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Abstract

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 Introduction

There is ample evidence in the literature showing a significanéase in income inequality
since the mid-1970s in a wide range of OECD countries (e.gngdRiet al. 1995, Milanovic
2005, Burkhauser et al. 2007). While scholars agree on the existemszjodlity, the ques-
tion of its underlying causes still remains largely unanswered. Not onlyilscibrae distribu-
tion affected by demographic, political-structural, and labour matkahges; it is also af-
fected by individual components of household income, which also mirror guesetal
changes. The most important sources of received income are avaealaries, which have a
distinct impact on inequalities in disposable income. One ofted-ekplanation for increas-
ing wage inequality is that of “skill-biased technical chanligatling 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 incompe-c
nents influence the personal distribution of income (see for instamtg 1997, Jenkins
2000, Lerman and Yitzhaki 1985, O’Higgins et al. 1990, Schwarze and Frick 200G cklsorr
1983). Capital income is seen as playing an important role irptbcess. It can consist of
either dividends and interest or returns from trust funds or otlsetsadviost essential are
returns from property investments: namely, income from reatadisleasing and potentially
royalties® Capital gains are another important source, translating into frgtens on capi-

tal. However, capital gains are typically not considered when looking at intonrse

In the national accounts, capital income or investment income convensie derived from a
resident entity's ownership of foreign assets. The most commes dfpgnvestment income
are income on equity (dividends) and income on debt (interest). The campahenvest-
ment income are classified as direct investment income, portfiddestment, and other in-
vestment income (OECD 200%).

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

2 A more detailed definition of investment incomegisen by the IMF: investment income consists a&di

investment income, portfolio investment income, aticer investment income. The direct investment pmm
nent is divided into income on equity (dividendsarxh profits, and reinvested earnings) and incomelebt
(interest); portfolio investment income is dividiedo income on equity (dividends) and income ontdetier-

est); other investment income covers interest ghomeother capital (loans, etc.) and, in principheputed in-

come to households from net equity in life insusreserves and in pension funds. (IMF: 39).
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The contribution of capital income to personal income inequality anduéstion of its role
in increasing inequality have scarcely been examined. It is &xpected that the share as
well as the volatility of capital income has risen in thene@ast and will rise in the future as
well. In fact, the rate of property income in the German natiacebunts has increased con-
siderably for the last several years (Statistisches Bunde08)? If capital income is more
volatile than other income components, the altering share of capital incomealsoupatovide

an explanation for observable fluctuations in measured income inequality.

Given that capital income is more concentrated at the top of thmendistribution, one may
argue that a further increase in capital income also leaais tiacrease in inequality. On the
other hand, wealth and derived capital income are more prevaleng dhsoelderly, who are
often found in the lower and middle quantiles of the income distributiontddemographic
changes that are resulting in obsolescence and the inciegsatince of private retirement

funds, this is having a levelling effect on the overall income distribution.

There is also cross-country variation in the incidence and relevaincapital income (see
Hedstrom and Ringen 1990). In addition, the Anglo-Saxon countries traditianabgt
money in the stock market, yielding a higher probability of irsedacapital gains and in-

come from dividends in these countries than in countries like Germany.

Aside from the cross-country variation, the general picturbat dapital income is strongly
linked to economic development and hence to current interest rate@sveto since the early
1980s there has been a trend toward decreasing intereshratest of the OECD countries,

which could yield a levelling effect on capital income.

Past studies have dealt at least peripherally with the contribaticapital income to income
inequality. According to Atkinson (2000), rising capital income, which hatifies in the

shift from earned income to other income components and increasefragturn, can po-
tentially influence the income distribution. Gottschalk and Smeedi®§7) explain the
higher income shares at the top of the income distribution by iedeapital income among
other factors. O’Higgins et al. (1990) find that the average shamm®érty income in gross
income are 5.8% in the USA, 2.7% in Great Britain, and 1.1% in Wesh&®g. Further-

