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Abstract

After much empirical documentation of patterns of inequaite address in this paper the need for
a convincing interpretation of the causes of inequality iraaded countries. We set the current
debate in the context of the evolution of ideas oquadty, including the debate on Thomas
Piketty’s book. We argue that four ‘engines of inequality’can be identified- the power of capital

over labour, the rise of ‘oligarchs capitalism’, the individualisation of economic conditions, the

retreat of politics- askey sourcesftoday’s inequalities. Each of these mechanisms is examined on
the basis on concepts and data, with a detailed congiheodthe results from the current literature
and of the empirical evidence available. A full analy$ighe dynamics of inequality, an
interpretation of its mechanisms and a set of policygsals to reverse it are developed in our

book “Explaining inequality” (Franzini and Pianta, 2015).
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1. The evolution of ideas on inequality®

A large evidence is now available on the general rise esi®80 - of inequalities in income and
wealth in advanced countries (Piketty, 2013; Atkinson and Bigagn, 2014; Salverda et al., 2014;
Franzini and Pianta, 2015). Besides the documentatiompifieal patterns, however, a convincing
explanation of the causes of such a rise is notyatliable. In this paper we search for a deeper
interpretation of the causes of rising inequalitiesduaamced countries. We consider the economic,
social and political processes that have produced suchrgyaligparities and we suggest that four
mechanisms can explain such changes. They include: the pbwegpital over labour, the rise of
oligarchs capitalispthe individualisation of economic conditions and theeat of politics. Each

of these mechanisms is examined on the basis on comceptiata, with a detailed consideration of
the results from the current literature and of the isog evidence available. A full analysis of the
dynamics of inequality and a set of policy proposals temsy it are developed in our book
“Explaining inequality” (Franzini and Pianta, 2015).

Economic inequality is a changing phenomenon; its fogges/e over time and even a similar level
of disparities may be the results of different mechasisnd patterns of distribution. Economic
ideas on inequality have evolved accordingly.

For Classical economists inequality was defined by the stassture of industrial capitalism and
by the distribution of income between capital and laboue fEiationships between patterns of
distribution, economic growth and social reproduction wardey concern in their analysis
industrialisation.

Marx emphasised the contradiction between industrial capitalism’s potential for progress and its
outcome - capital accumulation for the capitallass, and commodified labour, limited wages and
hard social conditions for workers and the disposseseetedsing inequalities relative to the
poorer but more equal pre-industrial societies - were ékaltr of the very nature of capitalist
accumulation.

Problems of distribution and inequalities “disappeared” in Neoclassical approaches behind widely
accepted— and surprisingly long-living - assumptions. At the macroeada level, the
compensation of factors of production was assumed to be egth@itanarginal productivity; at
the individual level, incomes were simply the result obicks on work, investment and
consumption that resulted from individual utilities. Freedafnchoice and market efficiency could
justify any (unequal) distributional outcome, with no @msence for economic growth, and no
room for the principles of social justice, human tgymor for redistributive policies. The Great
Depression of the 1930s proved how unrealistic such assumptenesand how disastrous their
policy implications.

In the post-war period, the link between income distribudind growth returned at the centre of
Keynesian approaches, with two distinct mechanisms; onléhgand side, wages were seen as a
major source of aggregate demand; on the supply side, atation — financed by profits and
savings— was needed to expand productive capacities. The main cootétaldorian models
(Kaldor, 1956) and post-Keynesian perspectives (Robinson, 19&0)owdentify the distributive
patterns that were consistent with sustained growth, recongrasmajor role for government action

! This paper draws from years of research, presentatiamsrishops and public discussion on
inequality. Key ideas are sketched in Franzini and P{@@9,2011) and in our studies of
inequality and economic crisis in Italy (Franzini, 2010, 2@™i&nta, 2012). The problems of high
incomes and wealth are addressed in Franzini et al. (20&4)pticy alternatives are discussed in
Marcon and Pianta (2013). We thank Francesco BogliacinerigeCirillo, Elena Granaglia, Dario
Guarascio, Matteo Lucchese, Michele Raitano for disonssn these issues
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in supporting both accumulation and demanthrough public expenditure and redistribution that
could support the lowest incomes and reduce inequality. Moreonsights from welfare
economics informed the normative models for econgmoiicy aiming at redistribution, pointing
out the trade-offs between efficiency and equity in sttt dynamic contexts.

The empirical regularities of such processes were @diout by Kuznets (1965) who suggested the
invertedU relationship between levels of inequality and countries’ per capita income;
industrialization and growth would first increase inequalitiess a result of the structural change
from low to high productivity sectors - which would then decliseaaresult of the diffusion of
industry, redistribution and more balanced growth.

Indeed, Europe and the US experienced a reduction in inequatimeste 1950s to the 1970s as a
result of economic growth, social change and public pglifie redistribution and welfare. One of
the side effects as repeatedly argued by Atkinson (2015) - was that for dederades inequality
became a rarely explored field of economic reseavith,few specialized studies.

A new attention has emerged since the 1990s, following the isevinrinequality that had started
in the 1980s. Such studies have moved from the functadisalbution of income between social
classes to inequalities among individuals. The argument edsclass divisions had become less
clear cut, and gender, ethnicity, education and professionkficaieon had become major factors
in explaining the personal distribution of income. Aglanumber of detailed studies have addressed
these issues documenting more complex patterns of inggaaiong individuals and households
(Atkinson and Bourguignon, 2000; 2014; Salverda et al. 2014). This approawever, largely
missed the continuing importance of capital-labour reiatgps and new key role of top incomes
combining rents, profits and unprecedented high compensatiorispfananagers (Atkinson and
Piketty, 2007, Atkinson, Piketty and Saez, 2011). What we anegfaoday— after the temporary
reduction of disparities between 1950 and and 1980 - is a tettine levels of inequalities of a
century ago Kuznets’s curve has indeed been reversed.

In parallel, the rapid accumulation of financial and esthte assets by the richest individuals has
attracted attention to inequalities wealth and an emerging stream of research is now exploring
wealth disparities and their link to inequalities in incorfleiketty, 2013; Piketty and Zucman,
2014; Maestri et al. 2014).

Building on the evidence on the growing shares of profiits fanancial rents and on the increasing
concentration of income and wealth, Piketty (2013) has drtha the roots of growing inequality
are in returns to capital that are greater than the groatd of the economy, leading to an
increasing capital/income ratiotwo fundamental mechanisms of capitalism.

Other attempts to explain growth in inequality in advanaaehtries have focused on disparities
within wages in the context of globalisation and technellgihange. A large literature within the
economic mainstream has argued that the rising wages tdy Iskjlled white collars reflected the
greater labour productivity of workers capable to use the nesrniiation and Communication
Technologies and that wage inequalities were the resskilbbiased technical chandé&cemoglu,
2002). These studies ignored that advanced countries wereexpetriencing a generalised
“upskilling” of jobs, from blue to white collar employment, but rather a polarisation was taking
place with more jobs for managers and professional$cainitie lowest skills- manual workers and
ancillary jobs. Losses in jobs and wages were concedteat®ng office clerks (the low skilled
white collars) and skilled factory workers (the most qualifidue collar employees) (Nascia and
Pianta, 2009; Cirillo et al., 2014). While technological chathges have an impact on inequality, it
is arguably more complex that tkeill bias view, as recently acknowledged also by mainstream
views (Acemoglu and Autor, 2010). Moreover, these effe@scambined with increasing foreign
trade and investment, that have a parallel, oftenlagy@ing impact on changes in employment,
skills and wages in advanced economies (Feenstra and ;] 2083).

Higher wage inequality has also been explained with dpwetnts in labour markets, where the
changing balance of power between capital and laboureldaw Ithe rapid rise of temporary and
precarious jobs, the fall of unionisation and of trade mnidluence, a greater fragmentation of
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labour, including the effects of education, paiie contracts, greater women’s participation,
migrations, etc. (ILO, 2015, OECD, 2015; Checchi and Garcia-Pen®088, Salverda and
Checchi, 2014). Such developments have been summarized as labour's “defeat” in income
distribution (Glyn, 2006, 2009).

Today’s inequality in advanced countries is therefore the result of a set of different and complex
mechanisms. While extensive empirical evidence has beerdptbyAtkinson and Bourguignon,
2000, 2014, Salverda et al., 2009, 2014), a convincing explangtthe ‘engines of inequality’ is

still lacking. It has to combine the importance of the fual distribution of income between
capital and labour, the growing role of finance in aneptisparities, the rise of top incomes, and
the new complexity DHthe personal and household distribution, where individuals’ and families’
incomes are shaped by education, skills, gender and ethrasitwell as class. Moreover, the
growing importance of the expansion of wealtin finance and and real estatdas introduced a
major change in the functioning of advanced economiesraitir patterns of distribution.
Inequality is important also because is reproduced acrossagjensr For long, studies on advanced
countries have assumed that improved education and thef eigid class divides offered higher
equality of opportunities and greater social mobility. Mozeent studies however have disputed
such views with evidence that inequality persists from geeeration to the next, and that
(apparently) more equal opportunities do not reduce unequal owcmmeacome distribution
among individuals (OECD, 2008,2011; Franzini, Raitano, 2015).

