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The 2008 economic crisis and the more recent Covid-19 pandemic have increased EU
concerns about the effects of unequal income distribution on economic growth and
social development and have rendered public economic and social policies unavoidable.
The general aim of this work is the study of the association between inequality in the
distribution of income in the European Union (EU) regions and fiscal policies (public
spending and progressiveness of the tax structure) carried out throughout the region at
the Member State level. To achieve this general aim, two specific objectives are set.
Firstly, we study wage inequality -as the main source of income for families- between
productive sectors at the regional or NUTS-2 level. Following the methodology
developed in the Inequality Project of the University of Texas at Austin (United States),
we estimate an index of wage inequality for the NUTS-2. Second, taking the wage
inequality index as the dependent variable, we estimate two multilevel regression
models or hierarchical models with two-level explanatory variables: level 1 or regional
and level 2 or country. These models allow us to contrast the incidence of tax and public

spending policies at the Member State level in the distribution of wages or labor income
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in the regions (distributive incidence analysis). To do this, we use various Eurostat
databases, such as Income and Living Conditions, and the OECD's Governance

database, as well as the Bank of Spain's Household Financial Survey.

Inequality in income distribution is an ever-present phenomenon that has been studied
since the birth of modern economics with Adam Smith and continues to this day. In
addition, inequality in income distribution has led to remarkable social and political
changes throughout history (Piketty, 2014). Thus, in the last decade we can see a
significant increase in governments’ concern in inequality. This interest does not
respond exclusively to the increases registered in the levels of inequality during the last
decade (OECD, 2016), but is also motivated by the harmful socioeconomic, health and
political effects that inequality causes. First and obviously, inequality in income
distribution has negative effects on the economy. Various studies show a negative
correlation between inequality in income distribution and economic growth (Cingano,
2014; Dabla-Norris et, al. 2015; Sanchez & Pérez-Corral, 2018; Stiglitz, 2021).
Increases in inequality levels are associated with reductions in job creation in SMESs
(Doerr et al., 2021), higher absenteeism (Wilkinson & Pickett, 2009) and lower
productivity (Stiglitz, 2012). In addition, increases in inequality levels cause a loss of
productive investment and productivity in the economy (for example, De Nardi, 2004;
OECD, 2015, 2016), as well as greater instability financial (Rajan, 2011).

For example, in the context of the OECD, it is estimated that for every three units of
growth in income inequality distribution, measured by the Gini index, the country will
suffer an annual loss of 0.35% of potential economic growth for 25 years. This implies a
future loss of 8.5% of economic growth after 25 years (OECD, 2015). In this way, the
increases in inequality have subtracted more than 10 percentage points in some OECD
countries such as Mexico or New Zealand, while in others such as Sweden, Finland or
the United Kingdom potential economic growth has been reduced by a fifth (Cingano,
2014). In the context of the EU, Sdnchez and Pérez-Corral (2018) have revealed a
negative correlation between the annual per capita GDP growth and the Gini Index
relative to disposable income for the period 2005-2014. On the contrary, reducing these
disparities in income distribution fosters economic growth. Its reduction in the Thirty
Glorious (1950-1980) allowed a robust and sustained growth over time (Piketty, 2019;
Stiglitz, 2021). The importance of inequality was also pointed out by the Nobel Prize

winner Amartya Sen, who defined economic inequality as an unbearable loss of talent,



by not allowing the achievement of the maximum possible potential of the human being
(Sen, 1993).

Moreover, inequality is behind numerous pernicious effects on physical health, such as
greater heart problems and higher incidence of obesity among the population, due to the
preference for taste over quality in food (Banerjee & Duflo, 2012). In addition, some
studies establish a positive correlation between socioeconomic level and higher
economic cost and drug use (Alvarez et. al, 2004). The most unequal societies tend to
suffer up to three times more mental problems than the most egalitarian societies, with a
higher incidence of depression, self-esteem or anxiety problems, and higher homicide
rates (Wilkinson & Pickett, 2009, 2019).

In turn, inequality in income distribution causes a series of social problems, such as
greater conflict in the most unequal neighborhoods (Kelly, 2000), increased drug use,
higher rates of school dropout, lower educational level in these areas (Wilkinson &
Pickett, 2009, 2019), as well as less participation in political life in the poorest areas
(Filetti, 2016). All this is accompanied by infant mortality rates that are up to three
times higher than in the most egalitarian societies (Kawachi et al., 1997). For example,
in England for the period 2003-2018 it was estimated that one in three premature deaths
could be a consequence of socioeconomic inequality (Lewer et al., 2020). Ultimately,
increases in economic inequality result in lower life expectancy for the general
population with fewer resources (Mari-Klose, 2013). Thus, in cities like Barcelona, an
estimated 11-year difference in life expectancy between the richest neighborhoods and
the poorest neighborhoods (Agencia de Salut Publica de Barcelona, 2017). In other
words, the persistence of income inequality represents a threat to the sustainability of
social welfare because it prevents a true social promotion of minors from families with
lower incomes (Martin and Salido, 2019). All this prevents a true equality of
opportunities and, therefore, a better quality of life. Additionally, income distribution
has a gender component and is the cause of horizontal inequalities, since income

inequality affects women more deeply than men (Martin & Salido, 2019).

Finally, increases in inequality in income distribution have produced increases in
political and economic instability (OECD, 2015; Stiglitz, 2021). In Spain, a recent Bank
of Spain report identifies inequality in income distribution as one of the main challenges

facing the Spanish economy in the coming years, due to COVID-19 and its previous



structural persistence (Banco de Espafia, 2021). In Spain there has been a notable
increase in inequality in income distribution because of the 2008 economic crisis. Thus,
the Gini Index of disposable income has gone from 0.319 in 2007 to 0.330 in 2019,
while in the EU- 28 the values between 2007 and 2019 have remained practically
constant, around 0.306 (Eurostat, Income and living conditions). However, the

European Commission (2018) considers these levels of inequality "really high".

More concretely, this work studies the evolution of inequality in wages distribution in
the different sectors in the European regions between 2005 and 2018. Differences in
wages distribution respond to regional differences but also to the dissimilar productive
specializations within sectors between EU regions. We begin by measuring inequality in
the wage distribution by using the Theil-decomposition. This methodology
distinguishes between intra-regional inequality and interregional inequality. Intra-
regional inequality measures, within a region, inequality in wages between the different
sectors (i.e., determined by the sectorial specialization in the region). Interregional
inequality measures, within a particular sector, inequality in wages between the EU

regions (i.e., determined by regional inequality).

Once we have a Theil-measure (Concei¢do and Galbraith,2000) of inequality in wages
distribution across EU regions, focusing on 2018 and by means of multilevel analysis,
we study how this measure of wage inequality is affected by the public expenditure and
the tax structure in those regions, as well as by the percentage of population with
tertiary education and the political and legal stability in the region. Preliminary results
suggest that crucial disparities in the Theil index are due to interregional inequality, that
Is, inequalities in wages -of the same sector- between regions seem more determinant
than inequalities in wages -among sectors- within the region. Moreover, increases in
public expenditure and tax progressivity; as well as increases in the percentage of
population with tertiary education and political and legal stability, reduce wages

inequality among EU regions.
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