
the 1970s. As for the period during the financial crisis, they identi-
fied that this was “the largest spike of wealth inequality in post-war
America” (p. 5). Moreover, over the years that followed 2007-2008,
wealth accumulation towards the top of the distribution, increased
more than ever within the six previous decades, concluding that
wealth distribution in the US nowadays, is more unequal than before
(Kuhn et al. 2017).

Similarly, Davies and Shorrocks (2000), when examining the wealth
distribution of several countries highlighted that wealth is distributed
more unequally than labour income, consumption or total money
income across a number of developed countries. As they argued,
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although Gini coefficient of income range between 0.3 and 0.4, for
wealth, it ranges from 0.5 and 0.9. Similarly, the estimated share of
wealth for the top 1% of the households is in the range 15-35% of the
total wealth, while their income is less than 10%. Moreover, similarly to
Kuhn etal. (2017), they concluded that during the twentieth century,
wealth inequality had a downward trend, however, it was characterised
by several interruptions and reversals such as the one in the US in the
mid-1970s.

According to the literature, consumption is also linked to wealth dis-
tribution. Although Muellbauer (2010), Carroll et al. (2011) and oth-
ers examined the macroeconomic impacts of wealth on consumption,
Arrondel et al. (2017), looked at the heterogeneity of the marginal pro-
pensity to consume wealth-based household surveys in France. They
found that this heterogeneity is generated by disparities in wealth con-
sumption and levels of wealth. One of their main findings is that there
is a falling marginal propensity to consume wealth across the distribu-
tion for all net wealth components. More specifically, out of the finan-
cial wealth, the marginal propensity tends to be higher than the effect of
housing assets, apart from the top of the wealth distribution. In fact, the
marginal propensity to consume from housing wealth decreased from
1.3% at the bottom of the wealth distribution to 0.7% at the high end
of the distribution. On the other hand, the marginal propensity to con-
sume out of housing wealth rises with debt pressure and depends on
the composition of debt. They found that the effect of wealth shocks on
consumption inequality is limited. Nevertheless, they identified that if
stock prices increase, there is a slight increase in consumption inequal-
ity, especially at the top of the distribution.?

7For developed countries in particular—“Wealth is distributed less equally than labour income,
total money income or consumption expenditure. While Gini coefficients in developed countries
typically range between about 0.3 and 0.4 for income, they vary from about 0.5 to 0.9 for wealth.
Other indicators reveal a similar picture” (Davies and Shorrocks 2000, p. 3).

8¢Overall, these simulation exercises show a limited effect of wealth shocks on consumption

inequality. Increases in stock prices tend however to slightly increase consumption inequality”
(Arrondel et al. 2017, p. 24).



286 D. Kavarnou and N. Szumilo

Despite a long history of studies looking at the relationship between
wealth and consumption, this question of the impact of housing
wealth on consumption is still a subject of an academic debate. Buiter
(2008) shows that housing wealth should not be the primary driver for
non-housing consumption.” He empirically shows that higher hous-
ing wealth increases the cost of housing consumption; therefore, the
impact on non-housing consumption should be small. In fact, in his
model the only way in which the two could be related to each other
is through relaxing the borrowing constraints. This is because housing
collateral has a very strong impact on the ability of a household to bor-
row. Mishkin (2007) finds that increases in housing wealth have a larger
effect on consumption than changes in the value of financial assets.
Since he recognises that he cannot measure the effect precisely there is
also a large body of literature that investigates this effect empirically.
The work of Case et al. (2005) and Carroll et al. (2011) not only clearly
link increases in housing wealth to consumption but also show that its
impact is larger than the wealth effect of stocks. However, Buiter (2008)
argues that housing wealth is not macroeconomic wealth as its changes
are affecting homeowners and renters differently so that even if changes
to house prices have an effect on individual households, the net aggre-
gate effect should be zero.!® Although micro studies support the claim
that increasing house prices have a higher impact on homeowners there
is little evidence that renters’ consumption counteracts this phenome-
non (Bostic et al. 2009). There is also research that accounts for the age
of the household (Calomiris et al. 2012), and demographic changes that
influence the housing wealth effect (Sinai and Souleles 2005); however,
the conclusions remain unchanged. There is also evidence that changes
in household wealth may not necessarily affect consumption solely

9“In a representative agent model and in the Yaari-Blanchard OLG model used in the paper,
there is no pure wealth effect on consumption from a change in house prices if this represents
a change in fundamental value. There is a pure wealth effect on consumption from a change in
house prices if this reflects a change in the speculative bubble component of house prices” (Buiter
2008, p. 2).

Changes in house prices are essentially (close to) zero sum game where positive changes are
good for owners but bad for renters and future generations.
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through relaxing borrowing constraints as households may also change
their saving habits in response to exogenous shocks to the value of their
homes. As housing is the major component of most households” invest-
ment portfolios, the impact of an exogenous shock to house values may
affect precautionary saving rates and, therefore, affect consumption.
Critically, this effect can occur without re-mortgaging thus would not
be noticeable as an equity release. Christelis et al. (2015) showed that
even when changes in housing wealth are decomposed into an expected
and an unexceed component, both still have a significant positive influ-
ence on consumption. This shows that housing plays an important
role in how households behave and has important implications not
only for micro-level decision making but also for aggregate levels of
consumption.

Furthermore, Davies and Shorrocks (2000) supported the view that
wealth holdings are used for consumption smoothing when consump-
tion is expected to increase or in cases that income is decreasing due
to expected or anticipated shocks (e.g., due to unemployment or retire-
ment). “This consumption smoothing role is particularly important
when individuals face capital market imperfections or borrowing con-
straints” (Davies and Shorrocks 2000). Moreover, as described by the
authors, the type of the economy and/or society is also defined by the
patterns of wealth-holdings individuals and households are following
and the way they hold wealth. Hence, several macroeconomic reasons
such as the social status which is related to different types of assets can
be used to study wealth.

To our knowledge, this is the first time that a study makes use of the
latest data on wealth distribution available, that is the Wealth and Assets
Survey (WAS) for Great Britain, and tries to relate the findings of this
Survey on wealth in time and space, with the evolution of house prices
in the country over the last decade. The findings of this analysis suggest
that house ownership especially to the most productive regions of the
country correlates to higher net worth. Moreover, this ownership seems
to have a quite strong relationship with how wealth in these regions is
developing over time. Residential prices increase rapidly in government
office regions where wealth was already concentrated. This creates fur-
ther thoughts about accessibility of all groups to these regions or their
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location decisions. These areas will constitute the most productive loca-
tions of the country and offer the highest income which will drive to
additional wealth increase, and hence to the empowerment of inequal-
ity. Although we cannot infer causality from this trend, however, we
notice that it is increasingly concentrated amongst the wealthiest house-
holds and it is not only occurring for the overall distribution of house-
holds but also, it seems to have very distinctive spatial patterns which
are dictated by house prices.

3 Wealth and Assets Survey (WAS) in Great
Britain

Focusing on the Great Britain over recent years, there are two sources
that provide information and estimates on wealth: (a) the Wealth and
Assets Survey (WAS), which as we will develop in more detail later
on, it is “a longitudinal sample survey of private households which
started in 20067, run and issued by the Office for National Statistics
(ONS); and (b) the Personal Wealth Statistics (PWS)—which is “a long
standing series based on administrative data’—generated by the HM
Revenue & Customs (HMRC).!!

Both of the above sources—WAS and PWS—use the term “wealth”,
but they differ substantially in terms of the methods applied for the
calculation of wealth and the definitions used in their interpretation
of how wealth is distributed across the country. For the purpose of
our analysis, we are making use of the WAS. The main reasons against
the selection of the PWS is it is not representative of the population.
This argument is based on the ground that the statistics of PWS are
applied on a sample of forms submitted to HMRC for administrative
Inheritance Tax (IT) purposes, required by only estates that obtain a
grant of representation (probate) and not a random representative sam-
ple of the population. Hence, although the WAS coverage refers to
all individuals living in private households across Great Britain, PWS

TONS (2012), The Quality of Data Sources on Household and Individual Wealth in the UK.
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is limited to the sample of estates that need a grant of representation.
As per ONS (2016), in 2010, this sample regarded approximately
31% of the individuals in the UK (which is not representative either).
Moreover, in order to monitor the effect of house prices on wealth, it
is essential the unit in use to be on a household and not on individ-
ual level. Since, PWS is presented at an individual level only, there is
no direct link between the residence value and the individual wealth
estimates, whereas WAS’ estimates are on a household level. However,
some of the disadvantages of WAS for the current study, constitute the
following: (a) the fact that series commence in 2006, compared to the
long existing series of data of PWS that go back in 1976; and (b) WAS
self-reported wealth values are less accurate than tax returns.

WAS is funded by a consortium of government departments: Office
of National Statistics (ONS), the Department for Works and Pensions,
the HM Revenue & Customs (HMRC), the Scottish Government
and the Financial Conduct Authority. “The WAS is a longitudinal sur-
vey, which aims to address gaps identified in data about the economic
well-being of households by gathering information on level of assets,
savings and debt; saving for retirement; how wealth is distributed
among households or individuals; and factors that affect financial plan-
ning” (ONS 2015a, p. 2).

For a long time, household wealth data for Great Britain have been
very limited with surveys only occasionally addressing only wealth ques-
tions.!? It was only after July 2006 that WAS started addressing ques-
tions on wealth explicitly. Wave 1 consisted of interviews accomplished
over 2 years (June 2008), referring to 30,595 households. The same
households were interviewed for Wave 2 (July 2008—June 2010), where
20,170 households participated. Wave 3, lasted from July 2010 to June
2012 and lastly Wave 4 covered July 2012—June 2014 with 20,247
private households. The report of the main findings of the latest wave
(5), concerning the period July 2014—June 2016, has just been released

2Housing wealth and liquidity wealth questions were included in the Household Panel Surveys
over the years 1995, 2000 and 2005 (Crossley and O’Dea 2010); while particular questions on
Pension Wealth were also included over the years 2001 and 2005 (Emmerson and Wakefield
2009).
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including interviews addressed to 18,000 households between July 2014
and June 2016.

The samples included in the several waves of WAS covered private
households in GB (excluding “people in residential institutions, such as
retirement homes, nursing homes, prisons, barracks or university halls
of residence, and homeless people”).!> WAS contains data at household
and individual levels. However, for the purposes of this chapter, we are
only making use of the household level.'4

Due to the fact that a large amount of wealth is held by a relatively
small number of households and individuals, WAS oversamples par-
ticular households on purpose by using income tax records, in order
to address it to households with higher financial wealth. Vermeulen
(2015) examined the significance of oversampling in order to generate
efficient results for the high end of the distribution. As the author dis-
cussed, oversampling is not necessarily dealing with the biases because
of the differential non-response and he considered that WAS was possi-
bly underestimating the wealth concentration towards the upper tail. By
using both WAS and the Forbes List, while assuming a Pareto distribu-
tion, Vermeulen (2015) identified that WAS actually underestimates the
top 1% of wealth by 1-5%.

In the reports published by the ONS regarding the WAS, household
wealth is divided into four components: property, physical, financial
and private pension wealth. These four wealth components are defined
as per below according to ONS (2015b, p. 2):

o Property wealth: considers “the value of any property privately owned
in the UK or abroad (gross and net of liabilities on the properties)”.

o Physical wealth: “includes the value of contents of the main resi-
dence and any other property of a household including collectables

3Subject to bias regarding wealth coming from the elder groups but rather unlikely to have any
significant bias to the results of the younger groups (ONS 2009).

For more information regarding the WAS questionnaires and the process of the Survey please read
from the UK Data Service, https://discover.ukdataservice.ac.uk/catalogue/?sn=6709&type=Data%20
catalogue.


https://discover.ukdataservice.ac.uk/catalogue/%3fsn%3d6709%26type%3dData%20catalogue
https://discover.ukdataservice.ac.uk/catalogue/%3fsn%3d6709%26type%3dData%20catalogue
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and valuables (e.g. antiques and artworks), vehicles and personalised
number plates”.

o Financial wealth: accounts for “the value of formal and informal
financial assets held by adults and of children’s assets”.

o Private Pension wealth: considers “the value of all pensions that are
not state basic retirement or state earning related”. Moreover, “the
value of private pension schemes in which individuals had retained

rights in which they would or have received income”.!®

As argued by Crawford etal. (2016), physical wealth should be
excluded from the sum of the total net wealth as the replacement value
of goods is not an appropriate measurement for the value of the items
people own. This bias is subject to underestimation/overestimation of
the actual value of goods and therefore, should be excluded from the
total net wealth.

Crawford etal. (2016) discussed the distribution, composition and
changes of the household wealth in GB over the first three waves of
the WAS, i.e. between 2006 and 2012. Drawing on the main conclu-
sions of that paper, among other outcomes, the total wealth on aver-
age rose (real terms) during this period for the working-age households
but decreased for the retirement-age households. Nevertheless, wealth
held outside pensions dropped for all apart from the youngest house-
holds. Therefore, the conclusion reached was that the increased wealth is
driven by increases in pension wealth for that particular period.

3.1 Discussion of the Most Recent WAS Waves 4 and 5
(2012-2014 and 2014-2016)—Wealth Distribution
and Inequality Across Great Britain

Looking at the most recent report on the main findings out of the fifth
wave of WAS, the aggregate total wealth of all households in GB was
£12.8 trillion between July 2014 and June 2016, illustrating an increase

5ONS (2015b, quotations from Chapter 1, pp. 1-2).



292 D. Kavarnou and N. Szumilo

in 1.7 trillion from the previous period (2012-2014). Median house-
hold total wealth also increased 15% from the previous period being
at £259,400 from £225,100 of the last wave. At the same time, wealth
inequality is in high levels in GB, as the total wealth held by the top
10% of households is around 5 times greater than the wealth of the bot-
tom half during wave 5.1

To continue with the aggregate total private pension wealth of all
households in GB over wave 5, it was £5.3 trillion increasing from £4.4
trillion the period before (wave 4). One of the striking findings though
in relation to our study is that there was a great increase in the net prop-
erty wealth for households in London compared with all other regions.
More specifically, median net property wealth in London was £351,000
showing a 33% increase from the previous wave (4).