At the same time, philosophical and economic perspechisge addressed the issues of justice,
ethics, equality of opportunities, inter-generational inequalityeral theories of justice stated the
primacy of individuals’ freedom of choice and explored the possibilities of reducing inequality
without limiting liberty. Rawls (1971) argued that in a societgde of rational, self-interested
individuals, a majority would accept a redistribution tingiroves the position of the worse off in a
society. An emphasis on equality of opportunitiesis opposed to equality of outcomedas
characterised recent conceptualisations, as in Roefr838). Moving beyond such models,
Amartya Sen has pointed out the complexity of inequality, rooted in societies’ historical contexts, in

the capabilities available to people, families and social grougg®e pursuit of their objectives, in
the concrete opportunities individuals have to make decisibost their lives (Sen, 1992, 2009).
From his work we derive that tlegjuality of capabilities to function as human bsiagpears as the
most convincing ethical foundation for the desirability ofaliy. Typically, life protection and
health, access to education and knowledge, freedom afechppear as human rights that should be
granted equally to all. The UN Human Development Indexsgd@n such a conceptualisation and
ranks countries on the basis of an average of tlfieieXpectancy, educational levels and GDP per
capita; additional indicators have been developed in this pérsperighlighting the human right
dimensions of global inequalities (UNDP 2014).

These approaches have moved together with a broader témogimat inequality cannot be
confined to incomes and economic factors, and that steesducation and health, as well as social
conditions play a key role in shaping (unequal) life prospfes individuals. While incomes appear
to be highly related to several of these social conditiarngider conceptualisation of inequality is
needed. Therborn (2013) has argued that there are threedimected) types of inequality: vital
inequality (shown by life expectancy and health conditioms)stential inequality (documented by
differences across classes, status, gender, ethnindyleaource inequality (the one economists are
mostly concerned with). He also identified the mechanisms of ‘distanciation’, exclusion,
hierchisition and exploitation that shape inequalities of all types, organising what really is a ‘socio-
cultural order’, not just a diversity of income and wealth (ibid. pp.53,63,1).

In fact, a lot can be learned from studies on social lbealth conditions. Therborn reports
impressive data on the persistence of vital inequalities in life expectancy: “Between the thirty-three
boroughs of London the range of male life expectancy hasnsaifrom 5.4 years in 1999-2001 to
9.2 years in 2006-2008. If you travel east on the undergrouncedulrie, life expectancy of the
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residents is decreasing by half a year at every stop” (Therborn, 2013, p.82, quoting the London
Health Observatory, 2011).

Wilkinson and Pickett (2009) have shown that higher inequaliesdvanced countries are
associated to a full range of social problenfsom suicides to drug use, from prison population to
obesity— contributing to shortening the life expectancy of therpdMoreover, they also found
preliminary evidence that living in contexts of high inequalitypadeven for the richas even
oligarchs can hardly shield themselves from a number rwbpe social ills in the society where
they live. The need for greater interdisciplinarity, witlellaboration between economists,
sociologists, political scientists, statisticiansjdepniologists and philosophers is by now widely
accepted, but not yet practiced enough.

The context in which inequality can be investigated has alvolved, moving from national to
international perspectives. World income inequalities betwemintries and regions have been
investigated in their evolution over time and space; appesbave first focused on differences
among countries (considering their average per capitanggocombining them with inequalities
among individuals within a country. Greater efforts are moade to estimate global inequality
among all the world population, regardless of countriesaidivic, 2005, 2011, 2012; Lakner and
Milanovic, 2013; Cornia, 2004). When the relevance of thenmasoof the richest 1% is considered,
the evidence shows that in the last decades inequality hasasedr also among the world
popuhtion as a whole, in spite of the ‘equalising effect’ of higher average income in (highly
unequal) emerging countries such as China and India (Anand gat] 3&14). Key determinants of
the changing world income distribution have been idewtiin the diferent phases of countries’
development, in the global flows of knowledge, trade and finance, and in countries’ positions in the
core or periphery of the world system (Arrighi, 1991). Sehstudies contributed to the debate on
the distribution of the benefits of globalisation aquestioned the economic rationale, the social
sustainability and the political acceptability of extremedgle income inequalities at the global
level.

2. The dynamics of capital

Inequality is first of all the result of the distribomi of income, that in turn is fundamentally affected
by the balance of power between capital and labour anidebyyinamics of profits anavages. This
mechanism shasinequalities among social classes and groups receivingethtfgipes of income.
Since 1980, most advanced countries have experienced fecaignieduction of the labour share in
GDP, of the order of ten percentage points. What arefaifies leading to such a substantial
distributional shift?

At first sight, since the 1980s a wide range of developsngsve gone in the direction of expanding
the power of capital the first engine of inequality. First, the liberalisatimincapital movemesst
has led to a surge of capital flows - for foreign diiagestment and for the acquisition of financial
assets - driven by a search for higher profits. Sedtwedgrowth of financial activities the most
profitable, mobile and volatile form of capitalhas dominated investment patterns. In the US the
ratio of aggregate profits of the financial sector to itgadf non-financial activities has increased
from 20% in the 1970s to 50% after 2000 (Glyn, 2006, ch.3). The erpaokfinance has led to
the creation of increasingly complex markets for creslibcks, bonds, real estate, currencies,
futures, commodities, derivatives, etc., driven by a $e&c short-term speculative gains and
leading to major bubbles - and to the financial collaps200B8. Third, international production
systems have emerged as a result of the use of newotegi®s — in information and
communication and other fields and of the freedom of movement of capital; this hasatly
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reduced the power and the employment - of labour in advanced countrig$, avcorresponding
fall of wages. We need to understand in which specific wagettdevelopments affect inequality.

Piketty’s capital and beyond

A useful starting point in this investigation are the medmasiidentified by Piketty (2013) as
‘fundamental laws of capitalism’. In his view the rise of the capital share (a = profits/income) is the
necessary result of the high rate of return to capitand of therise of the capital/income ratio ()

(o = r-B, his ‘“first law of capitalism’). In turn, the growing capital/income ratio goes hand in hand
with a stable propensity to save (s) and the slow downconie growth (g), due to stagnation in
population and slow rise of productivity (B = s/g, his ‘second law of capitalism’). Let us address
these relationships one by one.

Returns to capital greater than the rate of grdwth g). In the conceptual framework of Piketty, a
key driver of the rise in inequality is the fact thatéeent decades the rate of return to capital (r =
profits/capitalf has been higher than the rate of growth of the eogr(@). His current estimate is
that the rate of return on total capital is clos&%q while GDP growth rates in advanced countries
have rarely gone beyond 2%. Taking a longer view and considBritain, Piketty estimates that
the average rate of return to capital (net of therefieeded to manage investment) has oscillated
between 4 and% from 1770 to 1930, moving up close to 7% in 1940 and then falling taloste
3% in 1980 and 1990, before a new rise above 4%. In France heo§aitlations between 4 and
6%, with 7% peaks in 1920 and 1950 (ibid., p.318, gs&pB, 6.4.% The gap with GDP growth is
significant, a 5% growth rate of advanced economiedéeas achieved only in exceptional cases.
This r > g gap has two implications. First, if at les@e of the returns to capital are invested to
expand it, the accumulation of capital proceeds ast@rfgace than economic growth, resulting in
growing capital/income ratios. Second, the amount ofitgrphid to capital has to increase; when
GDP increases at a lower pace than the rate of prafipwing share of income has to go to capital,
reducing the wage share. Higher inequalities are therefereshlt of the importance of capital and
the slowdown of growth.

The rise in the capital/income ratibhe value of capital expressed in years of nationanmeis
now between 5 and 6 times in the UK and France, 4.5 timdwitUnited States and 4 times in
Germany. France and UK are approaching the levels tydiealrty XX century- in 1870-1910 the
level was close to 7; the two world wars brought it dowkess than 3 in 1950, with a continuous
rise since then. In the US the trend has been more ,statiigpeaks of 5 in 1910 and 1930, a fall to
less than 4 in 1950 and a constant rise since then (ibid., p384Piketty emphasises the drive
towards a greater role of capital and concludes that “there is no natural force that will necessarily
reduce the importance of capital and of the incomestirggdrom the ownership of capital in the

% The rate of return on capital “measures the yield on capital over the course of a year regardless of

its legal form (profits, rents, dividends, interest, rtigal capital gains, etc.) expressed as a
percentage of the value of capital invested”, it is therefore a broader concept than the “rate of profit”

and much broader than “the rate of interest”, while incorporating both. (Piketty 2013, p)93

% Rough estimates at the world level suggest a stabilitgeofeturns to capital between 4 and 6%,
while in the period of most rapid growth (1950-2012) the world ecgrexpanded by less than 4%
per year. However, when we consider the returns to caq@talf taxes, estimates suggest that they
fell to 1% in the 1913-1950 period, returning to just above 3% in 1959-20d2oth cases the
growth rate of the economy has been higher thatnetiar capital (ibid., pp.562-565, graphs 10.9,
10.10). If we consider the rates of return net of taxeadwanced countries, the r > g gap is likely
to be reduced.



course of history” (ibid., p.370). In other words - short of major shocks orlevwars - the growth
in the share of income going to capital, and the reguitiaquality, is unlikely to be reversed.
There are, however, three critical issues in the asady$iketty. First, the heterogeneity of capital
and the diversity between productive capital and financedlth. Second, the specific nature of
financial accumulation and the cyclical nature of cdipttgrowth. Third, the ways we understand
the process of economic growile consider them in turn.

