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ABSTRACT

The Impact of Household Capital Income on Income Inequality:
A Factor Decomposition Analysis for Great Britain, Germany
and the USA

This paper analyses the contribution of capital income to income inequality in a cross-
national comparison. Using micro-data from the Cross-National Equivalent File (CNEF) for
three prominent panel studies, namely the BHPS for Great Britain, the SOEP for West
Germany, and the PSID for the USA, a factor decomposition method described by Shorrocks
(1982) is applied. The factor decomposition of disposable income into single income
components shows that capital income is exceedingly volatile and its share in disposable
income has risen in recent years. Moreover, capital income makes a disproportionately high
contribution to overall inequality in relation to its share in disposable income. This applies to
Germany and the USA in particular. Thus capital income accounts for a large part of disparity
in all three countries.
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1 I ntroduction

There is ample evidence in the literature showing a significant increase in income inequality
since the mid-1970s in a wide range of OECD countries (e.g., Atkinson et al. 1995, Milanovic
2005, Burkhauser et al. 2007). While scholars agree on the existence of inequality, the ques-
tion of its underlying causes still remains largely unanswered. Not only is the income distribu-
tion affected by demographic, political-structural, and labour market changes; it is also af-
fected by individual components of household income, which also mirror these societal
changes. The most important sources of received income are wages and salaries, which have a
digtinct impact on inequalities in disposable income. One often-cited explanation for increas-
ing wage inequality is that of “skill-biased technical change” leading to a wider spread in la-
bour income (Bound and Johnson 1992; Juhn et al. 1993, Autor et al 1999).

Up to now, however, little evidence has been produced to show how other income compo-
nents influence the persona distribution of income (see for ingtance Jantti 1997, Jenkins
2000, Lerman and Yitzhaki 1985, O’ Higginset al. 1990, Schwarze and Frick 2000, Shorrocks
1983). Capital income is seen as playing an important role in this process. It can consist of
either dividends and interest or returns from trust funds or other assets. Most essential are
returns from property investments. namely, income from rentals and leasing and potentially
royalties.* Capital gains are another important source, translating into future returns on capi-
tal. However, capital gains are typically not considered when looking at income flows.

In the national accounts, capital income or investment income covers income derived from a
resident entity's ownership of foreign assets. The most common types of investment income
are income on equity (dividends) and income on debt (interest). The components of invest-
ment income are classified as direct investment income, portfolio investment, and other in-
vestment income (OECD 2007).2

! An exact definition of “capital income” will be given in Chapter 3.

2 A more detailed definition of investment income is given by the IMF: investment income consists of direct
investment income, portfolio investment income, and other investment income. The direct investment compo-
nent is divided into income on equity (dividends, branch profits, and reinvested earnings) and income on debt
(interest); portfolio investment income is divided into income on equity (dividends) and income on debt (inter-
est); other investment income covers interest earned on other capital (loans, etc.) and, in principle, imputed in-
come to households from net equity in lifeinsurance reserves and in pension funds. (IMF: 39).
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The contribution of capital income to personal income inequality and the question of its role
in increasing inequality have scarcely been examined. It is to be expected that the share as
well asthe volatility of capital income hasrisen in the recent past and will rise in the future as
well. In fact, the rate of property income in the German national accounts has increased con-
siderably for the last several years (Statistisches Bundesamt 2003).2 If capital income is more
volatile than other income components, the altering share of capital income could also provide
an explanation for observable fluctuations in measured income inequality.

Given that capital income is more concentrated at the top of the income distribution, one may
argue that a further increase in capital income also leads to an increase in inequality. On the
other hand, wealth and derived capital income are more prevalent among the elderly, who are
often found in the lower and middle quantiles of the income distribution. Due to demographic
changes that are resulting in obsolescence and the increased importance of private retirement

funds, thisis having alevelling effect on the overall income distribution.

There is aso cross-country variation in the incidence and relevance of capital income (see
Hedstrom and Ringen 1990). In addition, the Anglo-Saxon countries traditionally invest
money in the stock market, yielding a higher probability of increased capital gains and in-
come from dividends in these countries than in countries like Germany.

Aside from the cross-country variation, the general picture is that capital income is strongly
linked to economic development and hence to current interest rates. However, since the early
1980s there has been a trend toward decreasing interest rates in most of the OECD countries,
which could yield a levelling effect on capital income.

