OECD INSIGHTS

BRIAN KEELEY

INCOME
INEQUALITY

The Gap between Rich and Poor

&) OECD









This work is published under the responsibility of the Secretary-General of
the OECD. The opinions expressed and arguments employed herein do not
necessarily reflect the official views of OECD member countries.

This document and any map included herein are without prejudice to the
status of or sovereignty over any territory, to the delimitation of international
frontiers and boundaries and to the name of any territory, city or area.

Please cite this publication as:

Keeley, B. (2015), Income Inequality: The Gap between Rich and Poor, OECD Insights, OECD
Publishing, Paris.

http://dx.doi.org/10.1787/9789264246010-en

ISBN 978-92-64-24600-3 (print)
ISBN 978-92-64-24601-0 (PDF)

Series: OECD Insights
ISSN 1993-6745 (print)
ISSN 1993-6753 (online)

The statistical data for Israel are supplied by and under the responsibility of the relevant Israeli
authorities. The use of such data by the OECD is without prejudice to the status of the Golan
Heights, East Jerusalem and Israeli settlements in the West Bank under the terms of international
law.

Photo credits: Cover © AuntSpray/Shutterstock.com; Introduction © iStockphoto.com/lindscars;
Chapter 1 © tuk69tuk - Fotolia.com; Chapter 2 © iStockphoto.com/LeeYiuTung; Chapter 3
© Andrey Burmakin/Shutterstock.com; Chapter 4 ® iStockphoto.com/nullplus; Chapter 5
© iStockphoto.com/sezer66.

Corrigenda to OECD publications may be found on line at: www.oecd.org/about/publishing/
corrigenda.htm.

© OECD 2015

You can copy, download or print OECD content for your own use, and you can include excerpts from OECD
publications, databases and multimedia products in your own documents, presentations, blogs, websites and
teaching materials, provided that suitable acknowledgement of OECD as source and copyright owner is given.
All requests for public or commercial use and translation rights should be submitted to rights@oecd.org.
Requests for permission to photocopy portions of this material for public or commercial use shall be
addressed directly to the Copyright Clearance Center (CCC) at info@copyright.com or the Centre frangais
d’exploitation du droit de copie (CFC) at contact@cfcopies.com.



http://dx.doi.org/10.1787/9789264246010-en
http://www.oecd.org/about/publishing/corrigenda.htm
http://www.oecd.org/about/publishing/corrigenda.htm
mailto:rights@oecd.org
mailto:info@copyright.com
mailto:contact@cfcopies.com

Foreword

Inequality is bad and getting worse. In the 1980s, the richest
10% of the population in OECD countries earned 7 times more than
the poorest 10%. They now earn nearly ten times more. When you
include property and other forms of wealth, the situation is even
worse: in 2012, the richest 10% controlled half of all total household
wealth and the wealthiest 1% held 18%, compared to only 3% for the
poorest 40%.

The poorest members of society suffer immediately from
inequality, but in the longer term, the whole economy is also
damaged. OECD figures show that the rise in inequality observed
between 1985 and 2005 in 19 OECD countries knocked 4.7 percentage
points off cumulative growth between 1990 and 2010.

To reduce inequality, we have to promote inclusive growth.
Create economies where every citizen, regardless of income, wealth,
gender, race or origin is empowered to succeed. Our approach to
doing this rests on four main pillars.

» Overcome gender inequalities. The fact that more women have
worked full-time and earned higher wages since 1990 has limited
the rise of inequality, but we cannot be happy with the slow pace
of change, and we cannot afford to waste the potential of the
many women who are excluded from the labour market.

» Labour market policies need to address working conditions as
well as wages and their distribution. In 2013, about a third of
total OECD employment was in “non-standard” jobs: temporary
jobs, permanent part-time jobs and self-employment. Youth are
the most affected group: 40% are in non-standard work and about
half of all temporary workers are under 30. Working conditions
are often precarious and poor, and can trap workers at the bottom
of the ladder. Among those on temporary contracts in a given year,
less than half had full-time permanent contracts three years later.

» A focus on education in early years is essential to give all
children the best start in life. This investment needs to be
continued throughout life to prevent disadvantage, promote
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better opportunities and educational attainment. High inequality
makes it harder for lower-middle and working class families to
invest in education and skills.

» Governments should not hesitate to use taxes and transfers to
moderate differences in income and wealth. Well-designed,
prudent redistribution need not harm growth. We do not need new
instruments; we simply need to use better the ones we have:
scaling back tax deductions, eliminating tax exemptions, making
tax systems more progressive, using property taxes batter and
above all, ensuring greater tax compliance. And let’s not forget
government transfers. They play an important role in guaranteeing
that low-income households do not fall too far behind.

This new book in the “OECD Insights” series explores how
inequality is rising, why it is rising and the impacts of this rise on
people’s lives. We argue that rising inequality can be avoided if we
take decisive action to promote inclusive growth.

-,——4 8
T -
Angel Gurria
OECD Secretary-General
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Introduction

Income inequality has risen in much of the world, sending
the issue to the top of the policy agenda. The rise of the “top
1%" gains the lion's share of attention, but there’'s also
concern about large numbers of low earners who look to be
slipping further and further behind.




I INTRODUCTION

Introduction

In late 2011, a group of protesters set up camp in New York not
far from Wall Street, the heart of global capitalism. The Occupy
protestors represented a diverse set of interests and concerns, but
around one slogan they could unite: “We are the 99%.” The
movement soon spread. According to Britain’s Guardian newspaper,
at least 750 similar protests followed worldwide, mostly in North
America and Europe.

The timing of the protests was significant. It followed a
once-in-a-generation financial crisis that brought in its wake sharp
falls in economic growth and sharp rises in unemployment. The
protests also came at a time when public consciousness was growing
of a longer term trend that predated the economic crisis. In its
campaigning for “the 99%” against “the 1%,” the Occupy movement
arguably represented the strongest statement yet of concern over
one of today’s hottest policy issues — income inequality.

There are few signs that this concern is easing. At the 2015
Davos World Economic Forum - an event one commentator described
as “dominated by the proverbial 1%” - income inequality was “top of
the agenda”. The past few years have also seen a 700-page tome on
inequality, Thomas Piketty’s Capital, rise to the top of the best-seller
list. And they have produced survey findings indicating public
disquiet over the gap between rich and poor - “a big problem,”
according to majorities in 44 countries polled by the Pew Research
Centre.

Rising inequality

Income inequality has been rising in many wealthy countries in
recent decades. In the 1980s, the average disposable income of the
richest 10% in OECD countries was around seven times higher than
that of the poorest 10%,; today, it’s around 9% times higher.

Income gaps are even more striking when it comes to the
highest earners. In the 1980s, the top 1% of earners commanded less
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than 10% of total pre-tax income in every OECD country bar one.
Thirty years later, their share was above 10% in at least nine
OECD countries and above 20% in the United States.

Data: The gap between rich and poor is at its highest for 30 years, with
the top 10% now earning 9.6 times more than the poorest 10%

Income ratio between top and bottom deciles in OECD countries
12

10

8

Mid-1980s Mid-1990s Mid-2000s 2013

Source: OECD (2015), In It Together: Why Less Inequality Benefits All,
http://dx.doi.org/10.1787/9789264235120-en.

Much of the focus of the inequality debate has been on the
rising incomes of the 1%. But there is also growing concern about the
economic situation of a large swathe of low-earners - perhaps as
much as the bottom 40% in some countries - who have been slipping
behind. As a 2015 OECD report pointed out, “When such a large
group in the population gains so little from economic growth, the
social fabric frays and trust in institutions is weakened.”

It’s not just wealthy countries that are seeing growing gaps
between rich and poor. While developing countries have made
impressive strides in reducing poverty in recent years, many have
also seen a rise in income inequality. In Asia, income inequality has
grown in a number of the region’s economic powerhouses, including
China, India and Indonesia; in China, it rose by about 1.6% a year in
the two decades following 1990. It rose, too, in sub-Saharan Africa
but declined in many South American countries, although it remains
high by global levels.

