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Income inequality has become an increasinghportant public
policy issue in industrializedauntries in recent years. Although
macroeconomic conditions have been favorable in many of these
countries, the distribution of income within and across countries has
remained uneven. Infact, in several countries, income inequality has
risen. As aresult, poliapakers have become concerned that large
segments of thpopulation are not reaping the benefits of economic
growth.

To gain a better understanding of these issues, the Federal
Reserve Bank of Kansas City sponsored a symposium titled
“Income Inequality: Issues andolicy Options” held at Jackson
Hole, Wyoming, August 27-29, 1998. The symposium brought
together a distinguished group of public officials, academics, and
private-sector representatives. The discussion was far-ranging and
insightful. As moderator Alicivlin noted toward the end of than-
ference, while there was a divergence of opinion in several areas,
there was a consensus that “poverty, deprivation, and lack of oppor-
tunity are things that ought to be of great concern to us.”

This article summarizes the papers and commentary presented at
the symposium. The firsdection reviews the changes in income ine-
quality patterns over the past two decades. The seexptbres the
reasons for these changes. Monetasliqy links and the economic

XVii



XViii Stuart E. Weiner and Stephen A. Monto

impact of distributional change are taken up in the following two sec-
tions. The final section considers policy options and summarizes the
remarks of an overview panel.

Recent trends

Alan Greenspan opened the conference by observing that distribu-
tionalissues have received increased attention inrecent years as sev-
eral countries have experienced a widening in earnings and income
inequality. While there is general agreement that technological
change has been a key contributing factor—high-skilled workers as
a group have prospered relative to the less-skilled—other factors
may also be at work. These include evolving organizational struc-
tures and the growth in world trade. Greenspan noted that, in trying
to assess the distribution of overall economic well-being, trends in
consumption and wealth are relevant in addition to trends in income
and earnings. A central bank’s goal regarding distributional issues,
Greenspan asserted, is to pursue a disciplined stable-price policy that
“will offer the best underpinnings for identifying opportunities to
channel growing knowledge, innovation, and capital investmentinto
the creation of wealth that, in turn, will lift living standards as
broadly as possible.”

Tony Atkinson, in his paper, detailed recent income distribution
trends in industrialized countries. The United States, the United
Kingdom, and some other OECD countries have experienced rising
income dispersion since the 1970s. The rise has been particularly
marked in the United Kingdom, where the Gini coefficient, a sum-
mary measure of income differences, has increased by nearly one-
half. The increase in the United States has been about 10 percent.
Poverty rates, defined as the proportion of households with income
levels below half the national average, have also increased in some
Organization for Economic Cooperation and Development (OECD)
countries, including the United States and the United Kingdom. Atkin-
son stressed,dwever, that there has been considerable diversity of
experience across countries and, in his view, it is misleading to talk
of a general trend toward increased income inequality.
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Atkinson also drew attention to the variot@mponents underlying
the distribution of disposable household income. Individual labor
earnings is a key component, but also important are income from
capital, pivate and public transfers, taxation, and household com-
position. In the United Kingdom, for example, it appears that the
redistributive efect of cash transfers and taxation lessened in the
late 1980s, contributing to the widening of income dispersion. Macro-
economic fluctuations can also haveiarpact, but the links between
macrovariables and the distribution of income are complex and
require further study.

Lawrence Katz, in commenting on Atkinson’s paper, agreed that
national experience has varied widely with respect to income distri-
bution trends. But, on the whole, he felt that there had been a
noticeable increase in income inequality. For example, according to
data based on the Luxembourg Income Study, 10 out of 13 OECD
countries have experienced some increase in family income inequal-
ity since 1979. Indeed, for most of these countries, these increases
represent a break from a pattern of sustained reductions in inequality
over most of the twentieth century. Katz also made the point that,
when one expands the measure of economic well-being to consider
both the distributions of income and of employment opportunities, a
common pattern of rising “economic inequity” becomes apparent for
most industrialized countries. France and Italy, for example—coun-
tries with little or no increase in income ineqitgl—have seen sharp
increases in unemployment since tt#70s.