Past sudies have dedlt at least peripherally with the contribution of capital income to income
inequality. According to Atkinson (2000), rising capital income, which he identifies in the
shift from earned income to other income components and increased rates of return, can po-
tentially influence the income distribution. Gottschak and Smeeding (1997) explain the
higher income shares at the top of the income distribution by increased capital income among
other factors. O’Higginset a. (1990) find that the average shares of property income in gross
income are 5.8% in the USA, 2.7% in Great Britain, and 1.1% in West Germany. Further-

more, they examine the shares of the single income components in total income within the

% One reason for that development is the increasing importance of inheritances from the baby-boomer generation
in particular.
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first to the fifth quintiles, and find no significant difference between quintiles for property
income in Germany or Great Britain, in contrast to the USA. Indeed the highest values appear
in the highest quintiles of al three countries (see O'Higgins et al. 1990). Atkinson (1997) ex-
plains the four percentage point increase in the contribution of capital income to income ine-
quality between 1973 and 1993 (from 7% to 11%) primarily on the basis of increasing private
pension benefits, whose share he calculates to have doubled from 3% to 6%. He also believes
this development resulted from rising interest rates at the beginning of the 1980s, their
continued rise in the 1990s, and increasing dividend and share prices (Atkinson 1997). Jen-
kins (2000) addresses the issue of rising income from investment and savings in Great Britain
and its increasing influence on inequality in the 1980s as well, arguing that the impact has not
risen since the 1990s (see Jenkins 2000). The contribution of property income to inequality is
also discussed by Jantti (1997): he points out that although only 3% of income in Great Brit-
ain was property income in 1986, it was responsible for 10% of inequality. According to
Jantti, the 6% share of the income component even accounts for 18% of income disparity in
the USA.

Becker (2000) looks at the influence of single income components on inequality in Germany,
comparing the years 1988 and 1993. She draws similar conclusions for Germany to those of
Jantti (1997) for Great Britain and the USA: although only around 5% of income was prop-
erty income in 1988 and 7% in 1993, it accounted for approximately 14% and 18% of total
inequality in these two years, respectively (see Becker 2000).

Gottschalk and Smeeding (1997) emphasise that as a result of the rising correlation between
high earned and high capital income, the inequality in market income increased in Great Brit-
ain in the eighties (see Gottschalk and Smeeding 1997). Franz (1997) also alludes to the fact
that capital income contributes noticeably to total income and should hence be included in the

inequality analysis.

The aim of this paper isto investigate the impact of capital income on the overall distribution
of income in a cross-national comparison using three prominent panel surveys. In our exami-
nation of how inequality of capital income has developed in the USA, Great Britain, and
Germany, we decompose disposable income into single income sources. We analyze, among
other things, the relative and absolute contribution of capital income as well as the share of

this income component in disposable income.



In the following, Section 2 defines the analytical framework for the empirical study, and out-
lines the method of inequality decomposition. In Chapter 3, we give an overview of our em-
pirical analysis of the contribution of capital income to income inequality in Great Britain,
Germany, and the USA. In Chapter 4, we summarise and discuss the findings.

2 Data and Methods

The analyses in this paper are based on data from the Cross-National Equivalent File (CNEF,
Burkhauser et a. 2000) which is constructed by Cornell University in collaboration with DIW
Berlin, ISER Essex, and StatsCan Ottawa. The CNEF contains data from the German Socio-
Economic Panel Study (SOEP started in 1984, see Haisken-DeNew and Frick 2005),* the US
American Panel Study of Income Dynamics (PSID started in 1968, see Hill 1992),° the Cana-
dian Survey of Labor and Income Dynamics (SLID started in 1992, see Canberra Group
2001).° and the British Household Panel Study (BHPS started in 1991, see Bardasi et
al.1999). The CNEF is designed to allow researchers to analyse the dynamics of income in an
international context. Thus it contains information about household income and income com-
ponents, socio-demographic variables and other labour market data (see Burkhauser et al.
2000). Furthermore it provides some imputed variables that are not available in the original
datasets—for instance, post-government income, tax estimations, and variables regarding the
composition of households. To allow the comparison between countries, the variables are
defined as equivaently as possible. The income variables are measured on an annual basis,
thus also including one-time payments such as 13™-month salary, Christmas bonuses, and
income from interest and dividends. The CNEF is updated each year by the new surveys of
the four panels. Currently, data are available from 1980 to 2005.

