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I. INTRODUCTION

A recent study of the size distribution of income for the United
States in the years 1§50, 1961, and 1970, yielded three important results:
1. across the time span the dispersion of total income did not
change significantly;
2., within a particular year the overall effect of adding govern-
ment éxpenditures and subtracting from household income taxes
is to significantly reduce measured inequality in the distribu-
tion of incoﬁé;
3. in each year expenditures tend to reduce inequality by more
than taxes. Trends are consistent with this finding. Over
time the equalizing effect of taxes decline, while the equalizing
effect of exﬁenditures grow. (Reynolds and Smolensky, 1977).
That is, when the benéfits of all government expenditures were added to
the iabor and capital incomes of U.S. households and the-burden of all
_taxes were subtracted, the overall distribution of income had noﬁ changed
significantly between 1950 and 1970. To be sure, the distribution of
income which included the effects of government budgets was significantly
closer to equality than the distribution of income made up of just labor
and capital incomes, but no significant trend in the degree of inequality

could be detected.

One inference which could be drawn from these findings is that federal

¢

democratic republics cannot now change the distribution of income.* Such

*It can be inferred that at one time the .fisc did affect the trend of
inequality in the U.S. We know that in any year since 1950 the effeét of the
fisc is large. It also appears to be quite certain that the effect of the
fisc on inequality would have had to have been small at the turn of the
century when taxes and government expenditures were small relative to natiomal
income. Therefore, somewhere between 1900 and 1950 government must have altered

the trend in the distribution of income in the U,S, thrbugh the fisc.



governments have losﬁ effective control, it could be argued, because of
the interaction of ceftain technicél and political considerations.

In the U.S. andiﬁost developed democratic countries, the two redistri-
butional programs larée enough to have a significant impact upon income
ineﬁuality are the income tax and the Social Security systems., These
programs have grown ﬁo be very large indeed, both by raising their
receipts and/or expeﬁ&itures per affected household and by enlarging the
proportion of the popﬁlation directly affected. Growth though the latter
route inevitably reduces their redistributive consequences since over
time the income tax reaches fu;ther down into the income distribution
while Social Security benefits reach farther up into the income distribution.*
As the income tax andkthe retirement system grow, their.impact upon behavior
also gréws. Some of tﬁese behavioral effects increase income inequality.
Examples ares:’.

(1) There is some labor supply withdrawal, particularly'at the low

end of the distribution (i.e., by aged and secondary workers).
-(2) Private savings decline, particularly among those relatively low
"~ income Households for whom Social Security benefits will appear
to be relatively large.
. (3) Households dissolve. The aged and the young form separate house-
holds which increases inequality as conventionally measured.
These behavioral responses have political repercussions in turn. Since

measured inequality does not decline by much, outcomes are not as expected,

*0f course this effect could be offset by making the social security
benefit schedule more pro-poor while making tax rates more progressive.
It is precisely just such changes that the interaction of technical and
political considerations come to preclude. ‘



The costs for small gaiﬁs come to be perceived as high., Real costs
associated with administration of the programs and with labor force
withdrawal and tax evasion become apparent, for example. Even more
épparent are the high costs and low benefits accruing to the median
voter. Political suppoft for redistribution therefore weakens and thé
long standing hostility to redistribution and large federal governments
in the U.S. is rekindled. Furthermore, vofers perceive that since
populations are mobile among state and local jurisdictions, redistribu-
tion through local fiéés is highly circumscribed, and their preference
for staté and local oﬁe; federal expenditures is reinforced. As fhis
preference results in a rising share of total spending by local jufisdic4
;ions redistribution through the entire fisc becomes, in fact, more
difficult to achieve.

