American Journal of Economics and Business Administration 6 (1): 11-18, 2014

ISSN: 1945-5488

©2014 Science Publication

doi:10.3844/ajebasp.2014.11.18 Published OnlirB @@14 (http://www.thescipub.com/ajeba.toc)

AN EXAMINATION OF THE GROWING
LEVEL OF INCOME INEQUALITY

Allen L. Webster

Department of Finance and Quantitative Methods,
Foster College of Business, Bradley University, Pedrl1625,USA

Received 2014-03-03; Revised 2014-03-26; Accepted-pd102
ABSTRACT

This study examines the dispute surrounding thegdezd gap in incomes of different socio-economic
classes. The trend in income inequality based erGimi coefficient in America in contrast to thdtather
nations in the Organization for Economic Cooperatind Development is displayed. Global and national
forces seen as causes for the increased sepaddtimeome levels are discussed. Continued economic
disparity can threaten public welfare and creatgasaunrest that will ultimately prove detrimental the
social and economic fabric that bind a nation. Tib&ie will continue to remain at the forefrontanfr
public policy and will play a significant role ihé future course of our economic policy.
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1. INTRODUCTION 2003). From 1968 to 2010, the share of nationadnime
earned by the top 20% rose from 42.6 to 50.2%. Even
Over the past few of years the problem of incomethese gains were concentrated at the very top.
inequality has received intensified scrutiny. Grogvi  Furthermore, the share to those income earnersngaki
concern has arisen as seemingly countless of sspod~ up the middle 60% within the income stratum actuall
formal studies have revealed a growing gap betwieen declined from 53.2 to 46.5%. Those on the lowegsun
rich and the less fortunate. According to the C8nsus  of the income ladder suffered an even greater deer
Bureau this disparity has been increasing for desad their share of national income. Their share felllB96.
(CBO, 2011). Average real after-tax income of thp t
1% of wage earners has increased 275% since 19%i¢9. T 2. COMPARING THE U.S. TO OTHER
income of the remaining top quartile (81 to 99th NATIONS
percentile) increased by only 65%. The vast majaft
Americans in the middle class (21 to 8@ércentile)
enjoyed only a 37% increase in income since 197@. T
bottom quintile reported the least growth at 18%isT

Apparently, the United States does not measure well
against other nations. Income inequality in the .UsS
substantially higher than in many other developed
. : nations. The Organization for Economic Cooperation
trend clearly has the effect of creating wider gap®Nng 54 peyelopment (OECD), of which the United Stages
the economic classes. , o a member, reported that the U.S. has one of theebtg
~ Much the same results are found if the distributbn  |eye|s of income inequality and relative povertytie 34
income is viewed in terms of shares of nationabime nations that make up the organization. The U.S. is
received by various cohorts within the economy.e8as followed only by Chile, Mexico and Turkey in terroé
on pre-tax and pre-transfer market income, exclydin these rather disparaging measures (Luhby, 2014).
nontaxable fringe benefits such as health insurdnute There are many methods by which income inequality
including realized capital gains, the share ofltateual is measured. One of the most common is the Gini
income received by the top 1% has more than doubledtoefficient (or ratio). This measure was developgdhe
from 9% in 1976 to 20% in 2011 (Piketty and Saez, Italian statistician and sociologist, Corrado Gamd
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published in his 1912 paper “Variability and Mutég? taxes and transfers while the lower values are the
(Gini, 1912). Based on the Lorenz curve, the Giniratios after taxes and transfers have reduced the
coefficient offers a measure of the discrepancydegree of inequality. As noted above, it can bensee
between the absolute equality of income distributio that only Chile, Turkey and Mexico report pre-tax
and the actual distribution prevailing within any Ginis greater than the U.S. The after tax Gini for
geographical area. The Gini coefficient registers Russia is unavailable. The OECD averages of 0.316
between zero and one. A coefficient of zero indisat and 0.463 are also included.

perfect income equality, while a coefficient of yni It is interesting to note the net changes in the
indicates perfect inequality. The higher the canéint degree of inequality after taxes and transfers. Gdms
is the greater the degree of inequality. in Fig. 2 represent the decreases in the Gini ratios for

