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As an undergraduate and graduate student, when I asked my professors about inequality, I was told,

“Look at the work of Alfred Marshall” because Marshall had indicated that income and wage equality

would eventually come about through the evolution of capitalist markets. The markets evolved, but the

equality did not occur.

I was then told, “Well, if Marshall is not good enough for you, take a look how Simon Kuznets

says income equality can come about.” We all know that this did not happen either. Any rise in equality

has been only a temporary phenomenon occurring during full employment years. Inequality remains. 

This conference re p resents the Levy Institute’s commitment to intensify its re s e a rch in the are a

of the distribution of income and wealth. It was undertaken in conjunction with the University of Te x a s

Inequality Project, headed by Senior Scholar James K. Galbraith, and supported by the Ford Foundation.

The conference was intended to provide an overview of recent work—measurements, 

methodologies, results, and hypotheses—on inequality in North America, Europe, the rest of the

OECD, and the developing world. We brought together a group of distinguished re s e a rchers and spe-

cialists actively involved in investigating relationships between inequality and unemployment, 

economic growth, and economic development. We hope that this work will improve our understanding

of the causes of inequality and point to public policy options to alleviate identified pro b l e m s .

Dimitri B. Papadimitriou

President

F o r e w o r d
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8:30–9:00 A.M. RE G I S T R AT I O N A N D BR E A K FA S T

9:00–9:15 A.M. WE L C O M E

Dimitri B. Papadimitriou, Levy Institute

9:15–10:00 A.M. KE Y N O T E

James K. Galbraith, Levy Institute; University of Texas at Austin
“Keynesian Microeconomics”

10:00–10:30 A.M. BR E A K

10:30–11:15 A.M. SP E A K E R

Robert Z. Lawrence, Council of Economic Advisers
“Inequality in the U.S. Economy: The Recent Evidence”
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PRESENTERS
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and Wage Inequality in the U.S.”
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“Understanding Increasing and Decreasing Wage Inequality” (Co-author,

Andrew Bernard, Dartmouth College and National Bureau of 

Economic Research)

DISCUSSANTS

William Spriggs, National Urban League
Barry Bluestone, Levy Institute; Northeastern University
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Vidal Garza Cantú, University of Texas Inequality Project (UTIP)
“Inequality in the NAFTA Region”

Pedro Conceição, UTIP, and Pedro Ferreira, UTIP
“Inequality and Unemployment in Europe: The American Cure ” (Co-author,

James K. Galbraith)

Amy Calistri, UTIP
“Interindustry Wage Structures: New Evidence from the OECD”

(Co-author, James K. Galbraith)

DISCUSSANTS

L. Randall Wray, Levy Institute: University of Missouri–Kansas City
Brian K. MacLean, Laurentian University
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“Lessons and Implications for Policy”
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S p e a k e r s

JA M E S K. GA L B R A I T H

Senior Scholar, Levy Institute; Pro f e s s o r, Lyndon B.

Johnson School of Public Affairs and Department of

G o v e rnment, University of Texas at Austin; Dire c t o r,

University of Texas Inequality Pro j e c t

K E Y N OTE AD D R E S S

Keynesian Micro e c o n o m i c s

We have all been drawn here by our concern with

economic inequality. Some of us are principally con-

c e rned with poverty and the relationship of eco-

nomic inequality to the proliferation of the poor;

some with inequality of genders and races, with dis-

crimination; and some, at a more abstract level, with

the role of altruism and interdependence in eco-

nomic life. My own concern, as I have tried to

e x p ress it in my book C reated Unequal, is with the

politics of economic inequality, with the tendency of

highly unequal societies to fission, to split into dis-

tinct groups on any number of categorical dimen-

sions, to identify themselves not as a single society

but as separate societies, each with its own intere s t s

and each excessively jealous of its own share of

re s o u rc e s .

Underlying these diff e rent concerns is the fact

that inequality is a quintessentially American topic.

It suffuses our political culture. Although often not

at the surface of our politics, it is almost always just

below the surface. Over the course of this century

we have come to prize the self-definition of the

United States as a middle-class democracy. For that

reason, the rise in inequality, which began in the

early 1970s and reached a crescendo in the 1980s,

was a profoundly disturbing social event, something

that has motivated all of us to take up this topic,

which had lain fallow in economics for many years.

There are many ways of approaching the

question of why that rise in inequality happened.

Reluctantly, I have come to the conclusion that,

in one respect, Robert Lucas was right: There is

no viable distinction between macro- and micro-

economics. The only question is which should

give way and which should prevail.

The allocation of re s o u rces and the distribution

of income have been for most economists, most of

the time, a microeconomic topic, a matter of re l a t i v e

supply and relative demand. Most of the literature

on the change in inequality in our time has been

fixed within this framework. Economists have

a rgued over the comparative effects of trade and

immigration on the relative supply of skilled and

unskilled workers and the effects of technology on

the relative demand. But, I would suggest, without

a rguing it in detail, that this has been, broadly speak-

ing, unsatisfactory. Some economists whom I

a d m i re greatly have worked as hard as they could on

the question of effects of trade and those effects are

c e rtainly present, but they are simply not big

enough to account for all or even most of the

changes that have occurred. The prevailing model of

skill-biased technological change has simply fallen

s h o rt of satisfactory correspondence with the facts

when one specifies the technological change, as

many economists have done, as changes in inform a-

tion technology and computer use.

At this conference two traditions will be stro n g l y

re p resented. One emphasizes stru c t u re, institutions,

politics, market power, labor organization, labor

rents (part i c u l a r l y, industry-specific labor rents), and

the distribution of monopoly and oligopolistic pro f-

its. The other is associated with the work of Simon

Kuznets and John Maynard Keynes. It has been

confined, for the most part, to development eco-

nomics in our time. In this tradition, the degree of

inequality is a macroeconomic variable associated

with the level of income and changes in the degre e

of inequality are associated with changes in eco-

nomic perf o rm a n c e .

The theoretical underpinning of some of the

work to be presented here is that these two per-

spectives can be fruitfully combined. Roughly

speaking, structural forces (which are relatively sta-

ble) determine the ordering of incomes, and

m a c roeconomic forces (such as aggregate demand,

unemployment, exchange rates, and economic

g rowth) are the forces that tend to drive changes in

the shape of the distribution itself.

I want to stress that, taken together, these two

traditions form a coherent view. They are rooted in
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well-established traditions of theoretical economics,

tracing back on the one hand to Keynes and on the

other to Schumpeter primarily, but also to Joan

Robinson, Michal Kalecki, and Karl Marx. The

quest to refine this view has led me to propose a

t h ree-sector taxonomy for at least the advanced

economies: a K-sector supplying capital goods and

technology products, with rents determined mainly

by the flow of investment demand; a C-sector sup-

plying consumption goods, with rents determ i n e d

mainly by the flow of consumption demand and dis-

tribution of market power; and a large S-sector sup-

plying services, with wages driven largely by political

and social factors, which can themselves be influ-

enced by macroeconomic perf o rmance. This taxon-

omy may be considered as the elements of a basic

Keynesian micro e c o n o m i c s .

This characterization is at a fairly high level of

abstraction and a great deal of empirical work is

still to be done. We have approached this task in

two ways. One is the construction of long and

dense time series measuring inequality, mainly in

manufacturing earnings, using the between-

group component of the Theil statistic. Our

insight (and our contribution) simply consists in

exploiting semiaggregated industrial data sets to

compute estimates of the changing dispersion in a

g reat many countries over a great many years.

T h e re are undeniably limitations to this

a p p roach. We sacrifice range since we do not cover

the whole economy in the way that a sample surv e y

would attempt to do. We also sacrifice compre h e n-

siveness since we do not cover all sources of

income. But, there are advantages to this appro a c h .

By focusing on manufacturing earnings, we narro w

our scope to precisely that area on which economic

t h e o ry of inequality has focused. More saliently,

focusing on the manufacturing sector allows us to

multiply the cases in time and across countries. This

p e rmits us to conduct comparative work to an

extent that is difficult to achieve with other sourc e s

of data.

Our second approach to the empirical work

involves empirical and numerical taxonomy. We are

re o rganizing industrial data using statistical methods

to reveal the main patterns of evolutionary change in

the distribution of pay through time. Once the main

p a t t e rns are identified, we attempt to isolate the his-

torical forces that have diff e rentiated the paths of

income of diff e rent industrial groups. Some of our

results will be on display in the course of this con-

f e rence. We think they are illuminating and hold the

potential for simplifying our understanding of the

p rocess of industrial and technological and political

change in a great many countries. Both appro a c h e s

a re, in short, useful tools, no more than that, for a

Keynesian micro e c o n o m i c s .

In sum, the work on which I and my colleagues

a re engaged is rooted in a view of economics as an

empirical science, concerned above all with the

s e a rch for good or useful generalizations about

i m p o rtant policy topics. Inequality is such a topic, as

is unemployment, growth, and price stability. I

know that many of you who will be presenting work

h e re bring other perspectives, other sources of data,

and other methods to the table. Yet, I believe that

we all share three beliefs. First, the study of eco-

nomic inequality is properly and necessarily empiri-

cal; it re q u i res a foundation in measurement and in

fact. Second, it is an important and worthy focus for

our work. Third, if something can be done to limit

the rise in inequality and to re s t o re the sense of our-

selves as a pro g ressive, substantially middle-class

d e m o c r a c y, then we should probably do it.
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S JAY LE V Y

C h a i rman, Levy Institute

G r a n d m a ’s and Grandpa’s 
Poor Children 

The maldistribution of income in the United States

and in other highly developed economies is not a

new phenomenon. For those of us who grew up in

the depression years, it conjures up visions of Georg

G rosz drawings of overweight plutocrats within the

paneled walls of an affluent club, with cigars in one

hand, champagne glasses in the other, and mounds

of caviar before them, while undernourished chil-

d ren beg for bread outside. 

The plutocrats’ counterparts today—Bill Gates,

Tiger Woods, Madonna—may not look like the

G rosz characters, but some of them do spend vast

sums on their personal consumption (although

some are more modest). However, some observ e r s

of the American scene today criticize them not for

consumption but for being workaholics, for being

slaves to work, which allows them little time for

spending and enjoying their more than ample pur-

chasing powers.1

If we do not blame our wealthiest citizens for

depriving workers, who are the villains? Seemingly,

no one wants to point a finger at t h e g roup that is to

blame for wage earners’ loss of income over the past

two decades. Retirees, those pleasant gray-h a i re d

folk who no longer produce much, have been con-

suming a growing piece of the total economic pie;

their slice increased 85 percent (measured in 1992

dollars) from 1980 to 1997. They took so much

that even though workers did eke out a rise in their

piece of the pie, that rise was only less than 1 perc e n t

and many of them suff e red a considerable decline in

s t a n d a rd of living. Particularly affected were workers

in the two lowest income quintiles. 

