Inequality

Prof. Lutz Hendricks

Econ520

March 29, 2012

1/37



ISYIES

@ Income inequality has been rising for the past 35 years.
o Why?
@ What could be done about it?
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How to measure inequality?

@ What are common measures?

@ Why is is hard to measure inequality?
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Gini Coefficient

The Lorenz Curves for the U.S. Distributions
of Earnings, Income, and Wealth
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Gini coefficient: area under
Lorenz curve

Lorenz curve:
@ order people by wealth

@ plot fraction of wealth held
by bottom x%
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The Top 10% Pull Ahead

Figure 3: Selected Percentiles of Labor Earnings Distribution over Time
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A Longer Perspective

Figure 5. Selected Measures of Male Wage Inequality, 1937-2005
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Inequality declined until the 1950s, then rose sharply.
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Why Did Inequality Rise?



It's not rising profits

Figure 2. Labor and Nonlabor Income Shares, 19502005
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The College Wage Premium

Figure 3-4
Average Wage and Salary Income by Educational Group

Total wage and salary income (2009 dollars)
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Skill biased technical change
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The college wage premium rises as the supply of skilled labor rises.
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Skill biased technical change
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Skill biased technical change

@ SBTC is widely viewed as a main contributor to rising wage inequality.
@ Demand for skilled / managerial occupations rose over time.
@ Potential causes:

@ computers
o international trade

@ This does not account for the rising incomes within the top 10% of
the distribution
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The Top 1%



Income Shares At the Top
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The top 0.1%

Figure 2

Income Share and Composition for the Top 0.1 Percent, 1960-2001
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Incomes at the top

Table 8. Real Wage and Salary Income per Tax Unit at Selected Percentiles of the Income Distributio
Unadjusted for the Wage C tion Share and for Hours Worked, Selected Years and Intervals, 1

P

Percentile

Year 20th 50th 80th 90th 95th 99th 99.9th 99.99th
Unadjusted wage and salary income (constant 2000 dollars)
1966 7,242 23,667 42,127 52,683 63367 99,872 220,653 442,626
1972 8,331 26,353 48,657 62,153 75,084 117,710 263,271 531,522
1979 8,244 24412 49,668 64291 78400 127,524 316,234 714,431
1987 7,621 24232 52,058 69,749 88,117 155,061 472230 1,359,600
1997 7,805 24,285 53,785 75,589 99,222 197,540 636,564 2,373,844
2001 8,581 26,251 58,566 83,162 110,883 220,590 741,013 3,172,691
Total change, 1966— 185 109 39.0 57.9 75.0 1209 235.8 616.8
2001 (percent)
Average annual 0.48 0.30 0.94 1.30 1.60 2.26 3.46 5.6:

growth (percent)
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The U.S. is an outlier

Figure 3. Share of the Top 1 Percent in Total Income in Selected Industrial Countries,
1920-2000*
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The tax system becomes less progressive

Figure 5-8
Evolution of Average Tax Rates
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for average wage growth. Dollar figures in 2009 dollars.

Sources: Department of the Treasury, Internal Revenue Service, Statistics of Income Public
Use File 2005; National Bureau of Economic Research TAXSIM (Feenburg and Coutts 1993);
CEA calculations.

Source: ERP 2010
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IENES

Federal taxes are getting less progressive.
Figure 1
Federal Tax Rates in the United States in 2004 and 1960
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IENES

Fun fact

In 2004, the top 1% of households paid 28% of all federal taxes.
The top 0.1% paid 11% of federal taxes.

Who Pays the Taxes

Pct.of Pct.of Pct.of
house- pre-tax federal
holds income’ taxes’

Households—10.0% 40.3% 54.6%

earning I

more than
$163,200

533,500- =]
$163,200

Eaming
less than
$33500—40.0% 122%

“Numbers don't add to 100% due to rounding.
Source: Urban-Brookings Tax Policy Center

Source: Economist, 2011
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International Data

B. Top 1% Share and Top Marginal Tax Rate in 2004-8

«© |

T |eus

© |
e
o
g o UK
DA ® Canada
£
8 ° ® Norway
£~ Portugal J E sr#i i © Germany
o It ly alla
< S & Japan

® Spain France.
S 1 Switzerland Finland
'_
©® Sweden
© 4
® Netherlands
< 4 ® Denmark
T T T T T T
40 50 60 70 80 90

Top Marginal Tax Rate (%)

Source: Piketty et al. (2011)

21/37



International comparison

Figure 4
Tax Rates in France, the United Kingdom, and the United States in 1970 and Today

A. Tax rates in 1970 B. Tax rates today
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International comparison

Fun fact

In 2005 the French payroll tax rate is 67%.
This is one reason why French taxes are essentially flat.
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Explanations: Superstars

The incomes of athletes and entertainers have risen much faster than
the incomes of workers.

The top 100 celebrities earned $3.1b in 2004

3,000 major league athletes earned $2b in 2005.

For reference: the top 0.01% (13,000 people) earned $81b in total.
Incomes in major-league sports have risen by 9% per year (1987-2001).

e © ¢ ¢

24 /37



@ Why do superstar incomes rise so fast?

@ Why are their incomes so high?
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CEO Pay

@ A unique U.S. phenomenon: The average pay of CEOs rose from 27
times average worker pay to 300 times (1973-2000).

@ 7,500 top executives in publicly traded companies earn $48b
@ They account for half of the top 0.01% of income earners.
@ Possible explanations:

o firms get larger - CEOs produce more value
@ corporate governance
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CEOQ pay and firm size
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CEOQ pay and firm size

678910

1985
Year

1970 1975 1980

1990 1995 2000 2005

=wmeem = JMW Compensation Index
Mean Market Value (top 500)

=== S Compensation Index

Source: Landier and Gabaix (2008)

28 /37



How Costly Is Redistribution?



How Costly is Redistribution?

@ What are the effects of higher (marginal) taxes?
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Top Marginal Tax Rates

Top Individual Income Marginal Tax Rates 1900-2011
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Costly is Redistribution?

B. Growth and Change in Top Marginal Tax Rate
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How

costly is redistribution?

Real GDP per person (2007Q4=100)
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Hours Worked
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@ High marginal tax rates distort choices: work effort, entrepreneurship,
saving, ...

o Little evidence that high taxes reduce economic growth

@ Good evidence (which we discuss later) that high taxes reduce hours
worked

@ What is the optimal top marginal tax rate?
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o Piketty, Thomas; Emmanuel Saez (2007). “How Progressive Is the
U.S. Federal Tax System? A Historical and International Perspective.”
Journal of Economic Perspectives 21(1): 3-24.
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Advanced Reading

@ Gordon, Robert J.; Dew-Becker, lan (2007). “Selected Issues in the
Rise of Income Inequality. Brookings Papers on Economic Activity,
2007, 2, pp. 169-190. DOI: 10.1353/eca.2008.0011

@ Dew-Becker, lan. Gordon, Robert J. (2005). “Where Did the
Productivity Growth Go? Inflation Dynamics and the Distribution of
Income.” Brookings Papers on Economic Activity, 2005, 2, pp.
67-150. DOI: 10.1353/eca.2006.0004

o Piketty, T., Saez, E., & Stantcheva, S. (2011). Optimal taxation of
top labor incomes: A tale of three elasticities. CEPR Discussion Paper
8675. http://www.voxeu.org/sites/default/files/file/DP8675.pdf
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