Although Katz agreed that the evolution of a country’s income dis-
tribution can reflect a number of different components, he argued
that changes in earnings inequality are especially important. He has
found in recent research, for example, that 75 percent of the widen-
ing income differential between the top and bottom quintiles of
married ouple families in the United States can be explained by
widening wage differentials. Thus, understanding the determinants
of changes in income inequality requires understanding the determi-
nants of changes in earnings inequality. In the United States, the
following changes in the wage structure have been observefiofh)
the 1970s to the mid-1990s, wage dispersion increased dramatically
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for both men and women; (2) wage differentials by education and
occupation increased; (3) wage dispersion expanded within demo-
graphic and skill groups; and (4) increased cross-sectional earnings
inequality has not been offset by increased earnings mobility. Katz
noted other OECD countries have also seen important changes in
wage structure.

Katz concluded his remarks by underscoring Atkinson’s point
that the linkdbetween macroeconomic variables and the distribution
of income are complex. Strong macroeconomic performance will
improve prospects for the disadvantaged. But studies suggest that
structural changes in thalbor market have played an important
role in the rising nequality in the United States. Thus, “tight labor
markets need to be complemented with greater access to educa-
tion for the dsadvantaged, work-force preparation strategies that
better enable those without college degrees and from poor back-
grounds to take advantage of emerging opportunities, and with policies
to supplement the earnings and possibly subsidize the employment
of the less-skilled.”

Ignazio Visco, in his comments on the Atkinson paper, concurred
with Katz that, while trends in income dispersion have been uneven,
the majority of OECD countries did experience an increase in
income inequality over the one to two decades leading up to the
mid-1990s. Arecent study by the OECD indicates that a widening in
earnings dispersion was principally responsible and that changes in
taxes and transfers served as a partially offsetting force in most of
these countries. Visco, like Katz, stressed that employment rates
vary widely across OECD countries, and when one calculates earn-
ings dispersion across the entire working-age population, including
those who are unemployed, Gini coefficients in low-inequéligh-
unemployment nations like the Netherlands rise markedly.

Visco also highlighted the importance of household formation
changes anchobility patterns imassessing income distribution move-
ments. Regarding lusehold formation, he noted that there has been
an increase in the share of two-earner households, which has led to a
widening in the family income gap between two-adult and one-adult
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households. Regarding mobility patterns, he noted that earnings and
income mobility appear to have remained relatively constant in the
few countries where data are available, suggesting that, where
cross-sectional income and earnings distributions have increased,
the distribution of lifetime incomes has also increased.

Causes

Dennis Snower, in his paper, explored the causes of rising earnings
inequality in industrialized countries. He reviewed the conventional
analysis and offered an alternative explanation stressing organiza-
tional change.

The conventional analysis begins with the observation that, over
the past two decades, the earnings of skilled individuals have risen
relative to the earnings of unskilled individuals despite the fact that
the supply of skilled labor has risen relative to the supply of unskilled
labor. The inference is that the demand for skilled laboimagased
faster than its supply. Three possibbeisces commonly suggested for
such a relative demand shift are globalization, deindustrialization,
and skill-biased technological change. Thisdel has come to be
generally accepted because itcspable of explaining a number of
stylized facts, for example, in the United States, the enhanced premium
paid toworkers with more education and more experience and the
widening wage gap between nonproduction and production workers.

Snower argued, however, that the conventional analysis is not
entirely satisfactory. He considered first the globalization and
deindustrialization variant, with specific reference to the United
States. Since the 1960s, the United States has become increasingly
integrated into the world economy. With its relatively large supply of
skilled labor, the United States has had an increased incentive to pro-
duce goods and services that make intensive use of skilled labor and
to import goods and services that are intensivarnskilled labor.