No one has an interest in blaming dear old

grandma and grandpa for a crucial inequity in our

land—least of all me. Who wants to say to grand-

p a rents, “Your lifestyle is too luxurious,” especially

when most persons of working age are looking

ahead to a comfortable and pleasant re t i re m e n t ?

Also, those old folks are shrewd; they vote. For an

elected or would-be elected official to point to

their rapidly expanded consumption as a burd e n

on workers would be political suicide. Better to

blame free trade, high taxes, or inept public

s c h o o l s .

The Retiree Population

I am designating people 65 years of age and older as

“ re t i rees” and those 64 years and younger as “work-

ers.” This categorization is rough—over 3.5 million

people who have celebrated their 65th birthday are

working and more than 5 million people who have

re t i red are on the young side of this age boundary. 

A c c o rding to the Bureau of the Census, the

decade and a half following 1980 witnessed rapid

g rowth of households headed by a person 65 and

o l d e r. These “re t i ree” households increased in num-

ber considerably faster than the “worker” house-

holds, those headed by a person 64 or younger.

F rom 1980 to 1994 the older households incre a s e d

26.3 percent and the younger households 18.6 per-

cent. These household trends closely parallel popu-

lation trends. The 65 and older group incre a s e d

29.0 percent and the 18-to-64 group 15.6 perc e n t .

I have concentrated on households and what

the Bureau of Labor Statistics calls “consumer

u n i t s . ”2 In 1997 there were 103 consumer units for

e v e ry 100 households. One reason consumer units

outnumber households is that they include many

financially independent older people who share

p remises with one of their adult children or some

other person who is the nominal householder. The

data on consumer units provide an opportunity to

o b s e rve not only the income but also the expendi-

t u res of the worker and re t i ree segments of the

population. 

G r a n d p a rent households a quarter of a century

ago frequently lived below the poverty line. Such a

s o rry state has become relatively rare. Many smug

geezers now sit at the nineteenth hole, guiltlessly

sipping margaritas and martinis with no thoughts

about being members of a leisure class that lives off

the labors of workers. Our society cheerfully grants

a license to exploit the working class to anyone who

had been a member of that group for, say, 30 years.

The term “rentier” is somewhat pejorative where I

come from, so I will not say that we now have an

e n o rmous, largely new rentier class.

One indicator of the number of re t i rees is the

number of people receiving Social Security old age

benefits. This number has been larger and gro w i n g

faster than the number of 65 and older households

and consumer units; it increased 39.4 percent fro m

1980 to 1997. Yet a count of re t i rees would consid-

erably exceed the number of Social Security benefi-

ciaries. Many people re t i re before they reach 62, the

age at which they become eligible for Social Security

benefits. An insight into the number of early re t i re e s
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can be had by comparing labor force part i c i p a t i o n

rates for diff e rent age groups. In 1997 the rate dro p s

f rom 82 percent of the 45-to-54 age group to 58

p e rcent for the 55-to-64 group. Based on this

decline in labor force participation, 5.3 million per-

sons aged 55 to 64 were re t i rees—consumers but

not pro d u c e r s .3 

Because of the absence of data on both the

incomes and expenditures of Social Security benefi-

ciaries, this appraisal concentrates on households

and consumer units. The figures derived from the

use of these two categories, which undercount the

actual population of re t i rees, understate the cost to

active workers of producing for re t i re e s .

Because I am focusing on consumption rather

than on income and wealth, I am not concern e d

with such calculations as the value of imputed

i n t e rest income, fringe benefits, stock options,

p e rquisites, and bequests and other transfers of

a s s e t s . At one point, however, I do use income as a

p roxy for consumption in order to check on con-

sumption data in a way that I believe is re a s o n a b l y

valid. 

The Puzzling Loss of Workers’ 

P u rchasing Power

Someone hearing complaints about workers’

pinched living standards might be unaware that

i n c reasing quantities of goods and services were

available to the nation’s consumers during the

period under observation, 1980 to 1997. How

these goods and services were distributed is the re a l

c o n c e rn. Indeed, the two most notable develop-

ments were the expanding size of the economic pie

and the expanding size of re t i rees’ slice. The gro w t h

of their slice was tantamount to a significant “tax”

on nonre t i rees, which has fallen especially heavily on

l o w e r-income workers. A large portion of re t i re e s ’

consumption is health care, and since most of their

health care is paid for by the federal and state gov-

e rnments, this “tax” on nonre t i rees is not just a fig-

u re of speech but often an actual out-o f-pocket cost.

F rom 1980 to 1997 the real wage of a typical

employee paid by the hour declined, both before

and after federal income and Social Security taxes.

This decrease in purchasing power is the puzzle

occupying us today. Rising productivity should have

been raising the standard of living of workers gener-

ally during the 1980s. The gain in manufacturing

p roductivity was especially gratifying. It explains why

consumer goods output, as measured by the Federal

R e s e rve index, rose at an average pace of 2.5 perc e n t

a year from 1980 to 1997, an overall increase of 51

p e rc e n t .

Even the trade deficit, a seriously burd e n s o m e

drain of jobs and profits from the economy and a

still unresolved and intensifying problem, brought a

benefit to consumers. After 1980 consumers were

the recipients of a substantial net inflow of goods

f rom abroad. Data from the national income and

p roduct accounts (NIPA) on merchandise export s

and imports indicate that real net imports of con-

sumer goods more than doubled from 1980 to

1997. The volume of what the NIPA terms “con-

sumer goods” rose 466 percent (in 1992 dollars)

over the 17 years. Because the NIPA category does

not include foods, automobiles, and petro l e u m

(much of which are consumer products), it exagger-

ates the net imports of consumer goods. 

The question then is, Why did working con-

sumers’ purchasing power decline despite the enor-

mous increases in the supply of domestic and

i m p o rted goods? Studies of the government policies

of the 1980s other than taxation and of the widen-

ing wage and salary gap between lower- and higher-

paid personnel do not yield a satisfactory explanation

for the loss of real income by the majority of wage

e a rners. Two hypotheses could explain this phe-

nomenon. (1) The data may be so faulty that they

lead to false conclusions. Vibrant debates in re c e n t

years have concerned the accuracy of the price

indexes that are employed to give us real income

data. (2) To a growing degree, goods and serv i c e s

w e re not available to their producers, to the workers

who created them, but were floating away unnoticed

into other hands—there was a leak! 

I have indicated that a good place to look for

the “leak” of goods and services away from wage

and salary earners is re t i ree households. Those

respectable and respected goldbricks, grandma and

grandpa, were enjoying more and more of those

h o m e g rown and foreign products. Relatively few

people aged 65 and older are full-time workers and

most of them are not part of the labor force. Per-

sons in that cohort constituted 2.9 percent of the

labor force in 1997 and 16.5 percent of the nonin-

stitutional population aged 16 and older.4 B o t h

their number and their real per capita income have

been rising during the past two decades at rates

considerably faster than those of the rest of the

a d u l t population. 

The declining purchasing power of the

l o w e r-income half of the population was, to a larg e

d e g ree, the result of the rising consumption of the
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re t i ree cohort. Jamie Galbraith, Bob Lawrence, and

others noted this morning that around 1994 the

p u rchasing power of workers and the distribution of

wage income improved. By peculiar coincidence,

that was when the growth of the re t i ree population

slowed. 

The Cost of Supporting Retire e s

Between 1980 and 1993 the increasing share of

the economic pie consumed by people 65 and

older significantly depleted the portion left for

younger households. By 1993 the older cohort ’s

1 3-year gain amounted to a substantial cost to the

average younger household—an estimated $2,307

(in 1992 dollars) annually, based on the rising con-

sumption of re t i ree consumer units. This burden on

the working cohort was $2,991 if we base the pop-

ulation of re t i rees on the number of Social Security

beneficiaries. However, as I mentioned, the actual

count of re t i rees exceeds the count of former work-

ers who receive Social Security benefits, so the cost

of the re t i ree cohort to active workers was actually

over $3,000 a year. 

If we look at discrepancies in the growth of

income rather than at consumption, the “leak”

f rom wage earners to re t i rees seems even larg e r.

Census Bureau data show that the total income of

re t i ree households, with net Medicare benefits

(payments less premiums) included, increased 87

p e rcent (in 1992 dollars) from 1980 to 1997; the

total worker household income rose 52 perc e n t .

F rom this perspective, the re t i ree cohort took 16

p e rcent of the average worker household’s income

in 1980 and 20 percent in 1997. The increase in

the re t i ree households’ real income over the

decade had the same effect on the worker house-

holds’ income as a tax increase of 3.7 perc e n t

would have had. Based on this analysis, the incre a s-

ing income of re t i rees cost workers $3,270 (in

1992 dollars) in purchasing power in 1997 com-

p a red to 1980. If workers had kept the afore m e n-

tioned $3,000 or the $3,270, the perf o rmance of

our economy would have justified a notion that we

had reached the end of economic history.

Once upon a time, when grandpa and grandma

could no longer support themselves, they typically

moved into the home of one of their children. The

persons who were wholly or partially support i n g

aged parents were well aware of the cost. Feeding,

clothing, and sheltering parents took a large chunk

of the household budget; paying parents’ doctor

and hospital bills often caused a family budget crisis.

Today Social Security and pension plans enable older

people to live in separate dwellings, often in some

inviting climate and far from their off s p r i n g .

M e d i c a re and Medicaid pay most of their health care

expenses. But their comfort is still costly for working

men and women.

Many contemporary households include two

adults who work hard to maintain what they re g a rd

as a satisfactory standard of living, who anxiously

seek day care for their small children, and who spend

little time worrying about the economic well-being

of their parents. They have no notion that they are

paying for their parents’ food, clothing, shelter,

amenities, and especially their health care. Yet those

who produce little or nothing and consume goods

and services of substantial value are consuming what

active workers are producing—leaving less for the

l a t t e r. The financial flows that cause such a phenom-

enon may provide an ethical basis for this distribu-

tion of consumption, but they do not alter the fact.

The task of measuring the distribution of con-

sumption between workers and re t i rees is not a

wholly gratifying one. Claiming that grandma and

grandpa are depriving their progeny of the nice

things in life evokes reactions similar to those engen-

d e red by attacks on motherhood. Nor is the task a

simple one. Grandparents may contribute to their

g r a n d c h i l d re n ’s education and in other ways subsi-

dize younger generations, and offspring may assume

some of the expenses of their elderly parents. Many

i n t e rgenerational transfers are not visible in the con-

sumption data. For example, grandparents may pro-

vide child care and do household errands and

c h o res. Adult offspring frequently care for ill or

i n f i rm parents. The exchange of services between

generations complicates the question, Is the eco-

nomic pie distributed equitably and ethically

between re t i rees and workers?

