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Outline for Today’s Talk

» Give a snapshot of the distribution of income in the U.S.
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Outline for Today’s Talk

» Give a snapshot of the distribution of income in the U.S.

* How that distribution has changed over time
« Some explanations for the changes

* Role of taxes and transfers — to what extent does federal
policy redistribute income?
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Overview

* U.S. has been a relatively unequal place for a long time
 This is evident for earnings, income and wealth
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Overview

* U.S. has been a relatively unequal place for a long time
 This is evident for earnings, income and wealth

* Income inequality has grown steadily for past 30 years
* Mostly because of changes at the top end of the distribution
» Especially due to changes at the top 1% (and 0.1%)
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Overview

* U.S. has been a relatively unequal place for a long time
 This is evident for earnings, income and wealth

* Income inequality has grown steadily for past 30 years
* Mostly because of changes at the top end of the distribution
» Especially due to changes at the top 1% (and 0.1%)

« Consumption inequality has grown as well but not as much
« May be a better measure of welfare

« Consumers smooth consumption over their lifetime by
borrowing more in some periods and by saving more in other
periods in order to support future consumption

» They are able to insure against income shocks to maintain a
certain level of consumption
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Quantiles of 2007 Earnings, Income, and Wealth

Distribution ($000, 2007 dollars)

CQuantiles 0 1

9 10 20 40

Earnings —1,547 0.0

Income  —506.0 4.2
Wealth  -474.0 -31.3

0.0 0.0 0.0 25.7
8.9 12.3 20.1 36.3

—4.6 0.0 7.3 64d.7

Quantiles G0 20

a0 95 99 100

Earnings 50.4 87.5

Income 58.8 Ug.7
Wealth 197.7 496.9

126.1 180.2 497.0 161,523

142.0 207.2 680.7 187,202
908.4 1,890 8,327 1,411,730
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Source: Federal Reserve Bank of Minneapolis Quarterly Review February 2011, Facts on the
Distributions of Earnings, Income, and Wealth in the United States: 2007 Update 10
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Histogram of 2007 Income Distribution

(2007 dollars)
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Source: Federal Reserve Bank of Minneapolis Quarterly Review February 2011, Facts on the
Distributions of Earnings, Income, and Wealth in the United States: 2007 Update
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Wealth is the Most Unequally Distributed

Concentration and Skewness of the Distributions

Earnings Income Wealth
Coefficient of variation 3.60 4.32 6.02
Variance of the logs 1.29 0.99 453
Gini index 0.64 0.58 0.82
Tup 1% / lowest 40% 183 88 1,526
Location of mean (%) 69 74 80
Mean / median 1.72 1.77 4,61
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Growth Has Been Stronger For Higher Incomes

Growth in Real After-Tax Income from 1979 to 2007
(Percent)
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After-Tax Income includes labor, business income, capital income, capital gains
plus transfers less taxes
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Market Income Inequality Increased

* The distribution of market income became more unequal
almost continuously between 1979 and 2007 — except
during recessions
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Market Income Inequality Increased

* The distribution of market income became more unequal
almost continuously between 1979 and 2007 — except
during recessions

 There was an increase in concentration of each source of
market income toward higher income:

Income Received by Botttom 80 Percent
of Population of the Income Spectrum
1979 2007
Total Labor Income 60 50
Capital and Business Income 33 20
Capital Gains 8 5

 Shift in share of market income to more unequal sources

"
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Market Income Inequality Increased

Shares of Market Income, 1979 and 2007

(Percent)
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Market Income Inequality Increased

Shares of Market Income, 1979 and 2007
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1979 2007

Middle
Guintile

Income Group

Top 1 Percent 21.3

0.5~ —

39.1 386

B1st-00th
Percentiles

22.4 19.0

1979 2007 19749 2007
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Quintile Quintile

Source: Congressional Budget Office October 2011, Trends in
the Distribution of Household Income Between 1979 and 2007
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Shares of Market Income, 1979 and 2007