more, they examine the shares of the single income componewtslintome within the

® One reason for that development is the incredsipgrtance of inheritances from the baby-boomelegztion
in particular.
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first to the fifth quintiles, and find no significant differencevioeen quintiles for property
income in Germany or Great Britain, in contrast to the USA. khdee highest values appear
in the highest quintiles of all three countries (see O’Higgiral. 1990). Atkinson (1997) ex-
plains the four percentage point increase in the contribution of caqmtahe to income ine-
quality between 1973 and 1993 (from 7% to 11%) primarily on the basisrefising private
pension benefits, whose share he calculates to have doubled from 3%He &%o0 believes
this development resulted from rising interest rates at thentiag of the 1980s, their
continued rise in the 1990s, and increasing dividend and share prices ¢At&i®87). Jen-
kins (2000) addresses the issue of rising income from investmenaandssin Great Britain
and its increasing influence on inequality in the 1980s as well,raygloat the impact has not
risen since the 1990s (see Jenkins 2000). The contribution of property itwamequality is
also discussed by Jantti (1997): he points out that although only 3%oafienia Great Brit-
ain was property income in 1986, it was responsible for 10% of ingquatcording to
Jantti, the 6% share of the income component even accounts for 18% of idicpargy in
the USA.

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

Gottschalk and Smeeding (1997) emphasise that as a result dditigecorrelation between
high earned and high capital income, the inequality in market inaoeneaised in Great Brit-
ain in the eighties (see Gottschalk and Smeeding 1997). Franz (1993)latkes to the fact
that capital income contributes noticeably to total income and should beriacluded in the

inequality analysis.

The aim of this paper is to investigate the impact of capitaime on the overall distribution
of income in a cross-national comparison using three prominent paneysuin our exami-
nation of how inequality of capital income has developed in the WSRat Britain, and
Germany, we decompose disposable income into single income sWeesalyze, among
other things, the relative and absolute contribution of capital in@smeell as the share of

this income component in disposable income.



In the following, Section 2 defines the analytical framewarkthe empirical study, and out-
lines the method of inequality decomposition. In Chapter 3, we giwweniew of our em-
pirical analysis of the contribution of capital income to incomeuaéty 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-Natjanalent File (CNEF,
Burkhauser et al. 2000) which is constructed by Cornell Universitgliaboration with DIW
Berlin, ISER Essex, and StatsCan Ottawa. The CNEF contain$raatahe German Socio-
Economic Panel Study (SOEP started in 1984, see Haisken-DeNdwick@005)? the US
American Panel Study of Income Dynamics (PSID started 68,18ee Hill 1992),the Cana-
dian Survey of Labor and Income Dynamics (SLID started in 1992Cseberra Group
2001)° and the British Household Panel Study (BHPS started in 1991, selsBat
al.1999). The CNEF is designed to allow researchers to arthlslynamics of income in an
international context. Thus it contains information about household incomacame com-
ponents, socio-demographic variables and other labour market datBuikdauser et al.
2000). Furthermore it provides some imputed variables that are notbdarahe original
datasets—for instance, post-government income, tax estimations, reatnlesgaregarding the
composition of households. To allow the comparison between countries, tablesrare
defined as equivalently as possible. The income variables are egasuan annual basis,
thus also including one-time payments such d&radnth salary, Christmas bonuses, and
income from interest and dividends. The CNEF is updated each yd¢he Imgw surveys of
the four panels. Currently, data are available from 1980 to 2005.

Conventional definitions of income (e.g., those from the Canberra Group 206tnor
Smeeding and Weinberg 2001) are based on the so-called “full-income ¢ombéght in-
cludes monetary and non-monetary income, i.e., in-kind transfers andeseave factored

into measuring welfaréThe transfers in-kind considered in the CNEF are income advantages

* For the following analysis, we focus on West Gamynanly, because the incidence of capital incomeast
Germany is still relatively low and would distolnet West German results.

® All panel studies included in the CNEF survey imfiation annually. However, interviews in the PSkvé
been carried out at two-year intervals since 1997.

® Because of specific data access rules for the $iaf@, we refrain from considering this survey im mvesti-
gation.