This whole line of explanatioh may be relevant only for the United
States or only for fedéral democratic republics, if it is relevant at
all. ‘For this reason we have wanted to replicate the U.S. study for
other econémically developed federal democratic republics., In this paper
we make a small beginning toward this ultimate objgctive. Specifically,
we undertake a comparison of the factor and final distributions of income
in the U.S. and West Germany in 1970 and 1969 respectively. We also make
some comparisons. with Canada (1970), but the data for Canada are neither
as complete nor as consistent. If similar qualitative results are
obtained, then country specific explanations (e.g., hostility to socialism)
would appear to be inapprépriate. Direct research on how federal democratic

processes in any mixed economy affect the income distribution through tﬁe




fisc would seem to be the next step., If dissimilar qualitative results

obtain, then pursuit of country specific explanations becomes plausible.
A Caveat

Comparing income &istributions across countries is full of traps.

One can only be appallea therefore at the cavalier way in which compari-
sons are often made fr&m a grab bag of country specific studies, even by
distinguished scholars;* The wide range of results that have been reported
for the same country in the same year is illustrated in Table 1. The

range is 73 Gini points (17 percent of the mean). . These differences

arise from differences in the definition of income, the unit of observa-
tion, the way the data were collected, and the procedure by which the Gini
coefficient was calculated. However, even two sources for which the only
major difference is the sample (the Current Population Survey and the
Survey of Consumer Finances), Gini coefficients differ by 7Z.

In this study a concerted effort was made to make the income difinitioms,
the reporting unit and the computational procedures comparable. Thg two
countries were also in roughly the same stage of the business cycle.i*
Nevertheless, incomparabilities undoubtedly remain,‘especially among the
final distributions., Sampling and reporting error surely remains in the
factor distribution. There exists the possibility that all the differences
we report between the two countries are in the sample data, but not in the

universes,

*See Tinbergen (1975) for example.

**Both countries are near cyclical peaks, but the U.S. is on the downside
while West Germany is on the upside. See OEC, 1973, p. 15, and NBER, 1973,
p. 15. '



Table 1

Gini Concentration Ratios

Various Sources, U.S. 1970

Basic Data Gini Coefficient
Source (x 1000)
Survey of Consumer Finances 380
Office of Business Economics 402
Current Population Survey 409
Reynolds & Smolensky : 446
Internal Revenue Service 453

e T o ———Y r—— ——

Source: Reynolds and Smolensky, op. cit., p. 35.
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II. INCOME INEQUALITY

Income inequality as measured by the Gini coéfficient can be calculated
for various income concép;s. Our basic income concept 1s the diséribution
of factor income (empléyee compensation, proprietors income, dividends,
etc, but not transfers or taxes) by households in West Germany in 1969
and the United States énd Canada in 1970. The benefits of public expendifures
less the burdens of puBlic taxes, at all levels of govemment, are a&ded
to factor income under alternative incidence assumptions. Incidence assump-
tions aré grouped to‘pfoduce a Regressive, Progressive, or "Normal" income
distribution, Collectively these various income conéepts will be referred
to as "final" income. Final income,is simply a broader definition of income.
Conceptually the meaéﬁre p?ésumes that all the behavioral adjustments to the
fisc (for example, reduce work effort because of high marginal tax rates)
which affect the siie_distribution are accounted for in the factor incoﬁe
distribution. Since the fisc affects both the factor distribution and the
final‘distfibution, the differen;e between inequality in the final and in
the factor income distributions is not a measure of redistribution due to
public budgets. The accounting system further assumeé that recipients
value the benefits of public expenditures at the cost to taxpayers and that
total benefits equal expenditures. No distributional consequences are_

computed for any deadweight‘burdens in the system.

Incidence Assumptions

Four sets of incidence assumptions were used, and we present the
resulting Gini coefficients for each case. The incidence assumptions

underlying the "Normal" income concept are those conventionally made.



Personal income taxes are assumed not to be shifted, estate and gift
taxes fall entirely in the highest income class, the corporate income
tax is divided equally between diyidend recipients and consumers,
excise and sales taxes are borne entirely by consumers, employer as
well as employee Social Security contributions are borme entirely by
employees, and the residential property tax is paid by consumers of
housing while consumers of general outpﬁt pay commerical préperty taxes
(the total property tax being shared equally by each). The incidence
of expenditures is assumed to fall entirely on recipients rather directly
identified, e.g., children under 18 for elementary and secondary school
expenditures. The expenditures of government for which direct beneficiaries
cannot be readily identified (called general expenditures) are distributed
one~half by the distribution of households and one-half by the share of
factor income. Because this incidence assumption about general expenditures--
is particularly hard to justify, a concept "Without General Expenditures,"
is also shown: To obgain that distribution, general expenditures are
distributed as factor income is distributed so as not to affect the Gini
coefficient.

