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Abstract

- Rising income inequality is an angle Saxon problem. For most of the other
OECD countries, earmings dispersion is rather persistent. Vartical mobility is to
be taken inio account. The paper also looks at the relationship of income
inequality, growth and employment. It elaborates tha point that equity orienta-
tion affects the incentive system of an economy and can lead to higher un-

emplaymant.

J.E L.-Klassitikation: D3, D6, 13, JOO



l. The empirical picturs®

1. The topic of rising income inequality is an anglo-saxon problem. According to
World Bank data for a jarge sample of countries, Gini coefficients on market in-
coms have increased in the last four decades for the Unites States, the United
Kingdom and New Zealand {Table 1 in the appendix}. The trend is insignificant
far most of the other industrialized countries, among them (West}Germany,1.2
and for some developing countries including the Asian NICs. For France? and
ltaly, two of the larger continental Eurepean countriss, it is even negative. This
picture is more or less confirmed by the Luxembourg Incoma Study {L1S) for
most of the OECD countries (Table 2). In the eightias and early nineties, the
Gini coefficients for disposable income increased for the anglo-saxon countries,
now also including Ausiralia; they also rose for the Netherlands, Sweden and
Japan. For the other OECD countries thers was no significant trend. In most
couniries, income distribution seems {o be quite persistent.

As an example for the trends in income distribution, lake the earmnings dis-
persion {for men} measured by the D9/D1 ratic which shows a steady increase

* This is a comment t0 a paper with the same title by Joseph Stiglitz, Symposium
WJncome Inequality: ssues and Policy Options®, Sponsored by the Fadsral Reserve
Bank ol Kansas City, Jackson Hole, Wy, August 27-29, 1988. This paper is a
rational expectation commenlt and had to be written before the paper to be com-
mentad on was available. | appreciate critical remarks from Alired Boss and Rainer
Thiele.

1 Biewen (1998} finds a slight reduction of income inequality in Wast Germany for 1he
peoriod 1985-1996. Note that changes in the Gini cosfliciants are aflected by the
choice of the equivalence scale for household size. For instance, there is a slight in-
crease in the Gini coefficient in 1995 according to the Bundesami-scale and a de-
crease according to the OECD scale (Biewen 1998, tables 1 and 5). Burkhauser et
al. (1988) show a slight increase in tha Gini coeflicient in the period 1954-1895 for
labor earnings and in the period 1982-1996 for post government income {Table 3),

2 In East Germany inequality has risen during 1990-1996. In reunified Germany
inequality has drastically reduced due to the growth of mean income in East Ger-
many.

¥ Income distribution remained nearly constant in France according to Atkinson,
Rainwater and Smeeding (1995).



in the eighties and the nineties for the US and the UK whereas the ratio re-
mains constant for West Germany; in temms of the level of dispersion, the ratio
of the US is the double of that of West Gemmany (Figurs 1}.

Figure 1 — Earnings dispersion in selacted countries?
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Source; Siebert {1998) according to data from OECD {1998), Table 3.1.

2. Before deriving policy conclusions in terms of a more equity oriented radistri-
butfonai policy, we should be aware that the income distribution observed within
a given year is only a snapshot. The snapshot dispersion doas not fully capture
the longer-term picture, since there is vertical mobility of individuals over time
across the income distiibution. Within a five-year period, there is a considerable
vertical mobility in the OECD countries. Over that period, in the United Kingdom
and the United States slightly more than half of the employees move up one or
more quintiles (Table 3}. In Germmnany (46.9) and France (43.2) a smaller per-
centage moves upward. A time hosizon longer than five ysars appears to be
associated with stronger vertical mobility in the United States (Addison 1997).



For low-paid workers below 65 parcent of median eamings, mobility across the
income distribution varies considerably between OECD countries. More than
half of them are in a higher eaming status after five years in Haly (69.8 percent),
Denmark (68.3 parcent), the United Kingdom (52.9 percent) and France (50.2
percent) in contrast to Germany (44 percent} and the United States (26.9 per-
cent). In some countries, a large proportion of low-paid workers jeave full-time
amployment (Germany, 40.5 percent; United States 39.2 percent}. In general, a
low share of low-paid workers in total amployment (ltaly 10 percent, France 11
percent comparad to the United States 27,5 parcent} seems to be associaled
with a high vertical mobility (Table 4 and OECD, 1996a, Table 3.9). However,
this finding may be somewhat deceptive, since lower wage dispersion means
by definition a smaller proportion of low-paid workers, and so their greater

mobility Is occurring across a more compressed income distribution.?