" On the discussion about income definition, seeriatia Gottschalk and Smeeding (1997) and Smeesidg
Weinberg (2001).
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from owner-occupied housing (imputed refit$jowever in the following only monetary in-
come is taken into consideration. The household disposable income or posigevein-

come result from the sum of the following kinds of incdte

1) Y=E+C+Rp +Tpg +Tgo+Tp, —T.
%{_/

capitalincome public
transferircome

The disposable incom& contains gross earnings from dependent employment and self-
employment (B}, asset income (C), private retirement pensiong)(Rrivate transfers ¢R),
social security pensions £d), public transfer payments £J) and taxes and social contribu-
tions (T).

Asset income in the three panel studies consists of gross incoménterest, dividends, trust
funds, and other assets (see appendix for the exact wording of theyimyguestions}? If
respondents do not know the exact amount, all surveys additionally askrdoigh assess-
ment in several income classédrregular income inflows like one-time transfers, winnings,
inheritances, gifts of money or items, and capital gains areomsidered in the measure of

capital income.

According to Smeeding and Weinberg (2001), it is advisable to exttencbncept of capital
income to private retirement pensions—as is done in the accounts—thatetinis income
component represents an alternative investment in insurance inst#ael capital market.
Income from private retirement pensions in the CNEF consisteoime from previous em-

ployers, private pensions, and annuities. Veterans’ pensions are also includdéSiithe

8 According to Frick and Grabka (2002) imputed rertkes a considerable contribution to inequality.tidis
income component is no longer computed for GredaiBr it has to be left aside in this analysidaltgh this
source is embraced by the term of property incamsoime studies (see Becker and Hauser 2003). Howvteve
can be shown that trends and on the whole evetetled of capital income inequality does not chaegeen-
tially no matter whether imputed rent is taken iobmsideration or not.

12 On the definition of income components, see Buinkka et al. (2000) or CNEF Codebooks. For the BE&RS
Bardasi et al. (1999), for the SOEP see Grabka7/(R00

' For reasons of measurement quality, income frdfreseployment is not embraced by the term capital i
come here.

2 The SOEP also considered income from rentals easirlg (minus maintenance and operating costs)as o
other type of gross asset income.

¥ The income classes used in the SOEP are definiefiass: lower than €250, € 250 to 1000, €1,00Q 00,
€2,500 to 5,000, €5,000 and higher; since 2003 tipplemental classes €5,000 to 10,000 and €10/200 a
higher exist. These grouped data are convertedetoic information by the CNEF data producerscdse of
item-non-response, this information is imputed;tf@ German SOEP, see, e.g., Frick and Grabka 2005



When analysing capital income, some problems of definition and ne@asot can arise. For
instance, it is complicated to define capital income and to dradishiaction between capital
and property incom&. Smeeding and Weinberg (2001) make the attempt to determine in-
come components and household income consistently. Furthermore the Camnoeipa G
(2001) suggests how to complete the definition of income, particuleglyrding capital in-
come.

Atkinson and Bourguignon (2000) refer to several factors that hihdezdllection of capital
income data. They argue that—in contrast to earnings—capital incopesd at irregular
intervals. Moreover, according to Atkinson and Bourguignon, this income is wibee vir-

tual than reat® Therefore capital income (in microdata) is frequently urstenated com-
pared to national accounts dateSmeeding and Weinberg (2001) point out the problem of
undervaluation of capital income as well, whereby inequality temdedrease due to the de-
creasing incomes of households at the top of the distribution, whichn abtatively high
capital incomes. Gottschalk and Smeeding (1997) argue simitedythe survey of capital
income in annual income statistics is limited. All of theseauargnts also apply to the under-
lying data. However we refrain from a correction of capitabme for the following analysis,
since these systematic problems apply to all countries arevéoy point in time. Addition-
ally there is no potential correction factor, given that investnmaame in the national ac-

counts is partly derived as a residual.

Our measure of disposable income is equalized using the square tio®thafusehold size to
adjust for differences in household composition. The Canberra Group (2001)gw tipesise
of price indices and purchasing power parities for the temporal @nohat comparative
analysis of distributions expressed in monetary units. The CNEFdeso@ consumer price
index for each dataset, although the base years differ. To ma#tatéhen the three countries
comparable, the price indices are converted into the base year 2081cdndcerning the pur-

chasing power parities are supplied by the OEED.