Productive capital vs. financial and real estatalite A controversial question in the analysis of
Piketty is hisdefinition of capital: “capital is defined as the sum total of nonhuman assets that can

be owned and exchanged on some market. Capital includesrai &f real property (including
residential real estate) as well as financial and priofesk capital (plants, infrastructure,
machinery, patents and so on) used by firms and government agencies” (ibid., p.82).

This definition does not distinguish between productive ahpitd non-productive wealth. In fact
he also writes: “I use the word capital and wealth interchangeably as if they were perfectly
synonymous” (ibid. p.84). He is aware that the composition of cap@éal thanged over time, from
the dominance of agricultural land in the past, to reatesbusiness and financial assets today.
And he documents that different types of capital havemifit returns - the average long-run rate of
return on stocks is 7-8% in many countries, investmergahestate and bonds yield a 3-4% return,
while the real rate of interest on public debt is usuallgmlower (ibid.,p.9%— but he focuses on
the resulting aggregate rate of return on capital, shabout 5%.

From the point of view of income distribution this cho@@ be appropriate in order to identify the
returns going to all forms of capital. But when we lookrmatduction, increased output is in fact the
result of increased productive capital alone. An incréadbe value of financial assetsand of a
given real estate - does not help expand output; it cleeasge the distribution of income as a result
of high returns on capital that can be transferred from industrial profits to finalhend real estate
rents - or of speculative bubbles that inflate asseegriTherefore, if the expansion of capital is due
growing values of non-productive assets, it becomes wliffio expect rising output with a rising
productivity of capital, and rising rates of profits.

A deeper understanding of the relationships between produatisf financial capital in the process
of acc%mulation is therefore needed, before addressmgabts of the current slowdown in
growth:

* This issue has been raised also by Solow (2014), Real-\Hooidomics Review (20)4Rognlie
(2015), Weil (2015), Wade (2014), Galbraith (2014). According toldtter, “Piketty wants to
provide a theory relevant to growth, which requires physiapital as its input. And yet he deploys
an empirical measure that is unrelated to productive ghlysiapital and whose dollar value
depends, in part, on the return on capital” (ibid.). Galbraith - in the footsteps of Marx - alsgues
that Piketty forgets that capital is a social relati@he essence of capital was neither physical nor
financial. It was the power that capital gave to cagitslinamely the authority to make decisions
and to extract surplus from the workéibid.; in the same vein see also Lordon, 2015).
> A more specific controversy has concerned Piketty’s wealth data. In 2014 the Financial Timesand
theWall Street Journapublished articles arguing that his daterising wealth inequality in the US
and Europe were distorted by problems of estimation at theftibye distribution. The method used
by Piketty, however, makes appropriate adjustments andndisdis have resisted such criticism.
The main problem with wealth data, in particular forbey rich, is due to tax heavens and further
studies have explored this issue (Zucman, 2014). However, anedds assumption is that tax
heavens induce an underestimation of wealth concentrakienis particularly true for Europe as
there is substantial evidence that a large part ohskets hosted in tax heavens come from the rich
of European countries.
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The dynamics of finance

In order to put in perspective the findings of Piketty we ieger to the analysis of accumulation as
a succession of cycles proposed by Giovanni Arrighi (198djawing from Marx and Braudel
(1979) In this view, the first part of the cycle of accumuwatis characterised by a material
expansion, rooted in technological advances and high demandvioproducts and industrjesith
growing trade and production as money is turned into productipial embodied in a particular
set of means of production. The material expansiomsatdroduces large monopolistic profits; then
more capitalis invested in the same activities without a parallel iaseein the opportunities for
profits, resulting in greater competition and a lowgnmofit rate.This leads ta ‘signal’ crisis— a
recession associated to inadequate profits - that nsisogte¢he least productive capital. After that,
capitalists decide to hold a larger share of capitalerfdhm of liquid assets, creating the conditions
for a period of financial expansionthe second part of the cycle - in which capital desscdor
profits without going through material investment. The suppinoney capital soars, alongside the
demand for liquidity and debt, due also to the impact of tis&san public and private finances.
The financial expansion produces a period of renewed growtltapitel accumulation cannot be
sustained indefinitely by financial investment and speculdiivebles in stock markets and real
estate prices. When bubbles burst, the accumulated afebtms and governmestbecome
unsustainable, banks fail and the economic crash mayimtwna protracted depression - the
‘terminal crisis’ of the accumulation cycle. After the depression, newn@eic and political
conditions can lead to the emergenca péw cycle of growth.

For Arrighi capitalism has developed since its startuphoa sequence of cycles of accumulation,
that are paralleled by a succession of hegemonic cyclé® isphere of political relations among
states; each hegemony represents the centre of thdicspemild-system in which capitalism is
organized (Braudel, 1979, Wallerstein, 1974). This interpretatiggests that in the current period
of US hegemony, the phase of material expansion startedhei second world war and reached its
‘signal crisis’ in the 1970s, followed by the phase of financial expansion started in 1980, that has
led to the crisis of 2008 and the current stagnation. Bigilon this perspective, back in 1999 - at
the height of the Arrican expansion powered by the “new economy” and finance - Arrighi and
Silver could argue th&tThe global financial expansion of the last twenty yaarso(...) is the
clearest sign that we are in the midst of a hegenwisis. As such, the expansion can be expected
to be a temporary phenomenon that will end more ordatastrophically, depending on how the
crisis is handled by the declining hegemd@Arrighi and Silver, 1999, p.272; see also Pianta, 2012,
p.12.

These insights on the cycles of accumulation caagnate the analysis of Piketty on the growth of
capital/income ratio; the peaks of such rati@910-1930 and 2010 are indeed the peaks of the
phases of financial expansion where the value of cagitaiflated by bubbles; converselghe
decades from 1950 to 1980with the lowest capital/income ratiesare the period of the fastest
growth of material production and income.

Piketty himself shows the importance of financetdday’s’ capital when he shows that total
financial assets and liabilities have grown much fasi@n net wealth. In most countries the sum of
financial assets and liabilities was equal to four-five yearsational income in the 1970s; in 2010
is between 10 and 15 years in the US, France, Germany aad, Japching 20 years in the UK
(Piketty, 2013, p.305). T& expansion of financial assets and debts come fromeskalating
complexity of financial operations, cross-ownership ddslsk lending, etc.

A more specific measure of the growing role of financehésrise in the ratio between market and
book value of corporations; at the end of the 1970s it rangagwehere from 30 to 50%; in 2010 it
is close to 120% in the UK, 100% in the US, 80% in France y Garmany and Japan, with
different ownership and financial systems, have stayaanar50% in 2010; at the peak of the 1999
financial bubble an extreme value of 150% is recorded ferUK (ibid., p.297). This rise of
finance has clearly marked the current expansion dfadajalues, driven also by the emphasis on
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‘shareholder value’ in the management of firms, an approach that has lgubi@ions to give
priority to rising stock prices - using stock buybacks asyatkel -, distributing dividends to
shareholders and super-bonuses to top managers, while sgntieetime cutting back on material
and R&D investment that provide the basis for sustained gr@vetronick, 2015). Other insights
on the dynamics of finance (Chesnais, 2004; Lapavitsas, 20L8) eorich the analysis of the
current phase of finance-driven accumulation.

The very nature of such financial expansionnikely to be indefinitely sustainable. Rather than an
indefinite rise of the importance of capitalwith expanding finance and growing capital/income
ratios and capital shares in national incomere could expect developments and crises that will
affect - and eventually limit the role of finance. Piketty is right, however, to eagibke that the
distribution of income between profits and wages is iretigtthe outcome of the balance of power
between capital and labour: “the price of capital (...) is always in part a social and political
construction: it reflects the idea of ownership prevailingaoiety and depends on multiple policies
and institutions regulating relationships between the different social groups concerned” (Piketty,
2013, p.296).

In fact, the years of low capital/income ratios anst fgrowth - from 1950 to 1980 were
characterised, especially in Europe, by clear political caimsésron the accumulation of capital and
on returns from investment, including strict control ovmernational capital movements, tight
regulation on finance, extensive public ownership of largasfiin key industries, rent control
policies, planning controls on real estate, high taxabiorprofits, rents and top incomes. These
policies limited the returns to capital and the share dftprio national income; most of them were
cancelled or drastically reduced in the neoliberal era gaii the 1980s. Since then the greater
power of capital hamade sure that it obtains high returns from the varietyasisible investments

— from global production to speculative finaneeeven when actual production capacities are not
developed. The power of capital will have to be confronted, many of the policies limiting
returns to capital will have to be reintroduced if we wantet@rse the current rise in inequality.

The dynamics of growth

We have already seen thatPiketty’s explanation of inequality, a key role is played by the fact that
the rate of return to capital (r) is higher than thie cd growth of the economy (g). But what are the
sources of the economy’s growth? This is a crucial and highly debated issue in economics;
Piketty builds here on mainstream growth theriasd investigates the growth trajectories of
advanced countries.