P roviding health care for the elderly would seem

a prima facie ethical imperative unless doing so

deprives young children of such services. About

two-fifths of the consumption of the re t i ree house-

holds is categorized as being for health care ,5 b u t

“health care” is not clearly definable. About one-

fifth of those expenditures is for nursing home care ,

which includes food and shelter. Food and shelter

a re essential for health, re g a rdless of age, but no one

claims that a hamburger at McDonald’s or an

omelet at home is health care. Working in a gymna-

sium under the supervision of a re g i s t e red physical

therapist is health care, but the purchase of a tre a d-

mill for home exercise may be re g a rded by statistical
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P a rt of our economy’s relative increase in the

demand for lower-paid service workers may be

attributable to the growing elderly population.

Older people seek more personal services than

younger people, services that in many instances can

be provided by persons with little skill or education.

At the same time, older people buy relatively fewer

automobiles and, perhaps, other products that

re q u i re well-paid, skilled personnel to manufacture. 

The Imperative: Vi g o rous Growth 

of Robust Enterprises

Analysts have long been appalled at the prospect of

a dispro p o rtionately large re t i ree population re l a-

tive to the worker population that is expected when

the wave of baby boomers reaching re t i rement age

c rests in 2025. However, the United States and,

indeed, other industrialized nations should re c o g-

nize that the problem is not new, something that

will burst upon us a quarter of the way into the

next century. To a disturbing degree, it has been

with us since 1980. 

The good news is that the retiree population

will grow no faster than the working-age popula-

tion between now and about 2015. Assuming

reasonable prosperity and rising productivity, the

purchasing power of workers, even of low-paid

service personnel, should grow during the next

decade and a half. But farther ahead lies

b e l t-tightening and turmoil. According to the

Census Bure a u ’s intermediate projection, the pop-

ulation of persons 18 to 64 will increase less than 5

p e rcent between 2015 and 2030. Meanwhile the

65 and older population will burgeon; it will gro w

almost 55 percent. Nothing like these population

changes has ever occurred. 

The difficulty of baking a big enough pie with

a virtually stagnant labor force and a burgeoning

nonproducing population cannot be overcome by

strengthening Social Security and encouraging

baby boomers to save for their retirement. We

might augment the working population through

immigration, but there seems to be little chance

of that. Because the ratio of retirees to workers

will remain pretty constant between now and

2015, there will not be any pre s s u re from short a g e s

of workers, at least arising from demographics,

that might influence politicians to relax immigra-

tion barriers. And we may be able to continue or

accelerate gains in pro d u c t i v i t y. Some people at

this conference have suggested that we are on the

v e rge of a new wave of gains in p ro d u c t i v i t y, but

authorities with a bent toward ghoulishness as a

re c reation and entertainment expenditure. Another

question is, What portion of investment in new hos-

pitals, nursing homes, medical schools, and medical

re s e a rch and development should be considere d

costs chargeable to people who may not live long

enough to benefit from them?

The real cost of re t i rees to workers from 1980

to 1997 would have been less if the output of con-

sumer goods and services had increased at a faster

pace. Greater pro d u c t i v i t y, higher employment, or

both—higher output—could have mitigated the

decline in standard of living. However, I am con-

centrating on what occurred, not on what might

have happened.

E x p e n d i t u res for goods and services, including

those paid for by Medicare, by the average re t i re e

consumer unit rose $8,767 (in 1992 dollars), fro m

$20,184 in 1980 to $28,951 in 1997—an incre a s e

of 43.3 perc e n t .6 During the same period expendi-

t u res of the average worker consumer unit

i n c reased $2,166, less than 8 perc e n t .

The gain for the retirees reflected an increase

in their consumption of the goods and services

produced by the workers. Conversely, workers

were losing a growing volume of the goods and

services that they were producing—a “leak” of

expanding volume. In 1980, 17.4 percent of the

average worker consumer unit’s output was con-

sumed by retirees; by 1993 this percentage had

risen to 22.4. This percentage changed little in

the subsequent four years; it fluctuated a trifle and

was 22.6 in 1997. Not surprisingly, this stability

o c c u rred when the re t i ree population ceased

increasing relative to the working population.

The population 65 and older was 18.7 percent as

large as the 18-to-64 population in 1980. This

percentage was 20.7 in 1993, 20.8 in 1997, and

20.6 a year later.

The working population in the 1980s was not

u n i f o rmly affected by the re t i rees’ growing share of

the economic pie. Economists, sociologists, and

o b s e rvers generally have recognized and have been

pondering the implications of the growing disparity

in compensation between those whose occupations

demand considerable skill, education, or both and

the rest of the active labor force. Although re t i re e s ’

g rowing share is a major cause of the stagnation in

the standard of living of employees generally, some

workers, by dint of guile or other skill, succeeded in

shifting the burden of re t i rees’ consumption onto

those with few skills. 
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I’m skeptical. So, I think there will be a real prob-

lem. Some of the younger people here perhaps

can solve it. But in any case, it seems to me that

we have not reached the end of economic history.
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shaping the extent of disparity across the gro u p s .

Indeed, it is conceivable that the more unequal the

overall distribution of income in a country, the

g reater the gap between its racial or ethnic gro u p s .

If re w a rds and benefits are hierarchically distributed

a c ross the entire occupational or social stru c t u re ,

t h e re may be a greater incentive for specific gro u p s

to try to capture and hold the pre f e rred positions.

F rom this perspective, which is fundamentally a

materialist one, racial or ethnic diff e rences matter

because class diff e rences matter.

T h e re are some grand questions that could be

posed. Is it group diff e rence or the level of stratifica-

tion across a population that is more decisive in

shaping economic disparity? Does a higher degree of

i n t e rg roup inequality necessarily produce gre a t e r

levels of general inequality, or is the higher degree of

i n t e rg roup inequality mitigated by lower levels of

within group inequality? Does a higher level of gen-

eral economic inequality produce greater levels of

i n t e rg roup inequality? 

To add to the complexity, interg roup and intra-

g roup variation may not operate independently. For

example, an interg roup gap may prompt the imple-

mentation of a social program to re d ress it, which, in

t u rn, may dispro p o rtionately benefit a comparatively

well-positioned minority of the target population. In

principle, the social program may reduce interg ro u p

dispersion while accentuating intragroup dispersion

in the target population. 

This is precisely the charge that has been made

about the operation of aff i rmative action on behalf

of the native Malay ethnic majority in Malaysia. A

numerical majority in a parliamentary democracy,

the lower-income native Malays (relative to a larg e

Chinese ancestry minority and a smaller East Indian

minority) were able to inaugurate an ambitious

affirmative action program called the New

Economic Policy (NEP) on their own behalf in

1970, after the race riots of the late 1960s. Aznam

and McDonald (1989) observed after 20 years of

the NEP that “Education has been the least disputed

success story of the NEP’s socioeconomic

re s t ructuring” and that there was “a gro w i n g

dichotomy within the Malay community between

the English-educated urban born - a n d - b red and the

Malay-educated recent arrival to the towns.”

Sundaram and Shari (1985) and Nesiah (1997)

echoed similar concerns, but T-index and Gini index

m e a s u res of the size distribution of household

income, based upon official statistics, do not display

a markedly higher degree of inequality within the

WI L L I A M DA R I T Y JR.

C a ry C. Boshamer Professor of Economics, 

University of North Carolina at Chapel Hill

Tracing the Divide: Interg roup 
Disparity across Countries

( C o - a u t h o r, Ashwini Deshpande, Delhi School of 

Economics and Carolina Population Center)

I want to begin by talking about Theil’s T- i n d e x

and use that as a springboard to get into some of

the issues I want to pursue. The T-index has some

attractive decompositional pro p e rties, and they

have been exploited to good effect by Jamie Gal-

braith and his international inequality re s e a rc h

team at Texas. The decompositional pro p e rt i e s

have allowed Jamie and his re s e a rch team to con-

s t ruct an alternative and more complete time series

of estimates of variations in inequality in a variety

of countries. This has been accomplished by con-

sidering interindustry variation in wages and by

lopping off the within-industry component of

wage variation in the T-index so as to arrive at a

l o w e r-bound estimate of dispersion in each of the

countries that they investigate.

I would like to suggest a diff e rent application of

the T-index. Instead of focusing on manufacturing

variations in compensation, we consider the T- i n d e x

f rom the perspective of variations in income or earn-

ings across the major racial and ethnic groups within

a given society. On the assumption that the identity

of these groups is understood within the norms and

conventions of the society in question, the T- i n d e x

can be interpreted as providing a decomposition of

the degree of general inequality in a society into two

major components: the degree of disparity between

g roups and the degree of disparity within gro u p s .

I am interested in the causal relations attributable

to the T-index. If we read causation from right to left

with the T-index, the extent of interg roup disparity

shapes the degree of general inequality in the society.

This view would make the racial or ethnic divide the

deep stru c t u re driving social inequality. Interg ro u p

cleavages would condition the overall degree of dis-

persion and re w a rds across the population, suggestive

of the fundamental role of group affiliations as primary

in our understanding of inequality. This may or may

not be given an atavistic or even a primordial tone.

If causation is read from left to right, the degre e

of general inequality in the society can be viewed as
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native Malay (or “bumi”) population prior to or

s h o rtly after the adoption of the NEP. The same

data indicate a general rise in inequality thro u g h o u t

the entire Malaysian population between the late

1960s and early 1970s, although such a general rise

is not apparent in the Theil lower-bound estimates

for inequality using wage data following the Gal-

braith approach. In the latter data set, the level of

general inequality appears to decline slightly

between 1970 and 1980, with slightly incre a s e d

inequality evident only toward the end of the 1980s.

The Malaysian case poses a problem of the dif-

f e rent implications of diff e rent data sets. Official data

indicate a pro g ressive closing of the gap between

Malays and Chinese in terms of household income

and male earnings between 1970 and 1988. How-

e v e r, evidence from re t rospective work histories in

the Second Malaysian Family Life Surv e y, taken in

1988 and 1989, indicates exactly the opposite pat-

t e rn over the course of the NEP—a widening gap in

male earnings with Malay men falling sharply behind

Chinese men and mildly behind East Indian men.

John Gallup (1997) finds there is no basis for re c-

onciling the findings unless one is to believe that

t h e re are racial diff e rentials in the accuracy of re t ro-

spective re p o rts on earnings with systematic under-

re p o rting by one group and/or overre p o rting by

the other.

