SCENARIOS FOR THE 21 CENTURY

I.B ECONOMIC INEQUALITY

Summary

In this section we review ways in which economic inequality, the rate of economic
growth, the level of output and efforts to reduce inequality might affect one another. We
evaluate proposals to reduce economic inequality and we discuss public opinion concerning
inequality. We conclude by re-assessing the income distribution goals of our ideal scenario.

Section B.1 summarizes current data. For most of the last 40 years the distribution of
incomes in most countries has been largely stable. Over the past 20 years inequality of incomes
has increased, at varying rates, in most, although not all, of the mature industrial countries.

Section B.2 reviews theories of income distribution. Economic growth should reduce
inequality in developing countries. A major part of the increase in income inequality in the
industrial countries appears to be due to skills-biased technological change. A critical unresolved
guestion is whether the continuing growth of economic output necessarily requires an
increasingly skilled labor force. Expanded trade is expected to worsen the distribution of incomes
in high income countries and improve it in low income countries, but these impacts may not be
large and should lessen over time. Although the aggregate growth of inequality in developed
countries has arguably been moderate, the growth of incomes realized by the very highest
percentiles has been much greater, possibly as a result of “winner-take-all” dynamics. There is
little evidence of any strictly economic mechanism that would necessarily cause higher levels of
inequality in an industrial economy to have a seriously retarding effect on economic growth.
However, if growing inequality generates political instability, then investment, and consequently
growth, could suffer.

In Section B.3 nineteen sets of proposals for reducing the inequality of income and

wealth in the mature industrial nations are evaluated. These proposals are broadly grouped into
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one of four categories: Conservative, Liberal, Progressive and Green. Proposals to address
inequality that are currently endorsed by important political constituencies are not likely to have a
large impact.

In Section B.4 nearly 200 opinion survey results concerning economic inequality are
reviewed. Although concern about economic inequality is shared by a large majority of
Americans, concerted policy initiatives to reduce inequality are supported by much smaller
minorities. Americans show far more support for measures to ensure equality of opportunity than
for equality of outcomes. Europeans show higher levels of support for public policies that
address economic inequality than do Americans.

Section B.5 evaluates the above findings with respect to our long run scenarios of global
development. We conclude that it is difficult to make a credible case for reducing economic
inequality to the level suggested in our ideal scenario, Scenario 5, which calls for an 80/20 ratio
of 2.5. Provisionally, we adopt an alternative goal: inequality should not be allowed to be worse
than the mean level currently found in the industrial social democracies, i.e., an 80/20 ratio of
about 6.5. Achieving even this more modest goal will require major social and political

commitment.
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Section 11.B. ECONOMIC INEQUALITY

Introduction

An important stated goal of this exercise is to fully and credibly incorporate values
concerning the distribution of income into long run scenarios of global development, and to do so
in a way that is consistent with concern for economic well-being in the aggregate, and with
ecological integrity.

Over the past two decades economic inequality in the mature industrial countries has
been growing. s it possible that the distribution of income could become so unequal that it
destroys the prospects for further economic growth? Conversely, could it be that attempts to
reduce inequality of income could destroy prospects for further growth? If either or both of these
are true, what might be the maximum and minimum sustainable levels of inequality and output?
If continued growth tends to generate greater inequality then our goals of protecting the
environment and ensuring distributional equity might reinforce one another. If continued growth
tends to generate greater equality then these goals may be in conflict. Which is it? After we’ve
exhausted the possibilities for analysis, we still need to decide: What is to be done? In the
sections that follow we consider these and related questions.

We begin in Section 11.B.1 by summarizing current data on the distribution of income and
how these have changed over time. In Section 11.B.2 we review theoretical and empirical studies
that have sought to explain these levels and changes. In 11.B.3 we review and assess nineteen
proposals propounded from within four general ideological perspectives for addressing concerns
about income inequality. In 11.B.4 we review the results of nearly 200 public opinion survey
guestions concerning income inequality. In 11.B.5 we bring the results of the four preceding
sections to bear in helping decide on values concerning the distribution of income to provisionally

include in our advocated scenario.
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I.B.1. WHAT THE DATA SHOW
Il.B.1.a. Income Distribution Within Countries

Box 11B-1 shows Gini coefficients and 80/20 ratios for 108 countries.® The mean of the
Ginis is 39.9, with a standard deviation of 9.9. The median is 38.0. Latin American and Sub-
Saharan African countries are the most unequal, with mean Ginis in the upper 40’s. The Middle
East/North African and East Asia/Pacific countries have mean Ginis in the upper 30’s, while
those of South Asia and the Industrialized Countries are in the low 30’s. The countries of Eastern

Europe are the most equal in the world, with Ginis in the upper 20’s.