Conventional definitions of income (e.g., those from the Canberra Group 2001 or from
Smeeding and Weinberg 2001) are based on the so-called “full-income concept” which in-
cludes monetary and non-monetary income, i.e., in-kind transfers and services are factored

into measuring welfare.” The transfers in-kind considered in the CNEF are income advantages

* For the following analysis, we focus on West Germany only, because the incidence of capital incomein East
Germany is still relatively low and would distort the West German resullts.

> All panel studies included in the CNEF survey information annually. However, interviews in the PSID have
been carried out at two-year intervals since 1997.

® Because of specific data access rules for the SLID data, we refrain from considering this survey in our investi-
gation.

" On the discussion about income definition, see inter alia Gottschalk and Smeeding (1997) and Smeeding and
Weinberg (2001).



from owner-occupied housing (imputed rents).? However in the following only monetary in-
come is taken into consideration. The household disposable income or post-government in-

come result from the sum of the following kinds of income'®:

(1) Y=E+C+Ry +Tq +Tu +To, - T.
%f_J \—\,_—J
capitalincome wan S[f)grbllrléo e

The disposable income Y contains gross earnings from dependent employment and self-
employment (E)*, asset income (C), private retirement pensions (Reg), private transfers (Ter),
social security pensions (Tso), public transfer payments (Tpy) and taxes and social contribu-
tions (T).

Asset income in the three panel studies consists of grossincome from interest, dividends, trust
funds, and other assets (see appendix for the exact wording of the underlying questions).* If
respondents do not know the exact amount, all surveys additionally ask for a rough assess-
ment in several income classes.”® Irregular income inflows like one-time transfers, winnings,
inheritances, gifts of money or items, and capital gains are not considered in the measure of

capital income.

According to Smeeding and Weinberg (2001), it is advisable to extend the concept of capital
income to private retirement pensions—as is done in the accounts—given that this income
component represents an aternative invesment in insurance instead of the capital market.
Income from private retirement pensions in the CNEF consists of income from previous em-

ployers, private pensions, and annuities. Veterans pensions are aso included inthe PSID.

8 According to Frick and Grabka (2002) imputed rent makes a considerable contribution to inequality. As this
income component is no longer computed for Great Britain, it has to be left aside in this analysis although this
source is embraced by the term of property income in some studies (see Becker and Hauser 2003). However it
can be shown that trends and on the whole even the levd of capital income inequality does not change essen-
tially no matter whether imputed rent is taken into consideration or not.

19 On the definition of income components, see Burkhauser et al. (2000) or CNEF Codebooks. For the BHPS see
Bardasi et a. (1999), for the SOEP see Grabka (2007).

! For reasons of measurement quality, income from self-employment is not embraced by the term capital in-
come here.

12 The SOEP also considered income from rental's and leasing (minus maintenance and operating costs) as one
other type of gross asset income.

3 The income classes used in the SOEP are defined as follows: lower than €250, € 250 to 1000, €1,000 to 2,500,
€2,500 to 5,000, €5,000 and higher; since 2003 the supplemental classes€5,000 to 10,000 and €10,000 and
higher exist. These grouped data are converted into metric information by the CNEF data producers . In case of
item-non-response, thisinformation isimputed; for the German SOEP, seg, e.g., Frick and Grabka (2005).



When analysing capital income, some problems of definition and measurement can arise. For
instance, it is complicated to define capital income and to draw the distinction between capital
and property income.** Smeeding and Weinberg (2001) make the attempt to determine in-
come components and household income consistently. Furthermore the Canberra Group
(2001) suggests how to complete the definition of income, particularly regarding capital in-
come.

Atkinson and Bourguignon (2000) refer to several factors that hinder the collection of capital
income data. They argue that—in contrast to earnings—capital income is paid at irregular
intervals. Moreover, according to Atkinson and Bourguignon, this income is often more vir-
tual than real.”® Therefore capital income (in microdata) is frequently underestimated com-
pared to national accounts data.'® Smeeding and Weinberg (2001) point out the problem of
undervaluation of capital income as well, whereby inequality tends to decrease due to the de-
creasing incomes of households at the top of the distribution, which obtain relatively high
capital incomes. Gottschalk and Smeeding (1997) argue similarly that the survey of capital
income in annual income statistics is limited. All of these arguments aso apply to the under-
lying data. However we refrain from a correction of capital income for the following analysis,
since these systematic problems apply to all countries and for every point in time. Addition-
aly there is no potential correction factor, given that investment income in the national ac-
counts is partly derived as aresidual.