In our remaining two income concepts, incidence assumptions which are
more regressive and more progressive respectively are employed. The .
"Regressive' assumptions are: general goyernment~expenditures are distri-
buted via factor income, corporate income taxes are entirely shifte&ﬁm
forward to consumption, and property taxes are slightly more regressively
distributed. The "Progressive' assumptions are: general government

expenditures are distributed according to households, and the corporate

income tax, sales and excise taxes, the Social Security tax and the property



tax all are slightly more progressively distributed than in the normal
case, Table 2 presents the Gini coefficients for factor income and the

four final income concepts.

Accounting for Differences Between the Gini Coefficients

Factor income iﬁequality in West Germany is 85 Gini points less
than in the United States (Table 2). Final income differences between
the two countries var& between 102 and 121 Gini points depending upon the
incidence assumptions. Thus the final income differences are fairly
insensitive to the incidence assumptions. In general, however, adopting
any df the final definitions of income increases the measure& difference'
in inequality between the two countries by about'25 percent .*

Final income consists of factor income plus the benefits of public
expenditures less the cost of taxes. Of the 110 or so Ginil point
differences in final income inequality between West Germany and the U.S.,
85 points is already preéent when factor incomes are compared. However
the significance of narrower factor income inequality in West Germany is -
even larger than that comparison implies because general government is
usually distributed, all or in part, according to fact§r income. Thus
by far the largest source of difference in final income inequality between

the two countries is attributable to differences in factor income inequality.

*The Lorenz curves for the factor distributions cross at several points,
but the curve for West Germany lies within that for the U.S. over the long
interval from roughly the eighth to the ninety-sixth percentile, and some of
the crossing is due to the small number of income classes. The Lorenz curves
for West Germany lie almost entirely within that for the U.S. under the
normal incidence assumptions and the picture is only very slightly altered
when general expenditures are neutrally distributed. On the whole, therefore,
the Gini coefficients are reasonable descriptive statistics.



Table 2
Gini Coefficients for Selected Definitions of Income:

West Germany, 1969; United States, 1970

Income Concept Gini Coefficient
(x 1000)
West United
Germany States
Factor Income 361 446
Final:
Normal 237 339
Without General s
Expenditures 267 375
Regressive . 278 384

Progressive 163 284
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Factor income 1s more equally distributed in West Germany than in
tﬁé U.S. because wages are dramaticaliy more equally distributed having
Gini coefficients of .293 and .452 respectfully.* In part, such a
difference could be attributable to the fisc, in particular to the
shifting of the Social Security tax. It has been pointed out, however,
that the Social Security tax, which we assume to be fully borne by employees,
is both larger and more fégressive in West German&. Wages net of Social
Security taxes therefore would be more equally distributed cet. par. in
- the U.S. than in West Germany if the difference in the wage distributionm
was due only to the backward shifting of the Social Security tax. Further-
more, what we have called wages is really employee compensation and
includes the "employee share" of taxes paid. In our data, therefore, the
backward shifting of the Social Security tax has but a small influence on
the distribution of what we call wages.

Why wages are more équally distributed in West Germany we cannot say.