Comparing wave 5 with the previous waves, and more specifically
with wave 4 over the period 2012-2014, in wave 4, the net property
wealth in GB accounted for 35% of the aggregate total wealth dur-
ing 2012-2014 (having dropped from 42% during the earliest period
for which data are available—July 2006—June 2008). Physical wealth
accounted for just 10% of the aggregate total wealth while financial
wealth accounted for 14% of it during wave 4. Finally, the biggest
share of wealth stands for private pensions i.e. 40% of the aggregate
total wealth (having increased from 34% during the first wave in
2006-2008).7

Figure 1 presents some interesting findings of the distribution of
wealth across households, the composition of wealth among the distri-
bution with significant evidence of wealth inequality in GB. More spe-
cifically, Fig. 1a shows the comparison between the top 10% and the
bottom 50% of the households across the four waves of the Survey. As
can be seen from the graph, there are substantial differences between
these two groups of households, but also the shares of wealth compo-
nents of each group of households have substantially changed over the
years. To begin with, during the first wave, we can observe that the

16ONS (2018).
7ONS (2015a).
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(a) Comparison of the wealthiest 10% of households with the least
wealthy 50% of households (by component of wealth) - GB (%)
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Fig. 1 a Comparison of wealthiest 10% of households with bottom 50% (by
wealth component) during the four waves, GB; and b Gini coefficients of the
aggregate total wealth in components (Source Wealth and Assets Survey
(WAS)—Office of National Statistics)

wealth components significantly differ between the two groups where
the biggest share for the top 10% is the private pensions (42%), fol-
lowed by the net property wealth (36%), then the net financial wealth
(16%) and lastly some physical wealth (6%). On the contrary, for the
bottom 50% during wave 1, the biggest share of wealth accounted for
net property wealth (41%), followed by physical wealth (34%), which
is significantly higher than this of the top 10% group, then private
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pensions (21%) and lastly some very low financial wealth (4%). A
similar pattern can be observed over waves 2 and 3 respectively, while
in wave 4 which is the latest period of available data we can observe
that: (a) private pension wealth has overall increased during the years
for both groups, (b) net property wealth has decreased over the eight-
year period for both groups, (c) financial wealth has increased for the
10% of houscholds but has remained the lowest share of wealth for
the bottom 50%, (d) physical wealth has remained the lowest share of
wealth for the top 10% and has even decreased further during the years,
while for the bottom 50% of households, physical wealth remains one
of the biggest shares of their wealth and (e) possibly the most signif-
icant conclusion for our study is that the wealthiest households have
a more diverged portfolio of wealth to which their wealth is dispersed
between pension, property and financial wealth across all the waves of
the Survey; while for the bottom 50% of households the main source
of wealth is in properties (possibly their main residence) and physical
wealth (including the value of contents of the main residence or vehi-
cles)—an observation that is notable across all waves.

This Fig. 1a exhibits the components of wealth of the top 10% and
bottom 50% of households until 2014. Some interesting findings on
the inequality of wealth across households in GB over the latest wave
(July 2014—June 2016) that have been included into the latest report
released by ONS are related to the household total wealth distribution.
As per these findings, the wealth ownership among the different groups
of the population both the actual value (in £billion and percentage)
some interesting outcomes are the following: (a) although the actual
value of wealth of the bottom 50% increased from £962 billion in wave
4 to £1118 billion in wave 5, this group still holds just 9% of the total
wealth, (b) the difference can mainly be viewed to the upper and middle
wealth classes where, although the total wealth acquired by the top 10%
has overall increased since the last wave from £4975 billion to £5595
billion their share has dropped by 1% in favour of the middle class who
saw their aggregate wealth increasing from £5176 billion to £6066 bil-
lion, (c) another impressive outcome of the latest wave (5) is that the
aggregate wealth held by the top 10% is almost 5 times more than that
of the bottom 50% of the population (44% or £5595 billion by the top
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10% compared to 9% or £1118 billion by the bottom 50%), a finding
that highlights wealth inequality across GB.

The above conclusion about the wealth inequality has been very
well documented by the literature over the years (e.g., by Atkinson and
Harrison 1978; and more recently by Piketty 2014) and we can see that
this inequality phenomenon continues being rather evident as wealth is
mainly held by the wealthiest households.

Furthermore, by comparing the latest results with the previous waves
(3 and 4) of WAS, the aggregate total wealth has increased over the
years. More specifically, half of the households in GB hold just over
£1 trillion, while the top 10% of households own almost half of the
aggregate total wealth; these are figures that constitute evidence of very
strong wealth inequality in the country. Some more interesting findings
of the latest fifth wave concerning the period July 2014—June 2016, are
that: (a) the bottom 10% of households have total wealth of £14,100 or
less, (b) the median total household wealth is £260,400 while the top
10% of households have total wealth of £1,208,300 or more and (c) the
top 1% of households hold the amount of £3,227,500 or more (ONS
2018).

Another interesting component of the ONS report about the wealth
inequality in GB, is the calculation of the Gini coefhicients of the aggre-
gate total wealth as presented in Fig. 1b. Gini coefficient, which is the
statistical measurement of the dispersion of wealth distribution, consti-
tutes the most commonly used measure of wealth inequality and there-
fore, could not be disregarded.

We have added to this Fig. 1b the most recent outcomes of the fifth
wave regarding the most recent period of the Survey. Gini coefficients
take values between zero and one, with zero representing a perfectly
equal distribution and one presenting a perfectly unequal distribution.
As can be observed by the graph, Gini coeflicients are consistently high
across years and for all wealth components. Some significant outcomes
that we could extract from Fig. 2, are: (a) physical wealth is the least
unequal wealth component taking values between 0.44 and 0.46 across
all waves—a figure that was expected as it constitutes the main wealth
component of the bottom 50% of households. (b) The most unequally
distributed wealth component is financial wealth with very high Gini
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Fig. 2 Percentage of aggregate wealth by region, a wave 5, July 2014-June
2016, b wave 4, July 2012-June 2014 and ¢ Wealth per household by region
(2015) (Source Own calculations using data from Wealth and Assets Survey
(WAS)—Office of National Statistics [For the number of households by region
(2015), data from ONS were used available from: https://www.ons.gov.uk/
peoplepopulationandcommunity/birthsdeathsandmarriages/families/adhocs/
005374totalnumberofhouseholdsbyregionandcountryoftheuk1996t02015])


https://www.ons.gov.uk/peoplepopulationandcommunity/birthsdeathsandmarriages/families/adhocs/005374totalnumberofhouseholdsbyregionandcountryoftheuk1996to2015
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coefhicients from 0.81 over the first two waves to 0.91-0.92 over the
three waves showing that financial wealth inequality has dramatically
increased over the last 6-7 years. This finding is another evidence of
high wealth inequality as financial wealth is the main component of
the wealthiest households. As observed also by the Office of National
Statistics, this increase in Gini coefficients of financial wealth over the
last few years can be interpreted as difference in recovery of financial
assets after the economic recession by those with higher levels of
financial assets (i.e. the biggest losers were the lower wealth groups).
(c) Private pension wealth is the only wealth component with decreas-
ing Gini coeflicients over the years. (d) Last, but not least, property
wealth component has steadily increased over the years from 0.62
over wave 1 to 0.67 during the last wave. This shows a continuation
in worsening of inequality in net property wealth between 2006 and
2016 (ONS 2018). This latest point constitutes a very strong evidence
of the fact that the increase in house prices over the last years have mis-
balanced the net property wealth of the different groups of the wealth
distribution in favour of the wealthiest households.

The next part of the discussion is looking at the distribution of
wealth across the government office regions of GB (Fig. 2).

From this graph, it is obvious that wealth is unequally distributed not
only across households but also across the regions of GB. More than
50% of the aggregate total wealth is concentrated towards the South of
England (South West, South East and London) and especially the cap-
ital and the South East region. The rest of the country has a relatively
more dispersed wealth distribution. It is interesting to note the differ-
ence in households” wealth by region. As can be seen from Table 2c,
the average wealth held by households in Greater London region and
South East is way above the country’s average, in South West and East
England moderately above average while to all the rest of the regions,
the average houschold wealth is below average. In fact, in certain
regions, it is even two or three times less than the household wealth of
South East and London.

It is also very interesting to look at the findings of WAS regarding the
Property wealth component in particular. As already mentioned, aggre-
gate net property wealth in wave 5 accounted for 41% of the growth
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total wealth between waves 4 and 5, increasing by 17% i.e. from £3.9
trillion to £4.6 trillion over the period 2012-2016.18

To continue on the above findings on net property wealth, it is inter-
esting to discuss the property ownership rates according to the location
of the main residence of the household. ONS illustrates graphically the
percentage change in the distribution of household net property wealth
by region of residence where net property wealth includes the owner-
ship of the main residence and any other property.!® From this figure
by ONS, the percentage change in median along with the 1st and 3rd
quartiles of the distribution are presented where, during the period July
2012-June 2016, net property wealth across GB was unequally distrib-
uted and this inequality evolved further during these years. The post-cri-
sis results show that apart from the North East region, all the rest of the
regions of GB have a positive growth of net property wealth. The results
highlight the striking increase in the net property wealth of London
region. Since all quartiles of net property wealth of London region
sharply increased within this short period of time, this gives a strong
indicator of the house price increase particularly in London.

The question that has been generated out of the above figures is:
How have house prices affected the evolution of this wealth inequal-
ity across the country? It is a fact from the above figures that wealth
is unequally distributed across households and also unequally concen-
trated across the regions of GB. However, how the change in house
prices over these years in the several regions of the UK have contributed
further to wealth inequality has not been examined, or whether house
prices have actually contributed in decreasing the disparity of wealth.
The arguments behind the support of the first case, i.e. house prices
have contributed to the increase in wealth inequality, would be based
on the logical aspect that wealthy households would invest in the prop-
erty sector and therefore, the increase in house prices would increase
their wealth further. The supporting arguments of the opposite case, i.e.
house prices have contributed to minimising the inequality of wealth,

IB0NS (2018).
10ONS (2018, Fig. 24, p. 49).
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lay with a different but logical argument too, that a great share of
wealth held by the bottom and middle-class households is mainly con-
sisted of property wealth (Fig. 1a); especially the value of their main res-
idence and therefore, any change in house prices would drastically and
positively increase their levels of wealth, hence, wealth inequality would
decrease between the top and the middle/bottom part of the distribu-
tion. Kuhn et al. (2017), when investigating the US market, identified
that “while incomes stagnated, the middle class enjoyed substantial
gains in housing wealth from highly concentrated and leveraged portfo-
lios, mitigating wealth concentration at the top” (p. 3).

However, one could say that there is a third case, i.e. both cases are
true and the heterogeneity observed both in wealth distribution and in
house prices across the different regions of the country create a third
different combination of these two scenarios.

Davies and Shorrocks (2000) mentioned that when owner-occupied
housing is the major component of the non-financial assets, then wealth
is more equally distributed. Nevertheless, as these authors explicitly dis-
cussed, the opposite might be the case in countries where land values
are especially important.

3.2 House Prices and Their Role on Wealth
Distribution

Wolff (2017) in analysing the household wealth trends in the US
between 1962 and 2016 highlighted the significance of the hous-
ing value cycle on wealth trends. As discussed by the author, one of
the most notable effects on net worth leading to the Great Recession
of 2007 was the house price explosion prior to it and the immediate
collapse of the housing market. At the same time, the home ownership
rate in the US significantly expanded over the last three decades and
continued to increase but with a slower pace between 2001 and 2007.
However, during the crisis of 2007-2009, the home ownership rate
slightly decreased while after the crisis, although house prices recovered,
home ownership rate continued to drop.
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In the same paper, it was explained that the housing bubble in the
years prior to the crisis, was largely due to the expansion of the credit
availability for housing transactions and re-financing. This fact was
because of: (a) the re-financing of the primary mortgages; (b) second
mortgage and home equity loans or increased outstanding balances; and
(c) softer credit requirements with either none or limited documenta-
tion—in turn, were so-called ‘subprime’ mortgages with excessively high
interest rates and “balloon payments” at the expiration of the loans. For
the above, the average mortgage debt per household hugely increased
in real terms (more than 59%) between 2001 and 2007 while the out-
standing mortgage loans as a share of the house values also increased
(Wolff 2017).

House Prices in GB, followed a similar pattern to the US, in most of
the regions during the last two decades. This pattern, however, affected
in different magnitude each region of the country. House prices across
the country sharply increased during the decade before the financial
crisis, while towards the end of 2007 started collapsing until mid-2009
when house prices started recovering again in most of the regions.
However, house prices in GB appear rather heterogeneous across the
different regions of the country and is characterised by huge discrepan-
cies among the different areas of the North, the middle and the South.
House prices in the Greater London area and the South East have been
rising faster than the other regions of the country.

Similar to the heterogeneity patterns across regions, house prices have
also evolved differently over time and space/regions. Figure 3 illustrates
the evolution of house prices in GB during and after the financial crisis.
More specifically, it presents the percentage change of the median house
price over the years 2007-2016. As can be seen, within this decade,
since 2007 and especially after the end of the recession, house prices
have sharply increased in most of the government office regions of GB.
The median house price in London region has risen faster reaching a
striking 68% increase over the last decade. East England and South East
regions follow with 36 and 34% increase in the median house price of
each region respectively. The South West and the Midlands (East and
West) regions also present high growth rates (21, 17 and 16% respec-
tively), while the north regions of England (East and West), Yorkshire
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and Humber, Scotland and Wales have reaching more modest house
price growth rates (6-11%). As can be observed from Fig. 3, the market
not only has completely recovered from the financial crisis, but instead
house prices have outperformed in many regions of the country.

In particular, the South East has seen a much faster growth of
house prices with double-digit annual rises persisting in London.
While in most areas house prices declined during the financial crisis of
2008/2009, in some regions they have rebounded quicker than in oth-
ers. In fact, in some places growth remained positive even during the
economic downturn. The most expensive boroughs of London and the
most unaffordable housing markets (as judged by ratio of house prices
to earnings) outside of the capital (such as Cambridge and Oxford)

Fig. 3 House Price change 2007-2016 (Source Based on dataset from Land

Registry)
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continue to attract not only high house prices but also high income and
wealth, including households that are able to invest in the property sec-
tor. This results in a high standard deviation of house prices as well as of
their growth rates across GB.

As observed by Kuhn etal. (2017), the effect of house prices on
households’ wealth is substantially different along the distribution of
wealth. This would mean that any changes in house prices would have a
significant but differential effect on the several household groups as well
as on the evolution of wealth inequality. In order to quantitatively iden-
tify this effect, the authors created a measure of house price exposure on

wealth growth:

AWip1 _ Hi Apig

R
= + g 1
W; Wi pr ! L
where
#’tﬂ stands for wealth growth,
H; Apiy1

W stands for the house price component, and

gk stands for the residual component which accounts for wealth
growth caused by all other reasons but house prices

Therefore, any changes caused in house prices are reflected on APt
which are adjusted by the house prices exposure %’t This would mean
that with house price increase, a bigger exposure on house prices, would
cause further wealth growth. Any differences in saving rates of house-
holds or other sources of wealth would be included in the residual com-
ponent (Kuhn et al. 2017).

3.3 Theoretical Framework

The theoretical framework presented so far from the literature, the
presentation of the main findings of the WAS and the arguments on
wealth distribution and wealth inequality in relation to house prices
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in time and space draw a picture of increasing wealth inequality, with
strong concentrations towards the right tail of the distribution. Property
wealth seems to be a significant wealth component for all household
groups (top, middle class and some lower wealth households) and
strongly involved in the evolution of their total wealth. House prices
(especially considering the main residences of the middle and least
wealth households) constitute the most significant asset components of
property wealth and therefore, there are strong evidences that their evo-
lution over time and space, i.e. over the last decade in focus and across
the different government office regions of GB, dictate the patterns with
which wealth is distributed over this period and across the regions.