Our measure of disposable income is equalized using the square root of the household size to
adjust for differences in household composition. The Canberra Group (2001) proposes the use
of price indices and purchasing power parities for the temporal and regional comparative
analysis of distributions expressed in monetary units. The CNEF provides a consumer price
index for each dataset, although the base years differ. To make the data on the three countries
comparable, the price indices are converted into the base year 2001. Data concerning the pur-

chasing power parities are supplied by the OECD.*®

14 Non-monetary components are subsumed under the term “property”.

15 Atkinson and Bourguignon (2000) take private pensions as an example. The annual income on this source is
mostly reinvested. Thus, contractually, one does not obtain the income on the accumulated savings directly. The
amount consequently neither appearsin income tax returns nor is mentioned spontaneously as an income source.
The same istrue for unrealised capital gains or losses.

16 One reason why the aggregated capital income in the national accounts differs from micro-data is the consid-
eration of accumulated savings (e.g., from private pensions) at the macro level (see Atkinson 1996).

'8 In the calculations, the low-income family sub-sample of the PSID and the high income sub-sampl e of the
SOEP are omitted.



Besides the Gini-coefficient,

@ Gly)=-5-a &

which is sensitive to changes in the middle of the income distribution for this analysis, half
the squared coefficient of variation (HSCV) belonging to the class of the generalised entropy
measures is of importance.

@ Lo)--g Ly

I,(y) is defined for negative incomes and factor incomes amounting to zero. The measure is
sensitive to changes at the top of the distribution. 1,(y) is often employed for the factor in-
come decomposition because it exhibits the desirable feature of additive decomposability.
Shorrocks (1982) demonstrates why it isreasonable to choose |, (y) as a measure of disparity
when decomposing inequality into income components.

According to Shorrocks (1982) the relative contribution of an income component to income

inequality s, results from the absolute contribution of that component to inequality S,
@ s=aal
divided by total inequality I (y):

(5) %=ﬁ%-

K
Each function satisfying § s, =1 can be characterised as a decomposition rule (see Shor-
k=1

rocks 1982). However, these “natural decomposition rules’ are arbitrary. As a solution, Shor-
rocks (1982) imposes two relatively weak restrictions: first, he assumes that the factor contri-
bution to total inequality amounts to zero if the incomes of this component are equally dis-
tributed among the population (“population symmetry*), and second, he requires “two-factor
symmetry,” that is, he assumes a division of total income into two factors whose factor distri-
butions are each a permutation of the other components and which contribute identically to
total inequality (see Shorrocks 1982).

If these assumptions are fulfilled an unambiguous decomposition rule can be derived:

_cov(y.y) _ ris (%)
6 s= sz(y) ~s(y)

with n as number of individuals, y asincome and p asaverage income.



with r as the coefficient of correlation betweeny, and y . Thus the choice of the inequality

measure has no effect on the relevance of the particular income sources (cp. Shorrocks 1982).
Equation (3) matches the “natural decomposition rule’ of the HSCV 1, (y), hence:

7 s=r, g_ z_yk

which, however, isindependent of the choice of the inequality measure. Therefore the correla

tion of the income source with total income [ r, ], the share of the income component in total
income [Vk/fl], and the ratio of inequality of the income source to total inequality
[1,(y.)/1,(y)] have an impact on the relative contribution of the different income components

to total inequality [ s, ] (cp. Jenkins 2000).

A special case of inequality decomposition by factor components constitutes the decomposi-
tion of the Gini coefficient. First considerations referring to this were made by Rao (1969)
and Fei et a. (1978). The Gini coefficient is also decomposable in compliance with Shor-
rocks “natural decomposition rule.” The absolute contribution of the income components k

to inequality is according to Shorrocks (1982)

® sle)="lel )= aF "%

Thereby E(Y") is known as Pseudo-Gini of income source k since therank of individual i is

not examined within the distribution Y* but within the distribution Y (see Shorrocks 1982).