OECD Insights — INCOME INEQUALITY ® OECD 2015 11 .
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And in both developed and developing countries, income is only
one aspect of broader economic and social inequalities. These are
often characterised by inequality of opportunity, especially in areas
like access to high-quality education, adequate healthcare and
decent employment. Such inequalities can lock in privilege and
exclusion and prevent people from poorer families from moving up
in society and making the most of their potential.

The causes of these growing income gaps are complex and
reflect both economic and social changes. Globalisation, and in
particular the impact of technology on the workforce, is one
important factor. Social changes, such as shifts in marriage patterns
have also played a role. And, when it comes to the rise of top
incomes, a number of special factors come into play, including the
growing use of performance pay, shifting pay expectations and
changes in tax policy.

Why inequality matters

Some might now ask why rising income inequality matters —
hasn'’t there always been a gap between rich and poor? It’s true that,
with the exception of some nomadic and hunter-gatherer groups,
inequality has long been a fixture of human societies. Indeed, some
level of inequality is widely seen as essential to create incentives for
entrepreneurs to take risks.

But there’s growing concern over what happens when the gap
between rich and poor grows too wide and when economic growth
delivers benefits only to the well off. Evidence increasingly suggests
that high inequality slows economic growth and reduces social
mobility. Many also fear that widening divisions threaten the
stability of our societies and could hold back the development of
consensus on meeting common challenges.

In the years since the financial crisis, these concerns have
entered the political and economic mainstream. U.S. President
Barack Obama has described rising inequality and declining mobility
as the “defining challenge of our time”. And Angel Gurria,
Secretary-General of the Organisation for Economic Co-operation
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and Development (OECD), has warned that “high levels of inequality
generate high costs for society, dampening social mobility,
undermining the labour market prospects of vulnerable social
groups, and creating social unrest.”

Understanding income inequality

Drawing on the research and analysis of the OECD and other
sources, this OECD Insights introduces and explains some of the key
issues in inequality today. It looks at how income inequality has
developed over time, explains why the gap is growing, examines the
consequences for our societies and economies and, finally, looks at
how governments can shape policies to ensure a more even
distribution of opportunity in our societies. The discussion is
structured around five questions:

1. What are income and wealth?

Getting to grips with the income inequality debate means
understanding certain key terms, such as income and wealth. It also
means understanding how inequality is measured, a complex task
that poses serious data challenges. Of course, income inequality is
only one measure of how economic resources are shared across
societies. To supplement them, it’s essential to draw on measures of
poverty.

2. What's happening to income inequality?

Income inequality has risen in many developed countries, but
there are striking variations between countries. These reflect two
main factors: the size of the gap between the highest and lowest
salaries in a country and the extent to which the state redistributes
income through taxes and benefits. Income inequality has also risen
in developing economies, even during a period that has seen sharp
falls in extreme poverty and the emergence of a new, albeit fragile,
middle class.

OECD Insights — INCOME INEQUALITY ® OECD 2015 13 .
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3. Why is income inequality rising?

The causes of rising inequality are complex, but include the
growing role of technology in our economies and the impact of
globalisation. These factors also help to explain a shift in which
groups benefit most from the economy, with the balance shifting
from labour to capital. Inequality is also being fuelled by social
factors, such as changes in marriage patterns, and shifts in the
workplace — more people are now working part-time and on
temporary contracts and fewer are in unions. The state’s role has
evolved, too, with a general tendency towards less redistribution. All
these factors can explain much of the overall rise in income
inequality, but not necessarily why the incomes of the top 1% have
risen so sharply. To understand that, some special factors need to be
considered.

4. How does income inequality affect our lives?

Economists have long theorised over the relationship between
growth and inequality, and vice versa. Today, there appears to be
increasing evidence that excessive inequality is bad for economic
growth. High inequality has other negatives too, such as lowering
social mobility and, in education, reducing people’s opportunities to
learn. And there’s much debate over other social ills that may be
linked to inequality, such as higher rates of crime and ill health.

5. How can governments respond to income inequality?

If the ill-effects of income inequality are to be tackled, ways will
need to be found to promote inclusive growth. Doing that means
examining policy goals — should governments be pursuing growth or
well-being, or a better balance of both? In using policy to address
income inequality, a number of areas stand out. Education and skills
are key — policy must ensure that as many people as possible enjoy
access to high-quality opportunities to learn, especially early in life,
and that people can go on learning throughout their lives. Jobs are also
essential, and key to tackling poverty. And the role of taxes and
transfers in redistributing income and wealth must also be considered.
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Throughout this OECD Insights, you can explore income
inequality in even greater detail by following three different sorts of
links:

» More from Insights will take you to material aimed at the non-
specialist reader, mostly from the OECD Insights Blog and book
series.

» More from the OECD will take you to material that may be more
suitable for the reader with specialist knowledge, mainly from
OECD reports and publications.

» Data will take you to data from the OECD, including static charts
as well as interactive data (online only) from the OECD Data Portal.
Users can access the background data to charts and tables, as well
as important notes and disclaimers, by using the StatLink.
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What are income
and wealth?

A number of key concepts are essential to any discussion of
income inequality. These include the distinction between
income and wealth as well as definitions and measures of
inequality and poverty.
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Key themes

For centuries, the nursery song “Tinker, Tailor” was used by
children to determine who they might marry. Counting out cherry
stones or daisy petals, they would chant a still familiar rhyme:

Tinker, tailor, soldier, sailor,
Rich man, poor man, beggarman, thief.

With origins that can be traced back to at least 1475, the song is
a reminder that, in much of human history, some level of economic
inequality has been a recurring theme. In other words, some people
have usually had more than others. But the extent of this inequality
has varied considerably. Today in northern Europe, for example, the
gap between rich and poor is still relatively narrow compared to
other developed countries. In other countries, such as the
United States and Turkey, China and in Central and South America,
it’s typically much wider.

Why does this matter? Later sections will explore the impacts of
income gaps on our economies and societies. But, for now, it’s
enough to say that we need to understand how economic resources
are spread across society to determine the extent to which people
are in the economic mainstream or on its fringes.

To develop a full picture of people’s economic resources, two
concepts are particularly important - income and wealth. Income is
the flow of money that comes into a household from employers,
owning a business, state benefits, rents on properties, and so on.
Wealth essentially represents people’s savings and it’s typically
higher - and spread out more unevenly - than income. Wealth
matters but, in some ways, income matters more. That’s because
it’s usually a better indicator of people’s day-to-day economic
resources.

18 OECD Insights — INCOME INEQUALITY © OECD 2015
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The task of measuring income (and wealth) inequality is
challenging. It’s hard, too, to represent the results in a meaningful
way. Today, the most widely used measure is the Gini coefficient. But
the Gini only shows part of the story. While it gives a good overall
sense of income distribution, it doesn’t show us how many people
are lacking even basic resources. For that reason, inequality
measures are usually supplemented with measurements of poverty.

1.1. Income vs. wealth: Similar but different

Income and wealth are often used interchangeably but they’re
not the same. A pensioner living in a house valued at $500,000
might be considered wealthy, but if her pension brings in just $100
a week, most would consider her as having a low income. This is
why it’s important to understand the difference between income
and wealth.

What is income?

People sometimes think of their before-tax salary as their
income, even though it’s rarely the same as what they actually receive
into their hands each month. So, instead, it’s useful to think in terms
of disposable income (or income after taxes and transfers), which gives
a much clearer sense of how much money people actually have
available to them to spend on rent, food, clothes and so on.