But how does the house price evolution over the last decade corre-
late with the household wealth distribution of the different government
office regions of the country? This is an interesting question that we try
to approach. Although it is difficult to fully uncover the relation and
patterns, but also to infer the actual causality of this relationship, to the
following section, we have developed an empirical approach for GB.

4 Empirical Investigation

The method that we apply in this chapter for the identification of the
effect of house prices on Wealth is the Inter-Quantile regression with
bootstrapped standard errors.

The main aim of quantile regression is to estimate the conditional
median or any other quantiles of the variable of interest. It constitutes
the extension of a linear regression, as it is mainly used when linearity
is not applicable. The reason why this method has been selected in par-
ticular is because it is the most suitable method when conditional quan-
tile functions are of interest.

Moreover, a significant advantage of the quantile regression which is
the main difference from the Ordinary Least Squares (OLS) is that its
estimates are much more robust with the presence of outliers to the var-
iables of interest. In addition to that, several measures of central ten-
dency and dispersion offer a much more comprehensive analysis of the
variables when using the quantile regression.
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In particular, an Inter-Quantile Regression allows much easier inter-
pretation of differences between different groups of the outcome varia-
ble distribution. In our case this is total wealth. As we have stipulated
earlier, we assume that households with different levels of wealth will be
exposed differently to changes in the dependent variables.

Therefore, the motivation for applying this empirical method is that
we assume that the impact of different determinants of net wealth is
conditional on total wealth. In this way, QR provides the capability
to describe the relationship between a set of regressors and the varia-
ble of interest at different points in the conditional distribution of the
dependent variable. Hence, by applying the Quantile Regression, we
achieve our estimates being more robust against the outliers in our
response measurements. This robustness to non-normal errors and out-
liers of QR provides a deeper understanding of the data, enabling us to
account for the impact of a covariate on the distribution of y, and not
solely its mean. In our study, taking into consideration that both wealth
and house prices are measurements with great discrepancies among their
observations including many outliers, the distribution of the values
around their mean would create robustness issues.

The inter-quantile regression applied in this study is the regression of
the difference in quantiles.

The model used is:
W; =« + BE; + yH; + gt )
where

stands for the net aggregate wealth,

stands for the net financial wealth,

stands value of the main residence and reflects the impact of
changing property values on wealth.

g¢ stands for the residual component of Eq. 1 and in this regression
takes the form an error term.

In this specification we capture the increase in the net financial
wealth directly as although important to avoid the omitted variable bias
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in our estimates, we do not assume that it is of critical importance to
our research question. Instead, we focus on property wealth, which we
approximate with the value of the residence.?’ Together the two com-
ponents?! represent total wealth for the vast majority of the population
and provide estimates that support the view that wealth growth depends
on the price of the residence. For simplicity other components of wealth
(pension and physical) are omitted. These are, of course, missing varia-
bles in this model but testing models that included them did not affect
the results while it significantly increased computation time and the
accuracy of the bootstrapped error estimates.

Since we have shown that house prices have been developing at dif-
ferent rates across the country we expect that the value of the main
residence may be more important for different quintiles of the distri-
bution. From this, we can point out that as house prices are increas-
ing the households that own their homes are likely to slowly graduate
to higher quintiles of the population while the households that do not
benefit from the capital value appreciation of properties mainly rely on
income and financial wealth. Note that this variable does not reflect the
value of a property owned by the household but of their main residence
only. This is a quite important distinction as it allows us to focus on the
households that live in the locations where house prices are the highest
and directly relate their household wealth with the value of their resi-
dence. It also enables us to link the location of the household wealth (to
the respective government office region) with the location of the main
residence of the household and not with their property wealth in general.

In contrast, the financial wealth is the component of household
wealth that is not affected by the growth of house prices as there is
no direct link between them. Its spatial distribution is more likely to

20As defined in Sect. 2 property wealth includes all properties held by the household. For the vast
majority this will be the same as the value of the main residence.
21Pension wealth is left out to reduce computation time and increase the accuracy of point esti-

mates. The estimates do not change when it is included but the (bootstrapped) standard errors
increase.
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stay constant over time and we expect it to be highly important for the
richer households.

gk stands for the residual component which accounts for wealth
growth caused by everything else than house prices and financial wealth.
Total wealth is measured as the sum of all wealth components listed in
Sect. 2. We regress this value on the value of the main residence to test
the hypothesis represented in Eq. 1. Including financial wealth into the
regression controls for the omitted component of wealth that is likely to
be correlated with the value of main residence. All other determinants
of wealth are reflected in the residual term.

4.1 Data and Variables

As extensively discussed above, the data on Wealth distribution for GB
are obtained from the WAS performed in four waves. The first wave
consisted of interviews addressed to 30,595 households. Out of these
households, 20,170 of them were interviewed again during the second
wave. Finally, for the third and the fourth waves participated 20,247
private households (UK Data Service 2017). These datasets include
information on the aggregate wealth of households along with some dis-
tinction to the several wealth components such as net financial wealth,
value of the main residence and many others.

Regarding data that concerned the house prices of the different gov-
ernmental office regions of the country, these have been collected from
the Land Registry. This dataset includes all market transactions that
occurred between 2007 and 2016. As shown in Fig. 3 and already
extensively discussed, the average change in transaction prices was
around 20%. However, this varied greatly across GB.

4.2 Empirical Results

The intuition behind using a quantile regression is supported by Fig. 4,
which shows that for wave 4 different parts of the wealth distribution
have vastly different mean estimates. Due to data unavailability for wave
5 (concerning the period between July 2014 and June 2016) at the
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Fig. 4 Results of a quantile regression for wave 4 (Source Own calculation)

time of this analysis, wave 4 was the latest wave released (i.e. over the
period July 2012—June 2014). It is clear from this figure that wealthier
households benefit more from additional units of financial and property
wealth but the most striking feature of the regression is the discontinu-
ity between the 75th quintile and the full sample. This sharp increase
right after the 75th quintile suggests that the wealthiest 25% house-
holds in GB react to changes in their wealth differently than the rest of
the respondents.

Table 1 shows the results of a regression of total wealth on the value of
main residence and net financial wealth from different percentiles in dif-
ferent time periods. The waves that have been used to this regression are
the first four waves released by the ONS (i.e. referring to the time period
July 2006 to June 2014) as at the time of the analysis these were the only
waves available. The results are based on an inter-quintile regression,
which allows us conditional means for different parts of the distribution.
The estimates are presented for four categories of household wealth distri-
bution selected so that the number of households in each group is equal.
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Table 1 Inter quintile regression results. Dependent variable: Total wealth

Quintiles (1) (2) (3) (4)
0.75-1 0.5-0.75 0.25-0.5 0-0.25
Wave 4 (2012-2014)
Value of the main 2.103*** 0.640%** 0.475%** 0.739%**
residence
(0.27) (0.0563) (0.0551) (0.0398)
Net financial wealth 1.495*** 0.325%** 0.139 -0.00808
(0.263) (0.0998) (0.111) (0.112)
Constant 544,671%**  49,854***  16,845%**  28,391***
(49,935) (2779) (571.2) (5124)
Pseudo R2 0.575 0.6376 0.6628 0.6927
Observations 20,241 20,241 20,241 20,241
Wave 3 (2010-2012)
Value of the main 1.901*** 0.588*** 0.379*** 0.748***
residence
(0.29) (0.0397) (0.0477) (0.0394)
Net financial wealth 1.670*** 0.311*** 0.118 0.0145
(0.518) (0.0644) (0.100) (0.123)
Constant 459,572***  37,623***  16,440%**  24,978***
(34,061) (2328) (377.8) (3961)
Pseudo R2 0.5513 0.6174 0.6412 0.6758
Observations 21,446 21,446 21,446 21,446
Wave 2 (2008-2010)
Value of the main 2.044%* 0.424%**  0.264%**  0.698***
residence
(0.379) (0.0216) (0.0102) (0.0237)
Net financial wealth 7.022%** 0.528*** 0.371*** 0.320%**
(1.705) (0.0508) (0.0427) (0.0365)
Constant 432,725***  35,079*%**  14,009***  20,337***
(48,185) (1576) (558.1) (3698)
Pseudo R2 0.5522 0.6034 0.643 0.6854
Observations 20,165 20,165 20,165 20,165
Wave 1 (2006-2008)
Value of the main 2.921%** 0.410%**  0.216%**  0.674%**
residence
(0.394) (0.0174) (0.0101) (0.0328)
Net financial wealth 3.3571*** 0.447*** 0.362*** 0.215%**
(0.832) (0.0446) (0.0337) (0.0350)
Constant 368,182***  25,672***  8,996*** 20,854***
(40,785) (622.8) (499) (4580)
Pseudo R2 0.469 0.5644 0.6031 0.6455
Observations 30,587 30,587 30,587 30,587

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1

Source Our own results
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As can be seen from Table 1, one of the most striking changes when
progressing from waves 1 (2006-2008) and 2 (2008-2010) to waves
3 (2010-2012) and finally to 4 (2012-2014), is that financial wealth
becomes insignificant for poorest households (columns 3 and 4). While
the impact of financial wealth on the bottom 25% households™ wealth
in the first two waves (2006—-2010) is much smaller than for the wealth-
ier respondents, all households increase their total wealth by holding
financial assets. As can be seen, in waves 1 and 2 (2006-2010), net
financial wealth appears significant across all quintiles of the distribu-
tion. However, in the latest waves—waves 3 and 4 (2010-2014)—this
is not the case, as the results suggest that the poorest households (bot-
tom 50% of the households) hold virtually no financial assets. Instead,
their wealth is substantially and increasingly determined by the value of
their main residence. This is illustrated by the fact that the coefhicient
of the value of the main residence for the bottom 50% of households
increases steadily with time. This points to the conclusion that between
the years 2006 and 2014, while financial assets became virtually irrele-
vant for the wealth of the poorest households, values of their main resi-
dence became the main source of their wealth.

However, the declining importance of financial wealth is not unique
to households in the bottom half of the distribution. In fact, it appears
that this occurs uniformly throughout the sample. In wave 4 (2012-
2014), all households are less sensitive to financial assets and the wealth
of the richest is interestingly two times less dependent on this type of
wealth than it was in wave 1 (2006—2008). This difference shows how
important changes in property wealth are for households in GB. With
time, the impact of financial wealth decreases substantially which shows
that the importance of the other component of total wealth must
become more significant.

4.3 Discussion of the Empirical Results

In the following table, Table 2, we present the percentage changes
of wealth to the different housechold quartiles across the govern-
ment office regions of GB for the two latest released waves of WAS
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(i.e. 2012-2016). Although raw data for wave 5 have not been released
by the time of this analysis and discussion, the recently released report
on this fifth wave includes some very useful information.??

As can be seen from this table, between 2012 and 2016, the median
of households’ wealth increased by 60% in London, which is more
than twice as much as for any other part of the country. Within the
same period, Yorkshire and Humber median property wealth increased
by one quarter, similarly to North East by 23%, while the North West,
West Midlands, East England, the South East and Scotland had a mod-
erate increase between 7 and 13%. Median household wealth in East
Midlands and South West had a very slight increase of 1%, while the
only government office region where the median household property
wealth decreased was Wales by 5%. The figure is even more striking in
the decade between 2006 and 2016, when median wealth increased dra-
matically in London, somewhat in the South East (15%), moderate to
null increase in South West and Scotland, whereas median household
wealth decreased in most other regions. The most outstanding decrease
was in North East (39%) followed by East Midlands (21%), Wales
(18%), West Midlands (16%) and moderate decrease to the rest of the
regions.

The concentration pattern is evident for households that own their
property as appreciation of house prices in London and the South East
clearly allowed it to accumulate more wealth in these regions than the
rest of the areas of the country. Interestingly, the most important dif-
ference between property owners and an average household is that the
former group increased its median wealth in all regions apart from the
North East. This suggests that wealth is increasingly owned by those
who can afford to buy real properties while those who cannot see their
wealth decreasing sharply.

The above results paint a dramatic picture of wealth concentration
amongst the richest households that reside in the wealthiest regions of
the country. As can be seen, there is also striking evidence of the fact
that property ownership allows higher wealth accumulation. In fact, it

220N (2018).
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appears that, on average, households that did not own any property or
live in London or the South East were worse off while property owners
in the capital saw their wealth increase dramatically.

More specifically, as can be seen from Table 2, looking at the median
property wealth of the last two waves only, 2012-2016, property own-
ers in London area have seen their wealth increasing by 33% within
these four years. A substantial but more moderate increase can be
observed in most other regions (5-12%) while the only region where
property owners have seen their household wealth decreasing are in
North Fast. Moreover, as for the decade between 2006 and 2016, these
results confirm a more striking picture, considering also the effect of the
financial crisis to the volatility of the median household wealth. As it
can be observed, the median household wealth of the property owners
in London region outperformed over this decade, where Londoners
property owners have seen their wealth increasing by 60%. Other sub-
stantial increases in median property wealth can be observed in South
East (25%) and Scotland (19%). Moderate increases in median house-
hold wealth can be seen in East of England and South West (11%), East
Midlands and Wales (6 and 4% respectively). Slight to no change can
be observed in North West, Yorkshire and Humber and West Midlands,
while the only region where there is a negative growth to the median
household wealth to the property owners of North East region.

Our results are also consistent with the expectation that the wealth-
iest households have much more varied sources of wealth than the
poorest ones. Differences in income and asset allocation decisions may
drive this disparity but it is difficult to establish the causal link from
the available data on wealth from the WAS. Although in our analy-
sis we attempt to show that geographical location plays a critical role
in determining wealth and its growth over time, we acknowledge that
there are several other factors that are not accounted for by the existing
research. A concern for our results would be if the unidentified factors
were correlated with house prices. For example, it may be that house
prices in London increased because wealthier households have moved
to the city. In our analysis this would present itself as an increase in
wealth in the capital. In this sense, the results need to be interpreted
as a high concentration of wealth in places where house prices are the
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highest. This however, does not mean that homeowners do not benefit
from this trend. In fact, it appears that as the concentration of wealthy
households in the South East regions grows the local homeowners are
positively affected while renters see their living costs increase. This sug-
gest an intersection between income and wealth inequality as those with
either higher wealth or income appear to be crowding out those who do
not own a property in the most desirable locations and cannot afford
to either buy or rent it. The above can already be noticed to a number
of cases in several posh or appealing neighbourhoods of the regions of
the country, but especially London. This means that as the geographi-
cal concentration of wealth is growing, its benefits are accessible to an
increasingly narrow group of households who either are already wealthy
(through owning properties in the most desirable locations or other-
wise) or have an income high enough to rent or support a mortgage in
the most expensive locations. Higher house prices are correlated with
higher wages but as the ratio of house prices to income in London and
the South East has increased significantly more than in other parts of
the country it is clear that accessibility of those locations to the poorest
households has decreased. This has multiple implications, mainly for the
distribution of wealth and income at the low end of the scale. While
the lowest earners who own properties in London benefit from rising
house prices and growing wages, those who are not homeowners see
their net income decline. This means that the locations where wealth
concentrates become increasingly exclusive, which has consequences
for location decisions and contributes to the growing economic dispar-
ity between geographical locations. It appears that house prices play a
crucial role in shaping wealth distribution but this house price growth
happens not only through the increasing capital values but also through
giving access to the highest income.