In empirical terms, the growth rate of national incoo@ be decomposed as the sum of the
increase in population and in per capita income (as aggregaime equals aggregate product, the
latter can be interpreted as a measure of average pratyyictin all advanced countries in the
1970-2010 period growth rates have declined compared to 1950-1970rageavbey fell to 2.8%
per year in the US (resulting from a 1% population increadeadl.8% per capita income growth),
2.5% in Japan, 2.2% in France and the UK, 2% in Germany, h9¢ly; in Europe and Japan
these performances resdtfrom a lower population growth of 0.3 to 0.5%, and from egrita
income growth ranging from 2% in Japan to 1.6% in It&ikétty, 2013, p.275, table 5.1). The
slowdown in the growth of product per capita has been signific in the period 1950-197is
average annual growth was above 4% in Europe and 2.3% in t(ibitl$.163, graph 2.3)

At the same time, Piketty’s estimates for the adjusted rates of return to capital for the UK and
France range from 6-7% in 1950 to 4% in 201fuch higher values that the rates of growth of
national income (ibid. p.318, graphs 6.3,6.4). According to thieece, a larger amount of capital

® The classic growth model is that of Solow (1956); the hisibperspective and data on long term
growth are drawn from Maddison (2007); on the recent debatgrawth slowdown see Gordon
(2014).
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has been able to command a high rate of retugreater than the rate of growth of the econemy
even if with some decline in more recent years, alsa essult of the crisis. The result of such
dynamics has been the systematic growth in the sharapittl in national income documented in
ILO (2015) and Franzini and Pianta (2015).

In his outlook for the future at the world level Piketty estgethat the growth of world output will
be on average about 1,5% per year, while the saving rditdoavabout 10%. As savings and
investment have to be equal, and assuming that the pacemhgrbcapital and income Wibe the
same, this implies on the basis of f = s/g - that the capital/output ratio will go up to almost seven,
(10/1.5) a record level for the world as a whole. In otlerds, the prospect for Piketty is a
generalisation of the importance of capital, with gragmapital/output ratios, shares of profit in
income and inequality in the world economy (ibid. p.308-30&pIy5.8).

There are however a few objections that can be rasesiich a view. First, as seen above
following Marx, Schumpeter and Arrighi - the accumuatpf capital proceeds in cycles and the
current financial expansion is unlikely to continue indefigittahd extend at the world level; in fact
accumulation has always relied on strong asymmetries éntegntre and periphery at the world
level. Therefore, the general rise in the value pftahmay soon return to its cyclical pattern.
Second;- following Keynes - demand matters. Accumulation of ed@inhd income growth require
a demand that is able to absorb production. At the worldl ldemand is the result of the
distribution of income between profitsgenerally leading to savings and investment - and wages
turned into consumption. If total wages fall, not evendpalent consumption of the richest 10%
with rising incomes will be adequate to assure the necesdamyand. With lower total
consumption, the savings of the world’s richest will increase, but where will they be invested? It is
unlikely that they will be turned into productive investment whdemand is stagnant. Financial
assets may indeed multiply indefinitely, but then it wouldnioeeasingly difficult to make sure that
their returns are high when the world productive base diegj(his points out again the problem in
Piketty’s identification between capital and wealth).

Third, - following growth theories- we need to understand how the production process that
generates income, profit and wages is conceptualised. Piladitg on the neoclassical growth
model where capital and labour are combiredriginally on the basis of fixed coefficients - in
order to obtain output, while the technology is exogenoubeR&olow— a key founder of this
approach- argued that “as production becomes more and more capital-intensivetsithgeder and
harder to find profitable uses for additional capitaleasy ways to substitute capital for labour.
Whether the capital share falls or rises depends on whéliee rate of return has to fall
proportionally more or less than the capitaléme rises” (Solow, 2014).

If capital becomes more abundant, in other words, arsune that capital can continue to replace
labour— and reduce therefore employment and wagesile assuring the same output growth? In
fact, neoclassical views of production factors have ticawdilly argued that the returns to capital or
labour fall when the production factor is more abundant.tHis case, an increase in the
capital/income ratio would lead to a fall in the rate pbfit and a slowdown in capital
accumulation. Piketfy way out of this problem is the assumption that the same output increase can
be achieved with an increase in the amount of capigalis higher than the increase of the amount
of labour - that is the elasticity of substitutionveeéen capital and labour is greater than 1 (Piketty
2015, p. 81).

This type of neoclassical model assumes that the setlotained by capital and labour reflect their
marginal productivities; a greater amount of more productaptal can thus gain higher returns
and a larger share of total income. There are severaiangethat could be raised here. First, there

" In order to obtain the share of capital in natiom@bmewe can multiply the rate of return on
capital by the capital-income ratio. With a rate afire around 5% and a capital/income ratio equal
to 6, the capital share is 30%
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are serious uncertainties on the possibility to measapatal and on the identification between
capital and wealth made by Piketty (see above). Seaond{ of recorded growth in advanced
countries is not due to increases in the quantity of dagithlabour, but to changes in technology,
that is not exogenous but is developed by deliberate choempsring specific qualities of capital
and labour in combinations that cannot be varied at will @g@nnot have an automated factory run
by workers with no ICT skills). Third, when production isacdcterised by economies of scale
increases in output are greater that increases in irthts rate of profit (r) and the growth rate of
incomes (g) can move hand in hand, but the capital/outpaitisdikely to fall, not rise.

In a follow-up article (Piketty, 2015) some of these poarts addressed. First, greater attention is
devoted to the conditions that are required for theioetdiscussed above to emerge. A rate of
return of capital (r) greater than the rate of growftthe economy (g) leads to higher disparities in
particular when- as pointed out by Sek (2014), “the income and wealth of the rich will grow
faster than the typical income from work”. This is a reasonable assumption as the return on capital
tends to be larger for owners of larger amounts of daptaoducing an additional mechanism of
concentration of income and wedith

Second, Piketty acknowledges that not all capital and ptoduprocesses are the same; he
acknowledges that “large upward or downward movements of real estate priegsgpl important
role in the evolution of aggregate capitalues during recent decades” and suggestshat “the right
model to think about rising capital-income ratios and edgihares in recent decades is a multi-
sector model of capital accumulation, with substantiavements in relative prices, and with
important variations in bargaining power over tingeiketty, 2015, p.52). Such research direction
may highlight the different dynamics of production andrdistion within the economy, addressing
also the specificity of productive and non-productive edpit

Third, more attention is devoted to the role of laboupine; he argues that r > g cannot be
considered as “a useful tool for the discussion of rising inequality labor income: other
mechanisms and policies are much more relevant hege,sepply and demand of skills and
educatiofi (ibid. p.48).

Without entering into a dailed discussion, we can conclude that the key relatipsstentified by
Piketty between the capital/income ratio, the ratepwaffit, the rate of growth and resulting
inequality are important points of reference identifying digeamics of capitalism, but have to be
gualified with more specific theories, more realisticuagstions, and empirical investigations
focusing on specific historical contexts. In the next eecive propose a conceptual framework that
can accommodate the dynamics of capital and the grofatitome discussed above with the four
engines of inequality we have identified.

3. Capital, income and the engines of inequality

The arguments of the previous section can be summdanigegure 4.1 where the parallel dynamics
of capital and income are presented. The aim is toifgdehe key mechanisms and the causal links
that explain the ‘stylized facts’ on capital, growth and inequality. Building on our discussion of
Piketty’s work in the previous section, we propose to introduce the distinction between productive
capital- the assets that are used for producing goods and servidadjrig buildings, machinery
and intangible capital - and financiakalth — assets granting a monetary return, whose nature of
rent-seeking investment prevails over the contribution tfésr to the production of new output.
We are well aware that this a problematic distinctianhe centre of extensive debates in economic

8 piketty writes that “r>g does not in itself imply anything about wealth inequalitfor a given
structure of shocks, the long run magnitude of wealth ineguwailit tend to be magnified if the gap
r-g is higher” (Piketty, 2015, p.73,75)
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literature; what we want to introduce here is simply a cooeémdistinction in the aggregate
definition of capital as wealth by Piketty (2013) betwegn tomponents with a different dynamics
of accumulation. First, capital used for productionvitets directly contributes to GDP growth and
generates profits when production is successful; its adatioucomes from the flow of reinvested
profits and its real effects may include an expansion adacity and an improvement of
productivity and efficiency. Second, financial assets gemesits that are drawn from national
income, and subtracted from the earnings of labour and preewspital; the accumulation of
financial wealth mainly proceeds from the inflation ofedsglues and speculative bubbles; this
may have an indirect impact on GDP dynamics through weffitlcts, but it introduces a greater
instability and a risk of financial crisis. We do not attenmare an empirical definition of
productive capital and financial wealth; several componentsr instance corporate stock and
bonds— combine both characteristics. A particularly compiesue is that of real estate assets;
homes can be used by owners, generating imputed incomegeceemtied, generating economic
activities; can be bought and sold in order to obtain dag#ms; can be used as collateral for
financial transactions. Similar complexities appeahadase of offices and plants that can be used
for carrying out production, but also for finance-orientedraipens.