The effect, according to the conveoiial analysis, has been a
decline in the relative demand for unskilled workers in the United
States. Deindustrialization—the decline of low-wage manufacturing
industries and the rise of high-wage service industries—has had a
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similarimpact. One problem with these arguments, Snower asserted,
is that empirical studies have found that such compositional effects
are too weak to account for the observed changes in earnings inequality.
A second, more fundamental, problem is analytical contradictions.
For example, counter to the predictions of the hypothesis, the demand
for skilled relative to unskilled labor appears to have risen in virtu-
ally all countries, not just in those with abundant skilled labor.

The technological-change variant of the conventional analysis is
more popular, but it too hgsroblems. Technological advances of
the last 20 years, it is gued, have largely been skill-biased; that is,
they have increased the productivity of skilled, rather than unskilled,
workers. Indeed, in many cases, unskilled workers have been dis-
placed: the use of computers to automate repetitive clerical tasks and
the use of robotics on the assembly line are two examples. As a
result, the wages of skilled workers have risen relative to the wages
of unskilled workers. Snower noted that there is evidence supporting
this technological change hypothesis but there is alstemce at
odds with it. For example, the hypothesis cannot explain the widen-
ing of income dispesion within education, experience, and¢cupa-
tional groups; nor can it explain whyome OECD countries have
experienced a markeddrease in income inequality and others have
not. As with the globalization and deindustrialization hypotheses,
something appears to be missing.

The answer, Snower suggested, is orgatiinal thlange. Sweeping
changes in the organization of production, of product design, of market-
ing, and ofauthority within firms—changes madgmssible through
advances in computer and telecommunication technologies—are trans-
forming postindustrial society. Workers who exhibiersatility
across tasks, communicate effectively iteam, and show initiative
and responsibility are thriving in this new work environment. The
earnings of such workers are rising accordinglyShrower’s view,
many of the empirical puzzles, fexample, the increase in within-
group inequality, can be explained by this “Organizational Revolution.”
It, rather than globalization, deindustrialization, and technological
change, is theriving force behind increasing income inequality.



Symposium Summary XXiii

Robert Lawrence, in discussing the Snowpeper, agreed that
globalization and deindustrialization have played only a small
role in widening hcome dispersion and that organizational change
has been a particularly important factor. Unlike Snower, however,
Lawrence saw orgarational change as a type of technological
change, aere technology is defined as the methods by which inputs
are combined to achieve output. Hence, in Lawrence’s view, Snower
“has actually fleshed out the technology hypothesis rather than chal-
lenged it.”

Lawrence went on to ask an intriguing question. If thgaorizational
revolution, or technological change more broadly, is indeed the pri-
mary source of the large changes in the wage structure, why has it
also not led to more rapid productivity growth? One possible answer
is that it is enhancing productivity but in ways that are difficult to
measure. For example, products may be becoming more differenti-
ated and customized, leading to a better match with consumers. The
resultingincrease in consumer welfare would not be picked up in the
productivity data. Alternatively, it is possible that the organizational
revolution and technological change are not enhancing productivity.
For example, new types of advertising aimed at increasing firms’
market shares might in the end be offsetting, resulting in higher
wages for advertising executives but no increase in overall social
welfare.

Kevin Murphy, in his comments on the Snower paper, concurred
with Lawrence that organizational change can be thought of as a type
of technological change. Indeed, in Murphy’s view, taking the same
set of individuals and reorganizing them in a way that produces more
output is, from a theoretical standpoint, “technical change in its
purest fam.” But Murphy also stressed that the types of organiza-
tional change identified by Snower have important analytical
implications. Forexample, it becomes very difficult to measure
shifts in product demand when products are increasingly being differen-
tiated along specialization, timeliness, and customization lines. Similarly,
it becomes very dffcult to measure shifts in labor demand when
labor is increasingly being differentiated by task—coordination,
synthesis, and analysis—instead of by occupation.
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In other comments, Murphy noted that the rising wageuality in
the United States is a pervasive phenomenon, running throughout
income and educational groups. The one area where wage gaps have
narrowed, between men and women, reflects, in Murphy’s view, not
organizational factors but female supply factors such as increased
labor force attachment and changing occupational mix. Murphy also
was hopeful that the rising return to education reflected in the widen-
ing wage dispersion would give individuals an incentive to augment
their human capital.