* Non-monetary components are subsumed under tine‘peoperty”.

!5 Atkinson and Bourguignon (2000) take private pensias an example. The annual income on this s@irce
mostly reinvested. Thus, contractually, one dog¢hbtain the income on the accumulated savingstijterhe
amount consequently neither appears in incomegtiaxirs nor is mentioned spontaneously as an incouee.
The same is true for unrealised capital gains ssdse.

' One reason why the aggregated capital incomesimational accounts differs from micro-data isabasid-
eration of accumulated savings (e.g., from priyaesions) at the macro level (see Atkinson 1996).

'8 1n the calculations, the low-income family sub-géerof the PSID and the high income sub-sampléef t
SOEP are omitted.



Besides the Gini-coefficient,
1 n n
@  oly)=-5-2 X

which is sensitive to changes in the middle of itteome distribution for this analysis, half

the squared coefficient of variation (HSCV) belangio the class of the generalised entropy

measures is of importance.

@ 1(y)= C(g)z =( : z)i(yi - )

2nu” )i

Iz(y) is defined for negative incomes and factor incoam@sunting to zero. The measure is
sensitive to changes at the top of the distributilq(ny) is often employed for the factor in-

come decomposition because it exhibits the desiréddture of additive decomposability.
Shorrocks (1982) demonstrates why it is reasorntabtboosel 2(y) as a measure of disparity
when decomposing inequality into income components.

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

inequality s, results from the absolute contribution of that poment to inequalitys,
@ s=2aly
divided by total inequality(y):

(5) a=§5-

K
Each function satisfyinngk =1 can be characterised as a decomposition ruleSkee
k=1

rocks 1982). However, these “natural decompositides” are arbitrary. As a solution, Shor-
rocks (1982) imposes two relatively weak restriasiofirst, he assumes that the factor contri-
bution to total inequality amounts to zero if tmeames of this component are equally dis-
tributed among the population (“population symmBtrand second, he requires “two-factor
symmetry,” that is, he assumes a division of tomtabme into two factors whose factor distri-
butions are each a permutation of the other commerend which contribute identically to
total inequality (see Shorrocks 1982).

If these assumptions are fulfilled an unambigucesodhposition rule can be derived:

_cofy..y) _ po(yi)
© T Uz(y) B U(Y) ’

With n as number of individualy,as income andi as average income.



with p, as the coefficient of correlation betwegrand y. Thus the choice of theequality

measure has no effect on the relevance of thecpltiincome sources (cp. Shorrocks 1982).

Equation (3) matches the “natural decompositioa’raf the HSCVI 2(y), hence:

. :ng 1.(y,)
s p(y 1,(y)

which, however, is independent of the choice ofitleguality measure. Therefore the correla-

tion of the income source with total income, [, the share of the income component in total

income [y, /y], and the ratio of inequality of the income sourie total inequality
[1,(y,)/1,(y)] have an impact on the relative contribution @f tifferent income components
to total inequality g, ] (cp. Jenkins 2000).

A special case of inequality decomposition by factmmponents constitutes the decomposi-
tion of the Gini coefficient. First consideratioreferring to this were made by Rao (1969)
and Fei et al. (1978). The Gini coefficient is atbecomposable in compliance with Shor-

rocks’ “natural decomposition rule.” The absolutattibution of the income componerits

to inequality is according to Shorrocks (1982)

® s(6)=talv)=-2

. n+1) «
i-——Y".
U nzﬂZ‘( 2 )Y

TherebyE(Y") is known as Pseudo-Gini of income soukcsince the rank of individual is

not examined within the distributiori but within the distributiorY (see Shorrocks 1982).

3 Empirical Findings

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

29|t must be noted that the observation years censitihere do not perfectly coincide with the bussngycles
of the three countries under consideration.
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FIGURE 1: The development of inequality of disposable meand capital income
measured by the Gini coefficient

0,9

-\\/k_
" W
0,7 ¥

0,6

0,5

O,4M L
0,3 A

0,2

0,1

0 Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll Ll

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004

—&— capital Gini GB —— capital Gini USA —==— capital Gini Ger
—O—total income Gini GB —Il— total income Gini USA

total income Gini Ger

Source: CNEF, authors’ calculations.