Il.B.1.b. Changes in Economic Inequality Within Countries

1. Aggregate estimates

Box 11B-2 shows changes in the distribution of income by decile among persons living in
the non-socialist nations over the period 1950-1985. The amount of change has been small,
although a slight increase in inequality since about 1970 can be seen. When the socialist world is
included this increase vanishes.

Box 11B-3 shows changes since 1960 in the unweighted averages of the Gini coefficients
of countries within seven regions. In general these changes have been small. Sub-Saharan
Africa improved during the 60°s and 70’s but lost ground during the 80’s and 90’s. Inequality in
Eastern Europe has increased noticeably since the fall of the Soviet Union.

A careful analysis of 49 countries (Li, 1996) found that the distribution of income in 29

of these (59%) showed no statistically significant time trend. Of the 20 countries that did show a

! The Gini coefficient is a full-population measure of the inequality of an income distribution. It is usually
shown as a number between 0.0, representing perfect equality, and 1.0, representing perfect inequality.
Some authors show the Gini coefficient multiplied by 100 to make comparisons easier, in which case 0 still
represents perfect equality but perfect inequality is represented by 100. Since there is effectively no
overlap between the two scales there is little cause for confusion. The 80/20 ratio refers to the ratio of the
total income received by those in the top and the bottom income quintiles of a population; that is, of the
incomes of all those above 80% of the population and those equal to or below 20% of the population.
Appendix 4 describes these and related statistical measures used in these notes in more detail.
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BOX IIB-1. Income Inequality, Selected Countries
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BOX IB-2. WORLD INCOME DISTRIBUTIOMN

Table 1 Warld ecams Distribution, Excliding Socialist Countrias, by Dacila
(spurce: Berry et al., 1991}
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Figure 1 World Income Distribution, Excluding Socialist Couniries, by Dacile
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BOX 1IB-3. CHANGES IN DECADAL INEQUALITY AVERAGES
|saurce; Deminger and Squira, 1398a]

Tabke 1 Changes in Decadal Averages of Inequality Indexes (Gind Coefficient], by Region
1960's 1970's 1980's 199d's

Lafin AmericaCaribbean 53324 4006 4075 4931

Sub-Saharam Africa 44.9 4815 4346 45 95
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significant trend, in 16 the changes were very small (less than 1% of the average Gini coefficient
per year). In 11 of the 20 countries the trend was towards greater inequality and in 9 towards
greater equality. Of the 4 countries in which inequality changed at a higher rate, China became
less equal (its Gini increased at 2.9%/yr), while France, Italy and New Zealand became more
equal.

On a global average basis the percentage of the world’s people living in poverty is
declining, but regionally the record is mixed. 11B-4 shows decreasing poverty in East Asia, South
Asia, the Middle East and North Africa, but increasing poverty in Latin America, Sub-Saharan
Africa, and Eastern Europe/Central Asia. Whether these rates of change are small or large is a
matter of judgment, except perhaps in the case of Eastern Europe/Central Asia, where the growth
of poverty has been dramatic.

2. Increasing inequality in the industrial market economies

Box 11B-5 compares changes in the distribution of income and male earnings in 19 major
industrial countries. Changes in male earnings are used to track changes in compensation to labor
before the direct impacts of taxes and transfers, property income, and demographic and household
adjustments are felt. In general, inequality of male earnings has been increasing at a greater rate
than has inequality of income.

Box 11B-6 and 11B-7 show changes in the Gini coefficients for income in 12 major
industrial countries. Perhaps half of these show an increase in inequality since the early 70’s. The
rest show mixed records.