Monetary policy

Christina and David Romer, in their paper, examined the relation-
ship between monetary policy and income inequality. They began by
reviewing the channels through which monetary policy may affect
the distribution of income in the short run. According to standard
analysis, expansionary monetary policy leads to higher output and
lower unemployment over short-time horizons. The authors suggested
thatifincome inequality and poverty are sensitive to these variables,
monetary policy could be viewed as a means to help the poor.

Consistent with earlier authors who have investigated the short-
run behavior of poverty in the United States, Romer and Romer
found that the poverty rate (defined as the percentage of the population
living in households below the poverty level) indeed falls as the
unemployment rate falls. But they could not confirm the common find-
ing that income inequality (measured by the Gini coefficient) responds to
cyclical movements in the unemployment rate. Additionally, they
found some evidence that an unexpected increase in inflation leads
tolessinequality but found no evidence thatitleads to less poverty.

Romer and Romer next examined the ability of monetary policy to
help thepoor in the long run. Their multicountry analysis revealed
important negative relationships between the real income of the poor
(measured as the average income of the poorest quintile in each coun-
try) andbothaverage inflation rates and output variability. Thankers
also found some evidence that increased inflation and owgout
ability lead to greater inequality, although the results were t@ssst.
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While cautioning against drawing strong inferences from imperfect
statistical tests, Romer and Romer believed two conclusions were
warranted. Fst, the standard emphasis on the short-run impact of
monetary policy on poverty is misguided, since the impact is tempo-
rary. That is, although expansionary policy induces a decline in the
poverty rate, the decline is eventualgversed when the unemploy-
ment rate returns to itsriginal level. Second, monetary policy that
aims to restrain inflation and minimize output fluctuations is likely
to be associated with improved conditions for the poor over time.
The link between monetary policy and the well-being of the poor
may not be causal. But, they strongly suspected that “the typical
package of reformthat brings about low inflation and macroeconomic
stability will also generate improved conditions for the poor.”

Alan Blinder, in commenting on the Romer and Romer paper,
generally greed that too much emphasis is placed on the cyclical
finding that expansions help the poor. In particular, he largely
concurred thadeclines in the unemployment rate induced by expan-
sionary policy are temporary, as the natural rate hypothesis predicts.
Yet, he was hesitant to conclude that business cycles have no impact
on poverty, a position he felt the Romers came close to advocating.
The impact of monetary policy on employment, and presumably on
poverty, lasts for several years, and he noted “that has always seemed
to me a long enough period to matter.” Moreover, a prolonged tight
labor market, through a positive hysteresis effect, may allow some
marginal workers to permanently lift their incomes above the pov-
erty level.

Blinder also generally agreed that, in the long run, low inflation
would be expected to benefit the poor, but he argued that the statisti-
cal evidence was not compelling. For example, in the Romers’study,
the relationship between lower inflation and higher incomes of the
poor seems to hold for OECD countries but not for other countries.
Thus, Blinder concluded, a monetary policy that emphasizes short-
run stabilization can likely do the most for the poor.
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Consequences

Jason Furman and Joseph Stiglitz, in their paper, examined the
economic consequences of income inequality. They first reviewed
theories and evidence on the long-run relationship between inequal-
ity and growth. Traditionally, economists have focused on how
growth might affect inequality—according to the so-called Kuznets
hypothesis, inequality rises during the initial stages of economic
development, but then falls. Recent empirical research, however,
tendstorejectthe Kuznets hypothesis. Economists have also focused
on how inequality might &&ct growth, identifying four possible chan-
nels: saing rate differentials, agency costs, fiscal policy, and politi-
cal instability. But generalizations have been difficult to make.
Furman’s and Stiglitz's overall assessment of recent research results
was that “inequality is neither necessary for growth noris it an inevi-
table consequence of growth.”