Figure 1. The dynamics of income and the dynamics of productive and financial capital
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The conceptual distinction between productive capital farahcial wealth makes it possible to
understand the divergent dynamics pointed out in the preveati®s between the moderate returns
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to productive capital and the very high returns to finanwedlth. In aggregate, they result in
historically high returns to capital (r), that are gre#ten the rate of growth of GDP (g). The latter,
however, is directly affected by the slower accumulatibproductive capital that results in lower
investment, demand and growth; moreover, this lack of produatapital slows down the
improvements in productivity that are needed to sustain growth.

What are the implications of this framework on the maddmas identified by Piketty? First, the rise
in the capital/income ratio may be heavily affected lgygkpansion of financial wealth alone; the
productive capital/income ratio is significantly lower aswlld be more stable. Second, how can
such high returns to capital be sustained? Profits ostuptive capital may slow down with slower
accumulation and growth. High rents on financial wealkhsaistained by inflating asset values, and
may impose an excessive burden on profits and wages agyfeieh slows down; all this may
increase instability. Third, the inflating value of finad@nd real estate) assets may at some point
lead to a burst of the speculative bubblas happened in 2008. This may open up a downswing of
the economic cycle where some of the previously inflaksit values are lost, reducings in the
Great Depression of the 1930s, the capital/income ratio.

We can now address the dynamics of income and growth cangidie left side of Figure 4.1.
The rise in the capital share is the base for the haglwns to productive capital and financial
wealth. A falling wage share and a higher income inequalityjelver, result in lower consumption
and lower multiplying effects of demand, contributing to@vslown of growth. The same effect
emerges when investment is mainly directed towards finaratiaér than productive activities. A
lower growth rate is indeed facing higher returns to cafitalg). As profits and rents have to be
paid out of national income as we already pointed odtin the longer term a lower growth could
make the same high returns unsustainable. The only pdgswith a stagnant GDP is an ever
increasing capital share and a parallel fall of wagesylting in ever increasing inequality. Until
some drastic social and political development may pubdresuch capitalist dynamics.

Summing up, this framework allows to identify the implicasiofor inequality of the broader
dynamics of capital and income. Inequality increasesnwpbrofits rise more than wages; when
returns to capitat inflated by financial assets - are higher than growthsraivhen a financial
expansion leads to high rents that put pressure on thednaktiistribution of income, reducing the
wage share. All these developmentfrom the expansion of finance to growing inequalitgan
hardly be expected to follow a linear trajectory; histdriegaperience has shown that capital
accumulation follows a cyclical pattern, that its tradictions lead to cyclical crises and that
changes in social and political relations can affleetfuture of inequality - and capitalism.

The impact of the engines of inequality

Building on this framework, we can move to investigate theciipemechanisms generating
inequality, identified in Figure 4.2. Again, here we are mairdypcerned with a conceptual
definition that has to come before empirical investayatiof the particular impact of each engine of
inequality. The four engines of inequality operate at diffeleviels and closely interact with one
another. However, Figure 4.2 provides a simplified summaryheir inegalitarian effects on
different economic and policy processes.

The first engine of inequality the power of capital over labour has a direct impact on the

functional distribution of income, leading to higher [io&nd lower wages (for the sake of logical
coherence, here we exclude from wages the remuneratitop ahanagers). There are however
several specific processes through which this impact takes. glae rise of finance is a major one,
as we have seen in the previous section. The ability ofatapicontrol labour and decide its use

changing quantity and quality of employment, controlling kvpractices, increasing intensity of
efforts, setting lower wages, etc. - is a second key rfastakening labour and leading to a lower
wage share in national income. The use of technologicagehand ICTs in particular, for creating
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new products and markets with high Schumpeterian profitsndoeasing control over production
and labour, for labour-saving (and wage-saving) new processethird mechanism associated to
the power of capital. Finally, capital’s ability to organise production at a global scale has increased
profit opportunities and has put workers of advanced and ergecgimtries in competition with
one another, resulting in a lowering of wages in richemeguoes. In section 4.3 below these
mechanisms are examined on the basis of the available exidenc

Figure 2. Thefour enginesof inequality and their impact on income distribution
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The second engine of inequality is the emergence of arrdigaapitalism characterised by the
concentration of income, wealth and power in the top 10%tiaéns - and most notably in the
ultra-rich top 1%. This is the result of the contiwttsuch group largely made of top managers
has on income flows, returns to capital and positionewif that have nothing to do with economic
merit or productivity. They are able to capture a larderes of income in the forms of rents,
financial returns and top labour compensation, reducinguress for wages and for profits
reinvested in production capacity. At the top of the distiim wealth is even more concentrated
than income and is largely transmitted through inheritaegepducing an oligarchy of money that
makes today’s capitalism increasingly similar to theancien régimeThe impact on inequality is
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visible in the rise of the top 10% of incomes, in the grovaagcentration of wealth, in the greater
importance of inheritance in shaping the distribution adlite as we will see in section 4.4 below.

The third engine of growth is the individualisation of memic and social conditions, with a
breakdown of collective identities, leading to greater dispa within wages- even after we
exclude the compensation of top managers. A lower wage ghdistributed among workers that
are increasingly divided in terms of family backgrounds, eduta@mployment contracts
permanent or temporary, full time or part time, etand are polarised in terms of skills and wages.
As we will see in section 4.5 lmal, these mechanisms introduce greater inequality among wage
earners and among the bottom 90% of incomes.

Finally, the fourth mechanism of inequality is the retrdataditics. This is the results of changed
political power relations and of policy views that havéueed the role of the State and expanded
the range of market processes, resulting in higher ineqsal¥iereover, the retreat of politics has
reduced the space for redistribution through taxes, public ditpex provision of public services
outside the market. The other three engines of inequelifg also an impact on the reduced room
for redistribution. As shown in Figure 4.2, the power gbitzd and the emergence of oligarchs
capitalism are associated to the rise of profits armmhiticular of highly mobile financial rents; this
reduces the tax base a country can rely on, as fiseakhs are increasingly used for tax evasion
and elusion by corporations and the rich. The weakening anddualisation of labour reduce the
wage share of national income, that is already significaaxed with very low progressivity;
resources for redistribution can hardly come from suclsoarce. Moreover, the greater
fragmentation of labour makes it difficult to have @nsensus on the possibility to carry out a
significant redistribution within wage earners. The reducbo cancellation of inheritance taxes
favours the intergenerational transmission of huge weararities. Again, the overall outcome of
the retreat of politics and of reduced redistributiorhérise of the top 10%, and the fall of a more
fragmented bottom 90%.

4. The power of capital over labour

In the last three decades economic, social and mdlpicesses have shaped this change in the
balance of power between capital and labour with fachieg consequences on the rise of
inequality. However, we need to identify the specific mechanikatsin a context more favourable
to capital, have reorganised the economic system andeiglitarian outcomes. In Figure 4.2
above we consider the four most important ondmance, the control over labour, technological
change, globalisation.

The power of finance

The rise of finance and the greater importance of financial wealth as opgosgaductive capital

— is the specific form taken by the power of capital i kst three decades. Section 4.2 above has
already discussed at length the dynamics of capitaltb@dcharacteristicss and dangers - of
financial accumulation. The implications for inequalitgve already been documentenoving
from the work of Piketty (2013); they include the higher cotr@ion of income and wealth at the
top of the distribution and the lower wage share in natimcome.
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The control over labour

The relationship between capital and labour is the foneddial relation of capitalism, at the source
of the accumulation of capital and of the class @iviof society. The evolution of capitalism has
been largely shaped by the conflict between the logic of capital accumulation and workers’ efforts

for asserting labour and social rights. In particuastkers demand the right to organise in unions,
higher wages from collective labour contracts, emplaynsecurity, reduced working hours, safer
working conditions, greater control over the pace andetrof work, social insurance, welfare
protection, sometimes even workplace democracy and sontel over business decision making.
These multiple dimensions show how the whole sociesffexcted by capital-labour relations. In
fact, the capital-labour conflict is not played out in woalkjels alone; public policies reflect this
balance of forces and introduce legislation that mgaed or reduce the protection of labour and
social rights. Labour legislation can provides guidelme®mployment contracts, wage setting and
minimum wages, that have direct effects on the disidhutf income and inequality. As we have
already pointed out, in advanced countries the post weardde have been a period of expanding
labour rights; conversely, since 1980 a broad reversagisld¢ion and capital-labour relations has
led to worsening conditions for workers. Glyn (2006, ch.5) previde effective overview of
“labour’s retreat” in the last decades in terms of job losses, work hours and intensity, wages and
union power. We address here some issues where the ascendancpitef bas led to greater
control over labour. In section 4.6 below attention bdldevoted to the individualisation of labour
as an additional engine of inequality.

The starting point here is the functional distributadincome between wages and profits - the most
immediate indicator of the balance of forces betwedour and capital. A large evidence shows
that in advanced countries in the last decades morelthgercentage points of national income
have shifted from wages to profits, resulting in a majoreiase in inequality (Franzini and Pianta,
2015, ch.2). Real wages have fallen for most workers, in cmastries and industries. Labour has
been less able to captuan adequate share of the economy’s productivity gains; since 2003 one
third of European workers has experienced a decline in rggsyand almost two thirds saw their
wages growing, on average, less than their labour produdiBatyliacino, 2009).