Figure 1 shown here provides the Gini coefficient for each of the nations once taxes and transfers &enta
selected OECD countries (WB, 2014). Russia, which i into account. For example, Canada’s Gini coeffitien
not a member nation is also included for comparison was reduced by over 0.10 through public efforts to
The upper values represent the coefficients beforecombat income inequality.
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Fig. 2. Reductions in the Gini coefficients due to taxed ansfers
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Clearly, France, Germany and Italy reduced theirthe 13 colonies than it is today among the 50 state
coefficients the most while Chile, Ireland, Koreada  Their estimate of the Gini coefficient among the 13
Mexico had very little effect on the coefficients a colonies was 0.437 which indicates greater equality

result of transfers from the wealth to the pooreTh than the 2012 before-tax coefficient of 0.486 found
mean reduction was 0.1106 and the median was 0.11%he U.S. today.

The less well of in Germany benefited the mosthas t As seen inFig. 3, the Gini coefficient indicates a
nation’s Gini coefficient dropped by 0.209 but tldt  strong upward trend in income inequality over time.
Mexico fell the least by 0.018. The U.S. reductiaas The trend doesn’'t show any improvement when the
0.108. The mean OECD decrease was 0.147. data are examined from the standpoint of age

From these figures, it becomes rather undeniablegistribution. As seen iffig. 4, the U.S. Census Bureau
that income inequality is a grave concern acro®s th renorted that Americans in their prime earning gear
globe. According to a report from Oxfam, a (anging from 35 to 44 suffered the greatest in@eas
worldwide development organization that mobilizes the income gap since the early 1990s.

the lpr?wferhOfsge(.)pr:e agamslt povErty, tTg,C;mbmed It would seem that the recent Great Recessiomglati
wealth of t € oo ric est people in the world is _qo roughly from mid-2007 to December 2012, has
that of 3.5 billion people-or half the global poatibn . .

) g . exacerbated the problem. Workers in the lower ireom
(Oxfam, 2014). Among the report’s other findings, i ) L

; . 2. brackets were the among the first to lose theis jad the
notes that 70% of the world’s population reside in :
recession told control of the economy. The

countries where income inequality has risen siree t _
1980s and 1% of families in the world own nearly unemployment rate for less s_k|IIed Wor_kers rose emor
half, 46%, of the world’s wealth, or $110 trillion. than that suffered by those in the skilled traded a
workers who had gained higher levels of education.
3. TRENDSIN THE US Further, the recovery over the past two years loas n
been an even one. In 2011 the U.S. Gini stooddas).a
This rather unfavorable comparison with other 1.3% rise over the previous year and the firstifigmt
nations forces the question as to why the U.S. hasannual increase since 1993. Today it stands a6048
been unable or unwilling to take more concertedréff has not been an equal-opportunity recovery.
to reduce the extent of income inequality in our On a brighter side, a more in-depth perspective
economy. Lindert and Williamson (2011) argue that reveals that everyone is getting richer. The
inequality is worse today than it was in 1774. Wieal = Congressional Budget Office recently completeduayst
they contend, was more evenly distributed throughou of average household income beginning in 1979 (010
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Fig. 3. Gini Coefficients in the U.S. over time
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Fig. 4. Changes in the income gap among age groups

The study separated households into quintiles aokield 4. IDENTIFYING CAUSESFOR

at inflation-adjusted, after-tax incomes of sigrafice, it INEQUALITY

was found that incomes rose for all groups over the

period. Those in the lowest 20% of households egoy Much of the recent attention devoted to the income