Taking verticai mobility in the eaming dispersion into account an unequal
earning distribution in a specific year gives less cause for concern.

. Income inaquality and growth

3. One aspect of income inequality is its relationship with economic growth and
developmant. This ralationship has baen studied in two different directions. The
traditional line of research is how growth and devslopment affect income distri-
bution. At the cors of this debate was the Kunetz hypothesis (1955) that
inequality rises in the process of economic development and then falls again
(inverted u-curve). The more recent empirical evidence tends 1o reject for this
hypothesis (Brung et al. 1996}. In quita a few countries with spactacutar growth

4 When Shorrocks R is used to analyze the permanent part in labor income inequality
of in post-governmen! incoms inequality, the United States has higher levels of in-
come inequality and a higher permanent share of post-governmant inequality in the
80s and the 90s than Germany (Burkhauser et ai. 1998). According to this analysis,
income inequalily in Germany is oderalely increasing in the rinelies, including the
permanent component of post-governmeant incore inequality.



rates in the last decades (Japan, Newly Industrializing Countries) the income

distribution has been quite persistent.

The more recent line of research interest is how inequality affects economic
growth or to what extant some amount of equality is a necessary precondition -
for growth. Thera are three mechanisms working towards a negative impact of

inaquality on growth:

i)

i)

According to the polit-economic approach {Alesina and Rodrick 1994,
Bertola 1993) the median voter prefers a higher level of govemment
expenditure and of taxation, the more the median is balow the mean, i.a. the
more skewed the income distribution is in disfavor of the lower income
groups. A higher levsl of laxation, howaver, reduces investment and effort. A
more unequal income distribution therefore should be associated with lower
growth rates.

Another approach strasses political stability as an intervening variable be-
tween income distribution and growth {Alesina and Perotti 1996, Benabou
1996, Benhabib and Rustichini 1996). It is argued that in highly heteroge-
neous and polarized societies interest groups tend to engage in group
specific rent seeking or that under such conditions violencs and ovarthrows
of govemments are likely. Rent seeking leads io political control of the
sconomy by specific groups, to closed markets, cartslization and a general
loss in efficiency. The overthrowing of govemments creates political and
economic uncertainty including uncertainty on property rights (risk of expro-
priation and a change of taxation) which is detrimental to investment. Both
sffects cement the unequal income distribution and a low increase in eco-
nomic wall being (path dependence and hysteresis).

iii} A more unegual income distribution makas it harder for the poorer pan of

the population to invest in their human capital, and this will weaken growth.
Groups of the population may get trapped in their low human capital
(hysteresis), Capital markets cannot overcome this trap because information



on future income growth due to human capital formation is not available
{Galor and Zeira 1993; Banabou 1996).

Against this negative impact of an unequal income distribution on economic
growth we have to consider a positive mechanism, i.e. the hypothesis that a
more unequal income distribution is instrumental in a Schumpeterian sense to
bring about a higher level of antrapreneurial effort, work effort and a higher level
of capital accumulation financed by higher savingsS (on employment see be-
low). Thus taking all arguments togethar, from a theoretical point of view the
sign of the relationship batwsean inequality and growth is not determined.

Nevertheless, it seems that in a Gedankenexperimant we can indicate some
limits whare an increase in inequality will start to have a negative impact on
growth. When inequality leads to instability of a society it is hard to concsive
that this would be benaeficial for growth.

4. Most ampirical studiss estimating reduced-form equations where income
distribution entars a neoclassical growth equation as an additional explanatory
variable obtain a positive relationship between equity and growth (e.g.
Bourguignon 1996; Paroiti 1996; Persson and Tabellini 1994). These results
must, however, be taken with a grain of salt because lhe distribution data used
are of questionabla quality (Deiningeér and Squire 1998). Preliminary estimates
by Deininger and Squire with the more reliable World Bank data show an in-
significant coefticient of the distribution varable when regional dummies are in-
cluded. Mare empirical research is needed to achieve firn conclusions about
the impact of inequality on growth,

5 Compare the Kaldor hypothesis (1957) that the marginal propensity to sava of the
rich is much higher than that of the poor which implies a positive impact of inequality
on aggragala savings.