Furman and Stiglitz then examined the relationstgween income
inequality and the long-run unemployment rate. They argued that the
experience in the United States is consistent with the hypothesis
that inequality and unemployment move together. To support their
hypothesis, they sketched two models, an efficiency wage model and
asearch model, thatimply that an increase inincome inequality leads
to an increase in equilibrium unemployment.

Furman and Stiglitz also discussed the short-run relationship
between inequality and unemployment. They noted that cyclical
increases in unemployment lead to higher inequality sksame
individuals experience significant reductions in income while
others are largely unaffected. Thalgo asserted that high levels of
inequality lead to high levels of unemployment. Thus, in their view,
there is a vicious cycle between inequality and unemployment. In
addition, it is possible that, as inequality increases, unemployment
becomes more persistent because individuals become demoralized,
stigmatized, and less effective job searchers.

Furman and Stiglitz drew several broad conclusions fribwir
analysis. Because low-income individuals bear a disproportionate
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share of the burden of cyclical fluctuations, both theory and policy
must be sensitive to the fact that there are social tradeoffs in macro-
economic management. Moreover, lower levels of inequality may
enhance economic growth and reduce economic instability. Thus,
the potential benefits of reducing inequality merit active government
policies. These policies may include macroeconomic measures that
reduce unemployment as well as redistributive measures that sup-
port education for disadvantaged groups.

Horst Siebert, in commenting on the Furman and Stiglitz paper,
asserted that rising income inequality is largely a phenomenon con-
fined to the Anglo-Saxon countries. Taking a longer view than
earlier auithors, he cited World Bank data showing that, over the last
four decades, Gini coefficients have changed little in most large,
industrialized countries. Moreover, Siebert stressed thatincome ine-
quality in a given year is only a snapshot that cannot capture vertical
mobility over time. For example, OECD data indicate that slightly
more than half of employees in the United States and the United
Kingdom move up one or two quintiles within a five-year period.

Siebert agreed with Furman and Stiglitz that unemployed, low-
skilled, low-income people face a higher risk of becoming mar-
ginalized. Hbwever, he found the policy orientation advocated by
Furman and Stiglitz to be misguided. Social welfare programs, he
argued, can lead to higher unemployment and reduced efficiency
because of adverse incentives and financing requirements. Siebert
cautioned U.S. policymakers against adopting the equity policies of
continental Europe.

Policy options and overview

Assar Lindbeck, in his paper, examined policy options for reduc-
ing income inequality, analyzingpeir potential impact on economic
efficiency. He extensively surveyed both policies affecting factor
incomes angolicies designed to disconnect factor incomes from
disposable incomes. Throughout, Lindbeck emphasized the importance
of choosing measures carefully since policies vatheir effectiveness
and often have unintended consequences.
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Lindbeck observed that policies can sometimes be combined to
exploit the strengths and mitigate the weaknesses of individual pro-
grams. For example, governments might augment minimum wage
programs with reductions in payroll taxes, the goal being to increase
incomes without discouraging employment. Lindbeck noted that
some European countries have in fact pursued such a combined pol-
icy, and he suggestedthatitis areasonable approachinthe shortrun.

In the long run, Lindbeck felt that eduti@nal and vocational
training programs for low-@ductivity workers should be an impor-
tantpart of the policy mix. A clear advantage of education arathing
programs over other measures is that they lead both to greater
income equality (through higher wages for low-income persons) and
greater economic efficiency (through higher worker productivity). A
drawback of education and vocational training programs, however,
is their beneficial effects take a considerable time to appear. Lind-
beck favored vocational programs run by the private sector rather
than by the public sector. Private sector programs, in his view, are
more cost-effective because they provide a better matching of skill
development to demand and give trainees greater access to modern
equipment and experienced instructors.