an 18% rise in income since 1979. Americans ranginggap centers on identifying causes for its persisen
from the 21st to the 80th percentile reported a §p One of the most commonly referenced sources of
while a 65% increase was evidenced for those iBlls¢  inequality is seen as an advancing technology aed t
through 99th percentiles. Americans across thetspac  requirement it places on higher education levelserA
have benefited from higher incomes. a somewhat prolonged period of decline, the college
These numbers in and of themselves may indicatewage-premium has grown dramatically in the past few
worsening problem in terms of income inequality. If years. This has driven a deeper wage between better
those at the upper end of the income spectrum areducated workers and those with lesser skills. This
receiving larger increases in their income, as shaw  educational divide accelerates even further the
the figures just cited, it can only be concludedt tthe disparities among workers in that the wage gap also
income gap is widening. The issue becomes moreeacutwidens between those whbold only bachelor’s
when, as noted above, the statement that the dgperf degrees and those with graduate degrees.
income-earners experienced a 275% increase intrecen Becker and Murphy (2007) point out that in 1980, an
years is factored in. American with a college degree earned about 30% mor
Nevertheless, lower incomes and the poverty-levelthan an American who stopped education at highaicho
conditions they often precipitate are very fluiddan But, in recent years, a person with a college eiituta
transitional in nature. The U.S. Census Bureau @@  earned roughly 70% more. Meanwhile, the premium for
the dynamics of poverty during the 2004-2006 period having a graduate degree increased from roughly i50%
The study showed that in many instances household9980 to well over 100% today. The labor market is
moved in and out of poverty conditions in a trassit  placing a greater emphasis on education, dispensing
fashion. During that time period, 29% of people rapidly rising rewards to those who stay in schiial
experienced a period of poverty lasting at leasd tw |ongest. Becker and Murphy (2007) continue by rgtin
months. But even those poverty intervals were Blpic  that the earnings gap is widening because the dgifoan
of a rather short duration, with almost half endivithin the educated and those with skills is growing.
four months of those in poverty in 2004, almost 42%  This is hardly surprising, given technological
were not in poverty in 2006. developments required in the work place and a géner
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shift in economic activity to more education-intees  million workers. In 1983, the figures were 20.1% or

activities. The result is a boost in the demandbietter- 17.7 million members. The impact of such dynamics
educated workers, while depressing the job oppititisn  on the wage gap can be clearly seen when it is
and wages of the less skilled. considered that in 2013 the median weekly earnings

College degrees across our campuses also garndor union members was $950, while those who were
pronounced differences in income levels. Graduates not union members had median weekly earnings of
the hard sciences, engineering and the businelis fie only $750. As union membership wanes and those
enjoy substantially higher salaries than do thog& w who do not enjoy the elevated salaries paid to uppe
degrees in the arts, humanities and many of theasoc management are minimalized, the gap must widen.

sciences. Given the rather high cost of educatiesé On the contrary, Galbraith (2012), an economics
days, this fact clearly warns students to carefully professor at the University of Texas in Austin, d®l
choose their educational track early in their caree that many of the arguments cited above offer little

Globalization has also been cited as a cause ofxplanation for the growing wage gap. He points out
inequality. This may be particularly true in the itéd that the disparity has been prominent in many other
States were so many skilled and higher-paying ples  nations across the globe that have not experienced
outsourced overseas. Globalization is defined adrde these phenomenons. He concludes that economic
movements of goods, services and capital acrosebor  inequality has been rising in much the same manner
Given cheap labor, cheap land and a host of availab around the world since 1980. This rise appearseto b
resources abroad, many jobs that once went to Aareri  the result of changes the world’s financial fortese
workers are now being sent offshore. thrust on the global economy. Galbraith insistst tha

Blinder (2007), professor of economics at the causes of inequality are a macroeconomic issues
Princeton University and a noted “free trader,”us@g  founded on the power and its use in the financial
that open boarders are a desirable practice. But he&enter-both within nations and across the globes Th
admits that the outcome can be painful for the 80 t discussion of inequality, he maintains, tends to be
40 million American workers whose jobs are improperly viewed by current analysts in a myopic
“offshoreable.” This condition will continue due to manner as a microeconomic issue in which
two inexorable forces. The first is technology, marketplace perspectives that stresses indivicaatl
especially  information ~and  communications characteristics, like the demand for skills, ho&hter
technology, which has been improving at an stage. Instead, Galbraith insists, a much wider
astonishing pace in recent decades. This actuallyperspective must be taken that views the mattea on
alters our entire perception of what constitutes much grander scale encompassing entire nations and
international trade. The world used to think that gyen the entire planet as the stage on which this a
international trade meant shipping items in boxesp|ays out. The Great recession did not only afflict
across borders. workers at the lower wage scale. Many higher-paying