Many hypotheses come readily to mind, but none has been tested.** That the

*These data are not shown. They refer to the distribution of wage
income across income classes formed on the basis of total household money
income, '

**One possibility 1s that German wage data is biased toward equality.
The data are from a consumer expenditure survey, and as in most such surveys
all income is under-reported and biased toward equality. However, the U.S.
data are also from a household survey. o

The German survey apparently excluded "guest", i.e., foreign workers.
If this is the case, a particularly likely source of bias is suggested. A
careful attempt to compensate for under-reporting of income and the attendant
biases by the University of Frankfurt, SPES Project raised total factor
income inequality by 16%. (A separate correction for wage income is not now
available to us.) The same order of magnitude difference exists in the
U.S. between inequality as measured by the CPS and in Budd's re-working of
these data (Budd, 1970, and Budd, Radner and Henrichs, 1973). Nevertheless,
the issue remains open. :
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difference 1s attributable to the fisc cannot be ruled out. One reason
that the Gini coefficient on wages 1is so high in the U.S. 1is that the
bottom 15 percentile of households receive almost no wage income. Money
income for this group is largely transfer income. The relatively high
transfer levels to non-aged primarily female household heads in the U.S.,
may lead to both larger numbers of such family units and tq low earnings,
thereby producing the high Gini coefficients for the U.S, A bit of
counter—evidence is that while transfers and female headship fates were
growing rapidly in the U.S. between 1950 and 1970, thé Gini coefficient
on employee compensation increased by only 5 Gini points. Tentatively,
it would seem that thevmajor difference in inequality in earnings is not
attributable to the fisc, and therefore that the major difference in
inequality in final income between the two countries is also not attributable

to the fisc,

Accounting for Sources of Change in the Gini Coefficient

‘The direct effect on the Gini coefficient (without implying any
behavioral response) of including any particular tax or expenditure program
A in the definition of final income can be calculated. . If all programs |
except the one of interest are distributed as 1is factor income, and the
program of interest is distributed by its normal incidence assumption, any
difference between tﬁe Gini coefficients for facﬁor income and final 1326me
can be attributed directly to this progfam. This procedure can be used
to partition the total difference between the factor income and normal

income Gini coefficients into an exhaustive, additive set. (We must

re-emphasize that this algebraic exercise abstracts from the behavioral
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responses to the various programs and political factors which produced
the factor income distribution.)

The results of partitioning the differences between'factor and final-
income are listed in Table 3. Comparing the two columns shows the direct
effect of total taxes to be very similar--i.e., slightly regressive~-in
the two countries. This similarity is due in large part to the fact
that while the state and local personal income tax is more pro-poor in
West Germany, Social Security contributions are more regressive.* Two
startling differences,’however, are revealed on‘the expenditure side:
First, Social Security benefits are far more equaiizing in}West Germany
than in the United States. Even though other transfer payments are
substantially more equalizing in the United States, the effect of the
Social Security systeﬁ in West Gérmany is so large that transfer payments
as a whole have nearly one and one-half times the effect on the Gini
coefficient. Second, state and local expenditures in the United States
are substantially more rédistributive than in West Germany. The larger
equalizingveffect_of'state and local expenditures in the U.S. is mainly

attributable to primary and secondary school expenditures.**

Explaining the Sources of Chéngg,in the Gini Coefficieht

The relative significance of Social Security and public education in—

the two countries may reflect politics at work, In the U.S., children

*There is only one income tax in West Germany. What has been labelled
the "state and local income tax" is the share of the federal tax distributed
as bloc grants to the states and localities. In general federally administered
taxes tend to be more progressive than state and locally administed taxes
for the reasons indicated in the first section of this paper.

**Perhaps this is a good place to remind the reader that benefits for
education were distributed according to the number of children aged 6 to 18
in each income class. It has been alleged, sometimes, that education

expenditures per student is lower for poor children in the U.S.
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Table 3

Accounting for Sources of Change in the Gini Coefficient;
Normal Incidence; West Germany 1969, United States 1970

Gini Coefficient

(x 1000)
Income .
Concept West Germany U.S.
Factor Income “ 361 446
Normal 237 339
"...Difference 124 107
Percent of Difference Attributable to:
General Expenditures 24,27 33.6%
Taxes 4,08 ~7.,58
Personal Income 13.7 75
" Federal 4.8 6.5
State and Local 8.9 0.9
Social . Security -10,58 - =5,68
All Otherb -7.38 -9.32
All Transfer Payments 77,4 49,5
Social Security 70.2 31.8
All Other® ‘ 7.3 18.7
Other Specific Expenditures 2.4 24,3
Federald 2.4 8.4
State and Local - 0.0 15.9
Education 0.0 11,2
Other® 0.0 3.7

NOTE: Underlined items may not add‘gg“}OQZVdue to rounding.