(Percent)
Th
21.3
&0 |- T-:plP'er-:Effc_
0.5
50 -
39.1
30 38.6
Blst—20th —
w Percentiles
20 i
10
o
1270 2007 197% 2007 1979 2007 1979 2007 19749 2007
Lowwest Second Middle Fourth Highest
Guintile Quintile Guintile Quintile Quintile

Income Group

r

THE FEDERAL RESERVE BANK OF RICHMOND Source: Congressional Budget Office October 2011, Trends in

RICHMOND = BALTIMORE = CHARLOTTE the Distribution of Household Income Between 1979 and 2007 28



Why Has Labor Income Become More Unequal?
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« Skill-biased technological change
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« Skill-biased technological change

 Demand for skilled workers increased due to innovations in
information and computing technology
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« Skill-biased technological change
« Demand for skilled workers increased due to innovations in
information and computing technology

* Innovations in production process may also have increased
the productivity of higher-skilled workers more than low-

skilled workers

"

THE FEDERAL RESERVE BANK OF RICHMOND

RICHMOND = BALTIMORE = CHARLOTTE 32



« Skill-biased technological change

« Demand for skilled workers increased due to innovations in
information and computing technology

* Innovations in production process may also have increased
the productivity of higher-skilled workers more than low-
skilled workers

* Innovations seem to benefit/complement higher-skilled
workers, increasing their productivity
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Why Has Labor Income Become More Unequal?

« Skill-biased technological change
« Demand for skilled workers increased due to innovations in
information and computing technology

* Innovations in production process may also have increased
the productivity of higher-skilled workers more than low-
skilled workers

* Innovations seem to benefit/complement higher-skilled
workers, increasing their productivity

* Moderately-skilled workers performing routine clerical,
mechanical and analytical tasks find themselves displaced
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Why Has Labor Income Become More Unequal?

« Skill-biased technological change

« Demand for skilled workers increased due to innovations in
information and computing technology

* Innovations in production process may also have increased
the productivity of higher-skilled workers more than low-
skilled workers

* Innovations seem to benefit/complement higher-skilled
workers, increasing their productivity

* Moderately-skilled workers performing routine clerical,
mechanical and analytical tasks find themselves displaced

» Lower-skilled workers do not benefit — technological
advances have little impact on their occupations
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Education Premium Increases Over Time

Median Hourly Wage, by Educational Attainment, for Men and Women
Ages 16 to 64

(2002 dollars)
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Inequality Within Education Groups Still High
($000, 2007 dollars)

Averages Gini Indexes
Education E ¥ W E® ye We
Dropouts 20.5 31.3 142.9 (.56 0.45 0.78
High school 39,1 50.8 251.6 0.58 0.45 0.74
Some college 51.0 67.8 66,3 0.56 (.50 0.81
College 110,17 1424 108951 0.59 0.57 0.78
Total 63.8 83.6 h55.4 0.64 0.57 082

*Earnings; Pincome; “wealth; dlabor; capital

P

THE FEDERAL RESERVE BANK OF RICHMOND Source: Federal Reserve Bank of Minneapolis Quarterly Review February 2011, Facts on the
RICHMOND = BALTIMORE = CHARLOTTE Distributions of Earnings, Income, and Wealth in the United States: 2007 Update 37



Wik
i

et

Why Has Labor Income Become More Unequal?

* Increased participation by women in the labor force

» Married couples tend to have higher income than single
people, even after adjusting for household size

* Correlation of married couples’ incomes

"
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* Increased participation by women in the labor force

» Married couples tend to have higher income than single
people, even after adjusting for household size

* Correlation of married couples’ incomes

« Growth in the educational achievement of the workforce
has slowed — Coupled with increased demand, this
creates a premium for skilled and educated workers
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Why Has Labor Income Become More Unequal?

* Increased participation by women in the labor force

» Married couples tend to have higher income than single
people, even after adjusting for household size

* Correlation of married couples’ incomes

« Growth in the educational achievement of the workforce
has slowed — Coupled with increased demand, this
creates a premium for skilled and educated workers

« Trade sectors where imported goods compete with
domestic goods produced by lower-skilled workers would
be expected to put downward pressure on wages

r

THE FEDERAL RESERVE BANK OF RICHMOND
RICHMOND = BALTIMORE = CHARLOTTE

40



Why Has Labor Income Become More Unequal?