The unequal distribution of growth is quite likely to be endogenous
to housing prices in the UK. The work of Hibler and Robert-Nicoud
(2013) and Cheshire (1999) shows that housing supply is strongly
related to land use regulations. As residents can influence local plan-
ning policy, they have an indirect effect on housing supply. In areas
where houses are expensive the local population has a higher incentive
to ensure that no new land is made available for construction. This is



Rich Become Richer and Poor Become Poorer: A Wealth ... 315

evidenced in the not-in-my-backyard attitude, which is especially prev-
alent in wealthy locations (Dear 1992). This suggests that political
power shapes the supply of land for housing and determines the elas-
ticity of prices to changes in demand. Consequently, the same change
in demand would affect house prices more in wealthier locations where
demand is less elastic. This means that the problem of increasing spa-
tial disparities in income across the UK (documented by Martin et al.
2016) translate into actually magnifying the problem of wealth inequal-
ity. Although income growth is unequally distributed across UK loca-
tions, as presented above, a unit change in income will affect housing
demand equally everywhere. However, with housing supply being more
constrained in areas where more wealth is concentrated, the impact of a
unit increase in demand would have a higher effect on house prices in
places where homes have been already expensive. This is clearly consist-
ent with Fig. 3, which shows that the house prices grew the quickest in
locations where they were the most expensive to begin with. The corre-
lation between income increases in places where house prices grow the
most may not necessarily be unidirectional. While increasing incomes
raise demand for housing there is also strong evidence that increasing
house prices can affect local companies. A recent development in finan-
cial research shows that in locations where house prices increase entre-
preneurship rates are also higher and the new firms are more successful
(Corradin and Popov 2015). This shows that alleviating credit con-
straints allows higher economic growth and may lead to an increase in
local income. In turn this may have an impact on housing demand.

This problem of income and wealth peaking or bottoming out in the
same geographical areas is at the core of modern economic challenges
in which income and wealth concentrate not only on people but also
on space, identifying particular places and regions that are already at
the top end of the distribution. The result is an increasing polarisation
of economic resources in which the main winners are less correlated
to productivity of individuals and more to their initial endowments.
The key point is that changes in house prices are exogenous to rent-
ers (whose wealth does not benefit from increases in house prices) and
households at the bottom end of the wealth distribution (who have
little influence on where they live) while they may be at least partially
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endogenous to owners of the most expensive properties who have the
highest income and are the only group that has a choice of where to live
and whether to own a house or not.

All of the above results are consistent with our theoretical analysis
and the hypothesis that house prices are a critical determinant of wealth
not only because they are its significant component for homeowners
but also because they affect other determinants of wealth. Importantly
this applies not only to the level of this variable but also to its growth.
Clearly, households that start from a higher base appear to accumulate
wealth faster. However, the key contribution of our analysis is that we
also show the correlation between the initial value of the residence and
the growth rate in wealth. The causal process we suspect is driving this
finding is not simply that higher wealth allows quicker accumulation of
it, but also that location matters for wealth growth. Living in a location
where house prices are high to start with gives the household an advan-
tage in terms of access to finance and employment. These translate into
better opportunities to grow and accumulate wealth over time. This is
an additional component of wealth that has not been considered to date
and is completely separate from the fact that house value appreciation
increases household wealth.

5 Summary and Conclusions

The aim of this chapter is to identify the connection between the evo-
lution of wealth and house prices as a significant share of household
wealth in GB. Due to data availability on wealth in GB only between
July 2006 and June 2014, our analysis was restricted in empirically
looking within this short period of time only.

The theoretical framework of this study is built on the fundamental
principles of wealth distribution and theoretical along with empirical
evidence on wealth inequality around the world over time. The het-
erogeneity observed to household portfolios and their differentiated
composition lead to a systematic variation of both wealth and income
distributions that consequently drive to changes in wealth and income
inequality across people.
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Our focus is predominantly concentrated on the evolution of wealth
distribution in GB over the last years and the links between this pro-
gression with the evolution of house prices. By using the main findings
of the WAS, conducted in GB in waves over the last years, we examine
the household distribution of wealth and its components across the gov-
ernment regions of the country. Moreover, we consider the evolution of
house prices by looking at the percentage change in the median house
prices of each region over this decade showing evidence of wealth con-
centration not only across the different income and wealth groups of
the population but also across space.

In our empirical analysis, we confirm that the heterogeneity observed
by the literature across the household portfolios is differentiated across
the several quantiles of the wealth distribution and over time. Financial
wealth becomes increasingly insignificant for poorest households (bot-
tom 50%) over the last two waves of our analysis while the value of the
main residence becomes increasingly more significant as it constitutes
the main source of wealth for these households. As for the middle and
upper class, findings are similar but with differentiated coefficients sug-
gesting the different size of the effect. The upper-class households seem
to have a more diverged portfolio being sensitive in financial assets.
In addition, as observed both by our results and the related literature,
differences in income and asset allocation decisions may constitute the
main drivers of this disparity; however, given the available data from the
WAS, we are unable to explain the causality of this disparity.

Moreover, a conclusion from a spatial point of view is that there is an
intersection between income and wealth inequality, as households with
either higher wealth or income appear to be crowding out the house-
holds that do not own a property in the most expensive locations and
cannot afford to either buy or rent to these locations. Accessibility of
those places to the poorest households will be highly deteriorated
with multiple implications, mainly for the distribution of wealth and
income at the low end. The above drives to considerable consequences
for location decisions and contributes to the growing economic dispar-
ity between geographical locations and the further increase in wealth
inequality observed among regions. It appears that house prices play a
rather crucial role in shaping wealth distribution but this house price
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growth happens not only through the increasing capital values but also
through giving access to the highest income.

Although in our study we attempt to give an outline of the links
between the geographical allocation of aggregate and property wealth in
GB along with the evolution of house prices across regions and time,
it is significant for any future research to focus on several other factors
that could not be accounted by the present research. To this direction,
an extended dataset with detailed household information covering a
longer period of time would establish an even better ground for our
arguments.
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1 Introduction’

Like Gresham’s Law, ‘alternative facts’ drive out facts.? If the econom-
ics profession and western public policy makers had not decided long
ago that the trends of rising income and wealth inequality were not a
problem, we might not have the angry, indignant mood infecting
swathes of western electorates, and we might not have President Trump
or Brexit or other manifestations of political polarization in western
democracies.’?

Most of the 63 million Trump voters (47% of those who voted)
express anger and indignation at elites who have been shredding the
bargain on which complex democracies rest. They see those elites as
taking a share of income and wealth beyond any plausible measure of
social value, squeezing the last cent out of their workers or custom-
ers and seeming to care little for the insecurities thrown up by tech-
nology and globalization. Of total employment growth in the US
between 2005 and 2015, insecure employment in the categories of
independent contractors, on-call workers and workers provided by
contracting companies or temp agencies accounted for 94% (Katz and
Krueger 2016). Outsourcing of employment plays a big role in what
Weil (2014) describes as the ‘fissuring’ of the workplace—depressing
wages, magnifying income and wealth inequality, and generating per-
vasive anger in those on the wrong end of the fissuring that the world
is cheating them. In addition, many Trump voters resent that the

'This chapter draws on Wade’s earlier essays, including (2004, 2006, 2009, 2011, 2014, 2016,
and 2017); and on Alacevich and Soci (2018). We are grateful to Malcomb Sawyer, philip arestis
and fanny alcocer for their comments.

2Thanks to Adrian Wood for this sentence.

¥Trump also surfed on widespread perception that the political system is illegitimate. The latter
perception is substantiated by surveys of thousands of election experts asked to assess the quality
of hundreds of elections around the world, whose average put the US as 52nd among 153 coun-
tries on ‘electoral integrity’, as reported by the Electoral Integrity Project (Porter 2017). US vot-
ing turnout is one of the lowest in the developed world. In 2016, 232 million citizens were legally
entitled to vote; only 132 million did so (57%).
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government gives handouts to ‘shirkers’ and sticks them with the tax
bill—the category of ‘shirkers’ being heavily coloured.

They now see themselves as, finally, members of a winning team.
They affirm their leader’s strikes against pillars of the ‘establishment’
order (including the media and even the judiciary), and they forgive the
administration’s lies, ‘alternative facts’, authoritarianism, chauvinism,
and billionaire composition at the top.’

One upside to the Trump phenomenon is that his insults and assaults
have caused critics to ignite a wide debate about class, race, gender, and
democracy. “The president’s many critics realize that long-festering social
divisions must be confronted’, say two commentators in 7he New York
Times (Wertheim and Meaney 2018).

That observation raises the question of this paper. Why have these
‘long-festering social divisions’ not been ‘confronted’ long ago? More
specifically, why have economists paid scant attention to the trends of
rising income and wealth inequality over the past three decades or so in
most of the western world, and espoused ‘free trade’ on grounds that
it enhances overall economic growth; why have mainstream politicians
ignored the plight of those on the losing side; and why have electorates
acquiesced as inequality has widened? Why did the dog not bark?

We try to go beyond the obvious explanation for the low salience
of rising inequality in economics and public policy—namely, that the
rich have a vested interest in boosting issues for public policy atten-
tion which do not question their relative position and in obscuring
those which might. We start with trends in the structure of modern

“Weinhold (2018) provides evidence on how the black share of population and black poverty rate
affected the vote for Trump, at county and individual levels.

50On the billionaire composition, 7he Financial Times (2017) reported that Rex Tillerson, Donald
Trump’s first secretary of state, would be given a payout worth about $180m to sever all financial
ties to Exxon Mobil, because before his selection, the Exxon chairman and chief executive was
in line to receive about 2 million shares in the oil group, worth about $182m at then prices. Mr.
Tillerson might consider himself hard done by compared to Stephen Schwarzman, the chief exec-
utive of Blackstone Group, the leveraged buyout firm, appointed by Mr. Trump to be head of the
president’s business council. Schwarzman was paid $799 million in 2015. On lies and ‘alternative
facts’, Grassegger and Krogerus (2017) argue that they were not shoot-from-the-hip; they were
carefully planned and micro-targeted on the basis of Big Data analysis of Facebook and other
such data about individuals.
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capitalism—especially rising concentration of capital ownership, rising
debt to GDP, and rising inequality (especially income concentration).
We argue that these structural changes tend to support—and be rein-
forced by—ideological changes, shifting what Gramsci called ‘the phi-
losophy of non-philosophers’ to the right, and justifying the erosion of
post-war social democracy and the rise of ‘oligarchic democracy’. The
shifts are reinforced by the proliferation of well-financed right-wing
think tanks, while centre-left political parties have hardly dared to
focus on inequality as a problem—instead directing attention to the
(less-threatening) need to ‘expand opportunities’ and ‘reduce poverty’.
Finally, we argue that the conceptual apparatus of mainstream eco-
nomics contains mostly implicit value premises which incline believers
to think that rising inequality is not a problem, to the extent that they
register inequality at all. Our brief history of the ersatz Nobel Prize in
Economics, properly called the Bank of Sweden Prize in Economics,
illustrates one mechanism by which neoliberal economics has been
mainstreamed as ‘the best and most scientific economics’.

2 Inequality Trends

There being abundant evidence of rising inequality, we offer just a few
corroborating facts. In terms of the share of national income accruing to
the top 1%, in the 1920s in both developed and developing countries
(those few developing countries for which data are available), the figure
was in the range of 15-20%. The share then fell steadily during and
after World War II, reaching 5-10% by the late 1970s. Over the 1980s,
coinciding with globalization, financialization, and the ascendance of
neoliberal economic philosophy in Anglo-American and many develop-
ing economies, the share of the top 1% began to rise rapidly.

In the US, the share rose from around 11% in 1980 to 20% in 2013
(excluding capital gains); in the UK, from around 7 to 15%; in the
three biggest European continental countries plus Japan, from around
7-8 to 10-13%. All of these six cases showed fairly steady increase in
share of the top 1% (http://wid.world/February, 2013). The shares
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would be much higher with accrued (but not distributed) profits and
tax evasion included.

In the US, during the four-year period of expansion during the Bush
presidency (2002-2000) the richest 1% of Americans accrued 73% of
the increase in national income (Palma 2011). This is not a misprint. As
for wealth, the richest 1% owned about 35% of household and corpo-
rate wealth in 20062007, a figure which is certainly too low because of
all the wealth hidden in tax havens; but even taken at face value it is a
far bigger share than in most other developed countries.

In the UK, the average remuneration of FTSE100 chief executives
rose by about 40% in FY2010—a year of close to zero GDP growth—
to reach £4.2 million, or 145 times the median wage.

In the world as a whole the top one percent of the world’s population
own roughly the same resources as the remaining 99%. Since the Great
Recession started in 2008, the number of high net worth individuals
(HNWTIs), with more than $1 million of liquid assets, has surged. In
2010 the number exceeded the previous peak in 2007, even as govern-
ments of developed countries implemented austerity budgets. Although
most are concentrated in the US, Japan, and Germany (53% of the
world total live in these countries), the fastest increase in HN'WI num-
bers is in Asia-Pacific countries, whose total exceeded Europe’s for the
first time ever in 2010 (Treanor 2011). Billionaire net wealth on a world
scale (number of billionaire times average net wealth) rose by 85%
between 2007 and 2014. This too is not a misprint.

Hence the soaring demand for ‘passion’ purchases, from Ferraris to
diamonds, art, and fine wines. Just a few years after the Great Recession
of 2009 prices in the international art market were so sensational as
to give Sotheby’s and Christies their highest profits in years.® To this,
we must add the educational arms race, as the wealthy compete to get
their children into the most elite and expensive private schools; and the
house arms race to buy the most expensive property in London and

®The Global Art Market Report (2018) says that 2017 saw premium-priced works hit unprece-
dented highs, with sales up in all major geographic markets; but growth was limited to the high
end (Gerlis 2018).
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hold it (empty) as an alternative form of international reserve currency.
At the other end, the US stands out for having about the highest rate of
mass incarceration per 100,000 in the world, while the UK has about
the highest in Northwest Europe, which helps to keep the poor, minori-
ties, and powerless walled off from the rich they might threaten.