8 negative sign indicates that the item raises rather than
lowers the Normal Gini coefficient relative to initial inequality,

bSales, Excises and Customs, Estate and Gift Taxes, Property -
Taxes, Other Taxes.

Cpeblic Assistance, Other Welfare, Unemployment Compensation,
and Other Transfers.

dVeterans' Benefits; Net Interest Paid; Agriculture; Elementary,
Secondary, and Other Education; Higher Education; Highways; Labor;
and Housing and Community Development.

eVeterans' Benefits; Net Interest Paid; Agricultute; Highwaysa;
and Labor.
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are one third larger proportion of the population than in West Germany
(38.1 vs 29.92 in 1970, under age 20, Institute of Developing Economies,
1976, pp. 182, 235). The proportion of the population over age 65, on
the other hand, is aboﬁt one-third larger in West Germany than in the U.S.
(10.1 vs 13.5%). Perhaps for these reasons per child expenditure on
education in the U.S;.is approximately 2.7 times the per child expenditure
in West Germany (usiﬁé the September 1969 exchang rate, FRB, 1970, p.
A89), while in West Germany Social Security benefits (as measured by the
transfer ratio) i#® 2.5 times the expenditure in the U.S. (OECD, 1976, p.
'~ 22). Relatively large groups may be able to secure relatively larger
per capita benefits.

Wilensky (1975) concluded that demographics were more important then
ideology in determining welfare éxpenditures. "If there is one source
of welfare spending," he asserts, "thétvis most po&erful——a single proximate
cause--it is the proport;§n of old people in the population."* (p. 47)
The proportion of the population aged is growing in the U.S. If.the aged
* use their grqwing'political influence to move the Soéial Security system
of the U.S. toward a replacement rate similar to that in West Germény,
then the distributional impact of the fisc will be increased. If the
current U.S. "transfer ratio" was the same as in West Germany in 1970,

~ assuming a similar level of taxes with the current incidence, the Gini

**Wilensky did not look at education expenditures per se and therefore
missed the apparently powerful influence of parents.
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coefficient would have been 45 points lower.* During the next two
decades, therefore, the U.S., will provide a reasonable test as to
whether federal democrafic republics can alter the final distribution

of income,**
Conclusion

Comparing inequality in West Germany with inequality in the U.S.
has not answered the #rimary question which motivated the undertaking.

We are no closer to rejecting the hypothesis that federal democratic
republics cannot now cﬂange the distribuﬁion of income.

| Doubt would héQé been cast on the hypothesis, if associated with
the same Gini coefficients for final income which we have computed, we
had found that inequglity in facior income was somewhat more unequal in
West Germany than in the U.S. Our tentative interpretation would have
been as follows.

1. Since less inequality of fina; inéome in West- Germany would not
have been attributable to less inequality in factor income, we would have
attributed it to the fisc.

2. Somewhat greater inequality in West Germany is consistent with
more backward shifting of a more redistributive fisc. If the fisc is
redistributive toward equality, backward shifting would move factor income

toward greater inequality.

*The transfer ratio is the product of the ratio of Social Security benefits
per recipient and the reciprocal of the participation rate in the program. OECD,
1976, p. 19-21,

**%0n the other hand, if the growing young population of West Germany received
the educational benefits that American children receive, the effect would not
be dramatic because the distribution of children across income classes is too
like the distribution of factor income in West Germany.