While noting the positive potential of redistributive policies, Lind-
beck cautioned against implementing far-reaching programs. He warned
that governments and analysts must always be mindful of the potential
disincentive effects of welfare-state programs on individual behav-
ior. In addition, institutional differences suggest that certain policies
may be more effective in some countries than in others. For example,
poverty in Europe is closely connected to persistentlong-term unem-
ployment, while in the United States it is more tied to the low earn-
ings of low-productivity workers. Lindbeck stressed that officials
must be sensitive to these factors and package policies accordingly.

Laura D’Andrea Tyson, in discussing the Lindbeck paper, agreed
with the majority of his points. She noted the difficulty officials face
in gauging how individuals will respond to changes inincome distri-
bution policy. There remains considerable disagreement among
economists, foexample, on how sensitive personal incentivesstoe
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and work are to tax and subsidy policy. In addition, personal attitudes
toward the value of work may not change for as long as a decade after
new programs have been implemented. As a result, the cumulative
impact of policy changes may be larger than originally estimated.

Tyson also discussed the special challenges of addressing income
inequality in the United States. Recent studies have shown that, at
every level of education, single parents earn less than half of what
families headed by two persons earn. Increases in the Earned Income
Tax Credit and higher minimum wages have helped lift some single
mothers working full time above the poverty level, but training
programs havbeen much less successful. In Tyson’s view, the well-
being of all low-income persons is most likely to be increased by
improving the quality of their primary education and their access to
college education.

Martin Feldstein, serving on the overview panel that closed the
conference, asserted that rising income inequality in the United
States and elsewhere was not a problem in need of rentigg
the Pareto principle, he argued that if thetaréal well-being of
some individuals increases with no decrease in the material well-
being of others, society is better off even if measuredjirality has
risen. In Feldstein’s view, high-income individuals have experi-
enced relatively larger gains in income than low-income individuals
in recent years because of increaseprisductivity, entrepreneurial
successes, longer wovkeeks, and a lower cost of capital. The fact
thatincome dispersion has correspondingly increased is unimportant.

Feldstein did stress, however, that poverhe low income levels
of those in the bottom decile or quintile of the income distribu-
tion—wasa problem. Although measurementissues make it difficult
to accurately track poverty trends, it is clear that poverty is a serious
concern in théJnited States and other countries. The sources of
poverty—long-term nonemployment, lack of earning ability, and
misguided individual choice—should be addressed with such policies
as better on-the-job training and a more competitidaaational
system. Monetary policy, Feldstein asserted, cannot solve thépns
of poverty.



XXX Stuart E. Weiner and Stephen A. Monto

Mervyn King, in his comments from the overviewme, took a
less sanguine view of inequality than Feldstein. As labor demand has
shifted away from the unskilled and disadvantaged toward the
skilled and socially adaptable, inequality has risen with little change
in mobility across income groups. Such a rise in inequality, King
asserted, can have implications for the overall economy, for exam-
ple, in designing an appropriate tax system. Changes in income ine-
quality can also have implications for monetary policy. Structural
changes in labor markets—for example, minimum wage laws—can
alter not just the distribution of income but also the inflatitash-
point stemming from tight labor markets.

King concurred with earlier speakers that greper role of mone-
tary policy is to provide a stable macroeconomic environment. Central
banks should not basked to participate directly inofmulating
income distribution policies. Underscoring a point made by moderator
George Shultzarlier in the conference, King emphasized that central
banks should be viewed as “limited purpose”organizations with a
goal of pursuing price stability.

Stuart E. Weiner is a vice president and economist at the Federal Reserve Bank of Kansas
City. Stephen A. Monto is aassistant economist at the bank.