3 The Response to Rising Inequality

To be sure, scholars have been analysing inequality trends for dec-
ades. The stream of publications, in the 1970s very small, has since
increased considerably (see Table 1). But the group of scholars work-
ing on inequality issues has always been a tiny sliver of the economics
profession, and mostly marginal to the mainstream. Anthony Atkinson,
James Galbraith, Branko Milanovic, and Joseph Stiglitz, among others,

Table 1 Books with ‘inequality’, ‘income inequality’ in the title

Inequality Income Inequality

1946-50 14 0
1951-55 5 0
1956-60 14 1
1961-65 43 8
1966-70 66 6
1971-75 143 19
1976-80 199 22
1981-85 222 17
1986-90 251 31
1991-95 519 68
1996-00 725 118
2001-05 928 150
2006-10 1251 187
2011-15 1303 210

Source Own Construction

The table shows the number of books published, per five-year period, with ‘ine-
quality’ and ‘income inequality’ in the title and held in the online catalogue of
Harvard’s Widener Library (title word, all languages, all locations, all formats),
arguably the largest social science academic repository in the world. It is only a
rough index of salience, in particular because words like ‘inequality’ can refer
to phenomena far beyond income and wealth inequality. A similar measure for
‘poverty’ would pick up titles like The Poverty of Historicism
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have worked on the theme for decades. Piketty’s Capital in the Twenty-
First Century sold in huge numbers—around 1.5 million copies, hard-
back and e-copy, in the first year after the English language version in
March 2014. The book by epidemiologists Richard Wilkinson and Kate
Pickett, 7he Spirit Level: Why More Equal Societies Almost Always Do
Berter, sold 250-300,000 copies in 24 languages between publication in
2009 and mid 2014 (authors’ personal communications). But these are
recent exceptions, and their work has not triggered a lasting dialogue
on possible policy shifts (Wade 2014; Alacevich and Soci 2018).

IMF researchers have published a few papers on the connection
between inequality and growth, concluding that ‘Inequality continues
to be a robust and powerful determinant both of the pace of medi-
um-term growth and of the duration of growth spells [the higher the
inequality the worse the growth performance].... [TThere is surprisingly
litcle evidence for the growth-destroying effects of fiscal redistribution
at a macroeconomic level’ (Ostry et al. 2014). But the research has had
little impact on the operational thinking of the Fund (Wade interviews
with Fund staff 2012; but see Grabel 2018 for a qualification).

The Occupy Movement, which erupted in North American and
European cities in the summer of 2011, focused attention on inequality,
framing the issue as the bottom 99% against the top 1%. This fram-
ing conveniently allowed the upper middle class (roughly the top 85-99
percentiles) to put themselves on the side of the angels. One of its con-
structive effects was to couple the pre-existing mass resentment against
‘welfare scroungers’ with the new rage against the (undeserving) rich, so
that the focus was no longer entirely on the former (Table 2).

Pushed by budget pressures and the public sympathy evoked by the
Occupy Movement, some politicians began to talk of the desirability of
higher taxes on the rich. President Obama endorsed the ‘Buffett rule’
that millionaires should not pay a lower rate of tax than their assistants.
The British Liberal Democratic Party proposed to introduce a ‘mansion
tax—in the context of bringing down the top income tax rate; but its
coalition party in government, the Conservative Party, did not support.
The French Socialist president proposed a 75% tax rate on top incomes.

These proposals, then and now, everywhere run into fierce opposi-
tion. The Occupy Movement had little follow-on once the occupations
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Table 2 Decile shares us 133 countries
(%) of national income,
US and average for 133 D10 33 32
countries, 2009 D5-9 55 52
D1-4 13 17

Source Palma (2011, Table 1)
D10 is the top decile of the population by income,
D5-9 the middle 50%, D1-4 the bottom 40%

ended (the medium was the message). In the US, conservative organ-
izations advocate lower taxes (especially on the wealthy), less public
spending (except for military), free trade, and economic libertarianism.
One such is the Club for Growth, which declared in early 2012, ‘If we
balance the budget tomorrow on spending cuts alone, it would be fan-
tastic for the economy’ (quoted in Krugman 2012b). It has long been
accepted in policy circles and in the public at large that public action to
reduce top-end inequality is (a) infeasible and (b) not legitimate.

The net result is that politicians have done little to curb income
and wealth concentration. They and commentators have tended to
steer public attention along the track of ‘Does individual X deserve his
£1.4 million bonus?’, and “Why should people [CEOs] be rewarded
for failure?’, which leaves intact the premise that ‘whatever-corpo-
rate-boards-will-bear’ should be given for ‘success’. Once on this track,
issues of the society-wide structure of income and demand-generation
are conveniently by-passed.”

7The case of Leo Apotheker attracted condemnation. As newly appointed boss of Hewlett-
Packard, he received remuneration of almost $10 million as a sign-on package, and just over
$13 million on his termination 11 months later, or $23 million for 11 months of work. John
Donohue, president of the American Law and Economics Association, commented, ‘It’s a shock-
ing departure from capitalist incentives if you lavish riches on the losers’. He continued, Imagine
if you were applying for a job, and you said, “T want to make it clear that if I do a terrible job, I
want to walk away with a ton of money”. Do you think you'd get hired? Yer thats now standard
practice in negotiating executive compensation’ (quoted in Stewart 2011, emphasis added). Another
report says ‘A hallmark of the gilded era of just a few short years ago, the eye-popping sever-
ance package, continues to thrive in spite of the measures established after the financial crisis to
crack down on excessive pay’. The report quotes a director of governance for a labour-affiliated
investment fund saying “We repeatedly see companies’ assets go out the door to reward failure.
Investors are frustrated that boards haven’t prevented such windfalls’ (Dash 2011).
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The obvious answer to our question as to why inequality has been
kept on the side-lines of public policy and professional economics even
as it rose for decades is that the rich have a vested interest in boosting
issues for public policy attention which do not question their relative
position, and in eclipsing those which do. As Upton Sinclair famously
said, ‘It is difficult to get a man to understand something, when his sal-
ary depends on his not understanding it’. Given that the rich have a
vastly disproportionate influence in politics, civil service, and media, no
surprise that the agenda of public policy does not draw attention to the
need to change the distribution to make it less unequal—back to where
it was in 1990, for example.

Guillaud’s (2013) study of preferences for redistribution, across 33
democracies, shows how important are economic factors—income
and occupational status—in the formation of people’s policy prefer-
ences. This study uses preference data on responses to ‘On the whole,
do you think it should or should not be the government’s responsibility
to reduce income differences between the rich and the poor?” Possible
answers: ‘definitely should not be’; ‘probably should not be’; ‘proba-
bly should be’; ‘definitely should be’. The strongest correlations across
all the countries are between preferences and income and occupational
status. “The odds of a manager to oppose redistributive policies are
increased by 40%), as compared to those of an office clerk, for instance’
(Guillaud, op. cit., p. 57).

But Guillaud’s is a simple exercise in correlation analysis of individual
preferences. To go deeper into the neglect of rising inequality, we need
to pull back from ‘inequality’ per se and start with the transformation
of the structure and ideology of western capitalism during and after the
1980s.

4 Structure and Ideology of Western
Capitalism

Conservative politicians and mainstream economists have celebrated
the rise of ‘market forces” since the neoliberal reforms of the 1980s.
‘Neoliberal’ refers to an economic and political philosophy whose
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economic axiom says that the market is the best institution for eco-
nomic growth, and whose political axiom says that the market is the
best institution for liberty. So ‘the market’ should be applied in all
domains, everything should be financialized, homo economicus should
be universalized. Deregulate (and maybe then differently re-regulate)
markets, privatize public enterprises, fortify corporate control, lower
personal and corporate taxes, relax capital controls, restrict the ability
of trade unions to operate, give up full employment as a top macroe-
conomic goal, expand opportunities for profit in education and health,
and above all, accelerate ‘globalization’.

But the neoliberal champions overlooked what this process has
fostered: a sharp increase in the concentration of capital ownership
through successive waves of mergers and hostile takeovers, through the
privatization of natural monopolies, and through the rising value of
intangible assets (like patents, brands) relative to tangible assets (build-
ings, machinery) (Pagano 2014). These trends in turn have caused entry
barriers in many sectors to rise—contrary to the ostensible aims of neo-
liberal philosophy. Firms facing less competitive pressure squeeze cus-
tomers and their workers and pad up corporate profits and executive
remuneration.

This amounts to a fundamental change of economic regime, from
‘control of capital’ to ‘control by capital’, guided by the principle of
‘maximize shareholder value’ (which is about value extraction, not value
creation, the latter given little attention). It is not the way that most
economists say market economies should work, nor the way that the
standard economic models say market economies do work (Lazonick
2010).

The financial sector has led the way. In 1997, shortly before the
start of the East Asian/Latin American/Russian/Long-Term Capital
Management crisis, the value of financial transactions was about 15
times the world’s annual gross product. By 2010, it reached almost 70
(but has since plateaued). Advanced economies have been particularly
affected. In terms of the ratio of financial openness (foreign assets and
liabilities to GDP) to trade openness (exports and imports to GDP),
advanced and emerging economies were about the same in the mid-
1980s. The ratio for advanced economies then shot up from 135% in
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the mid-1990s to 570% by 2016, while that for emerging economies
rose from 100 to 180% (Canuto 2017). An analysis published in 2011
identified a supercluster of 147 mega firms accounting for a high share
of the world’s corporate revenues, which was dominated by finance: a//
of the top 50 except one were financial firms (Coghalan and MacKenzie
2011).

The distinction between finance and the rest of the economy is one
component of a larger dual growth process involving a technologically
dynamic sector (which includes FIRE [finance, insurance, real estate],
manufacturing, information, and professional business services) and
a stagnant and ‘survivalist sector (utilities, construction, education,
health, private social services, and the ‘Rest’, made up of fast-food, arts
and entertainment, recreational and other services). The dynamic sector
is losing jobs (24% of the American work force worked in manufactur-
ing in 1960, today, 8%), while the stagnant and survivalist sector acts
as an employer of last resort (Storm 2017). As workers shift from the
former to the latter, wage growth and productivity growth in the latter
slow, and a growing part of the labour force becomes ‘traumatized by
job insecurity’, in Alan Greenspan’s words. Income inequality widens.

The other side of high income concentration is high debt, whether of
households, corporate, or public entities. The debt component is nec-
essary to support income and wealth concentration, because—at least
when the economy is not growing super-fast—debt is necessary to sus-
tain consumption demand (and also investment demand). The bizarre
result (in the context of standard economic understanding) is that eco-
nomic growth in the so-called advanced countries and in many mid-
dle-income countries has come to depend on sustained rises in debt—or
on export surpluses, which imply rising debt elsewhere in the world.
The outsized beneficiaries of this structure understandably believe it to
be wonderful and have high confidence in it. They have little interest in
exploring the contradictions that support it, and great interest in keep-
ing ‘inequality-as-problem’ off the political agenda.

UNCTAD economists have been among the leaders in explaining
how this type of monopoly capitalism works. They reintroduced an
old character—the rentier—to describe the new predicament: “What is
new in this debate is not so much a preoccupation with “bad apples” or
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the use of potentially abusive practices by individual firms in isolation;
rather, it is the concern that increasing market concentration in lead-
ing sectors of the global economy and the growing market and lobbying
powers of dominant corporations are creating a new form of global rent-
ier capitalism to the detriment of balanced and inclusive growth for the
many (UNCTAD 2017, p. 119, emphasis added). Bank of Sweden lau-
reate Jean Tirole is another important contributor to our understanding
of how giant enterprises influence both states and markets.

Crouch (2011) has explored how the familiar rhetoric of ‘the market’
obfuscates both the actual nature of neoliberal policies and the role of
giant corporations in contemporary capitalism. He shows that the usual
dyad of state vs. market conceals how giant corporations play a role
which ‘is more potent than either [state or market] and transforms the
workings of both’. The result is ‘a series of comfortable accommodations
among all three’ (Crouch, op. cit., pp. viii—ix).

These accommodations tend to weaken the achievement of political
equality in western democracies, as measured by criteria of (1) effec-
tive participation, (2) voting equality, (3) enlightened understanding,
(4) popular control of the political agenda, and (5) the inclusion of all
adult individuals in the process of democratic deliberation (Dahl 1998,
p. 38). For instance, media concentration reduces pluralism and limits
possibilities for informed debate. An uninformed population cannot
exercise political rights in full. Some states, notably the US, operate a
system that makes it difficult for poor people or ethnic minorities to
vote. And the drift towards broader responsibilities for isolated tech-
nocratic officials, notably in the European Union, condemns the less
empowered segments of the population to irrelevance. Elections for
the European parliament have regularly shown much lower voting rates
than national elections (for an expanded discussion of the relationship
between economic and political equality, see Alacevich and Soci 2018).

This skewed political landscape allows the blossoming not so much
of ‘market forces’ as a synergy between giant firms and neoliberal eco-
nomic truth, in which neoliberalism and ‘free markets’ provide a smoke-
screen behind which capital ownership grows more concentrated. As
Crouch (2011) puts it, ‘neoliberalism departs astonishingly from both the

political and economic legacy of liberalism in not seeing any problem in a
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close relationship between firms and the state, provided the influence runs
[from firms to the state and not vice versa’ (p. 95, emphasis added; for a
classic analysis of the threat posed to democratic institutions by the
large corporation, see Lindblom 1977).

Britain’s experience of privatization shows how neoliberal ideology—
with its premise that capitalist business practice almost always beats
soggy state inefficiency—has been used to obfuscate the reality. Prime
Minister Margaret Thatcher wrote in her memoirs that the privatization
of public services,

was one of the central means of reversing the corrosive and corrupting
effects of socialism. Just as nationalisation was at the heart of the col-
lectivist programme by which Labour governments sought to remodel
British society, so privatisation is at the centre of any programme of
reclaiming territory for freedom. (quoted in Viviano 2018, emphasis added)

These sentiments fuelled a sell-off of just about every state-owned enter-
prise in the country during the 1980s and 1990s, and provided the gos-
pel of privatization followed by leaders around the world. To be sure,
there was a strong case for getting the British state out of many of the
sectors it ran by the end of the 1970s, including railways, ports, coalm-
ines, steelworks, and telecommunications, with frequent strikes and
rates of return typically half that in the private sector.

But with minimal transparency and debate, many of the privatized
enterprises passed not to the ownership of business-savvy British firms
but to foreign governments. In the case of rail and bus lines, for exam-
ple, most of them passed to member governments of the European
Union and China. Of Britain’s 23 major train operators, 18 are now
foreign-owned, 16 by EU governments, 2 by China. Most of Britain’s
foreign state-owned rail and bus operations are reliably profitable,
contradicting the neoliberal gospel of inherent state sloth and waste
(Viviano 2018). These facts are virtually unknown in Britain.

Take woodlands. Britain has less woodland per acre than anywhere in
western Europe. The Forestry Commission exists to maintain the wood-
lands. In 2010 the Conservative government announced plans to privat-
ize the Forestry Commission, but was so shocked by the reaction that it
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backed off. Instead, it began to privatize in secret. A private company,
created by the commission, has an agreement with the commission
(which is a shareholder) to develop luxury chalets throughout Britain’s
woodlands (in effect, a scattered luxury hotel). Holding woodland leases
of up to 125 years, it pays the commission a rent per chalet of an aver-
age £3000 per year, and rents out the chalets for up to £4000 per week.
Since 2012, when the agreement went into force, the company has had
the fourth highest profit growth of private companies in Britain. It has
no competitors, no rival bidders, and no limit to its growth. The 2012
agreement stipulates that the commission is to ensure that ‘the media
and the public are not aware of new development site selection’. This is
from a public body (Jenkins 2018).