At first glance, the United States may provide a

superior example of decreased interg roup disparity

coupled with increased intragroup disparity re s u l t i n g

f rom an aff i rmative action program. By any measure ,

the United States experienced a significant increase in

the degree of general inequality between 1970 and

the early 1990s. This rise is readily detectable with

G a l b r a i t h ’s estimate of the T-index and the Gini

ratios re p o rted by the U.S. Department of Com-

m e rce. Galbraith does not compute the T-index by

race. In C reated Unequal, Galbraith (1998) explicitly

f o rgoes an investigation into racial, ethnic, or gender

disparity with the observation that “Most of the

movement in the wage stru c t u re, and most of the

i n c rease in inequality, would have occurred in the

absence of a single working woman or black or His-

panic citizen.” The official Gini ratios, however, are

re p o rted by race, and they demonstrate a rise in

inequality for both whites and blacks, with a more

p ronounced rise for blacks. The Gini ratio for white

money income rises from 0.383 in 1969 to 0.444 in

1993 and for black money income from 0.411 in

1969 to 0.484 in 1993. This is a fairly spectacular

i n c rease in inequality in the United States.

But the part of the story that does not hold is

the convergence, or the alleged convergence, in

income or earnings between blacks and whites over

the corresponding interval. Although a claim can be

made that the interracial gap in earnings narro w e d

t h roughout the 1970s, in the aftermath of antidis-

crimination legislation and the adoption of aff i rm a-

tive action measures, there is no doubt that the gap

widened in the 1980s, and there is no strong evi-

dence of renewed narrowing in the 1990s. Thus, for

the last 20 years we have had rising interg ro u p

inequality across blacks and whites and rising intra-

g roup inequality for both blacks and whites.

Galbraith observes that this does not necessarily

mean that aff i rmative action has failed. The story

about program impact is potentially more compli-

cated. In C reated Unequal, he says: “Because

a ff i rmative action addresses placement and not

s t ru c t u re, even a successful aff i rmative action pro-

gram is not inconsistent with rising inequality

between groups. The average wage of African Amer-

icans can fall relative to that of the white population,

even while black re p resentation in higher pro f e s s i o n s

i m p roves. This can happen because rising inequality

generally drives down the relative wage of the major-

ity of African American workers, who remain in

occupations for whom aff i rmative action pro v i d e s

no meaningful relief or in industries that are losing

g round in domestic and international markets. In

fact, this is precisely what has occurred. The major

changes in the manufacturing wage stru c t u re since

1970 have been catastrophic for high school edu-

cated male workers, a category covering a large part

of the African American labor force. The decline in

the relative wages of this large group and its black

members swamps the effect of increasing average

education in the African American population.”

Galbraith plainly sees changes in the degree of

general inequality as moving relatively independ-

ently of the degree of interg roup disparity and

t h e reby driving the changes in interg roup disparity.

He is reading causation from left to right with the

T-index decomposed to account for group diff e r-

ences in income. I presume he would make a sim-

ilar argument about the pattern of events in

Malaysia, if we had confidence about what they

actually might be.

Galbraith and I share the view that pre e x i s t i n g

s t ru c t u res of hierarchy tend to promote group rival-

ries for control over the social spoils and that macro-

economic changes will, of course, affect which

g roups are comparative winners and losers. But
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t h e re is an independent salience of group aff i l i a t i o n

and allegiance that is lost in Galbraith’s perspective.

For example, the persistence of the ancient

Hindu caste system in India suggests that there, and

e l s e w h e re (including the United States), not to view

g roup diff e rences as playing a key role in stru c t u r i n g

the degree of general inequality is to miss an impor-

tant part of the story. It is fairly obvious in a country

like Guyana in which there is a fairly even numerical

divide between its two major ethnic groups (African

a n c e s t ry and East Indian ancestry) and political par-

ties have parallel ethnic constituencies. Whichever

p a rty wins the election gains a measure of contro l

over the state and the attendant system of spoils,

t h e reby dictating directly changes in interg roup and

i n t r a g roup distribution of income, hence changes in

the degree of general inequality. Henry (1989) has

a rgued that in ethnically plural societies in which

c o n t rol over the state is intimately linked to income

distribution, the old-fashioned Kuznets inverted U

is re n d e red irrelevant; if anything, there may be a

series of inverted U’s alternating with the electoral

cycle, simultaneously changing between group and

within group inequality.

In India, with its more complex ethnic divisions,

i n t e rg roup disparity is multifaceted and is bound up

with historical conflict in all its manifestations. In

addition to the caste system, there is the divide

between Hindus and Muslims. Although I am aware

of this greater range of group divisions in India, I

have chosen to focus on intercaste disparity. The

focus is motivated by the existence of a system of

a ff i rmative action (or “compensatory discrimina-

tion”) that some refer to as the re s e rvations system.

This system is intended to favor the former untouch-

able castes, called the scheduled castes (SCs) in off i-

cial terminology (owing to their appearance in a

g o v e rnment “schedule” that identifies them as the

beneficiaries of the program). They constitute 16 to

17 percent of the Indian population. In addition,

some tribal groups, called scheduled tribes (STs ) ,

who constitute 6 to 7 percent of the population, are

c o n s i d e red sufficiently marginalized to warrant spe-

cial government action for their “upliftment.” 

Hindu society (roughly 85 percent of Indians

a re Hindus) historically has been divided into a

h i e r a rchical caste system that has evolved over the

years from a relatively simple varna system to a

m o re complex jati system. The varna system

divided ancient Hindu society into five mutually

exclusive, endogamous, hereditary, occupation-

specific g roups with a clear hierarchical ranking. The

v a rna affiliation determined all aspects of a person’s

existence, including interaction with members of

other varnas. The jati system shares some of the basic

characteristics of the varna system, but the sheer

multitude (estimates suggest there are two to thre e

thousand jatis) makes interaction between jatis con-

siderably more complex. Also, jatis are not clear sub-

sets of varnas and thus it is not uncommon to find

jatis claiming a varna status that might be disputed

by other jatis. This complicates any neat route to

ranking the jatis systematically, assuming such a task

is possible at all.

But whether it is the varna or the jati that is the

frame of re f e rence, in all its manifestations, the bot-

tom rung of the caste system consists of the Sudra and

Ati Sudra varna and their numerous jati counterpart s .

All menial tasks have been their “pre s e rve.” Deprived

of decent education and a dignified means of earn i n g

a living, they have been subject to deprivation, dis-

crimination, abuse, humiliation, and violence. A sub-

stantial number of these castes remain targets of the

most degrading practice of untouchability, shunning

by higher caste groups and forced segregation. In the

past, even the shadow of an untouchable was consid-

e red polluting by higher-caste Hindus. Although for-

mally abolished with the adoption of independent

I n d i a ’s new constitution in 1950, the practice of

untouchability continues, especially in rural India.

Deprivation and discrimination continue.

The Indian government system of compensa-

t o ry discrimination assigns 22.5 percent of govern-

ment jobs, seats in educational institutions, and

elected offices at all levels to SCs and STs. This is a

constitutional commitment in India. The justifica-

tion for such a policy can be found in the sustained

economic and social backwardness of SCs and STs .

With respect to SCs, 48 percent work as agricultural

l a b o rers, compared with 25 percent of the general

population; less than 1 percent make it to pro f e s-

sional and technical jobs; 57 percent have no school-

ing, compared with 35 percent of the rest of the

population; 61 percent own no land and the bulk of

the remainder own less than 5 acres. 

One could easily conclude that 50 years of con-

stitutionally mandated aff i rmative action in India

has not had much effect. Raman (1995) and

Nesiah (1997) detail the poor track re c o rd of

SC/ST re c ruitment in public employment. Also, as

Galanter (1997) comments, while “pre f e re n t i a l

t reatment has kept the beneficiary groups and their

p ro b l e m s visible to the educated public, it has not

stimulated widespread concern to provide for their
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inclusion apart from what is mandated by govern-

ment policy. . . . [T]his lack of concern is manifest in

the re c o rd of private sector employment [where the

re s e rvation system does not apply].”

There is also the larger question of whether

affirmative action has succeeded in integrating the

most marginalized groups into the mainstream.

Galanter notes that increasing SC presence in jobs

and employment will eventually “weaken the stig-

matizing association of SC and ST with ignorance

and incompetence, but in the short-run they

experience rejection in offices, hostels, and other

setups into which they are introduced by prefer-

ential treatment. Resentment of preferences may

magnify resentment to these groups, but rejection

of them obviously exists independently of com-

pensatory programs.”

In an exact parallel with the United States, where

the assertion is frequently made that aff i rmative action

has given “unqualified” blacks access to positions they

would not otherwise hold, the question of access for

those who are patently competent in the absence of

a ff i rmative action is not addressed by these critics.

T h e re is an implicit presumption that conditions with-

out state intervention on behalf of the disadvantaged

g roup necessarily would be fair and nondiscrimina-

t o ry. But the universal persistence of racial and ethnic

discrimination in labor markets in countries at all lev-

els of development is a striking stylized fact of the

m o d e rn world in the presence or absence of pro g r a m s

of re d ress for groups with inferior status.

Indeed, I am struck by Gallup’s (1997) findings

of the presence of significant levels of discrimination

adversely affecting the earnings of native Malay

males in their contemporaneous re p o rts on earn i n g s

despite the presence of the NEP and a high degre e

of native Malay control over civil service positions.

S i m i l a r l y, Treiman and his co-authors (1996) find,

using 1980 and 1991 data, that high levels of dis-

crimination reducing the relative earnings of

blacks in apartheid South Africa despite mean

average levels of schooling among blacks so low (3

years in 1980 and 4.5 years in 1991) that the need

for market-based discrimination by whites to achieve

exclusion would seem to be altogether unnecessary.

In Brazil significant discriminatory losses for blacks

and mulattos have been identified (in results derived

f rom a 1995 survey of urban workers) despite the

absence of any historical stru c t u re of legally mandated

s e g regation or exclusion and the presence of a com-

paratively market-oriented economy. More o v e r, there

is no systematic empirical evidence to suggest that

m e a s u red degrees of in-market discrimination tend to

decline over time or with economic growth. “Rejec-

tion” of the out-group would exist “independently of

the compensatory program.” I doubt there would

have been any improvement at all in the status of the

SCs and STs in the absence of the re s e rvations system.

Critics of affirmative action in India typically

ask if the program has penetrated sufficiently deep

to reach the landless majority in the villages, or

has it succeeded only in creating an SC middle

class that disproportionately corners the benefits

of the program. Evidence on this “creaming”

process in India is inconclusive. Regardless, a

proper evaluation would have to be made in the

context of the disproportionate impact of the

development process in general and the conse-

quent effect on intergroup and overall inequality.

The same logic applies to evaluation of the

alleged adverse efficiency effects of Indian

affirmative action. Reservations often are seen to

be responsible for lowering quality in educational

institutions or performance in the workplace, but

this argument assumes that both quality and effi-

ciency in nonreserved positions are optimal or

desirable. The implicit assumption is that those

positions are held on the basis of pure and unvar-

nished merit rather than through the nepotistic

connections of members of the privileged groups.

Indeed, one of the ironies of this process is that

the mediocre among the privileged groups tend

to be the most opposed to affirmative action, in

both India and the United States.