Structural form estimates discriminating bstwsen the diffarent transmission
meachanisms from equity to growth are rare. The existing evidence clsarly re-
jects the political economy hypathesis {Perotti 1996) which may be due to the
fact that the lobbying of interest groups dominates median voter behavior in
determining the level of redistribution. There also ssems to be no evidence that
income inequality affects aggregate savings across countries (Schmidt-Hebbael
and Servén 1996). By contrast, the mechanisms emphasizing human capital
formation and political instability receive’ some empirical support (Perotti 1996;
Alesina and Perotti 1996). The main problem in testing the political instability
hypothesis is to construct an appropriats index of instability. Alasina and Perotti
use an index based on indicators such as the number of coups, political assas-
sinations etc. Their index (hus fails to reflect the degree of institutional uncer-
tainty that might prevail in weak albeit constitutional governments. It wouid be
interesting to re-estimate the instability channet with an index which is more-
closely related to the stability of property rights such as that suggested by Barro
(1996).

. Income inequality, aquity orientation and unempiloyment

5. Another important aspect of income inequality is its relationship with
employment and unemployment. Some argus that a higher income dispersicn
will be associated with more unemployment. Their line of reasoning, of course,
is not that a greater samings dispersion will allow a beiter matching in the labor
market bringing about labor market equilibria on the different steps of the pro-
ductivity staircase of an economy. And they do not emphasize that in an en-
vironment of higher wage differentiation the prospect of reaching a higher wage
is a strong incentive for human capital formation for the individual employese,
and thus for vertical mobility. Rather, the argument is piaced in an insider-out-
sider modsl of hysterasis where greater unemployment occurs exogenously
{and is considered as not being affected by the extent of wage differentiation}.
Once peopls tose their job, those with praviously low labor income are exposed



to a higher risk of getting marginalized. As unemployed they will not have a
chance to improve their human capital out of their own means, and they will not
paticipate in increases in labor productivity of the economy by training on the
job. Moreover, due to their social status and social environment {including
housing) they are exposed to a much graater risk of social disintegration in-
cluding crime. This is especially relsvant if unemployment is concentrated on
athnic or other subgroups of society (adverse selection). In addition, these
groups will be part of a weaker network that otherwise could be helpful in the
search process for naw jobs (Stiglitz’and Funman 1998).

Marginalization and disintegration is a phenomenon that cannot be denied. But
in terms of economic policy, marginalization of subgroups of society is not
necassarily an issue of incoms palicy. The first best approach is to attack it by
hurnan capital formation, by improving training on the job, by institutional ap-
proaches to training on the job such as an apprenticeship system, by intro-
ducing a vocational school system, by better schooling in general and by pro-
viding the adequate .infrastructure and mending housing and (inner) cities.
Moreaver, it is somewhat mislsading not to consider vertical mobility.

6. | would now like to turn the question around and look at the consequences of
a redistributive policy that puts more emphasis on equily. The traditional line of
reasoning is that equity considerations will mean relatively high taxation for
those who can bring an economy forward thus impairing effor and investment.
«The money must be carried from the rich to the poor in a leaky bucket” (Okun
1975: 91}. Radistribution will lead to a loss of economic dynamism and conse-
quently to weaker investment, lower growth and less employment, Witness the
incapability of the German polilical system to agree on a tax reform in
1997/1998, mainly for equily reasons. A more blunt reminiscence is off course
the erosion of the equity orienlated centrally planned economies in Eastemn
Europs.



7.

But my argument is more subtle. | am interested in the relationship of the

welfare state and unemployment. Equity considerations enter into the incenlive

system of an economy in a variety of forms:

i)

if)

A more equity orientad society will impose less stringent conditionality con-
ditions on the unemployed. This can be clearly seen in comparing the re-
placemeant rates and the duration of unemployment benefits of the United
States, tha United Kingdom and Gemmany (Table 5). In Germany un-
employment benefits of type | (Arbeitslosengeld) is paid for one year as a
rule, it goes up to 32 months for those over 45 years; unsmployment benefit
of type 1l {Arbeitslosenhilfs} is indafinite.

Social welfare tends to be more gracious in countries that are equily
orisnted. in Germany again, social welfare benefits reach 78 percent of the
net wage of \he lowsst wage group of industry for a family (one eamer, one
child). This ratio has gone up from 85,7 percent (1970} to 83,4 percent
{1995) and then daclined somewhat. The difference to a market income is
not too large and can be easily bridged in the shadow economy.

i) With unemployment benefits and social welfare benefits, the welfars state

defines a lower income floor which has an impact on smployment. It speci-
fies a reservation wage, and it thus affects search behavior of the un-
employed representing an incentive not to search too intensively. The lower
income floor influences the wage bargaining behavior of trade unions and
employers’ associafion because the unemployed are taken care of by
governmental schemes. And the lowsr income floor defines the lower comer
stoné of the wage structure and thus prevents wage diHferentiation for the
lower steps of the productivity staircase.

iv} Even when ratorming the old age pension system in the continental coun-

lrias of Europe, the lowsr income floor shows up. Pushing back the pay-as-
you system in order to make way for a capital funded system finds a limit as
soon as the pension level of the pay-as-you go system (which now is at 70
percent of net wage income in Germany) is approaching the lavel of social



walfare benefits for important groups of society.® This not anly blocks the
introduction of a capital funded system; it is taken by some as an important
motive to do away with a conlribution financed pension system allogether
and switch over 1o a tax based systam (which no longer has the positive in-
cantive effacts associated with contributions).”