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

correlation between the particular inequalitiesapital income and disposable incoffe.

To assess in which part of a distribution ineqiedibccur, absolute and relative quantiles can
be examined. Table 1 gives information about th@pmsition of disposable income in the
USA, Great Britain, and West Germany in particujaars in the bottom, middle, and top

quintiles.

1 How intensive this interdependence actually istwamnead off the coefficients of correlation. Thererages
are relatively high for all three countries: 0.94 the USA, and 0.43 and 0.46 for Great Britain @simany,
respectively. Indeed, the highest correlation bexooontinuously apparent between gross income émm
ployment and disposable income.
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TaBLE 1: The share of the income components in dispesabbme 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 116.5 574 108.4 1235
ployment and self- 59 4 82.7 96.9 77.2 109.1 121.6 446 101.8 116.8
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 35 12.2 15.0 3.8 8.3 14.1
orvate transfers 23 1.5 2.0 4.0 1.4 0.8 2.6 0.5 0.2
1.6 0.7 0.6 5.4 1.9 1.2 3.8 0.7 0.3
p‘;‘;‘(‘;;‘ggiﬁfy& 499 212 71 360 87 3.0 509 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 -59 -295 -40.7 -15.2 -34.7 -42.3
contributions -9.6 -20.2 -26.9 -5.3  -295 -41.0 -11.7 -38.0 -47.0
total 100 100 100 100 100 100 100 100 100

Source: CNEF, authors’ calculations. Note: The ealare rounded so that they do not sum up to 160
cases.

It is noticeable that the composition of househontmme varies widely in the particular quin-
tiles of the income distribution. The share of tapncome in disposable income differs sub-
stantially within the countries and within quinglelt exhibits the highest values in the top
quintiles without exception. Thereby capital income&004 in the middle and upper quintiles
in Great Britain and Germany gained in importanoengared to 1992. Furthermore the
shares of capital income increased more in thehap in the middle quintile in each case.
The rise of capital income shares constitutes aB6&t in the middle and 50% in the top
quintile in Germany. The increases in Great Bri@imount to approximately 16% and 41%,
respectively. Although the share of capital incomehe USA decreased in every quintile
contemplated, the German share is still the lo#est.

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

22 From other studies (e.g., Burkhauser et al. 20@7)well known that the top one percentile fertincreased
their income share (of total capital income in jgattr). However, this could not be shown for th® With the
PSID data, because a specific high income sampietisonsidered in the PSID, whereas other sursegh as
the US Survey of consumer finances (SCF) explicithke use of a high-income sample.

11



lowest 20% of income in Great Britain and Germadgnce, one can assume that inequality
of capital income has increased within these caesitiThis result is consistent with the as-
sumption of Piketty and Saez (2003) that capitabme is of particular importance for the
higher percentiles. This can also be confirmedter USA since the relative decrease of the
share in the bottom quintile is the highest. Tdblso reveals a shift from earnings to capital
income as supposed by Atkinson (2000) for Germanalythe middle and top income quintile

of Great Britain. The same cannot be stated fotX84 or the bottom British quintile.

On the basis of the relative quantiles in Tablé an be shown how much capital income an
individual belonging to the top 20% or top 10% bé tincome distribution obtains propor-
tional to a person in the second or first dec#spectively. The p90/p10 ratio takes the high-
est values in the USA. In Great Britain and Westn@y, the quotient exhibits lower values
with comparatively little variation. In the ninegiean increase in the ratio is found for all three
countries. On average, an individual belongincghtrinth decile in the USA obtained around
six to eight times more capital income than a peigothe first decile. In Great Britain and
the USA, the p90/p10 ratio decreased slightly lf@r tnost recent years, whereas in Germany
a small increase in inequality for capital incomaswbserved. The p80/p20 ratio is much
more constant over the time than p90/p10 in athefthree countries. This suggests that the
inequality of the capital income distribution isrfpeularly affected by the extrema of the dis-

tribution.