A few points are worth mentioning here. As I

o b s e rved a moment ago, there is no private sector

i n t e rvention officially mandated through the

scheme of re s e rvations in India. More o v e r, there is

some experience with re s e rvations that pre d a t e s

the constitutional adoption of 1950 because indi-

vidual Indian states could adopt re s e rvations ear-

lier and some did. The most notable is Kerala in

s o u t h e rn India.

M a l a y s i a ’s program has probably had the most

dramatic success, even though The Wall Stre e t
J o u rn a l at one point called it the greatest aff i rm a t i v e

action failure in the world. It has succeeded in term s

of achieving an interracial redistribution of wealth.

One of the dimensions of the Malaysian program is

to increase the portion of Malaysian corporations

owned by native Malays. Circa 1970 about 2 per-

cent of the shares of Malaysian corporations were

owned by native Malays; by 1990 it was 20 perc e n t

or higher. How do you accomplish this? First, by
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being a political majority that is at a disadvantage.

Second, by being in an economy that is growing so

rapidly that the value of corporate shares is going up

so much that the portion of shares owned by 

Chinese also rises slightly over the same interval of

time. The gain for both the Malays and the Chinese

was at the expense of the share going to fore i g n e r s .

The whole question of reparations and re d i s t r i-

bution of wealth on a racial basis in the United

States is something that is continually ducked. 

Discussions at conferences like this tend to 

emphasize income and not wealth. And it is going to

be interesting to see if Deininger’s presentation on

assets today really begins to move our discussion

closer to addressing wealth inequality.

T h e re are two other factors that complicate the

debate over the Indian system of aff i rmative action.

One of these comes from the macroeconomic 

situation that Galbraith emphasizes. The process of

liberalization and privatization since the early

1990s has meant that in the future govern m e n t

jobs are likely to grow more slowly, if at all. Fund-

ing constraints mean that the rate of growth of 

g o v e rn m e n t - s p o n s o red educational institutions is

also likely to be slower. As a result, two of the thre e

a renas of aff i rmative action are going to be weak-

ened as a means of equalizing opport u n i t y. The

t h i rd is the parliamentary system.

Second, in 1988 the long-pending Mandal

Commission report, which recommended similar

reservations for “other backward castes” (OBCs)

was implemented. The announcement of its 

implementation resulted in one of the worst

episodes of antireservations violence in recent

times. In addition, fundamental upper-caste 

opposition to caste-based reservations surfaced

openly with standard questions: Should caste be

used as an indicator of backwardness, or should

educational and social deprivation be measured

independently of caste status? Should reservations

be time bound or allowed to extend indefinitely?

What if the beneficiaries exceed a certain income

limit? Do not reservations fossilize cast divisions

and actually create castism?

The echos from opponents to aff i rm a t i v e

action in the United States and Malaysia are aston-

ishing. They ask: Should aff i rmative action be race

based or class based? Should aff i rmative action

have a time limit? Should the benefits of aff i rm a-

tive action go to middle-class blacks (or middle-

class Malay?) Does aff i rmative action consolidate

race consciousness rather than move us toward

c o l o r- b l i n d n e s s ?

Of course, the last question inverts the 

circumstances that necessitated the introduction

of remedies for racial or ethnic disparity in the

first place. Atavistic or not, in the presence or

absence of remedies for intergroup inequality, the

maintenance of dominant and subordinate status

between groups has a universality that suggests to

us the need to consider the right-to-left reading

of causation in the T-index at least as seriously as

the left-to-right.
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Sources of change may be interrelated. For

example, trade stimulates technological change,

and trade could affect the weakening of union

bargaining power. Instead of separating these

sources, as is often done, it is perhaps more

important to recognize that there was a nexus of

forces that operated during the period and that

these sources can be seen as the major contribu-

tors to changes in inequality.

What has happened to inequality during the

past five years? What evidence could we amass to

analyze how the three sources developed and

contributed to inequality? I will look at the three

sources of change, then will turn to the conse-

quences of those changes: Did these sources,

which are seen as the major explanatory variables

in the 1980s, have the same effect during the last

five years? Finally, I will reflect on what I have dis-

cussed in the first two parts of the talk.

The Sources of Change

We begin with trade. The picture of the trade deficit

reflects the Asian crisis and, in 1997, a major incre a s e

in the trade deficit. A second related phenomenon is

the trend in internationally traded goods prices,

especially for imported oil, which have fallen re l a t i v e

to the core consumer price index. Clearly, the evi-

dence shows low import prices.

I n t e rnational trade will have a large negative

influence re g a rdless of whether pre s s u res fro m

trade are measured by quantity or price. A poten-

tial explanatory variable will be that the prices of

goods from developing countries will have fallen

m o re than they have domestically, thereby putting

d o w n w a rd pre s s u re on relatively labor- i n t e n s i v e

i n d u s t r i e s .

We tend to think that imports from developing

countries would reflect that their products re q u i re

relatively less-skilled labor than products fro m

developed countries. Yet the prices of manufac-

t u red goods from developed and developing coun-

tries show that prices of imports of manufacture d

goods from both are down. The evidence, then,

shows relatively low import prices, and part i c u l a r l y

low prices for products from developing countries.

Indicators there f o re suggest that trade is putting

d o w n w a rd pre s s u re on industries that are re l a t i v e l y

labor intensive.

The second driver in the picture is technologi-

cal change, of which one indicator is the pro d u c-

tivity rate. Over the past three years, there has been
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I would like to present a view more current than

is customary for intensive economic analysis. I do

so because I want to suggest that many issues

explored in academic literature, while relevant to

the global situation of the 1980s, may not be as

relevant to that of the 1990s. It there f o re

behooves us to look closely at more recent evi-

dence to answer questions about the nature and

causes of inequality in the U.S. economy.

F rom 1979 through the early 1990s, the

inequality story is a familiar one. Regardless of

whether we array data by household, by earn i n g s

decile, or by indicators of skill and education, the

data suggest that in the United States the more

advantaged did extremely well and the less advan-

taged did particularly poorly. In addition, average

real wage growth in the United States was extre m e l y

sluggish; some measures, such as average hourly

wages, showed actual declines over the period.

Many explanations might be off e red to account

for this, but three dominate the discussion. The first

is the force of technological change: an acceleration

in what economists call skill-bias technological

change; that is, the demand for workers is dispro-

p o rtionately biased toward the more highly skilled.

A c c o rding to this view, this acceleration is attrib-

uted to increased computer use and sometimes to

new management approaches that emphasize lean

p roduction techniques.

A second source of change is global forces. In

the 1980s the United States ran large trade

deficits, and the degree to which developing

countries participated in trade with the United

States increased. In theory, trade liberalization in

developing countries in particular could have had

the effect of increasing inequality in the devel-

oped countries. In addition, some believe that

globalization actually weakened the bargaining

power of labor in the United States economy.

The third source of change is institutional,

such as the declining role of unions in the econ-

omy and deregulation. 
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a noteworthy acceleration in productivity gro w t h .

Business sector productivity was up 1.5 percent in

1997, 2.4 percent in 1998, and 3 percent in the

year preceding the middle of 1999. There f o re, we

can see clear signs of an acceleration in technolog-

ical change if it is measured by pro d u c t i v i t y. If we

i n s e rt a growth trend line of 1.3 percent going

back to 1973, we see that productivity was slow to

recover and was not that strong in the first part of

the re c o v e ry, but that now productivity growth is

well above where it was earlier in the cycle.

One factor driving productivity growth is

e x t remely strong business fixed investment. Busi-

ness fixed investment, as a share of GDP, incre a s e d

a bit in nominal terms and makes up an extraord i-

narily high share of GDP in real terms. If you

believe we have measured those computers cor-

re c t l y, then you also believe that we have experi-

enced a lot of investment.

Another use of this picture is to highlight what

has been happening to gross real investment in

computers because, in the minds of many, this

investment was a major source of growing inequal-

ity; that is, the introduction of computers some-

how shifted the skill premium. We can see that

such investment has risen substantially during the

recent period. Other factors are captured here as

well—the Internet and so on, which also rise and

flourish during this period. 

Some try to explain the acceleration in pro d u c-

tivity growth looking back a few years and find that

the share of computers in investment was too small

to account for a major source of the pro d u c t i v i t y

i n c rease; today that is no longer true. Even net

investment in computers (correcting for depre c i a-

tion) has risen to the point where it can explain

two- or three-tenths’ point of the acceleration in

p roductivity growth. We can see, then, that the

second driver of productivity growth also has been

v e ry powerful during this expansion. 

We do not have pictures to show what is occur-

ring on the institutional front, but we know that

since 1994 union membership has further declined

by about 400,000, although there was some uptick

in the last year. We also know that employment in

manufacturing, which had grown through the ini-

tial part of the expansion, has been declining during

the second part of the expansion. This has pro b a b l y

been substantially related to international forc e s ;

the parts of manufacturing that have been re l a t i v e l y

s h e l t e red have done well because they depend on

c o n s t ruction. For example, the glass and lumber

industries have been doing okay and the auto sector,

stimulated by strong demand, has done okay. But

for many of the other parts of manufacturing, fro m

textiles to machinery, this period has been very

tough and employment has declined. Another

major institutional change during this period has

been welfare re f o rm. Pre s u m a b l y, welfare re f o rm

has increased the supply of relatively less-skilled,

m o re - d i fficult-to-employ workers. 

The Effects of Change

It would seem that these changes would result in a

dramatic rise in inequality in the United States. Let’s

look at the experience. First, real income gro w t h .

Average hourly earnings, which had shown declines

earlier in the period, has since 1995 finally shown

some significant incre a s e s .

One concern is that wages did not appear to

have risen as rapidly as productivity growth, and

some have argued that this reflected a declining

b a rgaining power of labor. I think there are pro b-

lems with that analysis as it pertains to the earlier

period. Productivity is often measured as output

per hour in the business sector, and there is a cer-

tain deflator that is used to determine that measure .

When productivity is discussed in terms of re a l

wage increases, a consumer price index is used as a

d e f l a t o r. It turns out that these two price measure s

have deviated from one another, which has caused

some measurement pro b l e m s .

A more plausible measure of labor’s barg a i n i n g

power is its share in output. What is noteworthy is

that in the first part of this expansion, we did see a

decline in labor share from about 65 percent to 63

p e rcent, but it has come back. Since 1996, labor’s

s h a re in overall output has re c o v e red almost to

w h e re it was in 1992. We can there f o re deduce that

wages have risen in real terms about as fast as output

per hour when deflated by the same price index. 