3 Empirical Findings

The Gini coefficients in Figure 1 regarding the digparity of capital income show that over
time, capital income has been distributed most unequally in West Germany compared to the
USA and Great Britain. In addition, it becomes apparent how much more unequally capital
income is digtributed than disposable income. The Gini coefficients for capital income take an
average value of 0.72 for Great Britain, 0.75 for the USA, and even 0.81 for West Germany.?

% |t must be noted that the observation years considered here do not perfectly coincide with the business cycles
of the three countries under consideration.



FIGURE 1: The development of inequality of disposable income and capital income
measured by the Gini coefficient
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Source: CNEF, authors' calculations.

The Gini coefficients on capital income for the USA and Great Britain exhibit a moderate
ascent in the middle of the 1990s and a subsequent decline. The value measured for Germany
varies less. Furthermore, the similar gradients of the country-specific curves suggest a high

correlation between the particular inequalities of capital income and disposable income.?

To assessin which part of adigtribution inequalities occur, absolute and relative quantiles can
be examined. Table 1 gives information about the composition of disposable income in the
USA, Great Britain, and West Germany in particular years in the bottom, middle, and top

quintiles.

2 How intensive this interdependence actually is can be read off the coefficients of correlation. Their averages
arerelatively high for all three countries: 0.54 for the USA, and 0.43 and 0.46 for Great Britain and Germany,
respectively. Indeed, the highest correlation becomes continuously apparent between grossincome from em-
ployment and disposable income.
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TaABLE 1: The share of the income components in disposable income in %

GB 1992/2004 USA 1992/2003 Ger 1992/2004
bottom  middle top bottom  middle top bottom  middle top
quintile  quintile  quintile quintile  quintile  Quintil quintile  quintile  quintile

gross earnings from
dependent em- 47.8 87.9 108.5 59.9 1045 116.5 57.4 108.4 1235
ploymentandsef- 594 827  96.9 772 109.1 121.6 44.6 101.8 116.8
employment
capital income incl. 6.7 10.7 12.3 6.0 14.8 20.3 4.3 6.1 9.4
private pensions 54 12.4 17.3 3.5 12.2 15.0 3.8 8.3 14.1
fivate transfers 25 1.5 2.0 4.0 1.4 0.8 2.6 0.5 0.2
P 16 07 0.6 54 19 12 38 07 03
Piﬁ[ﬁﬁgg{i[ﬁy& 499 212 71 360 87 3.0 50.9 19.6 9.3
pensions 431 243 121 193 63 32 59.6 27.2 159
Taxes and social -6.8 -21.3 -29.8 -5.9 -295 -40.7 -15.2  -34.7 -42.3
contributions -9.6 -20.2 -26.9 -53 -205 -410 -11.7 -38.0 -47.0
total 100 100 100 100 100 100 100 100 100

Source: CNEF, authors' calculations. Note: The values are rounded so that they do not sum up to 100 % in all
Cases.

It is noticeable that the composition of household income varies widely in the particular quin-
tiles of the income digtribution. The share of capital income in disposable income differs sub-
stantially within the countries and within quintiles. It exhibits the highest values in the top
quintiles without exception. Thereby capital income in 2004 in the middle and upper quintiles
in Great Britain and Germany gained in importance compared to 1992. Furthermore the
shares of capital income increased more in the top than in the middle quintile in each case.
The rise of capital income shares constitutes about 36% in the middle and 50% in the top
quintile in Germany. The increases in Great Britain amount to approximately 16% and 41%,
respectively. Although the share of capital income in the USA decreased in every quintile
contemplated, the German share is still the lowest.?

Despite the fact that capital income gained in importance in the top and middle quintile, the
share of this income component in disposable income declined for the population with the

% From other studies (e.g., Burkhauser et al. 2007b) it iswell known that the top one percentile further increased
their income share (of total capital incomein particular). However, this could not be shown for the US with the
PSID data, because a specific high income sample is not considered in the PSID, whereas other surveys such as
the US Survey of consumer finances (SCF) explicitly make use of a high-income sample.