In basic terms, disposable income is determined by the flow of
money into a household (usually salaries and payments from the
state) minus what goes out in taxes. Think of it as “incomings” and
“outgoings”™:

» The incomings side can include salaries or wages, earnings from
investments and rents on properties. It also includes direct
benefits, or transfers, received from the state, such as child
benefits. Some measures of disposable income also include
non-cash benefits from the state, such as education or healthcare
- an important benefit for many families.

OECD Insights — INCOME INEQUALITY ® OECD 2015 19 .
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» The outgoings side typically includes taxes and other charges,
such as social security, that are paid to the state as well as some
payments to other households, such as to divorced spouses.

The difference between market income (i.e. income before taxes
and transfers) and disposable income is substantial in most
OECD countries. Without taxes and transfers, inequality would be
even higher than it currently is (see Section 3.5).

Income is also often discussed in terms of “equivalised
household income” or “household per capita income”. To explain:
Households vary greatly in size — in a wealthy country, an income of
$10,000 might be enough to support someone living on their own but
could pose problems for a family of four. That’s not to say that such
a family needs four times what a single individual needs - one TV
set, one fridge should be enough to meet their needs. But such
economies of scale don’t apply quite so much in other areas, like
clothing and food. The equivalised figure takes account of all this.
It’s computed by dividing household income by the square root of
the household size. So, according to standard economic calculations,
to match that income figure of $10,000 for a single person, a family
of four would actually need an income of $20,000 to reach the same
level of well-being.

More from the OECD: How does yourincome compare with everyone
else’'s? And how well do you understand how income is spread out
across society? Get the answers with the OECD's Compare Your
Income tool: http://www.oecd.org/statistics/compare-your-income.htm.

What is wealth?

Most people have an instinctive feeling of what wealth means -
money in the bank, property and land, shareholdings, jewellery and
art, pension rights and possibly life assurance, and so on. But wealth
has both a positive and a negative aspect. As well as assets, like our
savings, we may also have liabilities, such as loans and mortgages.
Combine these assets and liabilities and we come up with a picture
of people’s net wealth.
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Wealth is important for several reasons: It gives people a cushion
if they lose their job or fall on hard times; it can also provide a source
of income, for example, through interest payments on bank deposits
or dividends on shares; and it allows people to make one-off or
large-scale investments, such as in their education or in property.

Measuring wealth is a complex business, and not all countries
do it the same way - for example, some may include the value of a
pension, others may not. For this reason, it’s important to look at the
fine print of any measure of wealth to see what’s included and
what’s left out.

Comparing wealth and income

Because wealth is accumulated over time, it’s unsurprisingly
typically higher on average than income. For example, in OECD
countries average household disposable income per capita is $25,908
a year but average household net financial wealth per capita is
$67,139.

A second feature of wealth is that it’s typically spread out even
more unequally than income - in other words, wealth inequalities
tend to be more pronounced than income inequalities. Why does
this matter? Wealth can, in itself, generate income, and so as wealth
inequalities widen, they, in turn, fuel income inequalities. And as
wealth is a source of investment, widening inequalities mean a
growing gap between rich and poor in their abilities to take
advantage of investment opportunities.

More from the OECD: Data on income and wealth can be found at the
OECD'’s Better Life Index (http://www.oecdbetterlifeindex.org) and at
the OECD Data Portal (https:/data.oecd.org).

1.2. Measuring inequality: A challenge
for data
Inequality can be explored in several ways, all of which give a

different sense of how economic resources are spread out across
society and even the world. One approach is to look at global wealth

OECD Insights — INCOME INEQUALITY ® OECD 2015 21 .


http://www.oecdbetterlifeindex.org
https://data.oecd.org

BN 1. WHAT ARE INCOME AND WEALTH?

inequalities, which are extreme. For example, Credit Suisse’s annual
Wealth Report reported in 2014 that “that the lower half of the global
population collectively own less than 1% of global wealth”. By
contrast, the bank calculated that the richest 10% owns 87% of global
assets, while the top 1% accounts for “almost half of all assets in the
world”.

Such wealth studies are eye-catching, but they present
problems. Not the least of these is that data on wealth is extremely
hard to come by, so it’s hard to develop reliable figures. That’s one
reason why inequalities in income have historically been studied
more closely.

More from the OECD: Wealth inequality generally fell in the middle
of the 20th century but has risen in recent years. See “The Distribution
of Wealth", (Bonesmo Fredriksen, 2012), an OECD working paper,
http://dx.doi.org/10.1787/5k9h28t0bznr-en.

Representing inequality

Finding a way to represent inequality using just a single number
is challenging, and over the years many approaches have been
taken. But the one that’s probably best known today is the Gini
coefficient, which was defined by the Italian economist and
statistician Corrado Gini in the early 20t century.

The basic idea behind the Gini coefficient is straightforward. It
uses a value of 0 to represent a society where everyone has the
same income and which, therefore, has no inequality; at the other
end of the scale, it uses 1 to represent a society where only one
person has all the income and which, thus, has maximum
inequality. To make them easier to understand, Gini values can also
be represented as Gini points. This is done simply by multiplying
each value by 100, so a Gini coefficient of 0.28 becomes 28 Gini
points. In public debate, a Gini score of 40 points and above is
sometimes considered critical.
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Data: In the OECD, income inequality varies from around 25 Gini points in
some Nordic countries to over 40 Gini points in Turkey and Mexico.

Income inequality in OECD countries, 2012
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Inequality (Gini points)

Source: OECD (2015a), OECD Data Portal, https://data.oecd.org/chart/41zS.

What are typical Gini values? The average Gini value across
OECD countries is 31.5 points, although there is quite a lot of
variation between countries. The societies with the lowest levels of
inequality, Slovenia and some of the Nordics, score around 24 to 28
Gini points; the most unequal societies, such as Mexico and Chile,
score around 45 points.
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Discussions of Gini values can revolve around very small
changes, perhaps around only one or two points. Can these really
matter? It depends. Small fluctuations from one year to the next
may reflect issues with data and calculations rather than underlying
economic realities. However, small changes that are sustained over
time may indeed be significant. “Because the Gini is a sluggish
measure, even 1-2 Gini-point increases annually are a big deal,”
Branko Milanovic, a World Bank expert on inequality, has written.

Gathering the data

For many reasons, measuring inequality is a challenge. One of
the biggest problems lies simply in gathering basic income data.
Statisticians use two main sources - tax data and household
surveys. Both of these have drawbacks, especially when it comes to
estimating the incomes of very low and very high earners.

Household surveys: Better-off people often fail to respond to
surveys and, when they do, may not always be willing to reveal their
full financial situation; at the other end of the scale, the very poorest
people may be so far out on the margins of society that surveys don’t
reach them.

Tax data: Information gathered from tax collection gets around
some of the problems in household surveys. This is demonstrated by
the fact that it tends to report higher earnings among the wealthy
than household surveys do. (Indeed, tax data tends to yield far more
insights into the situation of top earners rather than low earners.)
Still, there are issues. For example, income is often underreported to
tax authorities, which may lead to the income of top earners being
underestimated. Also, in some countries, people who earn too little
to be taxed may not be required to declare their income. And, in
most economies, there’s at least some activity in the “shadow”
economy, where transactions are paid for in cash and not reported to
the tax authorities.
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1.3. Measuring poverty: Relative and absolute

Poverty is often thought of narrowly in terms of people’s
economic resources - a lack of money to buy life’s essentials. Indeed
many measures of poverty are based around income levels. But
poverty is about more than not having money in a purse. It can also
be thought of in terms of possessing the basics of life, like shelter or
nutritious food; having access to services that improve people’s lives,
like roads, education and healthcare; being free of the threat of
violence; and being able to contribute to decisions that will shape
you or your community’s future. The impact of these forms of
multidimensional poverty is increasingly recognised.

More from Insights: We need to dig behind the headline figures to
understand what poverty really means, says the OECD Insights Blog,
http://wp.me/p2v6oD-1MH.