This outcomes, however, result from a combination ofofactthat may weaken workers,
employment and wages. The 2012 OECD Employment Outlook argueth¢heg¢duction in the
labour share was linked to labour-displacing technological chamgerise in domestic and foreign
competition— including delocalisation and imports that replace natigmatluction— and to the
reduction of public ownership through privatisations. The report suggested that “the reduction in the
labour share associated with domestic and foreign ciitiopeand reduction of public ownership
could be partly explained by their effect on workers barggirpower’ (OECD 2012, p.111).
Moreover, it argued that greater competitive pressure rddheecoverage of collective bargaining
systems and the role and membership of trade unions; wwkers have their wages set outside
national collective contracts negotiated by the uniowklacal or individual bargaining increases
wage dispersion. All this “probably explains part of the deterioration of low=skilled workers’
position” (ibid.).

° A classical view on how changes in capital-labour mfetiresulting from high employment
affect capital’s investment decisions and business cycles is in Kalecki (1943). A global perspective

on the long term evolution of the conditions of labadsrin Silver (2003); the impact of
globalisation on labour and inequality is examined in Freef®@@9). The ILO reports on wages
and employment (ILO, 2014, 2015) document the key dimensionseofuirent weakening of
labour in terms of falling wage shares and precarisatigobsft The qualitative dimension of work
in Europe is explored in Eurofound (2015b).

16



The evolution of workers’ bargaining power is closely associated to the importance of trade unions

in organising labour, negotiating labour contracts, obtainintebebnditions; it has been shown
that a stronger union presence is conducive to lower ineg@gakithin wages and in the economy
as a whole (Card et al., 2003; Visser and Che@f09; Checchi et gl2010). Associated aspects
include the extent of employment protection legislatidre presence of minimum wages, the
coverage of union contracts in the workforce; all thegeeets tend to be grouped together in the
concept of labour market institutions. Stronger institiidvave an egalitarian effect on wage
disparities; in recent decades the weakening of such labarket institutions has been associated
to rising inequalities also among wage earners (Salverda angIG#915).

It is remarkable that the last OECD report on inequality (OE@D15) emphasises the
responsibility of weaker labour market institutions in tise of wage inequality and argues for a
reversal of policiesThe report acknowledges that “previous analysis has shown that declining
union coverage had a disequalising effect on the wage disbnbutnd that “high union density
and bargaining coverage, and the centralisation/co-ordinatiagd bargaining tend to go hand in
hand with lower overall wage inequality in both OECD coest and emerging econoniies
(OECD, 2015, p. 42; see also OECD, 2011). A specific attentiolevsted to the rise of non-
standard jobs that “can also be associated with precariousness and poorer labour conditions”,
lacking “employment protection, safeguards and fringe benefits enjoyed by colleagues on standard
work contracts”; the consequences are that “a non-standard job typically pays less than traditional
permanent work (...). These earning gaps are especially wide among low-skill, low-paickevs:
non-standal workers in the bottom 40% of earners typically suffer wage penalties of 20% (...).
Non-standard workers also face higher levels of insecuritgrms of the probability of job loss and
unemployment and, in the case of temporary workersytregmificartly higher job strain” (ibid. p.
31).

The OECD- alongside other major international organisatiensas long asked governments to
introduce labour market “reforms” going in the direction of more flexibility, lower employment
protection and union power all policies that have contributed to increase inequalityah
interesting reversal, the OECBbwith a view to reduce inequality - now advocates a minimugewa
that “can help supporting low-wage workers and low-income families while avoiding signifigah
losses (ibid., p. 42); asks for “improving social dialogue and industrial relations” (ibid.); argues that
“addressing labour market segmentation and more balanced employment protection are also
important elements of enhancing job quality and tacklieguality” (ibid., p.43).

In the same vein, a recent IMF study (Dabla-Norrid.eR15) on advanced countries shows that a
decline in organised labour institutions is associated to higieuality measured by Gini
coefficients, “likely reflecting the fact that labor market flexibility benefits the rich amedluces the
bargaining power of loweircome workers”. Additional evidence shows that “more lax hiring and
firing regulations, lower minimum wages relative to the imedvage, and less prevalent collective
bargaining and trade unions are associated to higher market inequality” (Dabla-Norris et al., 2015,
p.26).

Advanced countries, however, do not seem to pay attentismcto advice form the OECD and the
IMF; in fact the labour reforms currently introduceditaly, France and other countries go in the
direction of precarisation of labour and reduced employnpeatection'® A reversal of the
weakening of labour will have to come from a new ability of woske organise and obtain better
wages and working conditions. As Piketty argué&tle history of income distribution is always a
deeply political history that cannot be reduced to purely economic mechanisms” (Piketty, 2013,
p.47); the degree of inequality in a society directly depemdthe power relations between capital
and labour.

9 In Italy the government has introduce in 2@45 the “Jobs Act” with wide ranging reforms
reducing employment protection. A critical analysis is mlg&hciamoci! (2015).
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Technological change

The changing forms of the power of capital over labcawrehbeen deeply shaped by changes in
technology. In advanced countries, the last threed#schave been characterised by the emergence
of the new techno-economic paradigm based on Informatiwh Communication Technologies
(ICTs), with a growing role played by the production and us&krmwledge, by R&D and
innovation, and by the diffusion of new organizatiomahis (Freeman and Louca, 2001). This has
led to the decline of old industries - often with a workfos€enedium skilled, unionised workers -
and the emergence of new industries and firms with highrtyopbes for Schumpeterian profits
associated to temporary monopolies due to technological &ayeem

The rising inequalities in jobs and wages have been investifpgtedlarge literature within the
economic mainstream suggesting tiskill biased technical changes the main explanation
(Acemoglu, 2002). The argument is that the diffusion did@as led to an upskilling of employees
- measured by the ratio of white to blue collar workersjearrs of education - and to higher wages
for the workers with skills that are complementaryhe new technologies (and therefore increase
workers’ productivity).

This interpretation rests on the idea that wage dispeisioooted in technological change at the
firm level, as innovative firms substitute low-skill vkers with high-education, high-wage workers
whose competences are complementary to ICTs. The mstibatew of technology and its effects
is a major limitation of this approach; all innovations assumed tde incorporated in physical
capital and are expected to be complementary to higks.skié a consequence, both the high-
skill/low-skill employment ratio and the wage premium a&ssied to high skills are expected to
increase, and are considered as the sole drivers of higiger inequality. As argued by Nascia and
Pianta (2009), the key process in advanced countries tectoiology-driven upskilling, but rather

a polarisation of jobs and wages on the base of skillsecent years, even mainstream approaches
have acknowledged the polarisation of jobs, often orgtbend of a task-based approach (Autor,
Katz and Kearney, 2006; @sand Manning, 2007Acemoglu and Autor, 2010; Goos et al., 2014),
but a deeper understanding is needed of the diversity arpatdf technological change and of
their consequences wages and inequality.

Technologies are differenChanges in technology together with those in labour relations and
international production - are indeed affecting the evatutibjobs, skills and wages, but in ways
less deterministic than those argued by #kél biased technical changeiew. Building on
evolutionary perspectives, we can argue, instead, thatdlecfical change is highly uneven across
industries and it is important to distinguish between gieseof technological competitiveness
based on new products, and afst competitivenesbased on new processes, considering their
different effects on jobs, skills, wages and profitsfedv studies have examined the operation of
these mechanisms in Europe.

In investigating theskill composition of employmentthe idea of a general upskilling of the
workforce does not stand a closer scrutiny. When the whikar/txdue collar ratio or the high/low
education ratio are replaced by data on employees badiken in the main professional groups
Managers, professionals, technicians; Clerks; Craft workdienual workers— a pattern of
polarisation emerges. A study on 36 manufacturing and seindcestries for the five largest EU
countries shows that in the period of expansion between 2002087djobs creation is foundrfo
managers (+3.5% per year) and manual workers (less thapetear) only, while job losses
affect clerks and skilled manual workers; such polarising digsais particularly strong in services
where most job creation takes place. Between 2007 and 2014, thderisis hit, job losses have
been huge among blue collars (close to -6% per year), mmadesg clerks, and employment has
been stable for managers (Cirillo et al., 20I¢he explanation of such dynamics is rooted in the
different technological strategies of industries; prodmebvation and high education lead to more
jobs for the highest skills; cost competitiveness andg®e® innovation strategies destroy jobs for
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clerks and craft workers; manual workers may increase mamlg result of growing demand
(ibid.).

Given this dynamics of job polarisation, what happens to Wab#$erences among technologies
again emerge as an important factor, alongside the fasttats such as education, skills and use of
ICTs. A study at the industry levetovering ten manufacturing and service sectors in seven
European countries (Croci Angelini at al., 2009) has foundathaher wage polarisation is found
within industries with strong product innovation, a faspyment dynamics and high shares of
workers with university education; sectors with greater oppomgnibr expanding markets and
jobs are likely to show increasing wage inequalities, as managerkigh skill workers can obtain
part of the rents from innovation. Conversely, wage comsmasis typical of industries
characterised by the diffusion of new process techrnedodiigh shares of workers with secondary
education who can increase their competences and produdiwityorking on new machinery,
obtaining higher relative wages (usually in a context of ivelat high unionisation and labour
market regulation), leading to reduced wage disparities.