However, in a more modern sense, a growing list ofjops were also lost during the Great Recessiorthas
essential services can be zapped across interahtion unemployment rate rose during 2007 and 2008 to its
borders electronically. It has become common practi height in October of 2009 at 10%, many American
for many companies to establish call centers ieifpr  workers found themselves facing replacement by
locations. This activity of electronic service deliy has  cheaper foreign labor or just simply dismissed from
already extended to computer programming, a vagéty the work force. This is evident fromig. 5. As the
engineering services, accounting, security analgsid recession receded and was officially declared at an
many other areas that threaten job-losses in therisan end in December 2012, the unemployment rate fell to
economy. It's electrons that move, not boxes. Bind its current level of 6.6% (preliminary March 2014).
points out that trade restriction cannot hamper the However, those workers who did find gainful
transmission of electrons. employment had to settle for lower paying semitstlil

A pronounced decline in the rate of unionization or unskilled jobs. The better paying jobs held ptthe
within the US economy also contributes to the Recession were replaced by those with less pay and
growing wage gap. According to the BLS (2014), the lower benefits. Obviously, this added to the grayin
union membership rate stands at 11.3% or 14.5wage gap we are currently witnessing.
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Fig. 5. Unemployment rates during the great recession

5. THE CONTROVERSY ARISES Furchtgott-Roth notes that many studies do not
consider demographic changes in the composition of

There are some who argue that income inequality ishouseholds over the past 30 years. Specificalbretlare
not on the rise. They contend that the misguidedtoday more two-earner households at the top of the
perception of a greater gap stems from an assartay income scale and more one-person households at the
of improper analytical processes, use of misleadiug, bottom. This will further divide household earnings
ill-conceived methods of measurement and just simpl across the income stratum and give the impressian t
measuring the wrong things. This failure to cofgect the income gap is expanding.
recognize the issues surrounding the problem l¢ads More than one-half of families in the highest-inam
false conclusion and fuzzy findings. quintile in 1990 had two earners with full-time,aye

Furchtgott-Roth (2012) contends that it is per @api round jobs. In the lowest quintile, only 15% hadotw
spending and not income that should be measuresl. Shearners, with full-time, year-round work being the
finds that inequality as measured by per capitadipg exception rather than the rule.
iS no greater today than in it was in the 1980sr He  Finally, Furchtgott-Roth places blame for any
conclusion is that published government spending da perceived widening of the gap on the Tax Reform act
by income quintile show that the ratio of per parso 1986, which lowered top individual income-tax rates
consumption between the top and bottom 20% hasfrom 50 to 28%. This encouraged more small buse®ess
essentially not changed between 1985 and 2010céloti to file taxes under individual, rather than corgeraax
she places the emphasis on spending and not incomechedules. The rate has since been increased @6639.
Presumable, her assertion is that if spending amondor incomes in excess of $400,000 for those filimg
quintiles has not changed then neither has income. single tax return ($406,751 for 2014 taxes). Th&028

She further supports her belief that general now applies to those in the $87,850 to $183,250Kata
inequality has not changed by noting, as other rothe ($89,351 to $186,350 for 2014 taxes).
researchers point out, that many studies use messur  Her entire premise is based on the claim that the
of income before taxes are paid by the wealthy andsuperior measure of well-being is spending perqrebs
before transfers, such as food stamps, Medicaid andncome quintile. Spending, not income, is the prope
housing allowances are handed over the poor. Iifdjud measure of well-being among income groups becduse i
these transfers, these analysts point out, reduces spending power that demonstrates how individaeds
inequality. This is pointed out iRig. 3 above. doing over time relative to others. An examinatioh
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these data from 1985, she states, shows that iligqua Chamberst al. (2014) offer support for the supposition
has declined rather than increased. that Americans enjoy a higher standard of livirgntimany
However, one must question her position. Does Might perceive. Participants in their research isterstly
spending really reflect income across quintilesalong ~ Overestimated the size of the income gap and @s/tor
the income continuum? Doesn'’t such an approactrégno ©Ver time. Much of this distortion resulted because
the widely accepted dissimilarities in the propgnsp  Participants exaggerated the incomes of top earfieesy
consume among different income levels? It seems thdurther inflated both the upper level of income ttha
disconnection between income and spending carfdent'f'ed the top 1% of the wage-earners, as aelthe

generate misconceptions when applied to any syateg percentage of Americ_ans who fell in that exaltedu_gr
measure economic well-being They contend that, in general, the degree of income