11



lowest 20% of income in Great Britain and Germany. Hence, one can assume that inequality
of capital income has increased within these countries. This result is consistent with the as-
sumption of Piketty and Saez (2003) that capital income is of particular importance for the
higher percentiles. This can aso be confirmed for the USA since the relative decrease of the
share in the bottom quintile isthe highest. Table 1 also reveals a shift from earnings to capital
income as supposed by Atkinson (2000) for Germany and the middle and top income quintile
of Great Britain. The same cannot be stated for the USA or the bottom British quintile.

On the basis of the relative quantiles in Table 2, it can be shown how much capital income an
individual belonging to the top 20% or top 10% of the income distribution obtains propor-
tional to a person in the second or first decile, respectively. The p90/p10 ratio takes the high-
est values inthe USA. In Great Britain and West Germany, the quotient exhibits lower values
with comparatively little variation. In the nineties, an increase in the ratio is found for all three
countries. On average, an individual belonging to the ninth decile in the USA obtained around
Six to eight times more capital income than a person in the first decile. In Great Britain and
the USA, the p90/p10 ratio decreased dlightly for the most recent years, whereas in Germany
a small increase in inequality for capital income was observed. The p80/p20 ratio is much
more constant over the time than p90/p10 in all of the three countries. This suggests that the
inequality of the capital income distribution is particularly affected by the extrema of the dis-

tribution.

However this kind of inequality measurement disregards all other points of the distribution.?®
Regarding the inequality of capital income, one can generaly state that it has increased in
Germany in reference to the extrema in recent years but the level in the USA and Great Brit-
ainisstill higher.

% |t must be noted that for this analysis we do not apply a top coding or trimming of the underlying data, thus,
outlierscan in principle affect the results. However, unusual values are much more prominent in capital income
than in other income types. Even atop 1% trimming does not affect the general picture of the results presented
here.
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TABLE 2: Percentile Ratios of capital income for the UK, USA, and West Germany

GB USA Ger

p90/p10 p80/p20 p90/p10 p80/p20 p90/p10 p80/p20
1985 n.a. n.a. 5.71 3.23 4.16 3.39
1986 n.a. n.a. 6.51 3.01 2.55 2.36
1987 n.a. n.a. 5.87 3.00 4.84 1.71
1988 n.a. n.a. 5.77 2.66 6.04 2.97
1989 n.a. n.a. 5.80 3.45 3.81 2.67
1990 n.a. n.a. 6.48 3.02 3.15 2.23
1991 n.a. n.a. 6.75 3.14 2.44 2.04
1992 3.70 2.26 8.04 2.92 3.46 1.90
1993 3.89 2.12 6.40 3.14 3.61 2.32
1994 4.15 2.44 6.73 3.06 2.81 1.92
1995 4.28 2.28 8.78 3.57 4.13 1.70
1996 4.43 2.21 6.54 2.62 4.42 2.84
1997 3.61 2.23 11.73 4.26 3.98 2.05
1998 4.37 2.04 n.a. n.a. 3.33 2.61
1999 3.34 2.13 7.54 2.83 3.99 1.89
2000 3.47 2.24 n.a. n.a. 4.61 1.95
2001 3.23 2.24 7.42 3.66 3.59 2.88
2002 4.17 3.86 n.a. n.a. 3.73 2.15
2003 3.55 2.04 6.54 4.07 4.83 3.12
2004 3.51 2.03 n.a. n.a. 4.58 2.50

Source: CNEF, authors' calculations.

Having gained insight into the distribution of capital income in the three countries, we now
turn to the contribution of this income source to total inequality, which we will analyse in
more detail. Figures 2 to 4 show the influence of single income components on overall dispar-
ity. Some components contribute negatively to the inequality of disposable income. Thus, the

absolute contributions S, of this kind of income take negative values. It becomes apparent

that gross income from employment is the income component contributing most to the dispar-
ity of disposable income in al three countries. The absolute contribution of capital income to

total inequality S, remains comparatively stable in Great Britain as well as in Germany

over time and averages out at 0.034 in both cases. An unambiguous trend of the absolute con-
tribution of capital income to disparity does not become apparent in the long run. Instead, it
shows episodic fluctuations that raise the level of the contribution only marginally. However a
short-run examination reveals that the absolute contributions of capital income to income ine-