5 Change in Ruling Class Coalition

To take this further, we need to pay attention to the changed nature
of the ruling class coalition. In the post-war decades, politics in most
western countries rested on a class coalition or pact between the skilled
working class, professional middle class, and capitalists who were either
entrepreneurs running their own companies or investors for the long
term (Bresser-Pereira 2012). This coalition produced an ‘establish-
ment governing elite, with a stewardship mentality concerned to fos-
ter the well-being of the whole society—in line with the momentum
of national solidarity induced by the war and as a buttress to their own
position. The focus on the well-being of the society at large meant keep-
ing a cap on income inequality, so that the governing elite did not come
to be seen as divorced from the rest of the society. International trade
was small relative to GDP (compared to what came later), so capital-
ists (or their collective organizations), more dependent than later on the
domestic market, understood wages to be not only a cost of production
but also a source of demand. This understanding paved the way for the
cross-class cooperation known as social democracy and the welfare state.

As globalization advanced from the 1980s, capitalists began to see
wages only as a cost of production to be minimized, both by under-
mining trade unions at home and by offshoring production to cheap
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labour sites. The cross-class cooperation underpinning social democracy
weakened as the former ‘establishment’ elite morphed into something
closer to an ‘oligarchic’ elite. The dominant class coalition narrowed
to financiers and rentiers, both dependent on income from the returns
on capital, both operating on short-time horizons and ‘winner take
most’ morality. Not that there was a visible change in political regime.
Winters (2011) describes what happened as the emergence of a ‘civil
[not military] oligarchy’; a powerful oligarchic group coexisting with the
pre-eminence of ‘strong and impersonal systems of law’ over oligarchs
(p- 208). But this civil oligarchy was also what O’Donnell describes as
an ‘insidious oligarchy’, which caused the ‘slow strangulation of democ-
racy (cited in Karl 2000, p. 150). The new oligarchy used instruments
of public policy to redistribute upwards, directly and indirectly, and to
shrink the welfare state while turning much of what remains into a pri-
vate profit centre. The implicit, sometimes explicit aim of this class is to
keep its chalice of wealth and privilege full to the brim.

The United States is a dramatic example of the shift to oligarchy,
all the more so because it has been the global hegemonic power since
the World War II and the norms and practices dominant there tend
to shape those in the rest of the world. The central policy goal of the
Republican Party for at least the past 40 years has been upwards redis-
tribution of income and wealth, through lower taxes on the wealthy and
cuts in programmes that help the poor and middle classes (Krugman
2018). Its electoral successes have pulled the Democratic Party towards
the same agenda, only less so.

Opver the 2000s, high-income households have been paying their low-
est share of federal taxes in decades, and corporations frequently avoid
paying any tax. In 2008, the 400 highest-income individual tax filers
paid only 18% of their income in federal income taxes; in 2007, just
17%; and they pay little by way of payroll taxes or state and local taxes,
which are major burdens on middle-income families. They pay so lit-
tle because most of their income is classed as capital gains, three quar-
ters of which go to the top 1%. The rate on capital gains is the lowest
since the days of President Hoover. President George W. Bush rammed
the tax cut on capital gains and another on dividends through Congress
in 2003 on the wave of euphoria over the ‘victory’ in Iraq (Krugman
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2012a). The Clinton administration, by contrast, was positively social-
istic; during the first term the top 400 taxpayers paid close to 30% of
their income in federal taxes.

Yet during the Bush decade of frenzied tax cutting for the rich the
Republican Party also happened to lower some tax rates for the poor
(and earlier, the Reagan administration instituted the earned income tax
credit, which became a remarkably effective antipoverty program by giv-
ing working families thousands of dollars a year in tax refunds). Since
the Bush decade Republican leaders have sought to correct such over-
sights and raise taxes on the poor and working class, in the interests of
‘fairness’ and ‘eliminating welfare scroungers’ (New York Times 2011).

Moreover, pressure has been building for several years up to 2018
to water down the Dodd-Frank reforms that Congress passed after the
near-disintegration of the US financial system in 2008. The financial
services lobby says that it wants lower capital ratios, more scope for
risky trading with taxpayer-backed funds, and less consumer protec-
tion. It says that these steps will help economic growth—but the real
motive is to raise bank profitability and with it, executive bonuses.
As O’Conner (2018) remarks, “The desire of a small number of very
wealthy people to become still richer should not drive public policy’.

In Britain the Labour Party government over the 2000s deliberately
refused to stand up to people who through technically legal but mor-
ally reprehensible ruses end up paying a minuscule amount of tax on
their copious wealth. Labour Chancellor Alistair Darling boasted that
he wanted London to be a welcoming home for Russians, Chinese,
and Saudis, which meant low taxation and ‘light-touch regulation’
(Kampfner 2011).

Iceland experienced much the same. Over the 2000s, the conserva-
tive, market-liberalizing, bank-privatizing Independence Party gov-
ernment shifted the tax burden onto the bottom half of the income
distribution, by almost eliminating the tax on capital gains and by low-
ering the threshold at which families start paying taxes. The ostensible
aim was to boost incentives for entrepreneurship. Instead it boosted the
incentives for bankers to lend recklessly, eventually driving the economy

over a cliff (Wade and Sigurgeirsdottir 2011).
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6 Interests of the Middle Classes

If it is unsurprising that the already-rich defend inequality and try to
translate their riches into political power with which to limit down-
wards redistribution, it is surprising that the middle classes have acqui-
esced. To understand middle-class acquiescence, we have to look more
closely at trends in income distribution.

Consider Fig. 1 (Palma 2011). It shows the national income shares
of population deciles in the US from 1947 to 2006. We see, first, the
sharp rise in the share of the top decile, D10, starting around 1980, the
time of the Reagan/Thatcher neoliberal reforms, and continuing till the
end of the series in 2006. We see, second, something more surprising:
the share of the middle 50% of the population (D5-9) remained fairly
constant at a bit more than 50% through the whole period from 1947
to 2006, falling a little in the 1980s but then stabilizing (not shown in
the figure, the trends for both D7-9 and D5-6 are roughly constant).
Third, we see that the share of the bottom 40% (D1-4) fell steadily
after 1980, meaning that the rising share of D10 was at the expense of the
bottom 40%, not the middle 50%.

This pattern—the middle half of the income distribution has man-
aged to defend a share of national income roughly in line with its share
of population, while the top 10% increased its share after 1980 at
the expense of the bottom—is also found in many other middle- and
high-income countries (Table 1).8

What are the political effects, in terms of support for or opposition to
politicians who urge measures of downwards redistribution (e.g. higher
taxes on the wealthy, higher minimum wage, larger supply of public ser-
vices)? You would think that as the very rich soar ahead, leaving behind
not just manual workers but also the middle class masses (including
doctors, academics, civil servants, CEOs of smallish companies), the
middle classes would mobilize politically to champion less concentra-
tion at the top. They do not. Why not?

8See Hazledine (2014) for qualifications to Palma’s argument.
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Fig. 1 Share of US income deciles, 1947-2009 (Source Palma 2011)

o The middle classes have not been squeezed as the rich got a larger
share, so rising inequality at the top is not so threatening to them.
The squeeze has come on the bottom 40%, which in most countries
is politically emasculated. How the middle classes have managed to
sustain a share roughly in line with share of population is unclear.
But part of the answer may be that many middle-class professions,
especially in the public sector, have relatively strong unions or profes-
sional associations, as compared to the working class.

e Middle and upper middle classes have been able to increase their
consumption faster than their (slowly increasing) incomes by bor-
rowing—from the financial resources available as wealth holders at
the top seek to multiple their wealth by buying sophisticated finan-
cial assets, at the other end of which are retail loans. Over the 2000s,
the rise in household debt to household income in the US and other
Anglo-American economies allowed aggregate demand to grow at the
rate required to sustain the process of capital accumulation, despite
stagnant wages; in effect, the capitalist elite operated a ‘part-pay/part-
lend’ strategy rather than pay the required level of wages.
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e Some components of the economic conservative package are very
appealing to the middle and upper middle classes. In particular,
the promise of lower taxes is a sure vote winner, even if the tax cuts
benefit the rich most of all. When the British Labour Party’s Tony
Blair stepped down as prime minister in 2007 and was replaced by
Gordon Brown, Brown at first did so well in the opinion polls that
he was tempted to call an early election. When the Conservative
Party’s Shadow Chancellor Osborne promised to abolish inheritance
taxes the political balance changed so much that Brown called off
the early election. In Italy, centre-left Prime Minister Matteo Renzi
opened the national electoral campaign in 2017 with (unspecified)
promises of tax cuts. When many commentators remarked that this
promise smelt of (right-wing) Silvio Berlusconi, Renzi tried to reas-
sure his political base that ‘cutting taxes is a leftist policy’.

e 'The current generation of the middle classes has internalized the
Reagan/Thatcher values of individualistic aspiration: ‘winners should
take most, ‘let failures fail’ (Lakoff 2002). It expects to rely on its
own efforts to get ahead—or at least, this is its self-image, which is to
the reality what self-importance is to importance. Its members reject
the idea of a symbiosis between rich and poor. They might be pre-
pared to acknowledge that the prosperity of the free class of ancient
Romans depended on a substructure of slaves; but not that their own
prosperity depends on the existence of a lower wage class.

e 'The middle classes invest their surpluses in replicating their advan-
tages, and fear loss of these advantages more than they value the
prospect of gain. Talk of ‘reducing inequality’ prompts middle class
anxiety that the government may try to raise those below them in the
income hierarchy, which worries them more than those above them
rising even further away. Better to let the rich keep their income than
have tax-financed transfers used to boost those below them—all the
more so when (as now) many in the middle classes see themselves on
the edge of the abyss, loaded up with debt, and worried about unem-
ployment and the prospects of their children. After all, their roughly
constant share of national income means that they have been roaring
ahead of the bottom 40%, whose share of national income has dra-
matically declined, and this is a measure of #heir success.
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¢ The middle class holds a negative stereotype of the working class (bottom
40%), which legitimizes resistance to redistribution, which might benefit
the latter. This stereotype corresponds roughly to the second breakpoint
in the income hierarchy (after the one at roughly the 99th percentile),
between those with a college degree and those without. Over the past
several decades, the economic benefit of college education has steadily
risen. In the US, the average college graduate made 38% more than the
average high school graduate in 1979, but 75% more today. Moreover,
college graduates are much better at passing their advantages on to their
children, who are more likely to get married and stay married, much less
likely to have children out of marriage, less likely to smoke, more likely
to read to their children, and have wider friendship networks. The bot-
tom 40 to 50%, in contrast, have more disorganized families and more
disorganized social networks (Brooks 2011). With them as the reference
group, the college educated have a ready narrative at hand which justifies
pulling up the drawbridge and opposing ‘redistribution’.

Discussion of class preferences needs to be qualified by country
effects. Guillaud’s (2013) study of preferences for redistribution in 33
(mostly OECD) countries finds that in 10 of them, more than 30% of
respondents said it ‘definitely’ or ‘probably should not be the govern-
ment’s responsibility to reduce income differences between the rich and
the poor’. The US and New Zealand lead the way, with more than 45%
opposed to redistribution; Australia and Canada are also well above
30%. The UK is just over 30%. The Anglo sphere stands out for the
high portion of the population hostile to income redistribution.

Still, what is most striking about country effects is that everywhere a
majority of respondents think that it ‘probably’ or ‘definitely’ is the gov-
ernment’s responsibility to reduce income differences between the rich and
the poor; and in most of the 33 countries, a large majority. And yet ....

7 Conservative Ideology

Political ideologies and cognitive beliefs which justify the existing distri-
bution of material conditions of living are widely believed, including by
people who accept that they have little prospect of becoming rich but
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agree that those who are or become rich should be able to keep what
they have.

Ideologies are not like holy water sprinkled onto interests; they do
not simply justify whatever interests want. Rather, they have a causal
role akin to ‘switchmen’ who determine the tracks along which human
attention and behaviour travel, to borrow a metaphor from Max Weber.
Interests are then analogous to the engines which pull or push the atten-
tion and behaviour.

The ideational explanation for the neglect of inequality is that large
parts of western electorates—not just the rich and middle classes—have
accepted a conservative worldview which pulls the switches in favour of
a vision of a moral society in which the role of government is to encour-
age largely free, private markets, protect property rights, and accept the
income distribution which results from those markets and the existing distri-
bution of property rights (provided the government does not rig the mar-
kets in favour of its cronies).

In this conservative worldview, the welfare state, and government
policies to reduce income inequality, weakens the moral fibre of society
by eroding self-reliance, family solidarity, and the scope for private char-
ities (Lakoff 2002). Lakoff estimated that, as of the late 1990s, about
40% of the American electorate believed the whole package of this
worldview, and another 20% believed major parts of it.

Philosophers have provided a raft of arguments to justify inequality
and to reject John Rawls’ partial defence of redistribution. For exam-
ple, Nozick (1974), in Anarchy, State and Utopia, argued that as long
as exchanges between persons are voluntary, whatever distribution of
rewards produced by those exchanges is legitimate. The book remains
highly prized in conservative circles.

The normal popular response to hard economic times is to demand
more regulation and social insurance. But the hard times since 2008
saw the conservative worldview surge in popular support. Friedrich
von Hayek’s polemic 7he Road to Serfdom, published in 1944, rose
to 240 on the Amazon Best Seller’s List in 2010. Hayek argued that
Beveridge’s 1942 proposals for a welfare state in Britain (including a
National Health Service) would curb economic freedoms and then by
inevitable slippery slope, curb political freedoms too (hence ‘serfdomny’).
The booK’s sales were propelled upwards by conservative talk-show hosts
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prescribing it as a guide to the nefarious intentions of the Obama’s
administration (Farrant and McPhail 2010). Ayn Rand’s Atlas Shrugged,
with its celebration of the captains of industry whom the government
was always trying to tear down, has enjoyed a similar surge of favour-
able attention, including from many who fail to see that it is not only
anti-government but also anti-democratic. The libertarian economist
Ludwig von Mises expressed the novel’s key message succinctly when he
wrote to congratulate Rand on the book’s publication in 1957, saying:

You have the courage to tell the masses what no politician told them:
[that] you are inferior and all the improvements in your conditions which
you simply take for granted you owe to the efforts of men who are better
than you. (Frank 2011, p. 147)

The fuel for the historically unprecedented surge of popular support
for the conservative, free market, cut-the-welfare-state ideology in hard
times is fear of—terror of—‘big government’ and ‘elites’. The Tea Party
movement in the US had its genesis in 2009 in the battle over bank
bailouts, and went on to highlight the unholy alliance of big business
and big government as the defining issue of public policy, holding up
the ‘free market’ as the moral alternative. Get government intervention
out of the way, it says, and all deserving people can climb the bean stalk,
scramble through the hole in the sky, and arrive in the land of freedom,
peace, and prosperity.

In an extreme case of ‘false consciousness’ Tea Party supporters
overlooked their movement’s financing largely by millionaires and bil-
lionaires grown rich from big business, not by the entrepreneurs of
small and medium enterprises whom they celebrated. They—and
anti-government conservatives more generally—overlook the extent to
which private firms in many sectors depend on government contracts;
which in sectors like health, education, and prisons is at the cost of pub-
lic provision of the same.