Box 11B-8 shows the relative contribution to overall inequality caused by changes in the
upper and lower quintiles. The rich became richer and the poor became poorer in the United
States, United Kingdom and Australia. In Germany, Taiwan and the Netherlands the rich held
their own while the poor became poorer. In Sweden the rich became richer while the poor held

their own.
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BOX IB-4. Changes in Poverty Rates in Developing Countries
[source: Ravallion and Chen, 199&]

Percentage of population consuming

less than 31/ day (1985 PPP)
Region 1987 1990 1993
East Asia 29.7 ZH.5 26.0
Eastern Europe & Central Asia 0.6 n.a. 3.5
Latin Amernca 22.0 23.0 235
Middle East & Mo. Africa 4.7 4.3 4.1
South Asia 45 4 43.0 431
Sub-5Saharan Africa 285 9.3 391
Total 207 n.a. 29.4
Tatal excluding Eastarn Europe & Central Asia 33.9 32.9 31.9
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BOX 11B-5. CHANGES IN MARKET INCOME AND MALE
EARNINGS INEQUALITY

Table 1: CHANGES IN MARKET INCOME INEQUALITY, ~1980-92
(source: Smeeding & Gottschalk, 1996)

small

no small medium large
decrease change increase increase increase
-5% or < -41t0+ 4% 510 10% 10 to 15% 16 to 29%
Italy France New Zealand Australia Sweden
Portugal Japan Denmark USA
Taiwan Netherlands UK
Norway
Belgium
Canada
Israel
Ireland
West Germany

Table 2: CHANGES IN MALE EARNINGS INEQUALITY, ~1980-90
(source: Gottschalk & Smeeding, 1996)

no large very large
decrease change increase increase increase
-10% or< | -10to + 10% US | 10to 50% US 50 to 80% US at least 80% US

Germany
Italy

Sweden
Japan
Netherlands
Finland

Israel
France
Canada
Australia

USA
UK

Note: Table 2 shows the change in male earnings inequality as a percentage of the
change that occurred in the United States.
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BOX 11E-B. Gl COEFFICIENTS FOR INCOME, LARGE INDUSTRIAL COUNTRIES,

1946-1996
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BOX IIB-7. Changes in Income Inequality, 1947-1994
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Figure 1. Changes in Income Inequality, United States and Sweden, 1947-1994
(source: Box IIB-6)

1947 1949 1951 1953 1955 1957 1959 1961 1963 1965 1967 1969 1971 1973 1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995

—e— United States —e— Sweden

Figure 2. Changes in Income Inequality, Netherlands and Japan, 1947-1994
(source: Box 1IB-6)
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—e— Netherlands —e— Japan
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Box 11B-7. Changes in Income Inequality, 1947-1994 (cont.)

Figure 3. Changes in Income Inequality, Italy and Spain, 1947-1994
(source: Box 1IB-6)
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Figure 4. Changes in Income Inequality, United Kingdom and France, 1947-1994
(source: Box 1IB-6)
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Box 11B-7. Changes in Income Inequality, 1947-1994 (cont.)
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Figure 5. Changes in Income Inequality, Taiwan and Canada, 1947-1994
(source: Box 1IB-6)
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—e— Taiwan —e— Canada

Figure 6. Changes in Income Inequality, Australia and Germany, 1947-1994
(source: Box 1IB-6)
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—e— Australia —e— Germany
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BOX 3-8, CHANGES IN INCOME SHARES RECENVED BY LOWEST AND HIGHEST
20% OF HOUSEHOLDS
|source: Deiningar and Souirs, 1856

Table 1. SHARES OF INCOME RECENVED BY THE LOWEST 20% OF HOUSEHOLDS
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Figure 1. Changes in the Share of Income Received by Lowest and Highest 20% of Households,
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3. Increasing Inequality in the United States

The United States is the world’s leading economy and shows the greatest increase in the
inequality of earnings among the industrial nations. Between the mid-1970’s and the late 1990’s,

a) Median family real income changed little;

b) Incomes of families in the higher income brackets increased, and incomes of
families in the lower brackets decreased;

c) Incomes of families in the very highest brackets increased dramatically;

d) The percent of Americans living below the poverty level increased.

Box 11B-9 shows the distribution of income in the United States in the early 1990’s by
income range. 11B-10 shows the distribution of income by quintiles; the graph displays the
corresponding Lorenz curve. 11B-11 and 11B-12 show the distribution of wealth by income range
and wealth quintile. Wealth is far more unequally distributed than income.

Figure 1 in 11B-13 shows the general stagnation of median family income that began
around 1973. Median family income in the late 1990’s was about $31,000.