Let us now look at the re t u rn to skills in the

e c o n o m y. Data on the premium commanded by

those who have a college degree compared to those

who just left high school show that from 1979

t h rough 1994 the education premium incre a s e d

steadily for both men and women. What is intere s t-

ing is that since about 1994, this premium appears to

have stopped rising. I do not want to claim that we

have reversed any of the inequality, but it is striking

that it has stopped rising, which is a significant indi-

c a t o r. A more comprehensive measure of re t u rn to

education, namely, weekly earnings, tells the same
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s t o ry: Through 1991 the typical college graduate

saw a very dramatic increase in earnings—up to 70

p e rcent more than the high school graduate. Since

that time there has been a small decline in that pre-

mium, though it certainly has remained fairly steady.

Return to education is an important indicator,

growing trade with developing countries would

be expected to have an impact on the return to

human capital, and one of the primary measures

of that return would be education.

Other measures have been compiled. For

example, when the ratio of the earnings of the 90th

p e rcentile in the wage distribution to the 10th per-

centile rises, it means that the 90th percentile is

doing relatively better than the 10th perc e n t i l e .

Until about 1995, that was the picture. Since that

time, the 10th percentile has asserted itself and the

ratio has declined somewhat. Similar stories can be

told by comparing the 90th percentile to the 50th

p e rcentile and the 50th percentile to the 10th,

which increased until about 1994 and then

declined. We have, then, at both ends of the

income distribution, no added increases in inequal-

ity and somewhat of a converg e n c e .

Data from the Economic Policy Institute

show that if we examine hourly wage growth by

deciles since 1994, we see that the largest rise has

been at the bottom (10th percentile) of the dis-

tribution, the second-largest rise at the 20th per-

centile, and the third-largest at the median. In a

sense, this is a picture of growing equality. In the

period prior to 1979, wage growth (as measured

by family income) was stronger at the bottom of

the distribution than at the top, while in the post-

1979 period, the opposite is true. Since 1994 the

picture has again changed. Although the story for

males is quite similar (except for the 90th per-

centile), the story for females shows much

stronger growth at the bottom of the distribution

than in the percentiles above them. Looking at

the wage data provides evidence, both from a skill

level and a high-wage/relative wage perspective,

that inequality has stopped rising. 

Perhaps the most comprehensive measure of

inequality is the Gini coefficient for family

income. Two weeks ago the U.S. Census Bureau

released new data that showed that the Gini has

been basically flat, though recently there was a lit-

tle downward dip. (The series does have a break;

perhaps prior to the revision there was a flatness

as well.) But what this measure shows is growing

inequality through 1990; in more recent periods

it appears as though inequality has stopped rising.

If we look at what has happened to the least

fortunate during this expansion, that is, if we look

at poverty rates, we also find that progress has

been made since 1994. The 1998 poverty figures

suggest that poverty was lower in that year than at

any time since 1979. The poverty rate has fallen

from 15.1 percent in 1993 to 12.7 percent in

1998. In comparison, the typical family has seen

their income rise by 12.1 percent during the last

five years. African-American families have seen

their incomes rise by 21 percent.

The total unemployment rate moved down

during the first part of the period and then rose to

a round 4.2 to 4.3 percent and then flattened out.

Black unemployment rates declined sharply and,

although they were still higher than those for

whites, there has been a bit of a convergence; the

same holds for Hispanics. African-American unem-

ployment has declined from 14.3 to 7.8 perc e n t ,

which is the lowest rate on re c o rd, while Hispanic

unemployment fell from 11.5 to 6.5 perc e n t .

What we are seeing, then, are changes that

suggest that something very different has hap-

pened in our economy. This is the simple point

that I wish to make because I feel that a lot of aca-

demic discussion needs to incorporate what has

been going on in the recent period. 

Reflecting on the Evidence

What might we make of this new evidence? Do we

have to rethink the way we think about the world?

There might be some other explanation for

what has taken place in the recent period. Maybe

the forces that I have described are still operating

but are being offset by other forces. The obvious

candidate is the high-pressure economy, which is

now closer to full employment. Indeed, we seem

to have an economy that is behaving like the one

in the 1960s rather than the one in the 1970s and

1980s—more like a “normal” cycle. During the

current cycle, it is certainly plausible that in the

tightening labor market a positive and virtuous

circle can exist in which new opportunities lead to

new skills acquisition. In a sense, then, productiv-

ity growth can be enhanced and we can deal with

inequality as the labor market tightens. I would

suggest that when we ask, “Why has it been pos-

sible to run the economy at such a low level of

unemployment?” we might reflect on the very

factors that we believed were causing inequality

and the role they may have played.

The first is technology. The speed of techno-
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logical advance, in addition to skill-bias techno-

logical change, has somehow permitted the econ-

omy to provide workers with higher real wages

and subjected the economy to less inflationary

pressure than might otherwise have occurred.

This may well be a one-time effect. 

It might be that as the economy transitions to

a higher productivity level, the Phillips Curve

trade-off improves. If technological change in a

high-pressure economy increases the capacity to

operate within that economy in a non-inflationary

way, then it should be acknowledged that techno-

logical change may well have an upside in dealing

with inequality.

The second factor is increased domestic and

i n t e rnational competition. Like technology, some

of this might be a one-time change. Incre a s e d

i n t e rnational competition causes downward 

p re s s u re on markets and a reduction of monopoly

p o w e r, though they are not long-lived phenomena.

But as a kind of positive commodity shock, 

i n t e rnational competition could have the impact 

of improving some trade-offs, but this would 

not be perm a n e n t .

The third factor is the fact that the U.S. econ-

omy has been booming during the period and

that there was excess capacity in the rest of the

world. Indeed, the United States still has a lot of

capacity in its manufacturing sector, part l y

because we buy so much from the rest of the

world. Capacity rates in manufacturing today,

which are on the order of 79.4 percent, are rather

low and certainly not in boom ranges.

One possible explanation is that the macro e c o-

nomic consequences of these forces, which have

been in operation, allowed the high-pre s s u re econ-

omy to operate in the manner it has operated. Some

economists believed all along that this was possible

and were wiser than many conventional economists.

I put myself in the “very surprised” category.

A second possible explanation is that the tre n d s

themselves have been brought to a halt by off s e t-

ting microeconomic forces. Some changes might be

t rend changes and others one-time changes. For

example, one of the big puzzles during the 1980s

c o n c e rned the exact nature of skill-bias technologi-

cal change, which may be an endogenous phenom-

enon that responds to incentives within the labor

market. Accord i n g l y, less-skilled workers have

become relatively less expensive over time, which

has led employers to wonder how they can better

utilize less-skilled workers and to think about tech-

nological changes that could assist in more com-

pletely utilizing these workers, thereby allowing

them to hire fewer expensive college graduates.

Such a phenomenon may well be present to some

d e g ree, but could be limited by the extent to which

the boom trend could be sustained. One reason is

that a collective mechanism exists in the market.

M o re o v e r, individuals on the supply side of the

market may take offsetting steps by educating

themselves, although the supply-side data do not

much support this explanation.

T h e re also is an explanation stemming fro m

i n t e rnational trade. As competition intensifies with

developing countries, those parts of the U.S. 

economy that are very price-sensitive to such 

competition or that tend to use less-skilled labor 

relatively intensively get hurt when engaging in

head-to-head competition with developing coun-

tries. The economy eventually adjusts in one of

two ways: some operations go off s h o re, others

compete on other bases.

Over time, the economy becomes more special-

ized. More of what we do in the United States is

“non-competing.” In the extreme, if economies

w e re specialized to the point of producing diff e re n t

goods, the powerful downward pre s s u res that usu-

ally are exerted through international trade would

not operate. You there f o re could see a limitation of

the downward process taking place as the economy

adjusts to the shock. If a whole new shock occurre d ,

the economy might have to adopt to that as well,

but the process could be exhausted over time.

Some institutional changes may have taken

their toll as well. If those who were vulnerable

have been eliminated from the labor pool and

those who remain have real power, then, looking

at bargaining power, the process might not 

continue; it could be exhausted. These situations

are plausible but are not necessarily definitive

explanations of what has occur red, although they

are microeconomic in nature.

A third possibility is that our explanations

were defective in the first place—that we never

had a very firm grasp of what was going on in our

economy in the 1980s, that there were always

problems with our analyses, and that we might

have to go back and rethink them in the light of

more recent events. When it came to trade, it

might have been possible to tell a plausible story

about modest effects, but it was very difficult to
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get the numbers that would tell a story about very

large effects. But that is something that people

have debated for a long time.

Alternative Explanations

T h e re always have been problems with the hypoth-

esis about skill-bias technological change. I would

summarize it by asking, Why so much change and

so little pro g ress? How was it that we had changes

in technology that were able to wrench the labor

market so as to severely change the re t u rns to skill

(as we measure them) and education and yet, when

the productivity numbers were examined, the eff e c t

could not be seen? Now the story has been turn e d

on its head. We now see some productivity change

but not the inequality in the premium. I do not

know what the answers to these questions are, but

I think they are worth investigating. 

One hypothesis was that productivity gains

o c c u rred but we were not able to measure them.

T h e re is some plausibility for this in some cases.

Another hypothesis was that many changes

o c c u rred without corresponding productivity gains.

It is not impossible, even in the twentieth century,

for change to occur without pro g ress. Indeed, it

could be that all those educated people raised the

demand for other educated people. They say that if

you live in a town with one lawyer, she’s unem-

ployed; but if there are two, they each have plenty to

do. There are many zero-sum contests in our econ-

o m y, and in some sense they both get higher

re t u rns, but there ’s no improvement in pro d u c t i v i t y.

Conclusions

I wanted to make three points: We have some plau-

sible explanations for inequality in the 1980s; these

changes have been much more powerful in the

most recent period; and what the evidence sug-

gests, to put it simply, is that the “Gini” is back in

the bottle. 

This is not a reason for complacency. This is

not a reason for us to say we can be happy with

the economy. Much remains to be done. Unem-

ployment rate differences and the inequality ques-

tions still remain. But from an analytical

standpoint, this is a fascinating period, and I think

much remains to be discussed.

I would be remiss, though, if I failed to put

some policies on the table. We have seen mini-

mum wage increases, and that tells part of the

s t o ry of what has happened at the bottom end of

the wage spectrum. In addition, there have been

e ff o rts to improve the functioning of the labor

market. Other numerous measures have also

been undertaken. I also think that the povert y

p i c t u re is better than the official data suggest

because these data do not reflect other policy

changes, such as the earned income tax cre d i t ,

which has actually had a significant impact.

Because of the way the Census collects its num-

bers, however, it does not register in the data.
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communities and keep the others out, and many

g o v e rnment decisions, including fiscal policy deci-

sions, tend to exacerbate the inequality. This

polarization of society needs to be addressed by

policymakers and academics.