But visceral anti-government sentiment in the US now goes far
beyond conservative circles. ‘You can trust the government to do
the right thing most of the time’ elicited agreement from about three
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quarters of American respondents in the mid 1950s, and only about
10% today (Rashbrooke 2013).?

8 Right-Wing Think Tanks

Ideas, ideologies, worldviews do not just float upon the air. To be
influential they must be carried by organizations and embedded in
institutions. Intellectual work to justify inequality and broadcast the
rationale was going on long before the Reagan/Thatcher policy shifts.
An active right-wing movement created well-endowed think tanks, such
as the Hoover Foundation (1919), the American Enterprise Institute
(1943), the Mont Pelerin Society (1947), the Institute of Economic
Affairs (founded in London in 1955), the Cato Institute, the Heritage
Foundation and the Manhattan Institute (all founded in the 1970s), the
Mises Institute (1982), to name some of the early ones. The movement
also financed advocates in other organizations, including political par-
ties and university departments (Phillips-Fein 2009; Roemer 2011). As
inequality began to rise in the late 1970s, these organizations were ready
to squash critics with arguments like ‘you are just practicing the politics
of envy’ and to advocate ‘the market’ as both an efficient mechanism for
coordination and incentives, backed by ersatz Nobelists in economics.
Most of the thousands of groups which call themselves free-market or
conservative think tanks refuse to disclose their sources of funding. But
enough is known to reveal that they typically act as sophisticated corpo-
rate lobbying groups, cooperating to promote the views of the people

9Kaplan et al. (2016) find that people’s political beliefs are more resistant to challenging argu-
ment and evidence than their non-political beliefs. They exposed 40 self-identified strong liberals
(in the US) to counterarguments to statements they previously indicated strong agreement with;
measured their brain responses (with functional MRI); and then asked them their post-challenge
belief strength. They found that their non-political belief strength declined substantially more
than their political belief strength. And that the challenge to political beliefs correlated more
strongly with higher activity in the systems of the brain that process emotion—in particular,
identity and internally-focused cognition (as in searching memory for counter-arguments to the
counter-arguments).
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who fund them. One expert explained why such think tanks are more
effective than other public relations agencies:

They are ‘the source of many of the ideas and facts that appear in
countless editorials, news articles, and syndicated columns’. They have
‘considerable influence and close personal relationships with elected
officials’. They ‘support and encourage one another, echo and amplify
their messages, and can pull together...coalitions on the most impor-
tant public policy issues’. Crucially, they are ‘virtually immune to ret-
ribution...the identity of donors to think tanks is protected from
involuntary disclosure’ (Jeff Judson, quoted in Monbiot 2011a).

A transnational network of neoliberal think tanks has been active in
spreading the neoliberal faith around the world for the past several dec-
ades. One node is the Atlas Economic Research Foundation, renamed
Atlas Network in 2011. It was created in 1981 by the man who was an
early member of the Mt Pelerin Society and had created the Institute of
Economic Affairs in London in 1955. Its purpose is to foster neoliberal
think tanks everywhere, on a fairly standard blueprint, which appear
to their publics to be fully national and independent, and help them
converge in their thinking (produce editorials and comment columns
which can then be adapted to local contexts, for example). It explicitly
follows Hayek’s strategy for effecting an intellectual and then policy
revolution laid out in his essay ‘Intellectuals and socialism’, 1949: first,
shape ‘public opinion’ to favour the neoliberal worldview; second, shape
policy agendas of governments in line with this public opinion (Djelic
and Mousavi 2019).

The left has developed few equivalents to the well-endowed right-
wing think tanks. The centre-of-the-road Brookings Institution in
Washington, DC is regarded as the US’s most prominent ‘centre-left
think tank.1°

Media ownership and media bias also matter. The bias is overwhelm-
ingly in favour of the conservative worldview. The British newspa-
per reading public, for example, is exposed to a foghorn of right-wing

19The Economic Policy Institute is active on the political left and widely respected; but it is tiny
and receives less attention than Brookings.
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opinion. Over the 2000s the right-wing national newspapers accounted
for about 75% of sales (including Sun, Daily Mail, Telegraph, Times),
the non-right-wing ones, 25% (including 7he Financial Times).

The right-wing bias in the idea-generating and idea-promulgat-
ing organizations, coupled with the marginalization of trade unions,
leaves the bulk of the population more exposed to anti-tax, anti-state,
anti-solidarity ideology than in the post-war decades. So with the track-
switches in the hands of those providing intellectual justification for
inequality, ‘interests’ of the rich pull public policies and institutions in
the direction of income and wealth concentration at the top.

9 Centre-Left Political Tactics

Given the prevailing configuration of interests, organizations, and ideol-
ogies, centre-left parties made a tactical choice.!! In the words of Liddle
(2007), one of the principal ideologues of the British New Labour
Party, ‘In the mid-1990s, the leaders of New Labour made a funda-
mental policy choice. In government [they had been out of government
since 1979] they would not explicitly prioritise a lessening of inequali-
ties between top and bottom. Instead their social justice priorities would
be to tackle poverty, worklessness and economic and social exclusion.

Several reasons were clearly important in Labour making this
choice.... [First, a sense] that intellectually Thatcherite neoliberalism
was triumphant, and that the post-war welfare state consensus had irre-
trievable broken down and could only be rebuilt on a basis that incenti-
vised (and did not penalise) hard work at all levels of society.

[Second], New Labour ... seized on the discourse of globalisation to
provide a deeper intellectual rationale.... New Labour portrayed glo-
balisation as an inexorable force of nature beyond political control—
making irrelevant old egalitarian and interventionist social democratic
responses and requiring a thorough rethink of the means of achieving
social justice, if not a redefinition of its goals™ (p. 2).

"\We thank Carlos Fortin for emphasising this point.
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But it was not just a matter of tactics. Leading centre-left figures
really did believe in a vision of a moral society close to that of neoliberal
conservatives: one in which, to quote two British theorists of the “Third
Way’, ‘the key to justice as fairness can be seen in terms of the proce-
dural securing of opportunities rather than a substantive commitment
to patterned relative outcomes’ (Buckler and Dolowitz 2000, emphasis
added; see the echo in the epigraph from Tony Blair).

Another leading intellectual on the British centre-left, Will Hutton,
likewise defines ‘fairness’ as rewarding individuals in proportion to the
amount of discretionary effort they deploy to achieve socially useful
results, provided they actually achieve them. The aim of a centre-left
government should be to make access to riches dependent on ‘tal-
ent, effort and virtue’, as distinct from making outcomes more equal
(Hutton 2010). This is neoliberalism lite.

We saw earlier that in most of Guillaud’s 33 countries a siza-
ble majority favour a government role in narrowing the income gap
between rich and poor, and presumably favour a protective welfare state
against untamed globalization, precarious jobs, and inequality. Centre-
left parties in power have conspicuously failed to deliver on these pref-
erences—on the contrary, they have tolerated the worst excesses of
financial capitalism and colluded with the centre-right to put the cost
on the less well-off. This helps to explain the fall of social democratic
parties across the developed world.

10 Economists’ Neglect or Defence
of Inequality

If any profession could have raised the salience of inequality, it is econ-
omists. On the contrary, generations of economists have provided
intellectual justification for neglecting inequality and even for oppos-
ing efforts to rein it in. Their modal stance has been close to the one
enunciated in 7he Financial Times by Buiter (2007), while professor of
economics at the London School of Economics, ‘Poverty bothers me.
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Inequality does not. I just dont care’ (2007).!? Economist Deirdre
McCloskey recently claimed that redistributive issues are a misleading
preoccupation. ‘[TThe absolute condition of the poor has been raised
overwhelmingly more by the Great Enrichment [that is, economic
growth spurred by the Industrial Revolution] than by ... redistribution’.
The average per capita income from before the Neolithic Revolution to
the present has taken the shape of an ice-hockey stick, horizontal for
more than ten thousand years, then abruptly surging after 1800, con-
comitant with the spread of the Industrial Revolution and economic
growth. In this context, inequality is irrelevant for McCloskey: “The
share of the bottom 10 percent is irrelevant to the noble and ethically
relevant and actually attainable purpose of raising the poor to a condi-
tion of dignity’ (2016, pp. 46-47).

Columbia University economist Jagdish Bhagwati declares that the
work of inequality scholars is ‘ludicrous’, ‘irrelevant data mongering’,
‘lunacy’. The philosopher Harry Frankfurt describes it as ‘drily formal-
istic’, ‘fetishistic’, ‘alienating’ (Bhagwati 2007, p. 67; Frankfurt 1987,
p- 23, and pp. 41-42). Further examples could easily be given (see, for
example, Alacevich and Soci 2018).

In general, economists have defended inequality with two instru-
mental (not explicitly moral) arguments. The first stems from the con-
ception of the market as a coordination mechanism, allocating scarce
resources to competing ends (Roemer 2011). Equilibrium prices in a
competitive market (assuming no externalities or public goods) produce
a Pareto-efhicient allocation of resources. In particular, a competitive
labour market produces the optimal functional income distribution,
such that each factor of production earns the value of its marginal pro-
ductivity. The relative remuneration of banker, bishop, and bin man

12Wade later asked his then LSE colleague Buiter whether he really had no concerns about the
economic, social, and health effects of inequality. ‘Of course not, why should I care what David
Beckham earns?” Wade asked a celebrated economist, also at LSE, why he thought that econo-
mists had neglected inequality. “That’s not true’, he said with the air of a baseball player hitting
the ball out of the stadium. “What about Tony Atkinson and Branko Milanovic?” He inadvert-
ently made Wade’s point. For an anecdote about the art of neoliberal paradigm maintenance as
practiced inside the World Bank, see Milanovic (2018).
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must be fair, provided markets are competitive. This is comforting for
the banker and the bishop.!?

Extending this proposition from the model to the real world, main-
stream economists tend to presume that (1) any ‘political’ interfer-
ence with the market-determined income distribution has efficiency
costs, just like any other interference with the price system (man-
aged exchange rates, tariffs, credit subsidies, industrial policy) and (2)
that the efficiency costs of political interference in market-determined
income distribution are typically large. The premise is that ‘markets
may be imperfect, but governments are even more imperfect’. A senior
advisor at the British Treasury remarked, critically, that when any policy
proposal under discussion prompted the words ‘price distortion’, it was
more or less dead in the water (personal communication 2011).

To people not steeped in neoliberal economics, this argument has
some way to go before it can even be called simplistic; but it has com-
manded wide emotional agreement among economists, because it fits so
well with mathematically tractable models of competitive markets as the
core institution of a moral and prosperous society.'*

13A Fellow of the Institute of Development Studies, Sussex University, sat next to the senior-most
civil servant at the Department of International Development at a dinner. The Fellow told the
Permanent Secretary that he could immediately double his salary by going to work for a specified
firm. The Secretary assured him: “You must do it! You would double your contribution to society’
(personal communication).

“The saga of the UNDP publication, Making Global Trade Rules Work for People (2003), illus-
trates the hardball inter-state political forces that can be brought to bear against institutionally
based challenges to key ideas of the mainstream. The book argues that the rules for trade are
set by and for the interests of rich countries, producing inequitable and inefficient outcomes for
developing countries; and presents an agenda for reform. The director of UNDP tried to dis-
sociate UNDP from it by removing the UNDP logo from the cover (though the whole project
was organized and largely written by UNDP staff). He wanted the cover to show only the logos
of the foundations which had provided financial support. However, at the same time, pressure
came on the foundations from some governments to dissociate themselves from it by removing
their logos, presumably in the hope that this would help to block publication. All refused except
the Ford Foundation, which ironically had provided the most finance. In the end, the UNDP
logo stayed on, despite (alleged) threats to its budget and to personnel appointments if UNDP
remained associated with the book. The UNDP person in charge of the book project contracted
with a commercial publisher, Earthscan, to publish it, so as to by-pass a potential UN veto and
get wider readership. After printing had started, WTO lodged a strong protest, and the head of
the project ordered printing to stop while most references to WTO were replaced with phrases
like ‘the multilateral trading system’. The book was not allowed to be launched on UN prem-
ises in New York. Instead, the launch took place at the Rockefeller Center, attended by a packed
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Economists’ second instrumental justification for inequality is based
on the conception of the market as a mechanism of incentives for the
development of skills and innovation—a mechanism for resource crea-
tion as distinct from resource allocation. Only by allowing individuals
to keep most of the market value they (claim to) help create will they be
diligent and creative. The assumption is that individuals choose neither
their occupations nor their balance between ‘work’ and ‘leisure’ on the
basis of intrinsic satisfactions, but only on the basis of extrinsic material
rewards. If they are allowed to retain a large fraction of the value-added
they help to produce, they will choose occupations which add more
value to society and will choose more work and less leisure. Then, as
Tony Blair avowed in the second epigraph, their hard work and creativ-
ity will rebound to the benefit of the rest of the society, including the
poor, through ‘trickle-down’.

These arguments for not worrying about inequality are underpinned
by several others that constitute the syndrome of mainstream econom-
ics. One is what Albert Hirschman described as the typically reactionary
rhetoric of the ‘jeopardy thesis’, that is, the idea that curbing inequality
would endanger market efficiency and ultimately growth (Hirschman
1991). In McCloskey’s (2016) perspective, curbing a minor preoccupa-
tion (inequality) would imperil the actual source of widespread well-be-
ing (growth of GDP).

A second is that, in the longer run, demand does not matter for pro-
ductivity and economic growth. What matters are supply-side factors
such as labour market regulation, business taxes, personal income taxes,
skills of the labour force, and the state of competition. Demand, real
wages, inequality, drop out of the neoliberal story (Storm 2017).

A third argument, at a more fundamental level, is that the capital-
ist economy is composed of a private and a public sector, in which
the private sector and production for the market is the domain of the

gathering of ambassadors and Permanent Representatives. The director of UNDP said in his
speech, “This book has given me sleepless nights’. See also Wade (2013) on the art of inter-state
power maintenance.
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‘economic’ (and ‘natural’) and the public sector and production of pub-
lic goods is the domain of the ‘non-economic’ (and ‘artificial’). We saw
earlier why the postulate of state and market as the basic dyad of the
economy does not stand. The large corporation is a fundamental ele-
ment of the picture. Neither state nor market agent, the giant corpora-
tion invalidates market mechanisms and state sovereignty at the same
time.

A fourth component is that the economy and society consists of
people and entities on a continuous scale of incomes and occupations,
without classes and relations of production—ijust as, in the international
economy, there is no structure of core and periphery, rather a continu-
ous scale of incomes and production structures, analogous to the run-
ners in a marathon race whose position is determined by each runner’s
internal capabilities and tactics. This mirrors the worldview of the rich
and middle classes noted earlier, that they have achieved their position
thanks to their own efforts and are none too happy for their taxes to be
used to lift up the less diligent and enterprising people below them.