Is technology affecting also the functional distribatiof income between profits and wages? An
investigation on thedynamics of profits and wageis manufacturing industries, covering ten
European countries in the period 1994-2001 (Pianta and Tan2{@®8) has shown that the real
growth of wages per employee was less than half that af goofits. In high innovation sectors,
profits increased by close to 8 per cent a year, ttilme as fast as wages. In low innovation
industries profits growth was 3.5 per cent, again more thdge tthat of wages. The parallel
explanations of profit and wage dynamics show that theldisbnal conflict is a strong factor in
the evolution of incomes and that both profits and wages grothe basis of increases in labour
productivity. Wages tend to grow faster in the sectors evimrovation expenditure (largely due to
wages for high skill researchers) is higher, while prdafies driven both by the importance of new
products and market power, and by restructuring through thesidiffwf new processes and wage
depressing job reductions. The lesson of such evidenbatisechnological change has the general
effect of favouring profits over wages. Profits incredseugh separate mechanisms in industries
relying on technological or cost competitiveness; caelgr wages grow only when innovation is
associated to higher skills of labour; the result is greatequality rooted in the functional
distribution of income (ibid.

Technological change is indeed an important mechanisminghapequalities, butthe above
evidence shows that there is no mechanistic effectlmngad wages. The choice on the direction of
innovation depends on the opportunities that are availabteltistries and on the strategies pursued
by firms — that are closely linked to the search for greater obriwer labour. Different
technological strategies have different effects endistribution between profits and wages, and on
inequalities among employees in terms of jobs, skillsveages.

International production

The increasing international openness of economie#h greater flows of trade, knowledge and
investment— is a major mechanism affecting the dynamics of wages paaofits, as well as
inequalities among employees. We have already seen irethiers on the rise of finance how
important the opening up of international capital flows hanlder the financial expansion of the
last three decades. In this section we focus on the spégie of globalisation that concerns the
international organisation of production.

A large literature has shown that in advanced countréesetbcation of production abroad (or even
the threat of relocation) has depressed domestic wagerdys, especially for blue collars and low-
skilled white collar workers (Feenstra and Hanson, 2003)hénnew system of international
production firms tend to maintain in advanced countrietlfigkilled activities of management.
R&D and finance, with relatively few highly paid employees, ehgducing jobs and wages for
medium and low skilled office and factory workers, whjodes are more likely to be transferred in
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low wage developing countries; the outcome in rich countsies rise in wage inequality, and
greater polarisation of jobs and skills. Recent stuti@ve focused on the strategies of offshoring
parts of production to low wage countries (or to countries \@iver environmental regulations,
labour rights, union power, etc.), resulting in complexbgl value chains where the final value
added of goods comes from the fragmentation of produati@everal countries. Such offshoring
strategies are often designed with the explicit purposedoce wage costs, leading to higher profit
shares (Milberg and Winkler, 2013).

The global distribution between profits and wages isecé#id by several mechanisnigeeman
(2009) argued that globalisation has doubled the labour forcelaleaih the world economy and
lowered the overall capital/labour ratio, leading to a tgre@elative) scarcity of capital, resulting in
higher profits and lower wages. The same analysis hawnshbat increasing trade, greater
openness of national economies and tariff reductioeslileely to contribute to greater income
inequalities within countries (ibid.).

Moreover, the effects of technology and internationgdgration on employment and wages are
closely connected, as firms facing international cortipatintroduce more innovations, and more
innovative firms have a competitive advantage in foremgmkets. A study comparing the effects of
technology and trade on the reduction of low skilled warkein the case of US industries in the
1990s- found that the impact of innovation was dominant, whilerii@Bonal trade appeared to
play a minor role (Berman, Bound and Machin, 1998).

Again, the ability to organise production on an internatistale has strengthened the control of
capital over labour, and the combined effect of thesemiohanisms has reduced jobs, weakened
unions, lowered wages and increased inequalities.

Building on the framework summarised in Figure 4.2 above, we heen able to show how
important the power of capital has been in setting in mdboom major processes the rise of
finance, control over labour, technological changé&rimational production - that have reshaped
capitalism and have resulted in greater profits and finhrexs, lower wages, greater disparities
among workers and higher overall inequality.

5. Oligarchs capitalism

The second engine of inequality is the rise of oligarcistadesm, where a limited number of
people concentrate a large and increasing share of inauineealth, and societies are exposed to
their economic power and political influence. The ecowoamd policy-related mechanisms that
have skewed the distribution of income in favour of thlest individuals require specific studies
on the variety of factors that have affected such ouesnn advanced countries a major part of
today’s inequality is due to the fast rise of top incomes — those of the richest 1% or 5% of the
population— that result from a combination of incomes sourcekifdbn and Piketty, 2007;
Alvaredo et al., 2013; Franzini and Raitano, 2015).

The richest individuals have benefitted from the aséhe share of profits in national income and
from the exceptionally high financial rents fuelled by spesttve gains in increasingly complex
(and fragile) financial markets. At the same timeditianal national policies that had contained the
rise of top incomes have been removed: inheritance taxesble@an cancelled or greatly reduced in
most countries; the progressive nature of income taassbken reduced and tax rates on top
incomes have been cut everywhere; tax loopholes hare dranted to firms and rich individuals.
The liberalisation of international financial flowsand the lack of fiscal harmonisation even in
Europe - has also contributed to this outcome, with &asng opportunities for the rich to report
their incomes in tax heavens with minimal tax rates.

But there is more to itWithin “wage” incomes an unprecedented high compensation has gone to
top managers and “superstars” in selected professions — lawyers, architects, media, entertainment
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and sport starsThe composition of top incomes by source of earningschasged; while in the
past they came almost exclusively from capital and remtsecent decades the broadly defined
share of labour compensation has increased. In th@,18p of incomes in the US the share of
income coming from labour has gone up from 20% in the 1978tnd 45% today (Alvaredo et
al,, 2013). In Iltaly, for the top 1% the share of labawomes (from employment and self-
employment) rose from 46 to 71% (Alvaredo and Pisano 2010).

An explanation of these developments has come fronrerRE983) who has argued that superstar
compensation is the result of two factors; first, inuanber of markets demarsiconcentrated on
those who are considered to be the best in their {iedd the superstars); second, technological
development allows superstars to satisfy at no additcws an ever increasing share of the market
(as with global television coverage of major sport &)ermlong similar ling, Frank and Cook
(2010) talked of a “winner-takes-k society” where one individual can cover (almost) the whole
market at the expenses of all competitors. Explanaii&a this convey the idea that super-incomes
accrue to those who have won an extremely competitive; rdney acknowledge however that
limited differences in abilities, talents and human capgial result in disproportionate differences
in income earned, mirroring what happens in a sport race e is only one winner.

Such an outcome is rather distant from what we couldotXp@m markets where individuals are
compensated on the base of their productivitgsulting from their talents, education and abilities
Proportionality between productivity and compensation isaaacieristics of competitive markets;
therefore, the argument that super-incomes are earnedtr@mely competitive markets seems
unwarranted (Franzini et al. 2014). In fact, in many ingarpower rather than competition is the
driving force of such extreme distributional outcomes. Ra&e provide the ability to protect and
enlargeone’s own compensation at the expenses of others; this allows to reag et is a major
explanation of the spiralling compensations of top mgara Power can convince the market about
who is the best performer in a particular activity. Fjngower can prevent changes in the property
rights regime that would lead to a different distributminincomes among all those who have
contributed to create the value which is behind such incomes.

Oligarchs capitalism appears, in fact, as the produpbwfer and privilege. Power and privilege
shape the distribution of income and wealth and lead toreataend unacceptable inequalities. Such
extreme inequalities are reproduced across generation thtieeighheritance of wealth, which is
now shaping to a very large extent access to wealth enaeéd countries; the results are drastically
reduced opportunities for social mobility and a consolidation of oligarchs’ power. For all these
reasons, power and privilege have to be checked, weakened duakdethrough appropriate
institutional changes and policies if we want to preventetkteeme inequalities associated to a
concentration of income and wealth similar to the ong#yf a century ago (for a documentation,
see Franzini and Pianta, 2015, ch.2 and 3).