T h roughout this conference there has been

much discussion about programs aimed at re d u c-

ing inequality. The earned income tax credit has

been mentioned fre q u e n t l y. This program is pro b-

ably one of the marvels of policymaking. It has

many attractive aspects. Those who argue for a

higher minimum wage can get the same eff e c t

t h rough an earned income tax credit. The cre d i t

uses public re s o u rces to increase the re t u rns to

work for those who work at low wages without

having to deal with the political objections to

i n c reases in the minimum wage.

U n f o rt u n a t e l y, in the past few years we have

had serious attacks by Congress on the earn e d

income tax credit. One was a charge of fraud and

abuse in its use. A second came from Republicans

who sought to alter the payment plan. They pro-

posed paying out the credit in monthly install-

ments in the year after the credit was earned rather

than in one lump sum when tax re t u rns are filed, as

is currently done. Perhaps the best payment

method would be monthly installments in the year

the credit is being earned. Of course, this would

lead to a problem of getting money back after it

was paid out if it turns out the individual did not

d e s e rve the cre d i t .

Opponents of the earned income tax cre d i t

state that the individual income tax is paid larg e l y

by the top 10 percent of the population; the bot-

tom half of the population, ranked by income, pays

only about 10 percent of the total income tax lia-

bilities. They argue that the credit is bad policy, as

is any policy that promotes pro g ressive income tax-

ation, because it reduces incentives to work. Pro-

g ressivity should be a matter of concern for all who

a re interested in income distribution. It is possible

that in the next few years a supply-side, re g re s s i v e

income tax cut will be passed, with negative conse-

quences for income distribution.

Another matter of concern is the measure m e n t

of income. Returns to income and re t u rns to capi-

tal are becoming blurred in some of the statistics

with which re s e a rchers work. For example, stock

option profits are re p o rted on income tax re t u rn s

on the line with wages, not on the line with capital

gains. This results from the legal organization of

p rofit-sharing and stock-option plans. Over the last

JO S E P H J. MI N A R I K

Associate Director for Economic Policy, Office of

Management and Budget

Lessons and Implications 
for Policy

Policymakers draw on the re s e a rch of academics,

such as that presented at this conference, in order to

make the right decisions about policy matters that

relate to income distribution. Academics, however,

tend to think of policymakers as people who take

their exquisitely composed string quartet and turn

it into a television jingle. But academics should

think of policymakers as the people who arrange for

the hall, get the financial backing, and give that

string quartet a chance to reach the public.

When the current administration came into

o ffice, the fiscal situation in the United States was

bad, but now the federal government has a budget

surplus and is paying down the debt. That sug-

gests to some that the federal government has a

f ree cash flow that could be used to finance poli-

cies that could affect income distribution. In view

of the fact that we have some money that arg u a b l y

we can spend, unless Congress passes a tax cut,

policymakers need to know what is going to give

us good results. Some might argue, however, that

a tax cut would be a good idea if distributed in a

p a rticular way.

The results of empirical work on income distri-

bution issues help policymakers make decisions

re g a rding these issues. We need to ask what the

policy is trying to achieve. There are already many

p rograms in place, especially programs aimed at

p roviding training and education for workers. The

c u rrent administration has prided itself on putting

a lot of eff o rt into targeting assistance to individu-

als who need it, whether that assistance consists of

giving people computer skills so they can deal with

skill-biased technical change or of helping individ-

uals adjust to a plant closure. Some of the re s e a rc h

p resented at this conference, such as that on the so-

called unified theory of skills bias and the effects of

technological change, raises questions about

whether current programs should be expanded or

tossed out the window.

Policies to reduce income inequality are impor-

tant because inequality can create a polarized soci-

e t y. The pro s p e rous members of the society w i l l

cease to care, so long as they can have their gated



24
T h e  J e r o m e  L e v y  E c o n o m i c s  I n s t i t u t e  o f  B a r d  C o l l e g e

few years and in years to come, it will be hard to

f i g u re out how much of what people receive is

really re t u rns to labor and how much re t u rns to

capital and it will be hard to figure out how much

of profit-sharing and stock-option plans are

re p o rted to the IRS as capital gains and how much

as wages. This confusion will make it more diff i c u l t

to gather data needed to understand the dire c t i o n

of income distribution.

Another question re g a rding income distribu-

tion statistics, raised by Jay Levy, concerns whether

elderly persons are living by themselves or with

their children. Years ago I was comparing figure s

f rom 1960 and 1970 in the U.S. Census data sets

and it appeared as though many of the elderly had

g rown worse off. But an examination of their living

a rrangements showed that their incomes had

i n c reased enough so that a fair number of them

had decided to spend that additional income on

privacy by choosing to live alone. The lesson of this

is that we must make adjustments by looking at the

well-being of individuals. In this case, when one

a g g regates families on an intergenerational basis,

one might have income distribution statistics that

at first look more attractive, but if the elderly are

happier because they are living independently, that

has to be f a c t o red into the picture .

One also might want to look at individuals

who are aging, but are not necessarily over 65 and

who chose not to re t i re but to work part-time and

ease into re t i rement. This would have an implica-

tion for wage distribution that we should consider.

Another issue that has been raised among pol-

icymakers and is worth discussing is the capital

side of income distribution. The president has

p roposed a supplement to Social Security—the

universal savings account—that would pro v i d e

seed contributions and then matching contribu-

tions for additional voluntary contributions into

pension accounts for individuals. The notion

behind this proposal is that if one creates such a

b road-based program, one might be able to leap

the political hurdle and get into the hands of indi-

viduals who do not now have pension coverage

some form of savings account that they could use

to build up wealth for their re t i re m e n t .

Some members of Congress have gone a step

f u rther than these contributions, which are

attached to work through Social Security, and

have suggested creating a capital endowment for

c h i l d ren. One proposal would deposit funds annu-

ally into some kind of a savings account and allow

them to accumulate; by the time a child re a c h e s

the age of 18 there would be enough money in

the account to pay for college. Another pro p o s a l

would provide lump sum payments at certain ages

rather than annual payments.

One must think long and hard about whether

these proposals are appropriate uses of public

re s o u rces. And there are many practical pro b l e m s

to be resolved. But re s e a rch, such as that pre-

sented during the conference, is what will help

policymakers evaluate proposals aimed at re d u c i n g

i n e q u a l i t y.
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Racial Inequality and the Rate 
of Return to Skill, 1967–1988

T h e re is general consensus among re s e a rchers that

intraracial wage inequality and interracial wage

i n e q u a l i t y, especially between African Americans

and whites, have grown since the mid 1970s. The

most widely advocated explanation is the labor

quality hypothesis in which skill-biased technolog-

ical change is considered the driving force that led

to a rise in the relative wages of workers with

higher cognitive skills. Since the average cognitive

skill of African Americans is located in the lower

half of the skill distribution, interracial inequality

expanded as intraracial inequality expanded. 

An alternative explanation is the discrimination

hypothesis, which holds that interracial inequality

widened because of an increase in discrimination.

The increase in discrimination is attributed to

losses in bargaining power and increasing unem-

ployment during much of the latter half of the

1970s and the early 1980s and to the decline in

e n f o rcement of antidiscrimination laws and

a ff i rmative action.

The two competing explanations were evalu-

ated using panel data on African American males

and white males from 1967 to 1988. A wage equa-

tion with education, experience, cognitive ability,

and race as the independent variables was esti-

mated. The results reveal distinct periods of wage

i n e q u a l i t y. From 1967 to 1973 interracial wage

inequality declined. This decline was reversed dur-

ing the deep recession of 1974–75. Pro g ress in

reducing wage inequality resumed from 1975 to

1979, but once again there was a sudden re t re n c h-

ment with the 1980–81 recession and then a re v e r-

sal of that decline with the mild re c o v e ry of the

mid 1980s. From 1985 to 1988 the average

African American in the sample earned 10 perc e n t

less than an average white worker, and from 1973

to 1988 the wage penalty oscillated between 10

and 20 percent. 

To support the labor quality hypothesis, the

increase or stagnation in interracial inequality

must be preceded by a rise in the wage premium

for the relatively more-skilled workers. This is not

borne out by the data. The wage premium rises

associated with education and cognitive ability

did not occur until the early 1980s, after the

1974–75 increase in inequality. Moreover, even

during the 1980s, the rises in wage premiums had

S e s s i o n s

SE S S I O N 1

Inequality in American Wages: Social and Institutional Change
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only a modest effect on racial wage inequality.

This evidence, the dramatic increases in inequality

during recessions, and the reversals in antidis-

crimination policy in the 1980s favor the discrim-

ination hypothesis.

TH O M A S I. PA L L E Y

Accounting for Income Inequality 
in the U.S.: The Role of Unions, 
the Minimum Wage, 
Unemployment, Family Stru c t u re, 
and International Tr a d e

Several re s e a rchers have examined sources of

growing wage inequality. Unfortunately, a focus

on wage differentials is not sufficient for develop-

ing an explanation of the long-term patterns of

inequality, since detailed data on wage differen-

tials are available only from 1973. An alternative

is to examine trends in family income inequality

for which data (time series of the Gini coefficient)

are available from 1947. The data show that until

the early 1970s distribution of family income was

becoming less skewed. From 1972 to 1980 there

was a slight worsening of income distribution,

which was followed by a period in which inequal-

ity did not rise. From 1982 until the mid 1990s

there was a remarkable rise in inequality. Since

then it appears to have stabilized at a relatively

high level. 

The explanation for rising inequality in family

income may lie in changes in the structure of the

labor market and in international trade, rather

than in skill-biased technological change. These

changes have shifted bargaining power away from

labor and toward management and in doing so

have changed the pattern of income distribution.

Estimates were obtained from a variety of econo-

metric specifications of this hypothesis. The

dependent variable in these specifications was the

Gini coefficient of family income and the explana-

tory variables were union density, unemployment

rate, real minimum wage, share of families headed

by a single female, and two measures of trade

openness (trade openness and trade openness

squared).

The model was first estimated for the entire

sample period, 1968 to 1997. The coefficients on

all the variables were statistically significant and

had expected signs. Increases in union density

and real minimum wage tend to reduce inequal-

ity, and increases in the unemployment rate and

the share of families headed by a single female

tend to raise inequality. An increase in trade open-

ness to a certain level increases inequality; but an

i n c rease in trade openness squared re d u c e s

inequality, indicating that trade can work either

way, depending on the magnitude of openness.

The same model was then estimated for two

periods: 1968 to 1980 and 1980 to 1997. The

results were consistent with those in the first

round of estimation. Union density decline

accounts for 30 percent of the worsening of

income inequality in the first period and 40 per-

cent in the second. The unemployment rate

accounts for only a small proportion of inequality

in both periods. (This is not surprising since there

is no theoretical expectation that unemployment

should have a substantial effect on inequality.)