Finally, government spending of the welfare state has to be financed by

=

taxes and social security contributions. This increases the excess burden of
taxation and reduces efficiency. Social security contributions paid by firms
increase the tax wedge and weaken the demand for labor. Alt in all, the in-
cenlive maechanisms of an economy with a strong welfare state as the Ger-
man one represent a very complox system that severely contributes to un-

employment (Figura 2).

6 Aelalive to ihe standard pansion in Weast Germany, social welfare payments raach
62,6 parcent (social assistance including housing, see table). This means that for
some groups receiving less than the standard pension (because of a lower earning
profile or lass than 45 years of working life) reducing contribution financed old age
pensions (actually at 70 percent of net wage) in order to make room for a capital
funded system comes close to the level of social weltare payments.

Table — Standard pension and social assistance for the elderly in West Germany in

1998
Single person®} Couple?)-0)

Standard pension®

- DM per mawnth 1977 19770
Social assistance®) including
housing costs

= DM per maonth 1237 2022

- parcenl of siandard pansion 626 1023

8) Aged 65 or more.

Y One income eamer.

¢) Working career of 45 years, average wage income, nel of tax.

4} Poleniial benefits {a.g. means-tested social asistance) neglecied.

8) Including irregular lransfers of 81 DM (singles) resp. 145 DM (coupte).

Saurce: Verband Deutscher Rentenversicherungstrigers, own calculations.

T Another example is the nead for wage ditferentiation. Here, it is more acceptable to
raquire a wage subsidy for the lower segmenits of the labor market,



Figure 2 — The Welfare Stats and Unemployment
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Thus, there are opportunity costs of an equity oriented policy approach in terms
of lower employment and higher unemployment.® Putting more emphasis on
equity brings a country into an institutional trap trom which it is extremely hard
lo escape. This clearly can be obsarved in the continental countries in Europe.

8. It is difficult to striike a balance between more equity on the one hand and
more efficiency, growth and employmant on the other hand. There is a range of
policy issues whan equity and efficiency ara in canflict. But there alse is a range
of problams where equity and efficiency are in harmony. Thus in an evolution-
ary pracess, the competitive order is instrumental in contributing to a solution of
the social question (Siebert 1992). Moreover, equity considerations should not
ignore the long-run impact of a policy approach. A snapshot equity would
saverely limit an improvement in the long-run.9 It is quite understandable that
paople in the United States are concemed with mora equity. But befors starting
to change the US institutions a very close leok should be taken at some of the
exparience from the other side of the Atlantic divide, especially from the con-
tineﬁlal courdries in Europa which have given strong weight to equily con-
siderations in the past.

8 An smpirical analysis on the impact of the welfare state on employment is extremsly
difficult, An index of the welfare state would have to be confronted with unemptoy-
ment ratas. Such an index would have 1o comprise the sel of potential causes of
unamploymeant. Determining the weights of the compenents ol such an index
(lacking wage differentialion, duration of benefits, replacement ratios, lavel of wel-
fare payments, lay-off restraints etc.) would presuppose knowing the relevance of
differant determinants of unemployment, Besides, intarnational comparisons ave
difticult, Thus, one has to rely on fracing the inslilutional changes of individual
countrigs over lime and Jooking at their impact (Siebert 1997). There is new avi-
dence, however, that for the QECD counlries there is a negative relation between
the teval of government expenditure {in percent of GDP) and the crealion of jobs
{Heitger 1998). The higher the level of expenditure, the lower the rate of increase of
jobs. This especially holds for consumptive government expandiiures; investive
governmantal expendilures have a positiva effect on employment.