Figure 2 and Figure 3 show the growth in inequality of family incomes. Figure 2 uses the
Gini coefficient and Figure 3 uses the 80-20 ratio. Both show that economic inequality in the US
began to increase in the late 1970’s, and has continued to grow since then.

Figure 4 shows that the percentage of families whose incomes are less than the poverty
level increased from a low of about 11% in the early 1970’s to about 15% in the early 1990’s.
This represents some 40 million Americans. The increase in poverty during 1980-83 was the
result of the recession of that time. The poverty level for a family of four in 1994 was $14,763.

Figure 5 and Figure 6 use quintile displays to show that the increase in the inequality of
family income has occurred because the upper middle classes and the rich have gotten richer and
the lower middle classes and poor people have gotten poorer. Note the especially wide gap that
separates the top 1% from even the rest of the top 5%.

Box 11B-14 gives some indication of how “upper” the upper income brackets really are.

Table 1 in 11B-14 shows the 25 highest paid chief executive officers of American corporations in

11.B.1. Economic Inequality: The Data — 16
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BOX [B-9. TOTAL MONEY INCOME OF HOUSEHOLDS, 19592
[source: L5, Departmeant of Commarce, Current Population Rapart, 1992, F6G0-184]

Table 1.  Total Money Income of Howssholds, 1932

Mumber of Percent
Incomea Range Households
(000's)

less than $5000 4,437 4.6
$5.000to $9.999 9,675 10.0
310,000 to $14.993 8120 9.5
F15.000 to 319993 8,473 5.8
320,000 to 324993 7,703 .1
325,000 to $29.993 7,527 7.8
$30,000 to $34.993 6,778 7.0
335,000 to $32.993 b,243 6.5
340,000 to $44.939 5,384 5.6
345,000 to 349993 4,853 5.0
350,000 to $54.993 4, 306 4.5
$55.000 to $59,999 3,636 1.8 |
360,000 to F64.999 3036 1.1
65,000 to 369,999 2 464 2.6
70,000 to 374,999 2048 2.1
375,000 to 379,999 1,583 1.6
80,000 to 384,999 1,376 1.4
85000 to FE9.999 1,151 1.2
320,000 to 394,999 1,034 1.1
325,000 to 399,999 7h1 0.8
$100,000 and greater 4743 4.9
Total houssholds: 96,3491 100

Figure 1. Taolal Maney Inceime of Heisehokde, 1992
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The first polygon along the x axs represents those households

with incomes of less than 35,000, The second polygon represants

thase househalds with incomes from $5.000 to $9.999; and so on.

The wartical axis shows the percent of total households in that Income ranga.
The 4.9% of households with Incomes greater than $100,000 are not shown,
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BOX NB-10. AGGREGATE HOUSEHOLD INCOME, BY QUINTILES
[source: U5, Dept. of Cammence, Current Papulation Reports. PE0-154)

Table1. Share of Agoregate Incame by Quintiles and Top 5 Percent of Households, 15992

lowear bmit of %% destribution  curnulative

guirtde nurmiber of  househald aaEn of aggreqgata percentage of

houssholds  mcome moame incomsa agareqate income
lowest 205 19278 [ 7,328 3.8 0038
2nd 20% 19278 12 664 18,281 9.4 132
3rd 20% 19,278 24,300 30,7594 15.8 290
4th 20% 19,278 38,000 47,235 24.2 0532
highast 20% 19,278 58,200 91,494 46.8 1.000
[top 5% | 4820/ | 145 244 | 18.6] |
total househalds: 96,391
total income, 2l households: 376 trillion
mean income, 2l howseholds: 39,020
i coafficient: {.3%6

Figure 1. Agareqata Household incomae by Quintiles, 1852
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BOX [IB-11. Distribution of Wealth by Income Ranges, 1992

[sourca: Statistical Abstract of the United States, 1995]

Incoma ranga numbar of  |percent of  [maan madian tatal percant of
farralies familias waalth waalth wealth total wealth
{rralliansy (5 thausamnd) |(% thousand) (% billion)
less than $1 0,000 11.95 17.6 44,3 39 5al.3 1.6
10 - 524,595 19.08 28.0 3.0 £3.4 1352.8 0.3
$25 - $45,595 18,94 c7.h 144.3 58.3 ared.d 168.2
350 - $959 9949 13.15 19.3 283.8 139.6 37320 249
mare than $100,000 497 7.3 1324.2 569.0 G581.3 440
totals; 68,13 100.0 c2d.0 2.2 14%964.7 10400
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BOX MB-12. Distribution of Wealth among Families by Quintile, 1983,
[sourca: Wolff, 1967]