Absolute poverty

At its most basic, poverty is often discussed in terms of a
poverty line — a fixed daily income, such as a dollar a day, or an
income below which people cannot afford a basic basket of goods
and services. These forms of poverty are referred to as absolute
poverty. One of the most famous measures of absolute or extreme
poverty is indeed the dollar a day. When this level was set by World
Bank economists in 1990, it matched closely to the poverty line in
many poor countries - in other words, the basic income people
needed in order to survive. But the dollar a day was also picked
because it was simple and striking: “We intended to have some
impact with it,” Martin Ravallion, an economist who was formerly at
the World Bank, told the BBC. “Make well-heeled people realise how
poor many people in the world are.”

Despite its apparent simplicity, the dollar a day is more
complicated than it seems. For one thing, it’s not actually a real U.S.
dollar but rather a purchasing power parity dollar (PPP$). This is used
because it makes it possible to take account of differing standards of
living between countries - in a wealthy country like the
United States, a dollar buys very little; in a very poor country, it can
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go quite a bit further. The calculations are complicated but, in very
basic terms, the PPP$ represents how much someone would need in
a local currency to buy an item costing $1 in the U.S.

Another complication is that the dollar a day is no longer a
dollar. Some years ago, it was revised up to $1.25 and, in 2015, it was
due to be revised again - to around $1.90. It’s difficult to say how this
change will affect data on global poverty. According to one set of
calculations by World Bank economists, raising the poverty line to
$1.92 would add 148 million to the numbers of people said to be
living in extreme poverty.

The dollar-a-day measure is not without its critics. Some argue
that the concept is misleading and can create a sense that people
living in poverty have a reliable, albeit very small, income. In reality,
they argue, people’s income can be unpredictable and sporadic -
farmers, for instance, may earn all their money just once or twice a
year after harvest time. Also, the idea of a subsistence income risks
painting an overly simplistic portrait of poor people’s lives. As the
work of economists Abhijit Banerjee and Esther Duflo has shown,
the poor - just like the wealthy - take active decisions on how to
spend their incomes, sometimes sacrificing nutrition in order to
save for celebrations, for example. Understanding how people make
these decisions can be important for the design of national and
international aid programmes.

Nevertheless, the idea of measuring absolute poverty in
developing countries in terms of a fixed daily income — whether it’s
$1, $1.25 or around $1.90 - has shown great staying power, especially
by helping to anchor the main Millennium Development Goal for
poverty reduction.

More from Insights: Attitudes to poverty have changed greatly,
explains the OECD Insights Blog, http://wp.me/p2v6oD-1zo.

Relative poverty

The concept of dollar-a-day poverty tends to be used in the
context of developing - rather than developed - countries. But many
rich countries also produce absolute poverty measures, typically
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based around the idea of a fixed basket of goods and services that
economists estimate are the basic minimum that families need in
order to get by. But there’s no international agreement on what
should be in these baskets, which makes international comparisons
of absolute poverty very challenging. That’s why for wealthier
countries the concept of relative poverty can be more useful. Rather
than measuring people’s economic situation against a fixed bar,
relative poverty gauges where people stand compared to everyone
else in their society.

More from the OECD: Poverty has tended to increase
in OECD countries in recent years. For the latest numbers,
visit the OECD Data Portal, https://data.oecd.org/.

To calculate relative poverty, statisticians fix on a poverty line.
There are many ways of setting this line, but here’s how the OECD
does it: First, statisticians examine the full range of incomes in a
country — from lowest to highest- and identify the point that
separates the top half of earners from the bottom half. This is the
median income. The poverty line is then calculated at 50% of the
median income.

Counting the number of people living below the poverty line
gives the poverty rate. This figure can be refined still further with a
measure called the poverty gap, which represents the average
income of people living below the poverty line. For example, in both
Belgium and the Czech Republic around 9% of people were living
below the poverty line in the early 2010s. But in Belgium, their mean
income was only around 19% below the poverty line while in
the Czech Republic it was around 28%. This means, in effect, that
poor people in the Czech Republic were generally poorer than those
in Belgium.

As well as these overall measures of poverty, specific measures

have also been developed to give a sense of how individual social
groups are faring, especially vulnerable groups like children.
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Data: Poverty has risen in some OECD countries since the 1980s; around
11% of people in OECD countries live below the poverty line.
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More from the OECD: Children in OECD countries are more likely to
live in poverty than any other social group. Explore the OECD Family
Database, http://www.oecd.org/els/soc/oecdfamilydatabase.htm.
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Multidimensional poverty

Increasingly, however, income alone is regarded as an insufficient
indicator of poverty and economic inequality, especially in developing
countries. People may lack access to education and healthcare, for
example, in part because of their individual circumstances, such as
gender, ethnicity or place of birth. These deficiencies may greatly
reduce people’s lifetime opportunities every bit as much as low
income, and are far more widespread than traditional measures of
poverty might indicate. The United Nations Development
Programme calculates that in the 104 countries represented on its
Multidimensional Poverty Index (http://hdr.undp.org), at least 1.57 billion
people are living in multidimensional poverty, representing
deprivations in health, education and their standard of living. This is
much higher than the roughly 800 million people worldwide estimated
to be living in absolute - or $1.25 a day - poverty.
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What's happening
to income inequality?

Income inequality has risen in many parts of the world,
including in wealthy, emerging and developing countries. In
parallel, many emerging countries have seen the emergence
of a middle class, which, though still fragile, could play a
major role in the future development of economies and
societies.
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Key themes

For much of the 20 century, the gap in incomes between the
well-off and less well-off is generally thought to have narrowed in
much of the world. In effect, the rich didn’t get much richer while
the poor caught up a bit. According to research based on The World
Top Incomes Database, this decline in inequality began in North
America and much of Europe in around the 1920 and 1930s and a
little later, perhaps the 1950s, in some developing countries. But
then, in the 1970s and 1980s, the pattern began to reverse, and
inequality began to rise again.

In very basic terms, then, the pattern of inequality in the 20t
century and up to today resembles a “U” - a long decline followed by
a slow rise. That shape, incidentally, is the inverse of what some
economists predicted would happen (see Section 4.1).

This rise in inequality over recent decades is evident in most — but
not all - rich economies. It has affected not just economies with a history
of relatively high inequality, but also countries where traditionally there
was less inequality, like Denmark, Germany and Sweden.

Inequality has also grown in emerging and developing economies,
although not always for quite the same reasons. In recent decades,
the economic rise of countries like China, Brazil and India has
reshaped the global economy. Among its most striking effects has
been the sharp fall in the number of people living in absolute - or
dollar-a-day - poverty and the emergence of a new middle class. But
poverty hasn’t gone away. Indeed, in many emerging and developing
countries, relative poverty is proving stubbornly resistant and
inequality, too, is widening.

2.1. Rich countries: Inequality rising
since the 1980s

Since the 1980s, income inequality has risen in most
OECD countries. A quarter of a century ago, disposable income of the
top 10% of earners was on average around 7 times higher than that
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of bottom 10%; by 2010, it was around 9% times higher. Since the
mid-1980s, average inequality in OECD countries has risen by almost
10% to just under 32 Gini points, the standard measure of inequality.

The shift was even more pronounced over roughly the same
period among the top 1% of earners, especially in English-speaking
countries. In the United States, for example, the share of pre-tax
income going to the richest 1% more than doubled, reaching almost
20% in 2012.

Who's benefiting from growth?

The rise in inequality in many countries since the 1980s (and
even earlier) underlines a significant economic trend. In simple
terms, the benefits of economic growth have tended increasingly to
go to a smaller segment of society. In the United States, for example,
between 1975 and 2012 around 47% of total growth in pre-tax
incomes went to the top 1%. The share was also high in a number of
other (mostly) English-speaking countries: 37% in Canada and over
20% in Australia and the United Kingdom.