However this kind of inequality measurement disrdgaall other points of the distributih.
Regarding the inequality of capital income, one ganerally state that it has increased in
Germany in reference to the extrema in recent yieatrshe level in the USA and Great Brit-

ain is still higher.

23|t must be noted that for this analysis we doapgly a top coding or trimming of the underlyingajahus,
outliers can in principle affect the results. Hoeewnusual values are much more prominent in @apicome
than in other income types. Even a top 1% trimnuiags not affect the general picture of the reqarksented
here.
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TaBLE 2: Percentile Ratios of capital income for the WKSA, and West Germany

GB USA Ger

p90/p10 p80/p20 p90/p10 p80/p20 p90/p10 p80/p20
1985 n.a. n.a. 571 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 dapiincome in the three countries, we now
turn to the contribution of this income source atat inequality, which we will analyse in

more detail. Figures 2 to 4 show the influenceingle income components on overall dispar-
ity. Some components contribute negatively to trezjuality of disposable income. Thus, the

absolute contributionsS, of this kind of income take negative values. Itdmaes apparent

that gross income from employment is the incomepmmmant contributing most to the dispar-
ity of disposable income in all three countriese ®Hbsolute contribution of capital income to

total inequality S, remains comparatively stable in Great Britain &l \as in Germany

over time and averages out at 0.034 in both c#gesnambiguous trend of the absolute con-
tribution of capital income to disparity does necbme apparent in the long run. Instead, it
shows episodic fluctuations that raise the levehefcontribution only marginally. However a
short-run examination reveals that the absolutéridanions of capital income to income ine-

quality in Germany have increased in recent years.
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FIGURE 2: The absolute contributio8, of the particular income sources to inequal-

ity of disposable income in Germany
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FIGURE4: The absolute contributiof, of the particular income sources to inequal-
ity of disposable income in the USA 1984 to 2003
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The value ofS,;, varies far more widely in the USA and is consitsranigher there than

in other countries. This becomes apparent in Figuees well. Furthermore similar trends
emerge in particular sub-periods. The contributbdrncapital income to income inequality
increased in the middle of the 1980s in GermanythadJSA followed by a decrease in both.

A similar pattern is seen at the beginning and mheiddl the 1990s in Great Britain as well.

The comparison of Figure 5 and 6 shows that thetcpwspecific curves resemble one an-
other, independent of the choice of measure todo®rdposed. The far higher fluctuations
emerging from the decomposition of HSCV can be &xreld by its sensitivity to changes at
the top of the distribution. Furthermore it candssumed that the inequality of capital income
is affected more strongly by the middle of the rilisttion in Great Britain than in Germany
because when decomposing the Gini coefficientgadri disparity of British capital income

becomes apparent, whereas the decompositidy oésults in a similar level of disparity for

both countries.
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FIGURE5: The absolute contributid$) of capital income to inequality of disposable
income decomposingy,
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FIGURE 6: The absolute contributid®) of capital income to inequality of disposable
income decomposing the Gini coefficient
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On the basis of Table 3 it can be shown that ttegive contribution of capital income to dis-
parity is disproportionately high compared to hsi® in disposable income in all of the three
countries, with the highest level for the USA. Tdteares rise constantly over time in Ger-
many and remains relatively stable in the USA anebGBritain. The British values f, are
relatively low compared to the share of capitalome in inequality. Hence it appears that
particularly in Germany and the USA, the importanteapital income is disproportionately

high compared to its share in disposable incomes é&xplaining the disparity.

TaBLE 3: The relative contribution of capital incomenequality s, and the share of capital
income in disposable income in %

GB USA Ger
relative con- share of relative con- share of relative con- share of
tribu.tion. of capital in- tribu_tion_ of capital in- tribu_tion_ of capital in-
capital in- ¢ome in dis- capitalin- ¢ome in dis- capitalin- ¢ome 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 34.0 125 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 311 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 28.2 114 16.4 5.3
1994 25.2 9.3 30.0 12.6 17.1 55
1995 26.9 10.1 29.9 12.3 17.0 55
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 254 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.