<
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3. The similar technologies and factor proportions of these two
developed economies dominate demographic differences so that in the
absence of the:fisc, factor income inequality would be roughly similar.*
Our findings do not pérmit such direct inferences bécause both fa;tor
and final income inequality are significantly lewer in West Germany
than in the U.S. The most direct inference is that less final income
inequality in West Germany is due to less factor income inequélity.**

Differences iﬁ.final income inequality between West Germany and tﬁe_
U.S. are determined, proximately, by differences in factor income. If
oﬁe coula be certain that the fisc had a relatively small impact on .
factor income inequality, or if the impacts were roughly ﬁhe same in.
both countries, then we coul§ agree that the data support our hypothesis.
We are reluctant to make'su;h arguments, but we can certainly argue that
the data give no particular support to the hypothesis that the fisc is
responsible for the more equal distribution of final income in West
Germany. Support for that hypothesis requires the fisc to have a larger
impact in West»Germany than the U.S., There is no reason to believe this

to be so.

The difference in inequality in final income between the U.S. and

West Germany is large, but that difference is not attributable, at least

<

*Note that this explanation does not make use of the arithmetic
difference between factor and final income per se. As we have emphasized
before, that difference is not a suitable measure of the impact of the
fisc,

**Results mildly supportive of the hypothesis could also have been
obtained, Roughly equal Gini coefficients for both factor and final
income in the two countries would have been evidence consistent with

the hypothesis,
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in any obvious way, to the role of the State, or at least to the role
of the State as manifested by the fisc. Attention is clearly directed
to country specific ﬁerket factors rather than general factors associated
with democratic processes in federal republics. (A potential political
role was discovered, however, in the analysis of the different relative
impacts upon inequality of Social Security and education expenditures
in the two‘Lountries.) The country specific factor which calls for
further analysis relates to the labor markets.of the two countries.
Further examination of those markets may reveal that government is
responsible for the significant difference. For the moment all we can
say is thai although inequality is substantially different in the two
developed federal democratic republics examined here, the conjecture,
based on the U.S. experience, that such nations cannot now change the

distribution of final income remains worthy of further study.

Postscript: Canada

As Table 4 reveals, Canada stands in a similar relatiom to the U.S.
as West Germanﬁ. The difference in inequality in fimal income between
the U.S. and Canada is also large and, once again, that difference is
attributable to differences between factor income distributions. Unlike
the case for West Germany, however, the lesser inequality in factor income
in Canada is not attributable to_a single kind of functional income. Wage
income is more equally distributed in Canada than in the U.S. (414 vs 452),
but the differences is not nearly so dramatic. Our generalﬁconclusion is
sustained: that federal democratic republics cannot now change the distri-

bution of final income remains a viable conjecture.

-



18

Table 4

Gini Coefficients for Selected Definitions of
Income: Canada, 1970; United States, 1970

Gini Coefficient

Income Concept (x 1000)

Canada United States
Factor Income 391 446
Final:

Normal 291 339
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Appendix Table A

Background Data: West Germany 1969, United States 1970

West Germany U.S.
Income Concept
Factor Income (NNP, millions) 541250 DM $886542
Final Income (millions) 539566 DM $899650
Difference2 (millions) -1684 DM $ 13108
Percent. of Factor Income
General Expenditures 16.7% 16 .47
Taxes 44,3 33.9
Personal Income 8.5 11.2
Federal 3.0 10.0
State and Local 5.5 1.3
Social Security 11.7 6.5
All Otherb 24.1 16.2
All Transfer Payments 18.3 7.3
Social Security 15.5 4.7
All Otherc ' 2.8 2.7
Other Specific Expenditures 9.0 11.7
Federald 4 3.6 3.5
State and Local 5.3 8.1
Education 3.9 6.1
Other® 1.4 2.0

Note: Subtotal of underlined items may not add to totals for underlined
items due to rounding. Underlined items do not add to zero because
of government surpluses or deficits.

2 negative difference indicates a government surplus. T
bSales, Excises and Customs, Estate and Gift Taxes, Property Taxes,

Other Taxes.,

CPublic Assistance, Other Welfare, Unemployment Compensation, and
Other Transfers.

dVeterans' Benefits; Net Interest Paid; Agriculture; Elementary,
Secondary, and Other Education; Higher Education; Highway; labor; and

Housing and Community Development,

®Yeterans’ Benefits; Net Interest Paid; Agriculture; Highways; and
Labor,
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