. . inequality is not as extreme as many reports stigges
Findings by not_ed economist Ropert Go_rdon (2009) Further comfort is extended by Schiller (2010) who
suggest that the rise in American inequality hasnbe

. . L . offers the reassurance that the poor are not gettin
exaggerated both in magnitude and timing. He maista ,qrer, Although compared to the ultra-wealthy tthei

that a conceptually consistent measure of the gromt  ghare of the pie may have shrunk in the recent faest
this gap over 1979 to 2007 is only one-tenth of thast  pje jtself has gotten much bigger. He cites grointthe
often cited. He purports that by some measuresgross domestic product over time as evidence that

inequality stopped growing after 2000 and by otltes  conditions may not be as dire as some perceive.
it has not risen measurable since 1993. Furthécge pr

indexes for the poor rise more slowly than for theh, 6. SUMMARY
causing most empirical measures of inequality terstate
the growth of real income of the rich over the poor While some authors and analysts bemoan the ever-

Gordon also offers the rather interesting compariso Widening income gap, others insist it is not a eafes
in the consumption pattern between the rich and thedeep concern. Certainly, much of the data that hees
poor. He notes that the different market basketh ea collected indicate an incontrovertible increase tlre
brings home favor the poor in terms of real codteile ~ INcome/wage gap throughout the U.S. Measures based
the well-off purchase much more expensive commesliti on the Gini ratio clearly suggest that this sepagabf
) : ) the classes has occurred in the recent past. €atsre
ranging from cars to food items, the poor subsistess

; . . remains characteristic of the U.S. economy eveer aft
costly items. Their lower incomes therefore arseffly ., rections for taxes placed on those in higheorime

this more meager purchasing style. For example, heyrackets and transfers to those in lower brackets a
notes that as much as two-thirds of the post-1980tgken into consideration.
increase in the college wage premium disappearsiwhe  Specific causes of measured income inequality ean b
allowance is made for the faster rise in the cédiving identified. Economic downturns and global market
in cities where the college educated congregatés Th factors exacerbate the dichotomy between the mega-r
actually, real difference in incomes is also danggehy and the less fortunate. The premium paid for celleg
the lower quality of housing in those cities. degrees has re-emerged causing a greater dividegamo
The type of data used to measure inequality canthose with differing educational levels and theursgment
dramatically affect the outcome. Reynolds (2007) for a heightened level of technological acumen sicces
points out that many estimates of rising inequalfitgt ~ 9reater partition among income cohorts.
are widely cited in the media are often based on The accelerated rate of globalization that has

federal income tax return data. Such analysis is no€ncouraged the outsourcing of many nheretofore
comparable over time due to changes in tax codes, t American jobs has also contributed to the probldm o

rates and the ever-changing ways in which theincreased inequality. This fact, coupled with an

overnment often defines taxable income. He Oimsunmistakable reduction in the level of unionizationthe
9 . o : P U.S. economy, has also made an impact in this degar
out that the reported income of high income taxpaye

) ) h However, not all the evidence is as depressing.
Is very responsive to tax rates. When top tax rates 5y researchers suggest that much of the inegualit

capital gains and wages fall, reported incomes #se  ¢an he discounted based on the manner in which the
larger fraction of the incomes of those in the uppe (gata are collected. The use of IRS figures, for

echelon of the tax brackets show up on tax returnsexample, can distort the true nature of any income
Thus, studies that rely on IRS data are often distb  divide. Changes in tax laws prevent meaningful

and disallow comparisons across time. comparisons of income shares over time.
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Social and demographic changes in the U.S. overThis recourse will involve changes in tax codes
time also belie the true character of income diffeees.  conducive to wide-spread parity, the expansion of
People in upper income levels more often have twoopportunities to all interested individuals to augmm
income earners while those in lower income bracketstheir educational preparation as well as their
more often find themselves relying on the suppdrt o professional and vocational aptitudes.
only one bread winner in the household. This featfr
the modern American family can cast concussionhen t 8. REFRENCES
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