We do not address here the illegal behaviours that may cesiteme wealth through criminal
activities or corruption in private and public decision makihbe power of oligarchs in many
countries, however, is often linked to such practices. &vgwst mention here the studies that have
linked inequality and corruption (Uslaner, 2008) and the politicahections that are at the root of
the fortunes of many millionaires what has been called “crony capitalism”.** A greater use of
political influence, widespread corruption and a blurringhefboundaries between legal and illegal
actions may indeed be an emergingnd deeply worrying - characteristic of oligarchs céipita

1 A report byThe Economist“Planet plutocrats”, 15 March 2014) considered a set of industries
highly affected by corruption including oil, gas, chemicals, coal, mining, defence, estte,
ports and airports, telecommunicationsend ranked countries on the basis of the ratio between
billionaires’ wealth coming from such “crony sectors” and GDP. Hong Kong, Russia, Malaysia
were at the top of the list; the UK, the US and France chakeumber 15, 17, 20.
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6. Theindividualisation of economic and social conditions

The third engine of inequality is the individualisation of mmmic and social conditions. This is a
process that operates at multiple levels. In cultueahs it includes a breakdown of collective
identities, such as those of the middle class andeofvidrking class, that were an important cultural
factor in the postwar decades up to 1980 marked by decreasing inedoaicial terms we have
experienced a greater complexity of the class strucivitie,a rise of gender, ethnic, migration and
generational factors that have deeply fragmented db&lslandscape of advanced countries. In
economic terms, an individual’s income has become more uncertain and less predictable. A greater
diversity of employment contracts has emerged, leatingqual jobs with different pay and
security. The level of education is not anymore a gtymedictor of wage disparities, and a greater
role of family background has emerged. In terms of gendter,lgrger presence of women in
employment has introduced deep changes, while in most agidiscrimination and glass ceiling
effects persistln generational terms, the employment and income prospects for today’s youth are
significantly worse than those of a generation ago. @é®mim household structurewith smaller
families and couples increasingly coming form similar incomeiggo mean that the same income
distribution among individuals may lead to greater dispardiethe household levels. Finally, the
increasing importance of wealth and inheritance means ténadads of living-at the top of the
distribution, but also for the “patrimonial middle class” - may be affected by returns to wealth more
than by income flows.

In this section we cannot investigate all these multileedsions, but it is safe to argue that all
such factors have contributed to rising disparities withinernegyners; they have also weakened the
ability of the “bottom 90%” to resist the rise of the “top 10%”, resulting in higher overall inequality.
We focus here on the fragmentation of employment conwitiand on the role of education and
family background. We have already seen in section 4.4 alibee ways in which the power of
capital has been able to fragment and control labour.

Unequal conditionsThe most immediate sign of individualisation of ecororonditions is the
decline of standard employment - full time, permanens jolith union contracts, employment
protection, social insurance and pension systems. The R@LEeports has documented the rise of
non-standard jobs and has showed thaer 6 out of 10 wage and salaried workers worldwide are
in either part-time or temporary forms of wage and salaramployment. Women are
disproportionately represented among those in temporarypart-time forms of wage and salaried
employmenit (ILO, 2015, p.13)

We have already seen that such developments have leddowages and greater disparities. But
there are also longer term effects of such fragmentatf employment contracts. The ILO report
emphasises that non-standard workers generally are vertecbby existing employment protection
rules and social protection systems, including unemployimemefits and pensions. Both have been
designed for standard employees and in most countn@srm been adjusted to include the needs
of nonrstandard worker, most of whom are women (ibid. p.14). Inwhig, a more individualised,
non-standard employment condition is likely to have aingseffect on lifetime incomes and
pensions, expanding disparities at the bottom of thahilisityn.

What about the generational divide? Much of the alsweence has pointed out that the youth are
disproportionally represented in non-standard employm@hhave dimmer prospects for obtaining
income and wealth compared to the previous generation. Thgs riiemean however that the
divide between old and youth is going to shape inequality inrsociety. Piketty argues théthe
rise of human capital and the replacement of classhyaage war are in large part illusiéns
(Piketty, 2013, p.49). The divisions in terms of income andtivétween households at the top
and at the bottom of the distribution remains cruciadl there is no base for presenting our aging
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societies as characterised by a new fundamental diviseéetequally privileged old people, and
equally discriminated youth.

Education and family backgrounth his book Piketty argues that, facing the dangerous rise of
inequality, “the main force of convergence is the diffusion of knogé and the investment in
education, that is essentially a non market mechanrignowledge being a typical public good
(Piketty, 2013, p.47-48). Can education in fact be the answwaeedaality?

Mainstream approaches argue that educatienmajor determinant of workers’ productivity and
earnings, in a view that is coherent with both marketieficy and equality of opportunities. An
increase in wage inequalitiesso goes the argumentsimply reflects the higher productivity and
compensation of workers with the highest human capitatiacation.

Research on European countries has found, insteadn et mechanisms behind wage inequality
education plays a modest role; 20% only of wage dispariteesli@e to differences in education,
while the rest is due to inequality within groups of workers withsgmme education (Franzini and
Raitano, 2015).

The explanation of such diversity in labour incomasgithe same educational attainment can be
found in three types of factors: the “structural” specificities of workers’ jobs; the types of labour
contracts ad labour markets conditions; the “personal” (and family-related) characteristics of
individual workers. The former reflect the strong diffezes across industries and firms in terms of
knowledge, R&D, nature of innovation and market power thailtrén workers’ productivity and
end up in earning disparities. The second faetaith an increasingly important roleis related to
workers’ labour contracts; in Europe employees with tertiary education but with a temporary or part
time contract have a considerable probability of endmghe lowest part of the distribution of
income. The third factor points out the role of compe¢s and opportunities acquired not through
an education accessible to all, but rather from thelyapackground of individuals; a number of
studies have shown that the education and profession oftpagiee key determinants of the
educational attainments and earnings of sons and daughterssincases, the influence of the
family of origin is stronger than educational levelgisdicting individuals’ incomes (Franzini et
al., 2013)

A large evidence shows how important the family backgroundoeain determining individuals’

life chances, educational attainments and earned wagesaBstudies- ranging from economics
to psychology - offer good but partial explanations of itfisilence; in particular, economic models
stress the importance of human capital which is densd both a crucial determinant of individual
earnings, and a variable on which family conditions exeramnfluence.

The approach of the economic mainstrearooted in the “the family investment theory” of Becker
and Tomes (1979) states that a family’s income and wealth are the key means for investing in
human capital in presence of imperfect capital markét&s assumed that individual earnings
depend on the human capital acquired through education, and that the latter depends on family’s
income. Empirical evidence, however, shows that in adwhnoantries income disparities across
generations are highly related to current inequalities, stpwi persistence rooted in family
wealth, privilege and networks of connections - stronger tiiiatone expected by the advocates of
social mobility through "equal opportunities” and market procesBes countries with higher
current inequality seem to be the same where the inteeg@Emal transmission of inequality is
higher.

When we investigate the individualisation of economic aadial conditions it is important to
consider not only the fragmentation of workers in @gour market in terms of education, skills
and wages, but also the relevance of family backgrouratsd in particular the network of social
contacts and the soft skill acquired - in shaping wageadtses and in reproducing unacceptable
inequalities across generations.
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7. Theretreat of politics

Finally, the fourth fundamental mechanism at the root of today’s inequality is the retreat of politics.
The need for political action on inequality and a sepalicies that could reduce disparities are
discussed at length in Franzini and Pianta (2015). In tbi®osewe can simply point out the ways
public policies could affect as shown in Figure 2 abovethe distribution of income and wealth
and the resulting inequalities.

Inequalities in terms of disposable income and living standaelshe results of state actions that
can mitigate the outcomes of market processes. Govetsmam act to reduce inequalities through
taxation, social transfers and the provision of ingdkservices. National experiences widely differ,
according to welfare regimes. Public social spending ramgesdbout 25% of GDP in Nordic and
Continental Europe to 19% in Anglo-Saxon countries, whehggh share of transfers (43%) is
targeted to the bottom quintile of income earners. Wihgre are difficulties in assessing the
impact of in-kind transfers, we have seen in Table 2.9 atimteadvanced countries are able to
significantly reduce disparities through such policies. Addal estimates of the reduction in
inequality due to the presence of public serviees particular universal access to education and
health— suggest that the average reduction of the Gini coefficardisposable income is 37% in
countries of the Nordic welfare regime and 24% in both thglcABaxon and Continental Europe
groups (where Italy and Spain are included) (Esping-AnderseNgied, 2009).

However, when we look at the health conditions of citizensn the best European welfare states
appear to have failed in reducing inequality of life expectareyha prospects for the poor have
substantially worsened in many countries. Conversely, in addanountries major egalitarian
improvements have been achieved in the ‘existential’ dimension, reducing inequalities associated to
status, gender, ethnicity and other social characteriSticerborn, 2013, ch.8).

The possibilities of redistribution, however have beenstrained by the operation of the other
engines of inequality investigated in this paper. The risinahce and the larger share of profits
have been able to some extent - to escape taxation thanks to ifiteirnational mobility and the
use of fiscal heavens. With stagnant wages (alreadngaglatively high tax rates), and slow
overall GDP growth the flow of public resources available reatistribution has not expanded.
Moreover, in the last decades policy changes have ljiraceakened the extent and the
effectiveness of redistributiofhe less progressive taxation on incomogv taxes on finance and
wealth, the reduction or cancellation of inheritance tehage favoured the rich and increased
disparities in disposable income. After the 2008 crisise@afly in Europe, austerity-inspired
limits to public deficits and debt, reduced taxation, privatisabf services, reduction of social
provisions were introduced. They were expected to helprtegtowth and have had the opposite
result - a prolonged stagnation, with further increaseserall inequality.

But public policy has not been confined to redistributionn@join the last three decades
liberalisation, deregulation and privatisation have beethetcentre of government action in all
advanced countries, strengthening the other mechanismegufality investigated above. What we
need to understand, therefore, is the overall rolettigatetreat of politics has played in shaping a
more unequal economy and society. And how a return ditagsn, democratic politics - with a
range of appropriate policy actions - could help reversextreme inequality we face today.
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