17



4 Discussion

Assuming that capital income is influenced intea dly interest rates specifically or by the
economic situation more generally, we can explaimes of the trends in capital income and

its role in the development of disposable inconsgjuality—in particular for the USA.

FIGURE 7: Long-term interest rates in %
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Source: http://stats.oecd.org/WBOS/default.aspx@fa€ode=CSP2007.

Especially in the USA, economic crises like theesston of 1990/91 and the Asian financial
crisis of 1997 had an inequality-reducing effectnasasured by the Gini coefficient and
HSCYV regarding capital income. This developmentalan be reproduced using the absolute
and relative contribution as well as the sharehefihcome component in disposable income.
It can be stated that the relative and the absaaigribution of capital income to income
inequality cause a rise in prosperity and a dechrgepression. The same is true for the share

of this income component in disposable income.

These trends were most dramatic in the USA, wihigy twvere much more moderate in Ger-
many and Great Britain. Thus it can be concluded ¢hpital income is particularly sensitive

18



to changes and fluctuations in interest rates. Hewehe exact relationship has to be exam-

ined in greater detail.

As the development mentioned above can be substieshiiess unambiguously on the basis of
the Gini coefficient of disposable income (Figurg than based on HSCV or the Gini-
coefficient concerning capital income (Figure 5 &)dit can be assumed that the economic
changes have an overriding impact on capital incamet hence also on the disposable in-
come of the upper income classes. This is eviderdlf of the three countries.

It has also been verified that the share of caitedme in disposable income has risen in
recent years, particularly in Great Britain and i@a&ny. And the volatility appears to have
increased as well. Because capital income is maolaile than other income components and
its inequality exhibits a quite similar course @ tinequality of disposable income, it can be
held liable for a large part of the disparity. Tiaet that a higher share of capital income is

usually accompanied by higher inequality suggéstsame.

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

In Great Britain, a tax exemption for capital gaarmounting to £5500 was determined in
1992 and was raised over the years to £8800 in.ZlMreby capital losses can be charged
against profits. This is also true for the USAldéses are in excess of capital gains, up to
$3,000 per year can be deducted from taxes andrntimeint potentially exceeding this value
can be transferred to the next year. Until 20020% tax was levied on long-term capital

gains. Since then it has amounted to 15% and ®lyds the lowest tax brackets.

Regarding the contribution of capital income toome inequality in the USA, Germany, and

Great Britain the following can be stated in sumynar all three countries, this income com-
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ponent makes a disproportionately high contributmnnequality in relation to its share in
disposable income. This applies to Germany andJ®A in particular. The absolute as well
as the relative contributions of capital incomeetétke highest values for the USA, where they
vary the most. In Germany and Great Britain, thesasures exhibit minor fluctuations on a
lower level. It is remarkable that the relative tdoution of the income component is consid-
erably higher in Germany than in Great Britain althh the British absolute contributions are
comparable to the German ones and the shares t&lceggome in disposable income in
Great Britain are in excess of those in Germanydmparison to the USA, capital income
contributes relatively little to inequality in GreBritain as well. This result is remarkable
insofar as it was assumed, due to the comparabémiive structures in Great Britain and the
USA, that capital income plays a more importane rol inequality there than in Germany.
Less surprising is the rather dominant role of edpncome in regard to income inequality in
the USA.

Thus the contribution of capital income to incomequality can be considered as substantial.
However the results of this analysis cannot be ssezsomplete. To be better able to judge the
extent to which capital income influences disparityacro-economic conditions and their
impact on capital income must be examined in defaitthermore, the exact differentiation of
property in contrast to capital income has to bplé@mented 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: |

In the past 12 months how much have you personally received in yhef wavidends or interest from
any savings and investments you may have?
WRITE IN TO NEAREST £:

PSID:

Did [you/she] receive any (other) income in [year] from dividends,éstetrust funds or other assets?

How much were the dividends? usD

How much was the interest? usD

How much did [you/she] receive from trust funds? usD
How much was from other assets? usD

SOEP:

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

Last year euros
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