But even in countries where the 1% didn’t do quite so well, the
fruits of economic growth have tended to flow more towards the top
10% of earners than towards the bottom 10%. This shift has sparked
increasing discussion of the need for “inclusive growth”, with the
potential to ensure as many people as possible enjoy greater
prosperity, have decent opportunities in areas like work and
education, enjoy access to healthcare and a clean environment and
are able to play a full role in society.

More from Insights: Is the world today more unequal than
it was 200 years ago?, asks the OECD Insights Blog,
http://wp.me/p2v6oD-1RQ.

Why is inequality higher in some countries than in others?

The variations in inequality between OECD countries are
striking. Inequality is particularly high in Chile, Israel, Mexico,
Turkey and the United States, and particularly low in Denmark,
Norway, the Slovak Republic and Slovenia. Equally, while inequality
tended to rise in most countries between the mid-1980s and
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mid-2000s, there were again striking variations between countries.
To be sure, it rose in most, notably the United States, New Zealand
and - perhaps surprisingly - Finland and Sweden. But in some
others, such as France, it barely budged.

Data: Income inequality has increased in most OECD countries since the
mid-1980s.
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Source: OECD (2015), In It Together: Why Less Inequality Benefits All,
http://dx.doi.org/10.1787/888933207711.

What accounts for these variations? A number of factors play a
role, but two are of particular importance. The first is the wage gap
(or “wage dispersion”) - that’s the gap between the wages of high and
low-income workers. In some countries, this gap is much wider than
in others. The second is the role of the state, which takes income in
the form of taxes and hands it back in the form of transfers. Taxes
and transfers reduce income inequality in all OECD countries (see
Section 3.5), but far more in some than in others.

These factors can be seen at work by comparing the inequality
record of different countries. At the low end, the Nordic countries
(Denmark, Iceland, Norway, and Sweden) and Switzerland all have
below-average inequality and below-average poverty. Unemployment
is low and the wage range is relatively narrow - very high wages are
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relatively rare. Most people receive cash transfers from the state, and
income taxes are strongly progressive — in other words, higher
earners lose a bigger share of their income in tax.

More from the OECD: Inequality patterns across OECD countries
are examined in “Mapping Income Inequality Across the OECD",
(Hoeller, P. et al 2012), an OECD working paper,
http://dx.doi.org/10.1787/5k9h297wxbnr-en.

At the other end of the scale are a group of countries such as
Chile, Israel, Mexico, Portugal, Turkey and the United States, which
have relatively high income inequality. Several factors are at work -
the wage range is relatively wide, with some people on very high
wages, and the state often provides less in the way of cash transfers.

2.2. Developing countries: Inequality rises,
but a middle class emerges

Since the late 1990s, the engine of the world economy has
moved from the traditionally wealthy OECD countries to developing
and emerging economies — a phenomenon sometimes called
“shifting wealth”. China and India are the most famous examples,
but they're not alone: In the 1990s, only 12 developing economies
saw their GDP per capita grow at more than double the rate of
OECD countries; in the 2000s that number soared to 83.

More from the OECD: The OECD’s Development Centre explores
“shifting wealth" in its annual Perspectives on Global Development,
http://dx.doi.org/10.1787/22224475.

Lately, economies in many emerging economies have slowed,
reducing the pace of this shift in global wealth — as The Economist has
noted, “its most tumultuous phase seems to have more or less reached
its end”. Nevertheless, the impact of this shift has been profound. Many
developing countries are seeing huge numbers of people escaping
poverty and the emergence of a new middle class — even if many of its
members are still on a very fragile financial footing. But, many also, are
seeing widening income inequality, although the factors behind this
are not always quite the same as in developed countries.
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Falling poverty, rising inequality

A striking statistic: Compared to 1981, worldwide there are now
around 650 million fewer people living in extreme poverty - i.e. on
less than $1.25 a day - even though, over that same period, the global
population rose by about 2 billion. Many factors have contributed to
that decline, but the most important is the rise of China - it alone
accounted for around half a billion people moving out of extreme
poverty.

Data: Poverty rates in developing countries have fallen sharply since the
early 1980s, although much of the decline reflects China’'s economic
resurgence.
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Source: OECD (2013), Perspectives on Global Development 2013,
http://dx.doi.org/10.1787/888932812908.

But while $1.25-a-day poverty has been falling in much of the
developing world, the same is not always true of relative poverty,
which in many cases is at best stagnating. In addition, many of the
countries that have made the biggest contributions to reducing
poverty also have very high levels of inequality. In Brazil and much of
South America, these often exceed 50 Gini points while in South Africa
inequality touches 70 Gini points. It’s high, too, in India (around 34 Gini
points) Indonesia (around 40 points) and China (around 45 points).
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Although high, these figures are, in some cases, actually lower
than they used to be, especially in parts of Latin America. On the
other hand, South Africa, Indonesia and China all saw increases in
inequality, although, in the case of China, it may now be stabilising.

One consequence of these trends is that most of the world’s
poorest people no longer live in the world’s poorest countries.
According to the British researcher Andy Sumner, about three-
quarters of the world’s 1.3 billion poorest people now live in what the
World Bank classes as middle-income countries (MICs), most notably
India. That raises the question of whether or not growth is inclusive -
is it simply enriching an educated elite or is it bringing broad benefits?
The answer to that isn’t always clear. As the development expert
Owen Barder has noted, “The figures suggest that the biggest causes
of poverty are not lack of development in the country as a whole, but
political, economic and social marginalisation of particular groups in
countries that are otherwise doing quite well.”

More from Insights: "... if we focus on the poorest countries,
we'll actually miss most of the world's poor.” OECD Insights Blog,
http://wp.me/p2v6oD-Bu.

What's driving inequality in developing countries?

In many developing countries, travelling from the bustle of a
busy city to the quiet of a country village can feel like a journey
through time. In some ways, it is. While cities have become
increasingly plugged into the globalising economy, life in many rural
areas has often changed little. These differences between urban and
rural areas, or between different provinces and regions, reflect what
are called spatial inequalities, and they can be a significant
contributor to overall inequality in many developing countries.

Income explains only some of these regional inequalities,
although in some emerging economies — notably China and India -
it's significant, with urban incomes rising faster than rural. But there
are also inequalities of opportunity — notably access to healthcare,
education and jobs - that are perhaps more important. For example,
in some emerging economies, enrolment in secondary education is
much lower in rural areas than in urban, especially for girls. Access
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to basic healthcare can also vary greatly depending on where people
live. In Asia, for example, infant mortality is typically much higher in
the countryside than in the cities. And, in many parts of the world
women still face many barriers that deprive their families and
communities of valuable economic contributions.

Other factors are also at work. One, for example, is the extent to
which people in many poorer countries work informally, with no
written contracts and little in the way of terms and conditions of
employment. In Mexico and Brazil, around half of jobs are in the
informal sector, a level that rises to around 80% in India and
Indonesia. Such jobs contribute to inequality in a number of ways -
for one thing, they pay less than formal jobs. They also rarely offer
workers opportunities for training and promotion. And they are
unpredictable, meaning workers may find themselves without an
income at very short notice.

More from the OECD: The role of informal work in developing
countries is explored in Is Informal Normal? (Jitting and de Laiglesia,
2009), http://dx.doi.org/10.1787/9789264059245-en.

Finally, in developed countries, taxes and transfers do much to
reduce income inequality, but in many developing countries these
systems are rarely well developed. There are exceptions: In Brazil,
for example, the Bolsa Familia, or family allowance programme,
makes payments to more than 13.3 million families, representing
nearly a quarter of the population, on condition that they enrol
children in school and take part in health programmes. That has
helped to reduce rates of both child poverty as well as inequality.

Emerging middle class?