A fifth element in the syndrome is expressed in the definition of
economics as the study of choices under scarcity; as Lionel Robbins
famously put it, ‘Economics is a social science which studies human
behaviour as a relationship between ends and scare means which have
alternative uses’ (Robbins was a professor of economics at the London
School of Economics for several decades after 1929, building it up as a
bastion of anti-Keynesian and anti-Marshallian economics). The corre-
sponding idea of society is a set of rationally self-maximizing individuals
competing with each other for scarce resources and cooperating, up to a
point, to create a government. Altruism, community, cooperation, soli-
darity feature only as means to obtain scarce resources, a very masculine
idea.

Sixth, and even more fundamental for understanding economists
neglect or justification of inequality, economists have a continuing faith
in Lionel Robbins™ assertion that interpersonal comparisons of util-
ity implicitly involve ethical claims and should be excluded from the
science of economics. Their faith in the ‘value neutrality’ doctrine is
bolstered by its tight connection to the core of the discipline, namely
general equilibrium theory and Pareto judgements. For our purposes
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here, the key point is that the faith justifies economists in refusing to
consider whether low-income individuals gain more from additional
income than high-income individuals lose from reduced income, saying
all such questions are beyond economics.

Ironically, philosophers and other social scientists rejected the pos-
itive-normative or fact-ethical values distinction half a century ago, as
what Davis (2016) describes as ‘a naive vestige of pre-war logical pos-
itivism’; but the positive-normative distinction remains fundamental
to the identity of economists as economists. So the discipline remains
an ethics-free zone (beyond some recent and limited codes of conduct
to protect honesty in research), in a way not true of other disciplines
which also have far-reaching impacts on populations and biosphere,
including engineers, doctors, lawyers, and anthropologists (Colander
2016).

Finally, also at the DNA level, the mainstream discipline grows out
of concepts from Newtonian physics, concepts of equilibrium, balance,
harmony, and future time as a predictable extrapolation of the past,
except for random shocks called ‘risks—concepts which prompted
Newton to describe the universe as ‘running like clockwork’ and to joy-
fully exclaim, ‘O God, I think Thy thoughts after Thee’. The discipline
which sees the core institution of society—the market—in these terms
is unlikely to find problems with income distribution, provided no
‘market imperfections’.

Economics education, especially in Anglo-American universities
(among which are the world’s top ranked economics departments),
inculcates these fundamental ideas. Teaching of the history of economic
thought and comparative economic systems, which might expose stu-
dents to other conceptions of economics, largely disappeared from uni-
versity syllabi as the Cold War wound down.!® Strangely, the economics

5Asked what attainments contribute to success in the profession, only 3% of 212 graduate stu-
dents in American economics departments said that ‘having a thorough knowledge of the econ-
omy’ was ‘very important’, and 68% said it was ‘unimportant’ (Colander and Klamer 1987). The
argument of Frey and Eichenberger (1993) leads one to expect that continental European gradu-
ate students would rate knowledge of the economy more highly. However, the economics taught
in the most prestigious European economics departments tends to be hard-line neoclassical/
American economics. Racko (2011) found that Latvian students being educated at the Swedish
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profession hardly ever discusses ‘capitalism’, instead referring to ‘the
market systemy’, which makes it easier to avoid discussing what the eco-
nomic system is for and in whose interests it is working.

The history of the ersatz Nobel Prize in Economics captures the deep
entanglement of a particular inequality-sanctioning politics at the peak
of the discipline. The prize was created in 1968 in order to send the
message to Sweden and the world that economics has an intellectual stat-
ure commensurate with medicine, physics, and chemistry, and that neolib-
eral economics is the best economics. The prestige attached to the Nobel
name—the prize is regularly cited as the ultimate act of recognition
of worth, even genius—helped to make neoliberal economics into the
‘common sense’ of the post-1980s era, till today (Mirowski 2015).

The Bank of Sweden was to celebrate its 300th anniversary in 1968.
Earlier, the governor came up with the idea of creating a Nobel Prize
in Economics so as to hit three birds with one stone: first, mark the
anniversary; second, promote the case for the central bank to be made
independent of government, unencumbered by political accountability,
run for the public good by economists who were every bit as objective
scientists as doctors, physicists, and chemists; third, use the prize to
promote the neoliberal regime of truth, for he and several economist
colleagues were passionately opposed to social democracy, to the Social
Democratic Party then governing Sweden, and to the whole Swedish
model with its incentive- and morality-sapping welfare state. He would
finance the prize out of central bank revenues, and steer the composi-
tion of the awarding committee to ensure that the prize went dispropor-
tionately to neoliberal economists.

Economics School in Riga, known for its hard-line neoclassical/American approach, acquired
over two years much stronger beliefs in free markets and associated norms than a matched pool
of students being educated at Latvian universities—including the belief that their beliefs had a
strictly scientific foundation. For a fascinating and shocking account of the three-decade-long
battle at the University of Sydney to allow courses in political economy in the Economics sylla-
bus, where proponents were opposed by successive heads of department and heads of the univer-
sity but supported by a student movement, see Budler et al. (2009), whose title, Political Economy
Now!, comes from a banner that students draped around the top of the university tower for all to
see.
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He approached the Nobel family and the Nobel Foundation,
who both said that Nobel’s will stated explicitly that there should be
five prizes, no more. The Parliament was also opposed. He then sug-
gested “The Bank of Sweden Award in Economic Sciences in Honor of
Alfred Nobel’, knowing that it would be abbreviated to Nobel Prize in
Economics and that he could ensure the award ceremony was held at
the same time and place as the other Nobels. The Nobel Foundation
remained opposed, but relented when the governor used his regulatory
leverage to allow the foundation to invest in a wider range of securities.
The head of the Nobel family agreed, but on explicit condition that the
prize should not be referred to as the Nobel Prize in Economics; and
unconfirmed reports say that government ofhicials used her tax prob-
lems to make her an offer she could not refuse. At more or less the same
time, the bank announced the creation of the prize, even though nego-
tiations were still continuing. Fait accompli. Much later, the successor
head of the Nobel family described the prize as an unparalleled example
of successful trademark infringement.

From the first awards in 1969 till today, full-on subscribers to the
neoliberal political economy canon have been far over-represented rela-
tive to their numbers in the economics profession. They have remained
at roughly 38-40% of the cumulative stock of winners since 1993.
Virtually all the winners have been American or spent large parts
of their career in America. Only one of the 79 laureates is a woman,
and she (Elinor Ostrom) was a political scientist. This is the result,
apparently, of the committee’s objective valuation of the truth in eco-
nomics.!® It remains a deeply masculine discipline, in line with the con-
servative worldview and the spirit of Lionel Robbins.

19Compare the laureates of the Leontief Prize for Advancing the Frontiers of Economic Thought.
The prize was established in 2000 in honour of Wassily Leontief, professor of economics at
Harvard and Tufts and pioneer of input-output analysis (Nobel, in contrast, made his money
by inventing dynamite and owning a company which manufactured weapons of war). The 34
Leontief laureates (to 2018) come from a much wider range of perspectives and nationalities, and
seven are women.
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11 Ready Diversionary Tactics

E.E. Schattschneider (1960) famously said, “The definition of the alter-
natives is the supreme instrument of power’. The final element in our
account of why inequality has long been neglected is that there are easy
ways to define inequality in ways that do not touch the rich or even to
sanction it with the language of egalitarianism. One of the favourites
is to define ‘reducing inequality’ as ‘reducing poverty’, which all polit-
ical parties and religions can sanction (provided the poor are ‘deserv-
ing’). Another is to conflate ‘reducing inequality’ with ‘increasing social
mobility’, which also commands wide legitimacy (though in fact largely
unrelated to reducing inequality). Still another, mentioned earlier, is to
conflate ‘reducing inequality’ with ‘curbing bonuses for undeserving
bosses’. Always to hand are justifications based on ‘freedom’ as the ulti-
mate value, and on the trickle-down theory, which both miraculously
allow the dizzying concentration of income and wealth to be justified in
the language of egalitarianism. See Margaret Thatcher’s and Tony Blair’s
epigraphs.

There are also broader ways to divert attention from rising inequal-
ity and from political party agendas which favour upwards redistri-
bution. Fostering racial, cultural, and religious enmity is a familiar
route. So is blaming foreign enemies for national problems, and here
‘the Soviet Union’ and more recently ‘Putin-Russia’ have proved useful
for denying or minimizing national realities. J. Edgar Hoover’s G-men
were convinced that Communist subversives were the root cause of civil
rights unrest and protest. Today we see the hysteria again in the belief
that Russian trolls somehow managed to shift the crucial 78,000 votes
that officially determined the election’s Electoral College outcome—as
distinct from the all-too-American causes of American derangement.!”

7Paranoia as a technique of rule—for achieving cooperation and acquiescence—was taken to a
high pitch in the Cold War. When 21 out of 7000 American POWs during the Korean War
refused repatriation to the US after the armistice in 1953, American political leaders and com-
mentators started a panic about communist ‘brainwashing’ as a tool of internal subversion via
mental manipulation. The vagueness of the concept and its racist undertones served to heighten
the hysteria. The New York Times editorialized that the ‘non-repatriates’ offered ’living proof
that Communist brainwashing does work on some persons’. The paper and other commentators
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12 Summary and Conclusions

The sharp increase in concentration at the top of national income dis-
tributions over the past two to three decades should have prompted
a large body of social science research and public debate around the
question, “When are the rich too rich?. Instead, the response has been
muted, both in the academy and in politics (except with reference to
particular bosses seen to have failed at their job who nevertheless receive
golden handshakes). When protest did emerge its political consequences
were in line with Horace’s dictum of 2000 years ago: “What will this
boaster [a poet who promises to write wonderful verses but cannot keep
his bombastic promises] produce in keeping of such mouthing? / The
mountains will labour, to birth a laughter-rousing mouse!” (Horace
1942, 19 BCE, p. 463).8

Inequality is kept in the background because of the wide acceptance
of the idea that whatever distribution results from ‘free markets’ must be
better than what results from ‘government intervention’ (beyond limited
welfare transfers and tax exemptions for ‘deserving poor’). It is a reflex
of the same forces which have eroded the welfare state, curbing its scope
and turning more parts of it into private profit centres.

In this chapter, we have asked the more specific question of why elec-
torates have acquiesced as income concentration increased. Of the sev-
eral factors discussed here, we recap just three. First, economists—who
constitute the most influential profession in shaping norms of public
policy—are trained to presume that inequality is an inevitable outcome
of the market as a coordinating mechanism, and a necessary outcome
for the market to function as an incentive mechanism, a presumption
which inclines them to be relaxed about the existence of the “filthy rich’
and not ask questions like ‘when are the rich too rich?’

ignored the fact that some 22,000 North Koran and Chinese POWs refused repatriation to their
countries (Carruthers 2018). Today, ‘election hacking’ is used to explain Trump’s victory and turn
attention away from domestic causes, including precarious employment and soaring inequality.

"8Horace’s original is tighter: ‘Quid dignum tanto feret hic promissor hiatu? / Parturient montes,
nascetur ridiculus mus’.
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Second, middle and upper middle classes have managed to protect
their share of national income in many countries even as the share of
the top few percentiles rises at the expense of the politically marginal
bottom 40%. This helps to diffuse middle class anger at the rise of the
super-rich. The upper middle classes, enjoying rising shares, increasingly
resort to ‘gated community’ politics, opting out from public health and
public education, which erodes the quality of the public system, height-
ens the stigma against it, and justifies the need for high inequality. Also,
neoliberal fiscal policy packages normally include tax cuts from which
they benefit, and they hear ‘redistribution’ as meaning that the working
class would come closer to them, which threatens their status and causes
more anxiety and resentment than the rich soaring away from them.
Better to pull up the drawbridge.

For these and other reasons the middle classes have not been respon-
sive to centre-left parties trying to build a new cross-class consensus for
a more equal society—not just in terms of opportunities but also in
terms of outcomes. And so even centre-left leaders not sympathetic to
neoliberalism lite have hardly tried to do so.

Third, there are multiple, head-nodding ways to shift attention from
functional and personal income distribution onto safer, more consen-
sual grounds that do not challenge the existing distribution. ‘Reduce
inequality’ can be equated with ‘reduce poverty’ or ‘increase social
mobility” or ‘curb the bonuses of undeserving CEOs’. Higher inequality
can even be celebrated as the way to get more income to the poor. Or it
can be presented as the unavoidable by-product of achieving the highest
value, freedom.

Analysts on the centre-left can help to build a cross-class consen-
sus for a more equal society by providing a sound intellectual basis for
advocating more equal outcomes than exist in the Anglo-American
economies, and for showing that top-level income concentration at
present levels is neither inevitable nor necessary for efficiency and
creativity.

There is no mystery about ‘solutions’. The familiar list includes:
progressive taxes and transfers that raise government tax revenues and
social spending, thereby positively affecting aggregate demand and
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employment; policies to reduce the size and leverage of the financial sec-
tor; capital controls, when required.

A less familiar list includes ‘predistribution’ institutions to enable a
large part of national populations to receive income from the returns
on capital, rather than, as today, only a small part—so that many rather
than few can accrue income while they sleep. The institutions could
take the form of a sovereign wealth fund paying out, eventually, a uni-
versal basic income; or the form of ownership-broadening trusts which
borrow on capital markets to buy shares in companies and return divi-
dends to members of the trust (employees, customers, neighbours), who
could buy membership out of their returns rather than out of current
income or savings (Ashford et al. 2012). The disadvantage of the latter
is that it bolsters labour support for the principle of ‘maximize share-
holder value’ as the main aim of corporations. The more equal distri-
bution of capital income should be complemented by the expansion
of bank-based financial systems, especially networks of decentralized,
non-profit, or low-profit financial organizations to lend to typically
neglected sectors, including certain types of infrastructure, multi-
family housing for low- and middle-income households, also small and
medium enterprises (including social enterprises). The latter tend to be
by-passed by stock-market systems, yet their growth should be a high
priority for those concerned to counter the trend towards ever more
monopoly capitalism. Something like the New Deal era Reconstruction
Finance Corporation (RFC) deserves to make a come-back in the US
and elsewhere, as a pilot agency for far-reaching reforms in the present
financial system (Block and Hockett 2018).

And we need a ‘digital New Deal’. As companies shed workers in
preference for Al the same companies should redeploy those workers—
encouraged by tax incentives—into work not subject to Al, such as cus-
tomer services, data analytics, and more, or into cross-company work
forces to provide public goods, such as extending rural broadband
(Foroohar 2018).

But the question remains of how to persuade political leaders and
opinion-makers like the World Bank and the IMF to focus on ine-
quality as a problem, separate from poverty, social mobility, and CEO
bonuses. The short answer is that until radical changes are made in how
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political parties and candidates fund themselves—or until several more
multi-country crashes have roiled the world economy, or until a mass
revolt against oligarchic rule—inequality will remain on the margins of
public policy even as corporate power and top-end income share remain
at current levels of concentration or go even higher.

The British historian Tony Judt can have the last word: ‘Sadly, con-
temporary intellectuals have shown remarkably little informed interest
in the nitty-gritty of public policy, preferring to intervene or protest
on ethically-defined topics where the choices seem clearer. This has left
debates on the way we ought to govern ourselves to policy specialists
and “think tanks”, where unconventional opinion rarely finds a place
and the public are largely excluded’ (2010, pp. 158-159).
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