guality in Germany have increased in recent years.
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FIGURE 2: The absolute contribution S, of the particular income sources to inequal-
ity of disposable income in Germany 1986 to 2004
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FIGURE 3: The absolute contribution S, of the particular income sources to inequal-
ity of disposable income in Great Britain 1992 to 2004
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FIGURE 4: The absolute contribution S, of the particular income sources to inequal-
ity of disposable income inthe USA 1984 to 2003
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Thevaueof S, variesfar more widely inthe USA and is considerably higher there than

in other countries. This becomes apparent in Figure 5 as well. Furthermore similar trends
emerge in particular sub-periods. The contribution of capital income to income inequality
increased in the middle of the 1980s in Germany and the USA followed by a decrease in both.
A similar pattern is seen at the beginning and middle of the 1990s in Great Britain aswell.

The comparison of Figure 5 and 6 shows that the country-specific curves resemble one an-
other, independent of the choice of measure to be decomposed. The far higher fluctuations
emerging from the decomposition of HSCV can be explained by its sensitivity to changes at
the top of the distribution. Furthermore it can be assumed that the inequality of capital income
is affected more strongly by the middle of the distribution in Great Britain than in Germany
because when decomposing the Gini coefficient, a higher disparity of British capital income

becomes apparent, whereas the decomposition of |, results in a similar level of disparity for

both countries.
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FIGURE 5: The absolute contribution S, of capital income to inequality of disposable
income decomposing |,
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FIGURE 6: The absolute contribution S, of capital income to inequality of disposable
income decomposing the Gini coefficient

0,14

0,12

S, S, "
0,1 4 \.

0,08 »
/
0,06 A A~

M e
0,04 /m
0,02

O Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll

1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004

——GB —— USA ——Ger

Source; CNEF, authors' calculations.



On the basis of Table 3 it can be shown that the relative contribution of capital income to dis-
parity is disproportionately high compared to its share in disposable income in all of the three
countries, with the highest level for the USA. The shares rise constantly over time in Ger-
many and remainsrelatively stable in the USA and Great Britain. The British valuesof s, are
relatively low compared to the share of capital income in inequality. Hence it appears that

particularly in Germany and the USA, the importance of capital income is disproportionately
high compared to its share in digposable income, thus explaining the disparity.

TaBLE 3: Therelative contribution of capital incometo inequality s, and the share of capital
income in digposable income in %

GB USA Ger
relative con- share of relative con- share of relative con- share of
tribution of capital in- tribution of capital in- tribution of capital in-
capitalin- come in dis- capitalin- come in dis- capitalin-  come in dis-
come to posable in- come to posable in- come to posable in-
inequality S,  come in % inequality S,  come in % inequality S,  come in %
1984 32.3 12.7 7.7 2.0
1985 34.8 13.2 11.0 3.4
1986 34.0 12,5 15.8 4.6
1987 33.6 12.8 15.9 4.6
1988 31.0 11.7 15.8 4.6
1989 31.7 12.4 15.3 4.5
1990 31.1 12.2 16.6 5.0
1991 30.8 12.0 16.8 5.1
1992 24.3 9.1 29.9 11.7 17.4 5.3
1993 25.2 9.7 28.2 11.4 16.4 5.3
1994 25.2 9.3 30.0 12.6 17.1 5.5
1995 26.9 10.1 29.9 12.3 17.0 5.5
1996 29.1 10.5 28.5 11.7 17.4 5.6
1997 27.1 9.8 22.8 10.5 18.9 5.8
1998 26.1 9.9 18.9 5.9
1999 28.2 10.4 28.3 11.9 20.9 6.5
2000 28.3 10.1 22.1 7.3
2001 26.2 9.3 27.4 11.6 21.6 6.9
2002 24.0 9.8 23.7 7.9
2003 25.4 9.3 35.3 9.2 22.3 7.4
2004 26.3 9.5 22.5 7.4
2005 22.3 7.4

Source: CNEF, authors' calculations.
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4 Discusson

Assuming that capital income is influenced inter alia by interest rates specificaly or by the
economic situation more generally, we can explain some of the trends in capital income and
itsrole in the development of disposable income inequality—in particular for the USA.

FIGURE 7: Long-term interest ratesin %
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Source: http://stats.oecd.org/WBOS/default.aspx ?Dataset Code=CSP2007.