One of the most closely watched aspects of “shifting wealth” is the
emergence of a new middle class, even if in many cases its members
don’t yet enjoy the prosperity and economic security that has
traditionally been associated with the middle class in many wealthy
countries. Nevertheless, this middle class may have the potential to
play a transformative role in both the economy and society.

More from Insights: Who are the middle classes?,
asks the OECD Insights Blog, http://wp.me/p2v60D-1zP.
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By definition, “middle class” is a relative term - it's somewhere
above poor but below rich, but where? Answers vary widely. Some
economists, such as Brazil’s Eduardo Giannetti da Fonseca, prefer a
descriptive approach: “People who are not resigned to a life of
poverty, who are prepared to make sacrifices to create a better life for
themselves but who have not started with life’s material problems
solved ....” Others define it numerically, but even here there are
different ways of thinking. One approach is to come up with a
relative figure based on income levels in each country: For example,
anyone earning between 50% and 150% of the median income. Other
approaches are more global, and define middle class simply as
households with a certain level of income. In 2008, Goldman Sachs
put that figure at between $6,000 a $30,000 a year; by contrast,
experts working in development tend to use a much lower figure,
such as between $10 and $100 a day.

However it's measured, the key point is that even though this
new middle class remains economically vulnerable, it has at least
risen above day-to-day subsistence living and can plan for, and
invest in, the future. And that, historically, has been one of the most
significant attributes of the middle classes. In the words of the
development expert Homi Kharas, “the middle class has been
thought of as the source of entrepreneurship and innovation - the
small businesses that make a modern economy thrive. Middle class
values also emphasise education, hard work and thrift. Thus, the
middle class is the source of all the needed inputs for growth in a
neoclassical economy - new ideas, physical capital accumulation
and human capital accumulation.” It’s also traditionally seen as an
important political player, both as a source of stability and a force for
policies like investment in education.

More from the OECD: Shifting social patterns are examined

in The Emerging Middle Class in Developing Countries (Kharas, 2010),
a study for the OECD Development Centre,
http://dx.doi.org/10.1787/5kmmp8Incrns-en.

The role of these middle classes is likely to grow: Homi Kharas
projects the middle class could expand from around 1.8 billion
people today to 3.2 billion by 2020 and 4.9 billion by 2030, with the
bulk of this growth - about 85% — coming from Asia.
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Why is income
inequality rising?

Many factors explain the rise of income inequality. Some are
economic, such as the role of technology in the globalising
economy; others are social, such as shifts in who people
marry; and some relate mainly to the rising incomes of top
earners.
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Key themes

The rise of the 1% is the most visible face of income inequality,
but fissures have opened up elsewhere, such as between a large
group of low earners — as much as 40% in some countries - and
everyone else. It’s important to understand that the factors driving
rising inequality in one part of the population, say between the 1%
and the 99%, don’t always fully explain why inequalities are rising
elsewhere. It’s important, also, to realise that a whole range of
factors — economic, social and the role of the state - are contributing
to rising inequality.

One of the most important of these is the impact of
globalisation, or the process through which the global economy has
become more integrated through a complex series of “flows”,
including technology and information, trade and investment. Just as
it has in the past, technology is destroying old jobs and creating new
ones. This is making high-skilled workers even more valuable and
killing off the jobs of some middle and low-skilled workers. It’s also
helping to shift the balance between labour vs. capital, delivering a
larger share of income to the owners of capital, such as
entrepreneurs, and a smaller share to the people who work for them.

Inequality has also been affected by changes in our societies,
such as the growing tendency for people to marry people from very
similar social and education backgrounds, and by changes in the
workplace, such as the rise in part-time working and the decline in
union membership.

Through the taxes it collects and the benefits it pays out, the
state plays a major role in reducing inequality. But the state’s role has
been evolving, with a general trend towards policies that redistribute
less. Other economic policies, such as a move to reduce regulation,
have also probably helped to increase inequality.

Some of these factors have also contributed to the rise of “the
1%”. But a range of special factors have also been involved in
boosting top incomes. These include the emergence of a “superstar”
labour market, the growing use of stock options and performance
pay and the “financialisation” of economies.
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3.1. Globalisation: A key role for technology

“Globalisation” means different things to different people. For
some, the spread of Western-style lifestyle and culture - embracing
everything from American coffee chain Starbucks to Korean K-Pop
music - is its most visible face. But in the context of income
inequality, it’s economic globalisation that matters — or the way in
which the world economy has become increasingly integrated and
interconnected through five global “flows”:

» Technology and information
» Trade

» Finance and investment (or the ability of capital to flow across
borders)

» Production (or the ability of businesses to move operations around
the world)

» International migration

Data: The pace of globalisation - represented here by rising trade, the
opening of financial markets and technological progress - sped up in the
mid-1990s.

Developments in trade integration, financial openness
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Source: OECD (2011), Divided We Stand: Why Inequality Keeps Rising,
http://dx.doi.org/10.1787/888932535223.
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Globalisation can be a divisive issue, and polls suggest that in
many parts of the world there’s a perception that its benefits are not
being enjoyed equally across societies. In many developed countries,
there’s also a perception that aspects of globalisation, such as
outsourcing by businesses, are costing jobs and driving down
incomes.

More from Insights: The causes and consequences of globalisation
are examined in OECD Insights: Economic Globalisation (OECD, 2013),
http://dx.doi.org/10.1787/9789264111905-en.

The impact of technology

All of the flows that constitute globalisation can have some
impact on income inequality, but perhaps none more so than
technology and information flows. That’s not so surprising -
technology has long had an impact on people’s livelihoods. Take the
Luddites, textile workers in 19% century England who smashed up
newly installed machinery. The Luddites are sometimes portrayed as
having been almost irrationally fearful of technology. In fact, they
had good reasons to oppose it. They were craftsmen who had
invested time in developing their skills. As the Industrial Revolution
dawned, they didn’t want to see those skills thrown into the dustbin
of progress. As the economist Paul Krugman has written,
“Mechanization eventually - that is, after a couple of generations -
led to a broad rise in British living standards. But it’s far from clear
whether typical workers reaped any benefits during the early stages
of the Industrial Revolution; many workers were clearly hurt.”

More from Insights: Some experts argue that technological change is
destroying jobs faster than creating them, says the OECD Insights Blog,
http://wp.me/p2v6oD-1xZ.

The Luddites illustrate the reality that almost every wave of
technological change brings losers as well as winners. Today is no
exception. Over just the past few decades, the number of people
employed as telephone operators and shorthand typists has dwindled
markedly. Other jobs will go in the future; including some “knowledge
work” that today might seem to be immune to technology. Indeed,
there are already signs that this is happening: As The New York Times
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reported, in the late 1970s, a small army of lawyers worked for
months to analyse 6 million documents in an antitrust lawsuit at a
cost of $2.2 million; 33 years later, specialised software conducted
similar analysis on 1.5 million documents at a cost of just $100,000.

So, technological change affects the world of work, devaluing and
revaluing skills and, of course, creating whole new skills and jobs -
think of app developers and social media strategists. This relationship
between skills and technology is regarded by many as an important,
perhaps the most important, factor behind rising income inequality.
It was characterised by the Dutch economist Jan Tinbergen as “the
race between technology and education”. The authors of a book that
took Tinbergen’s phrase as their title, Claudia Goldin and Lawrence
Katz, explained his thinking thus: “When technological advance
vaults ahead of educational change, inequality generally rises. By
the same token, when increases in educational attainment speed
up, economic inequality often declines.”

Looking at the current state of the race between technology and
education, it’s often argued that technology is now in the lead and
that education is failing to keep up. The result is that people with
lower levels of education are in growing danger of seeing their jobs
replaced by technology. On the other hand, people with high-level
skills are well positioned to put new technologies to good use and
are enjoying increasing returns to their education.

The impact of trade and investment

After technology, the two globalisation flows with the greatest
potential to affect incomes are probably trade and investment.