9 Ethical norms should be judged in a gensral equilibrium including all ramifications in
the economy.
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Appendix

Table 1 — Change in Market Income Inequality 1960s—1990s (Decadal Aver-
ages of Gini-Coefficients}

Country Observations | 1960s | 19705 | 1980s | 1990 | Trand in Gini-
Coefficientsd
us 45 34.6 345 8.9 379 +
United Kingdom 3 25.0 243 273 324 +
New Zealand 1t ! 314 34.1 ! +
Australia 10 32,0 36.7 38.2 325 0
Canada 23 318 316 ns 275 0
Germany (West) ] / 36.0 35.8 / 0
MNetherlands 9 / 28.1 28.6 ! 0
Belgium ;] 36.4 42.0 20.6 358 0
France 7 48.0 41.6 ara ! -
ltaly . 15 / 37.4 33.4 32.2 -
Norway 7 as.e 35.3 310 / —
Swaden 14 ! 331 337 323 0
Finland ] H anz 31.0 / 0
Japan 22 356 34.1 344 35.0 0
Taiwan 26 3.2 29.3 29.0 305 0
Singapora 8 / 39.0 407 !/ 0
Hongkong 10 47.5 41.9 41.4 45.0 0
Korea 10 315 36.1 35.8 / 0

A" indicates no significant trend.

Source: K. Deiningar and L. Squire {1996).
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Table 2 — Change in Disposabie Income inequaiity

Couniry Time Interval Change of Gini-Coatficientsd
USA 1979-1993 4+
United Kingdom 1979-1995 bt
New Zealand 1981-1989 +
Australia 19811989 +
Canada 1979-1994 0
Germany {Waest) 1979-1990 0
Natherlands 1979-1994 +++
Belgium 1985-1992 +
France 19791989 0
Italia 1979-1991 —
Danmark 1981-1890 ++
Norway 19791992 Q
Sweden 1979-1994 +++
Finland 1979-1994 0
Spain 1980-1990 0
Portugal 19801990 0
Ireland 19801987 0
Japan 1979-1993 ++
Israel 19791982 0
8The symbols have to be intarpreted as follows:

++++ vary large increasas { > 30%)

+++ Jlarge increase (16 1o 29%)

++ moderata increase (10 to 15%)

+ low incraase (5 to 10%)

0 zZoro (—4 to +4%)

—  decline (> -5%)

Source: P. Gottschalk and T.M. Smeeding (1997a, 1997h).
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Table 3 — Five-Ysar Eamings Mobility,& 1986-1991

Pearson Stayedin the Moved one Moved 2 or
correlation same quintile quintile more quintiles
coafficient

% % % %
France 0.760 56.8 32.0 11.2
Germany 0.793 53.0 357 11.2
United Kingdom 0.705 48.1 36.8 15.1
United States 0.680 48.9 ass 18.7
aFuil-lima wage and salary workers.

_ Source: OECD (1996) Table 3.6

Table 4 — Five-Year Earmnings Mobility® of Low-Paid Workersb, 1986—1991

Share of Jow-| Nolonger | Siilt below |0.85 to 0.95) Above 0.95
paid workers | employed [D,65 median] median maedian
in 1986 full-time:

France 11.0 28.2 23.2 35.4 14.8
Germany 18.7 40.5 15.5 29.7 14.3
United Kingdom 17.7 13.3 338 34.6 18.3
United States 27.5 82 339 17.2 9.7

21991 sarnings status ol 1986 low-paid workers. — PDefined as below 0.65 median
earnings.

Source: DECD (1996) Table 3.9.
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Table 5 — Replacement ratios and duration of banelfits in selected countries

us I UK | Germany France

Replacement ralio in percant of
pravipus net wage incomea 50708} b) 67¢), 574 439)
OECD average measurs for the
replacement ratio 14 23 43 48
Duration of benefitsh 6 6 c12 months, up  up to 60

o 32 months months

for unemployed
paople above
age 57
dMndsfinite

Loveld} of social welfareh)
~ Single person 15i) 23 23 30
- Coupla with twa children 44 &0 63 56

8} Differences between the states.

b} Independent of previous net wage; 60 percent of net wages in the economy for a
married couple with two childran (aged under 5 resp. 5-10),

S Unemployment benefit | (Arbsilslosangeld) for unemployed persons with children
(80 percent atherwise).

9 Unemployment benefit Il {Arbeitslosenhilte), means-tested. for unemployed per-
sons with children (53 percent otharwise).

o} Reduction according to the langth of the period of unemployment (down to an
absolute minimum of about DM 26 per day).

) Months of unemploymant.

9 Social assistance &s percentage of net disposabla incoma at average eamings
(after reduction of housing cosls from benefits and net wages}. When housing is
included the number is higher {Siebert 1998).

h} General assistance (United States: Food slamps, general assistance (by the
states), United Kingdom: Income support; Germany: Subsistence aid (Sozialhilfe);
France: Revenu Minimurs d'Insertion); OECD definition.

) Pennsylvania (Texas: 10 rasp. 30 percent).

Source: OECD (1994, 1996b); Sachverstindigenrat {1997).
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