Especially in the USA, economic crises like the recession of 1990/91 and the Asian financial
crisis of 1997 had an inequality-reducing effect as measured by the Gini coefficient and
HSCV regarding capital income. This development can also be reproduced using the absolute
and relative contribution as well as the share of the income component in disposable income.
It can be stated that the relative and the absolute contribution of capital income to income
inequality cause arise in prosperity and a decline in depression. The same is true for the share
of thisincome component in disposable income.

These trends were most dramatic in the USA, while they were much more moderate in Ger-
many and Great Britain. Thus it can be concluded that capital income is particularly sensitive
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to changes and fluctuations in interest rates. However, the exact relationship has to be exam-
ined in greater detall.

As the development mentioned above can be substantiated less unambiguously on the basis of
the Gini coefficient of disposable income (Figure 1) than based on HSCV or the Gini-
coefficient concerning capital income (Figure 5 and 6), it can be assumed that the economic
changes have an overriding impact on capital income and hence also on the disposable in-
come of the upper income classes. Thisis evident for al of the three countries.

It has also been verified that the share of capital income in disposable income has risen in
recent years, particularly in Great Britain and Germany. And the volatility appears to have
increased as well. Because capital income is more volatile than other income components and
its inequality exhibits a quite similar course to the inequality of disposable income, it can be
held liable for a large part of the disparity. The fact that a higher share of capital income is
usually accompanied by higher inequality suggests the same.

For a cross-national comparison of capital income, one should also think about changes in
tax-favoured treatment of various assets. A prominent example for Germany is the tax allow-
ance on savings (Sparerfreibetrag) that was introduced in 1993. This specific tax exemption
amounted to 6,000 DM for a single tax filer in contrast to a lower amount in previous years.
Since 1999, this tax exemption was reduced several times. Another example is the introduc-
tion of the promotion of private pensions (“Riester-Rente”) in 2002, where all contributions to
this pension plan can be fully deducted from taxable income, thus yielding an increasing por-
tion of future income of the elderly in Germany.

In Great Britain, a tax exemption for capital gains amounting to £5500 was determined in
1992 and was raised over the years to £8800 in 2006. Thereby capital losses can be charged
against profits. Thisis aso true for the USA. If losses are in excess of capital gains, up to
$3,000 per year can be deducted from taxes and the amount potentially exceeding this value
can be transferred to the next year. Until 2003, a 20% tax was levied on long-term capital

gains. Since then it has amounted to 15% and only 5% for the lowest tax brackets.

Regarding the contribution of capital income to income inequality in the USA, Germany, and
Great Britain the following can be stated in summary: in all three countries, this income com-
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ponent makes a disproportionately high contribution to inequality in relation to its share in
disposable income. This applies to Germany and the USA in particular. The absolute as well
astherelative contributions of capital income take the highest values for the USA, where they
vary the most. In Germany and Great Britain, these measures exhibit minor fluctuations on a
lower level. It is remarkable that the relative contribution of the income component is consid-
erably higher in Germany than in Great Britain although the British absolute contributions are
comparable to the German ones and the shares of capital income in disposable income in
Great Britain are in excess of those in Germany. In comparison to the USA, capital income
contributes relatively little to inequality in Great Britain as well. This result is remarkable
insofar as it was assumed, due to the comparable incentive structures in Great Britain and the
USA, that capital income plays a more important role in inequality there than in Germany.
Less surprising is the rather dominant role of capital income in regard to income inequality in
the USA.

Thus the contribution of capital income to income inequality can be considered as substantial.
However the results of thisanalysis cannot be seen as complete. To be better able to judge the
extent to which capital income influences disparity, macro-economic conditions and their
impact on capital income must be examined in detail. Furthermore, the exact differentiation of
property in contrast to capital income has to be implemented and a uniform income concept
should be established.
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Appendix B: Exact Wording of capital income Related Questions in Original

Survey Instruments

BHPS:

Inthe past 12 months how much have you personally received in the way of dividends or interest from
any savings and investments you may have?
WRITE IN TO NEAREST £:

PSID:

Did [you/she] receive any (other) incomein[year] from dividends, interest, trust funds or other assets?
How much werethedividends?  ~ USD

How much wastheinterest? ~ USD

How much did [you/she] receivefromtrust funds?__ USD

How much was fromother assets? USD

SOEP:

How high was your total income from interest, dividends and profits from all investments in the last
calendar year?

Last year euros
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