Trade: According to standard trade theory, increases in global
trade should widen the wage gap in developed countries and narrow
it in developing countries. In practice, it’s not clear that this has
actually happened,; if it has, the impact looks to have been, at most,
extremely modest. Indeed, some studies suggest wage gaps have
risen in both developed and developing countries.

More from Insights: The impact of trade in our societies and
economies is examined in OECD Insights: International Trade - Fair, Free
and Open? (OECD, 2009), http://dx.doi.org/10.1787/9789264060265-en.
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There are countries, however, where rising trade does seem to
have had more of an impact, most notably where employment-
protection legislation is relatively loose. In effect, in countries where
it’s easier to hire and fire workers, increasing imports do appear to
have more of an impact on the income gap, especially if they come
from low-income countries.

Investment: For much of the 20t century, money rarely crossed
borders. True, some funds were sent abroad to pay for imports and
as remittances, but this formed a very small slice of most countries’
economic activity. Equally, businesses tended to invest mainly at
home, and spent very little on foreign direct investment (FDI) -
buying foreign businesses or setting up operations abroad. As
recently as the early 1980s, FDI accounted for no more than a
twentieth of economic activity in OECD countries.

More from the OECD: The impacts of globalisation on income
inequality are discussed in Chapter 2 of Divided We Stand: Why
Inequality Keeps Rising (OECD, 2011),
http://dx.doi.org/10.1787/9789264119536-en.

Today, it typically accounts for around half, ensuring that FDI is
one of the most visible faces of globalisation - examples abound:
American chipmaker Intel designs silicon chips in India; Indian
conglomerate Tata employs 20,000 workers in the U.S. in its
information technology division. It’s also one of the most
controversial. Offshoring is widely blamed for taking away jobs in
developed countries, especially among low-skilled workers, and
there is some truth to this. How much, though, is hard to say. FDI,
trade and the rising use of technology are so intertwined that it’s
very difficult from an analytical perspective to state the relative
importance of one versus the other.

3.2. Labour vs. capital: A shifting balance
The impact of technology is also evident in another economic

trend that is going hand-in-hand with - and arguably contributing to
- the increase in income inequality, namely a shift in the share of
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national income from labour and towards capital. In other words,
less of the income generated by the economy now goes to workers
and more goes to the people who own businesses.

The factors of production

Societies call on a vast range of resources to produce goods and
services. Take something as basic as a T-shirt: Somebody needs to
take the initiative to produce the garment and to buy the weaving
machinery; cotton needs to be grown; cloth needs to be woven; the
T-shirt needs to be designed, and so on... Despite this complexity,
economists usually boil down all these separate elements into just
four “factors of production” - land, labour, capital and enterprise (or
entrepreneurship).

For income inequality, the relationship between two of these
factors is especially important. The first is labour, the workers paid
to carry out certain duties — such as operating a T-shirt production
line. The second is capital, or financial resources and assets that are
put to economic use — such as the entrepreneur who buys the
equipment for the production line. Ultimately, capital is owned by
somebody somewhere - it might be an individual, a family or, more
usually these days, shareholders.

All these economic activities generate income but, historically,
economists have believed that the proportion of this income that
goes to labour and the proportion that goes to capital don'’t really
change. Yes, it might rise or fall a little but, over time, it looked to be
stable. Indeed, so fixed was this idea that it formed one of six
“stylised facts” - or generalisations that are basically true - of
long-term economic growth set down by the economist Nicholas
Kaldor in the 1950s.

Balance shifts to capital

The past few decades have increasingly challenged Kaldor’s
finding. There is increasing evidence that the share of national
income going to capital is rising and that the share going to labour is
falling, and that this is now a global phenomenon. In the early 1990s,
the share going to labour across all OECD countries was about
two-thirds, or 66.1%; by the late 2000s, it had fallen to 61.7%.
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Data: Labour's share of national income fell in almost all OECD countries
in recent decades.

Labour share of national income in OECD countries, 1990 and 2009
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Source: OECD (2012), OECD Employment Outlook 2012,
http://dx.doi.org/10.1787/888932651503.

A range of factors have fuelled this decline in the “labour
share”, for example competition from exports from developing
countries and loosening in the rules covering jobs and employment.
But the biggest factor looks to be technology, accounting for perhaps
80% of the shift, according to OECD estimates (although others argue
that financial globalisation is the main factor). This represents the
increased use of robots and automation as well as the growing
sophistication of information processing. The implications are clear:
Income that once went to workers now goes to the owners of capital
who financed the machines or software that - to a greater or lesser
extent — have replaced those workers.

But is this shift in income share from labour to capital fuelling
income inequality? It’s difficult to say for sure. The two processes
have certainly moved in parallel with each other in recent decades,
but establishing a causal link between the two is challenging. One
obstacle, among many, is that the lines between labour and capital
are not as clear as they once were. In the early industrial age, when
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workers manned assembly lines and factories were owned by
individuals or families, it was easy to see who represented labour
and capital. But today, it’s not so rare for workers to also have a foot
in the capital camp through shareholdings and investments in unit
trusts. Nevertheless, some research does show that the decline in
labour’s share of income is fuelling inequality: For example, a report
by the International Labour Organisation on G20 countries suggests
that a 1% decrease in the labour share increases inequality in market
income (i.e. income before taxes and transfers) by between 0.1%
and 0.2%.

More from the OECD: The shifting balance between capital
and labour's share of national income is examined in the
OECD Employment Outlook 2012 (OECD, 2012),
http://dx.doi.org/10.1787/empl_outlook-2012-en.

3.3. The workplace: Traditional jobs
are declining

The past few decades have brought substantial changes to the
way we work, with a decline in the traditional 9-to-5 job and a fall in
the number of union members. Both these trends can affect income
inequality.

The changing world of work

Non-traditional jobs - including part-time and short-term work
as well as self-employment - are becoming more widespread. Since
the mid-1990s, more than half of all new jobs in OECD countries
were non-traditional. Whatever about the merits or otherwise of this
sort of work - it’s a welcome choice for some workers, an imposition
for others - there are clear signs that its growth is linked to income
inequality in a number of ways.

More from the OECD: The rise of non-standard work and its impact on
inequality is examined in In It Together: Why Less Inequality Benefits All
(OECD, 2015), http://dx.doi.org/10.1787/9789264235120-en.
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First, it’s associated with a “hollowing out” of the workforce. In
effect, the proportion of people in the traditional “middle” of the
workforce - permanent staffers, such as accountants, who have
mid-level skills and perform routine tasks - has declined.
Between 1995 and 2010, the share fell from 53% to 41% of the
workforce in OECD countries. But the share of people working at the
two ends of the skills spectrum - high-skill workers like designers
and lower-skill workers like drivers — has increased, and they’re
increasingly likely to be part-timers, temps or self-employed. This
trend towards a more U-shaped workforce is in itself likely to
increase income inequality.

The second important link between non-traditional work and
income inequality concerns the pay and conditions of such workers.
At the low-end of the skills spectrum, especially, such workers
typically have both lower annual earnings (because they’re working
shorter hours or enduring periods of unemployment between
contracts) and lower hourly earnings than permanent workers. Such
jobs are often associated with poorer working conditions and less
stability, a combination that has led some to describe this class of
workers as the “precariat”.

So, why is non-traditional work growing? Numerous factors
help to explain it. One is technology, which both increases demand
for part-timers and temps and makes it easier to employ them.
Another factor is the changing face of the workforce itself, notably
the rising number of women going out to work. Either by choice or
because they have no options, large numbers of women choose
part-time work to help balance their career and family demands. A
third factor is a weakening in the laws protecting temporary
workers, especially in countries where protection of permanent
workers remains strict. In labour forces split between strongly
protected permanent “insiders” and weakly protected temporary
“outsiders”, employers may prefer to recruit temps, who can be hired
and fired more easily in response to changing business conditions.