Tabda 1. Distributicn of Waalth among Families by Quintile, 1983,

Waalth fraction of  |cumulative
Percentile weaalth held |Iraction
0 ) o
0.2 0001 0.001
0.4 0030 0.031
0.6 0088 0,100 top 5% 43,1 % of wealth
0.8 0142 D.242 top 18 Z8.3% of wealth
1.0 1.000 1.000 Gini coelhcient: 720

Figurs 1. Digfrisulion of Weallh by Farileas, 19355
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BOX 1IB-13. Income and Inequality Trends

. CONSTANT 1986 DOLLARS

Ratio
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Figure 1. Median
family income,
1946-92
[Reprinted from
Krugman, 1994]

Figure 2. Family
Income
Inequality,
1947-86 (Gini
Index). [Reprinted
from Harrison &
Bluestone, 1988]

Figure 3. Ratio of
family income at
80" percentile to
20" percentile,
1947-91.
[Reprinted from
Danziger and
Gottschalk, 1995]

[more...]
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BOX 1IB-13. Income and Inequality Trends (cont’d.)

18
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Yo poOr

Increase in poverty

g4

i [ 1 1 4
8 T T H ] T

1965 1970 1975 1980 1985 1930

Figure 4. Poverty
Rate, 1965-91
[Reprinted from
Danzinger and
Gottschalk, 1995]

Fig. 5. Average
family income by
quintile ($ 000’s)
[Reprinted from
Economic Report of
the President, 1995]
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Fig. 6. Change in
real income (%0).
[Reprinted from
Krugman, 1994]
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BOX |IB-14, Compensation of CEQ's
[source: Forbes, May 22, 1995]

Table 1. The 25 best-paid chief executives, 1990-1994
Chiaf Exacutve Company Annual Compensation
[$millian; S-year average)

Michaal [, Eisner WWalt Disnay 47 04
Sanleed 1. Wail Travelars 043
Anthany J, F. O'Railly HJ Hainz 4,00

| Stephen C. Hibert Canseco 17.81

Bermard L. Schesarts Lral 13.15
Howard Solomaon |Forast Labs 12.51
Lawrance M. Coss Grean Trae Financial 11.08
Roharta C. Goigueta Coca-Cola 10,59

Walter 1. Sanders Acvanced Micro 10.14

| Stephen A, Wwnn Miraga 9.01

Jamag B Mallor General Dynamics 8.38

Ralph J. Roferts Carncast 8.33

Fatrick H, Thomas |First. Financial Momi 8.26

Rauben Mark Calgate-Farmalive 8.11

Richard &. Manaogian Flasca .60

Ronald K. Richey Tarchmark 7.4

Jamas L. Donsld |DEC Communications 741

Jekin F. Welch Ir. Ganeral Electrie 7.28

Josaph R, Hyde I Autafone T3

Steven C. Walske Parametric Tech 7.15
Kenneth L. Lay Eran 7.2

Ran . Araskog ITT 6,83

Cravid 1. Fuante Office Depat 6,74

Cranial P Tully rarrill Lynch 6,57

Charles 5, Sanford Jr. |Ea|'d-1-Er5 Trust 649

Medan compensaticn for 800 vop CEOs: 1.3
Induistry Mumibar of radian CEQ Compansation

firrns { Smillions; 5-vear average)
Corsumer nondurables s &.45
Aoraspace & defanse 16 1.B3
Entartainment & information 30 1,44
Business serices & supplies 2h 1.40
Faod, Drirk & Tobacoo 33 1.75
Computers & communications 77 1.16
Energy 41 1.36
Capital goods ] &85
Metals 20 082
Chamicals &4 1.50
InSuranca 53 217
Ratailing 45 1.11
Corsumer durables 32 1.17
Farest products & packaging 19 1.76
Haalth 51 1.27
Faod distributars 23 1.18
Constrcan 11 1.38
Fimarcial services 1E2 1.40
Trawel 13 1.37
Transpirl 17 0.94
Elactric utiities 56 0.25
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1994. Table 2 suggests that the median income of the 800 top CEO’s exceeds $1,000,000 per
year. Compare this with the fact that 50% of all American families have incomes of less than
$32,000 year. In 1993 the average incomes of the upper 20% and 5% of American families were
about $115,000 and $175,000 respectively.