* Increased participation by women in the labor force

» Married couples tend to have higher income than single
people, even after adjusting for household size

* Correlation of married couples’ incomes

« Growth in the educational achievement of the workforce
has slowed — Coupled with increased demand, this
creates a premium for skilled and educated workers

« Trade sectors where imported goods compete with
domestic goods produced by lower-skilled workers would
be expected to put downward pressure on wages

* Other research has looked at the decline In the real value
of the minimum wage and decline of unionization

r
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Increase in Labor and Business Income
at the Top

r
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Increase in Labor and Business Income
at the Top

« Technical innovations increase payoff for “superstars”
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Increase in Labor and Business Income
at the Top

« Technical innovations increase payoff for “superstars”

« Structure of executive compensation
- Weak corporate governance
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Increase in Labor and Business Income
at the Top

« Technical innovations increase payoff for “superstars”

« Structure of executive compensation
- Weak corporate governance
 Certain forms of compensation influence executive pay
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Increase in Labor and Business Income
at the Top

« Technical innovations increase payoff for “superstars”

« Structure of executive compensation
- Weak corporate governance
 Certain forms of compensation influence executive pay

* Increased firm size and complexity — especially in
financial sector — has increased premium for
executives who can manage them

"
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Increase in Labor and Business Income
at the Top

« Technical innovations increase payoff for “superstars”

« Structure of executive compensation
- Weak corporate governance
 Certain forms of compensation influence executive pay

* Increased firm size and complexity — especially in
financial sector — has increased premium for
executives who can manage them

* Rise in entrepreneurship

"
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Increase in Labor and Business Income
at the Top
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Increased Labor Inequality Not Unique
to the United States

Figure 1.2. Trends in income inequality
Point changes in the Gind coefficient over different tirne periods

Cumulative change
Mid-1980s to Mid-1990s Mid-1990z to Mid-2000s {Mid-19502 to Mid-2000s)
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Increased Labor Inequality Not Unique
to the United States

Shares of pre-tax income of the richest 1% of population
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» Transfers (taxes) that are a decreasing (increasing)
percentage of market income as income rises are
progressive
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» Transfers (taxes) that are a decreasing (increasing)
percentage of market income as income rises are
progressive

A proportional tax and transfer system would leave the
dispersion of after-tax income equal to the dispersion of
market income
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What About Government Transfers and Taxes?

» Transfers (taxes) that are a decreasing (increasing)
percentage of market income as income rises are
progressive

A proportional tax and transfer system would leave the
dispersion of after-tax income equal to the dispersion of
market income

« U.S. federal transfers and taxes are both progressive, so
distribution of after-tax, after-transfer household income is
more equal than the distribution of market income
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What About Government Transfers and Taxes?

» Transfers (taxes) that are a decreasing (increasing)
percentage of market income as income rises are
progressive

A proportional tax and transfer system would leave the
dispersion of after-tax income equal to the dispersion of
market income

« U.S. federal transfers and taxes are both progressive, so
distribution of after-tax, after-transfer household income is
more equal than the distribution of market income

* Dispersion of after-tax income in 2007 was about 80 percent

as large as market income (roughly 60% of that reduction
was due to transfers, 40% taxes)
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What About Government Transfers and Taxes?

Shares of Income After Transters and Federal Taxes, 1979 and 2007
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A2==1

What About Government Transfers and Taxes?

Shares of Income After Transters and Federal Taxes, 1979 and 2007
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EEEE=T
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Conclusion

* Income and wealth distribution in the U.S. is relatively
unequal

* Inequality has increased over that last 30 years in the U.S.
as well as in other developed countries

* There have been a number of theories presented to
explain the increase: skill-biased technological change is
frequently cited as having a considerable impact

« Consequently, the importance of education and skills
development will increase over time

» Federal transfers and taxes lessen (moderately) the
iInequality in the distribution of market income
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The views expressed here are those of the author, and do not
necessarily represent those of the Federal Reserve Bank of

Richmond or the Federal Reserve System.
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