More from the OECD: How can policy respond to the rise of the
non-traditional job? The options are examined in OECD Policy Brief:
Adapting to the changing face of work,
www.oecd.org/policy-briefs/Adapting-to-the-changing-face-of-work.pdf.
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Declining union membership

The past few decades have seen a general decline in
membership of labour unions, which have traditionally worked to
counter inequality among workers — “a fair day’s wages for a fair
day’s work”. In New Zealand, for example, union membership fell
from about 70% of workers in 1980 to just 17% in the late-2000s.
Declines in many OECD countries reflect a number of social and
economic changes, including the loss of traditionally unionised
businesses, like heavy manufacturing. They also reflect changes in
labour laws in some countries that have weakened unions’
bargaining power.

Has the decline in union membership fuelled income inequality
in OECD countries? Probably, although the picture is not black and
white. Firstly, declining membership doesn’t automatically imply
that unions’ negotiating power is fading. In many countries, the pay
and conditions of non-union workers may still be covered in
union-led negotiations. Secondly, the cause-and-effect relationship
may run both ways. Some economists argue that workers may
interpret rising inequality as a sign that unions can’t represent their
interests and so are not worth supporting. In that sense, declining
union membership could be both a result and a cause of rising
inequality.

3.4. Societies: Love, life and inequality

Changes in our societies are contributing to some extent in the
rise in inequality. Possibly the most significant trends concern our
relationships - are we married or single and, if we're married, is our
partner earning a similar income?

Marrying people like us

People are now increasingly likely to marry or live with
someone from a similar social background - a phenomenon that
economists romantically refer to as “assortative mating”. Today, in
about 40% of working couples, both partners have very similar
earnings; in the early 1990s, the proportion was about 33%.
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Data: The proportion of people marrying partners with similar incomes
has been rising in most OECD countries.
Percentage of workers in earnings decile with a spouse
in the same decile, mid-1980s and mid-2000s
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Source: OECD (2011), Divided We Stand: Why Inequality Keeps Rising,
http://dx.doi.org/10.1787/888932536515.

This trend is, in part, a consequence of the welcome fact that
women are now far more likely to have qualifications and careers
that match or exceed men’s. For example, not so long ago, a male
doctor might have married a nurse; today, he’s more likely to marry
another doctor. The result is that a household that would once have
brought in a doctor’s earnings and a nurse’s lower earnings today
brings in two doctors’ incomes, so concentrating higher incomes in
fewer households.

Single-parent families

Another potentially significant social change is the rise in the
number of single-parent families. In several of the Nordic countries
and the United States, more than a quarter of families are led by
single parents, and the average for OECD countries is around 20%; in
the 1980s and early 1990s it was closer to 15%.

Media coverage tends to focus on families led either by
low-income single-mothers or wealthy singletons but generalisations
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are hard to make. Nevertheless, it’s clear that — compared with
two-parent families — single-parent families are more likely to rely
on just one paycheque. And, in some countries, there’s evidence that
the proportion of single-parent families among low earners has been
rising much faster than among higher-income groups. This puts
such families at a double disadvantage: Not only are they relying on
just one paycheque but that paycheque is not, relatively speaking, all
that big.

More from the OECD: Statistics on the size and shape of families can
be found at the OECD Family Database,
http://www.oecd.org/els/soc/oecdfamilydatabase.htm.

3.5. The state’s role: Less regulation,
less redistribution

Policy decisions by governments play a big role in determining
families’ spending power. Some of these relate directly to our
disposable income, such as the taxes we pay and the transfers, like
unemployment benefits, that we receive. Some are only indirectly
related to our incomes, such as the rules that regulate how markets
work. These, for example, may increase competition in the
marketplace but also reduce workers’ job security and wage-bargaining
powers.

Taxes and transfers

The wages we earn from our employers are only one factor -
albeit an important one - in determining how much we have to
spend on ourselves and our families. What really matters is what’s
left after we pay our taxes and receive state transfers - a total that
economists refer to as disposable income. Taxes and transfers do
much to reduce income inequality for two main reasons. Firstly,
higher-wage workers tend to pay higher taxes than their lower-wage
counterparts; secondly, lower-wage workers tend to receive more
support from the state. Combined, these systems of taxes and
transfers play a big role in narrowing income gaps.
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Data: The taxes that workers pay to the state, and the transfers they
receive, do much to narrow the earnings gap in OECD countries.

Inequality of market income (before taxes and transfers)
and disposable income (after taxes and transfers)
in OECD countries, late 2000s
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Source: OECD (2011), Divided We Stand: Why Inequality Keeps Rising,
http://dx.doi.org/10.1787/888932536515.

Up to the mid-1990s, taxes and transfers were tending to play a
growing role in reducing inequality. But in the middle of that decade
the pattern began to reverse. What happened? A key change seems to
have come on the transfers side, especially a decline in spending on
unemployment benefits. Unemployment fell, so fewer people were
claiming benefits, while rules for claiming benefits were tightened.

What about taxes? In general they tended to fall, which
typically would increase income inequality. However the picture is
not as simple as that. On the one hand, some of the impact of this
fall was cushioned by the fact that income taxes also became more
progressive - if taxes fell on better-paid workers, they fell even more
on lower-wage workers. On the other hand, very high earners (“the
1%”) seem to have bucked this trend towards increasingly
progressive taxation, enjoying a very considerable fall in their tax
burden (see Section 3.6).
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Regulation

Up to the 1980s, OECD economies were generally more regulated
than they are today. It wasn’t unusual for a single national airline to
have a monopoly on certain routes. In the decades since, most
OECD countries have reformed the rules covering products, services
and employment, with the aim of making their economies more
dynamic.

Governments have also tended to take a more passive role in
the labour market. In the past, wage rises were sometimes negotiated
at a national level and there was relatively tighter regulation of how
and when companies could let workers go. Today, market forces are
generally allowed freer rein.

These reforms have not been universally welcomed but, by and
large, they have helped boost the numbers of people in work.
However, they have also tended to widen the wage gap, pushing
down the wages of low-skill workers and pushing up the wages of
high-skill workers. This happened for two main reasons. Firstly, the
influx of new workers into the workforce included some very
low-earners. Many of these — particularly part-time and temporary
workers — are now covered by weaker employment protection laws
than in the past. Secondly, in an increasingly competitive economy,
skilled workers are increasingly in demand and can command
higher wages.

Other policy areas

Governments can also influence income inequality through
their policies in a wide range of other areas (see Section 4.4),
including through their approaches to migration, the rules covering
jobs and employment and, in particular, education.

3.6. Top incomes: Why did the 1% get so rich?

Across much of the OECD, but especially in English-speaking
countries, the share of national income taken by the top 1% of
earners has risen, sometimes sharply, in recent decades. The rise
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has been particularly striking in the United States: In 1980, the top
1% of income recipients in the U.S. earned 8% of all pre-tax income;
by 2012, their share had risen to over 19%. Other OECD countries also
saw big rises, including the United Kingdom and Australia.

Data: Top earners have increased their share of total earnings in most
OECD countries since the 1980s.

Share of top 1% incomes in total pre-tax income,
1981-2012 (or latest year available)
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Source: OECD (2014), “Focus on Top Incomes and Taxation in OECD Countries: Was
the crisis a game changer?”, http://dx.doi.org/10.1787/888932965953.

The rising income share of the 1% has become a hot issue, but
some observers believe this focus actually misses much of the story
of rising income inequality. As well as looking at the top 1% of
earners, they argue, we should also look at an even smaller segment
- the top 0.1% of earners (1 in 1,000), and even the top 0.01% of
earners (1 in 10,000). As the Nobel laureate Paul Krugman has noted,
data from the U.S. Congressional Budget Office shows that
between 1979 and 2005, the after-tax income of Americans in the
middle of the income distribution rose by 21%; among the 0.1% it
was up 400%.
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