Box 11B-15 shows changes in the income shares of quintiles since 1947. When depicted
in this manner the growth of inequality may not appear to be as dramatic as it does in previous
figures. The share of the top quintile has clearly increased since the 1970’s, and the shares of the
bottom two quintiles have decreased, but observers may differ as to whether these changes should
be considered large or small.

Box 11B-16 shows the notable decline in the share of income received by the top 5% of
families since the early years of this century. Some observers might conclude that the recent
increase in inequality is by comparison small potatoes, and thus perhaps not deserving of great
concern. The decrease in inequality prior to 1950 was likely in large part the result of a singular
structural change from a rural agricultural economy to an urban industrial one. The recent
increase in inequality is a departure from the experience of the post-WW]1I decades, and was not
anticipated by analysts. Until we determine the causes of the current growth in inequality we
can’t say whether, and by how much, it is likely to grow, and what sort of challenges it might
present.

To gain perspective on income distribution trend data it is important to appreciate the
relation between life-time incomes and current incomes. A society with perfect equality of life-
time incomes would still show considerable dispersion of annual incomes, simply because
earnings differ with age. One economy might show a higher degree of annual income inequality
than another but could have the same life-time distribution if mobility rates are greater. Some
authors have claimed that the apparent increase in wage dispersion in the industrial countries has

been balanced by an increase in mobility (Hinderaker and Johnson 1996). Danziger and
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BOX lIB-15. CHAMGE IN INCOME SHARES, USA, BY QUINTILE, 1347-1991
[Soaurce: Deinmaer and Sgune, 1958a)
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BOX 11B.16. Share of Total Family Income Received by the Top 5%, 1913-1992
[Reprinted from Hinderaker and Johnson, 1996]
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Gottschalk (1995) studied this issue with respect to the United States and concluded that there is
little evidence of an increase in mobility between income sectors over the period in question.

Box 11B-17 shows how the distribution of income in the United States would change if
the average growth rates of income and inequality of the 15-year period 1977-1992 continued
unabated over the next century. Per capita income grows annually at 1%. The mean income of
the highest quintile grows annually at 1.1%, while that of the bottom quintile declines by .58%.
At these rates the US Gini grows from 37.6 in 1992 to 48.7 in 2075, which is approximately equal
to the Ginis of the Philippines, Malaysia or Mexico today. The US 80/20 ratio would grow from

10.2 to 25, which is roughly that of Brazil today.?

2 Absolute incomes for all quintiles would of course be higher than they are today in these developing
countries.
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Box IB-1T Projection of Inequality Trends, 2000-2100
Incomes walues for 1577 and 19392 taken from Table B-F, Monegy Income of Househoids, Fﬂrl'_lh!i-.
and Fergang, 1982 1.5 Depl. of Comirece, Bureay of Te Census 1093.)

Tabig 1 - Data ' : : : Aggragate
‘mean family incame per guindile (1892 UZ3) MEAr Eini Bl20  cannual
‘o Qz QG 104 ] i G toafficiant ratio growlh
rals
16771059700 29 564007 36521007 49,021.00 84040000 40,545 400 tas
: Thez: BFIR0D - FA33F000 36 TFF00 336600 aR s 00; 44488 e 0z
qrowih . . .
rale, TT-92 C S0U005E04 -0.000817: 0002317 000566 0UO1104E1: 000253 00101
[#]] az ‘a3 od as ) _
2010 it - B AFaEh  BERAF 08481 44 851 |4 M N

2028 H4BS Jap0sl M Te0 BOTES 1280840 81834 427 1808 oo
20600 TTET 22TaE 40061 BEATZ 1512800 57 639 456 1943 000
2075 7137 225RE M15B1 TRO35 17EGEI. 64401 487 2503 001N
21000 6542 23ATE. 43082 TEA19 I11,002  T2ET0 51.5] 3225

Figure 1: Projections of Inequality Trends, 2000-2100
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