The real minimum wage is far more important

than the unemployment rate and accounts for 9

percent of the increase in inequality in 1980 to

1997; in the same period an increase in the share

of families headed by a single female contributes

24 percent. Trade openness reduces inequality

prior to 1980, but accounts for 24 percent after

that. The different impact of trade in the two

periods is due to a change in the pattern of trade:

competition from foreign, low-wage locations

increasingly affects manufacturing jobs, which are

relatively better paid. Overall, the results indicate

that to reverse worsening inequality would

require labor law reform to make organizing eas-

ier, raises in the real minimum wage, and encour-

agement of trade based on international labor

standards. 

MI C H A E L J. HA N D E L

Is There a Skills Crisis? Trends 
in Job Skill Requirements, 
Te c h n o l o g y, and Wage Inequality 
in the U.S.

The available evidence does not support an

i n c reasing rate of skill-biased technological

change as an explanation for the rise in inequality

in the 1980s and the 1990s. For this explanation

to be supported, either the growth in the relative

supply of technologically skilled workers would

have had to have decelerated or the growth in the
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relative demand for such workers would have had

to have accelerated. The explanation suffers from

a timing problem because about 50 percent of the

growth in earnings inequality in the lower 95 per-

cent of the earnings distribution between 1979

and 1993 occurred between 1981 and 1983. A

sufficient explanation for changing inequality will

have to account for the highly nonlinear character

of the trend in inequality.

It is hard to maintain that a slowdown in the

growth of the supply of skilled workers is respon-

sible for increasing wage inequality. Between

1962 and 1997 the labor force became better

educated on the average and the dispersion of

educational attainment declined; in other words,

human capital inequalities declined. Estimates of

relative supply and demand based on their past

trends indicate no shortage of skilled workers for

the years 1981 to 1983. Paradoxically, the widest

gap between supply and demand occurred around

1995, when inequality began to stabilize.

The argument that computerization has cre-

ated higher skill requirements was assessed on the

basis of data available for 1984, 1989, 1993, and

1997. Regressing years of education of an indi-

vidual worker on computer use, after controlling

for a variety of background characteristics, shows

that computer use is associated with about 1 to

1.4 years of additional education. However, when

occupation is added as an additional control vari-

able, this estimate is reduced by half. This finding

can be interpreted in two ways. The first is that

computer use does increase educational require-

ments by 6 to 12 months. The second is that

workers with more education tend to be in occu-

pations in which there is a greater likelihood of

working with a computer. If the second interpre-

tation is true, computer use cannot be considered

as increasing skill requirements.

Some insight into this issue can be gained by

examining whether, over time, occupations in

which computer use was growing relatively faster

also witnessed a relatively faster growth in educa-

tional requirements. Regression analysis based on

detailed occupational and educational data shows

that computer use or an increase in computer use

is a good indicator of occupations that demand

more in terms of educational requirements. How-

ever, since similar effects are found also during

the early 1970s, when computerization was at rel-

atively low levels, there is no strong basis for any

causal interpretation. 

An examination of occupational shifts shows

that a number of occupations likely to be sensitive

to computerization have not grown or declined

as rapidly as expected by proponents of skill-

biased technological change. The share of white-

collar jobs in total employment has incre a s e d

steadily for the past hundred years or so, but

t h e re is no evidence of acceleration in that

i n c rease in the 1980s. Similarly, while automa-

tion and computerization have led to declines in

the share of certain jobs in total employment,

the extent of such declines is much smaller than

is usually assumed.

J. BR A D F O R D JE N S E N

Understanding Increasing and 
D e c reasing Wage Inequality

( C o - a u t h o r, Andrew Bern a rd, Dartmouth College and

National Bureau of Economic Researc h )

Research on inequality has typically relied on

national data, but new insights into the forces

driving inequality may be gained from regional

data. At the national level, residual wage inequal-

ity (wage inequality after controlling for gender,

race, age, and educational attainment) has

i n c reased steadily between 1970 and 1990.

Examining the effect of changes in industrial

structure on regional patterns of wage inequality

can help in identifying some of the causal factors

behind the remarkable growth in the national

inequality.

Based largely on Census Bureau data for the

benchmark years 1970, 1980, and 1990, individ-

ual-level wage equations were estimated with expe-

rience, education, and location as controls to

obtain residual wage inequality for each multi-

county labor market area. Strikingly, the variation

a c ross regions at any given time is much gre a t e r

than the increase in inequality at the national level

over time. The broad picture is that the traditional

industrial centers of the country experienced sharp

i n c reases in inequality and the Southeast had much

lower increases or even declines.

R e g ression analysis was employed to analyze

the factors behind the regional variation. The

e x p l a n a t o ry variables included the share of employ-

ment in durable goods manufacturing, changes in

the capital-labor ratio in the manufacturing sector,
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trade openness, union density, real minimum

wage, and immigration. The variable with the

l a rgest impact on inequality is the share of

employment in durable goods manufacturing.

Regions with expanding durable goods manu-

facturing employment experienced lower wage

inequality and those with decreasing employ-

ment in that sector had higher inequality. The

positive impact of durable goods manufacturing

on wage compression cannot be attributed to

skill diff e rentials since the residual wage inequal-

ity is computed after controlling for skill diff e r-

e n t i a l s .

This points to the character of employers in

this sector as a possible explanation. Durable

goods manufacturing is concentrated in larg e

plants owned by large companies who pro v i d e

jobs with low turnover rates. Big plants have the

e ffect of compressing wages since they tend to

have standardized human re s o u rce practices. This

notion is strengthened by the finding that includ-

ing average plant size and measures of job cre a t i o n

and destruction improves the predictive power of

the wage equations. 

WI L L I A M SP R I G G S

Popular opinion is swayed by explanations that re i n-

f o rce the status quo. In a capitalist society, explana-

tions that support capitalism appear to make more

sense than alternative accounts; in a racist society,

explanations that support racism appear more re a-

sonable than explanations that do not. The popu-

larity of the skill-biased technological change

hypothesis as an explanation for inequality derives

f rom its ideological function. It justifies employers’

d i s c r i m i n a t o ry hiring practices on the basis of

alleged lack of skills. The hypothesis also justifies

social activists’ proposals for spending to develop

skills. The presentations by Mason, Palley, Handel,

and Jensen challenge the ideological status quo. 

In the context of interracial wage inequality,

the hypothesis implies that blacks are less skilled

than whites and hence earn relatively less. This

explanation fits well with the idea that black

workers are somehow inferior. Mason challenged

this notion and showed that structural and insti-

tutional factors might be responsible for the

growing interracial wage disparity.

The hypothesis also favors the view that labor

market outcomes are best determined by the

workings of the free market and that labor market

institutions play no role in determining wage dif-

ferentials. Palley shows that union density, trade

policy, and minimum wage all matter for inequal-

ity. However, his treatment of families headed by

a single female as an explanatory variable is per-

plexing since it can be considered a function of

growing inequality.

H a n d e l ’s work challenges the idea that there

has been a growing skills gap. The decline in the

dispersion of educational attainment of the labor

f o rce that he draws attention to deserves more

consideration. The decline renders workers more

substitutable for one another, which is quite unlike

the situation in the early 1960s when there was a

relatively small pro p o rtion of well-educated work-

ers. This change can contribute to the erosion of

b a rgaining strength and greater inequality. 

Jensen said that inequality varies gre a t l y

across regions and the main factor behind the

variation is the presence of large employers. This

finding is problematic for the skill-biased techno-

logical change hypothesis which tends to ignore

the institutional structure of the economy.

In conclusion, the criticisms advanced of the

dominant explanation are valid, but this cannot be

taken to mean that improving worker skills does

not matter. Improving skills is important, but one

should be careful in devising policies to accom-

plish that goal.

BA R RY BL U E S T O N E

R i c h a rd Freeman and Larry Katz estimate that tech-

nological change accounts for a significantly smaller

p ro p o rtion of the growth in wage inequality for

males during the 1980s and the early 1990s than is

often assumed by the proponents of the skill-biased

technological change hypothesis. Te c h n o l o g i c a l

change accounts for about 7 to 25 percent, where a s

de-industrialization accounts for about 25 to 34

p e rcent, de-unionization about 20 percent, trade

and immigration about 15 to 20 percent, and the

trade deficit about 15 perc e n t .

Although all of these factors did contribute

to increasing inequality, it is important to re c o g-

nize that what ties them together to pro d u c e

this effect is macroeconomic forces. Thus, the

economic re c o v e ry during the Reagan years did

not lead to a reduction in inequality because

during that period unions were crushed, the re a l
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minimum wage declined rapidly, and intern a-

tional competition intensified. This trend of

weak macroeconomic re c o v e ry without re d u c-

tion in inequality persisted until 1994.

Since 1994 economic growth has been solid,

the unemployment rate has fallen dramatically,

and labor has regained some of its barg a i n i n g

p o w e r, thus leading to a slowdown in the gro w t h

in inequality. However, to achieve a substantial

reduction in inequality, solid macro e c o n o m i c

fundamentals are not sufficient: institutional

changes in the form of stronger unions, a higher

minimum wage, an expanded earned income tax

c redit, and the elimination of discrimination in

the labor markets are also necessary. 

The need for institutional change is high-

lighted by the results of my recent study of earn-

ings in Boston. The low unemployment rate has

p roduced a participation rate for black males that is

as high as that for white males. After controlling for

some minor diff e rences in human capital, there is

also a convergence in wage rates between black and

white males. Yet, there is a substantial gap in annual

e a rnings between the groups. The reason for the

gap is inequality in hours worked. A relatively larg e

p ro p o rtion of black men are in part-time and con-

tingent employment. They work only about 34

hours a week on average compared to 50 hours for

white males. This type of disparity can be overc o m e

only through institutional changes.
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This study examined long-run trends in economic

inequality in five countries—the United States, the

United Kingdom, Canada, Sweden, and Ger-

many—using microdata from the Luxembourg

Income Study (LIS) from 1969–70 to 1994–95.

The five countries differ in trends in aggre g a t e

income, povert y, polarization, and income inequal-

i t y. The study concentrates on inequality within

and between birth cohorts. At any point, less than

11 percent of aggregate income inequality is due to

i n t e rgenerational inequality, but the experience of

d i ff e rent birth cohorts over the period has varied

widely across countries. Equivalent income is esti-

mated using the LIS equivalence scale. Va r i o u s

m e a s u res of inequality are used including the Theil

statistic, the Gini coefficient, and the ratio of

incomes between the top 10 percent and the bot-

tom 10 percent of income earners. Both the p o v e rt y

rate and a measure of poverty intensity are used

a l s o .

In the United States and the United Kingdom,

the income of the top decile of each cohort rose dra-

matically compared to previous cohorts, but the

income of the bottom quintile stagnated. In Canada

and Sweden both the top and bottom deciles of each

c o h o rt had increasing income. Poverty incre a s e d

substantially in the United States and the United

Kingdom in both rate and intensity. The povert y

rate decreased or remained stable in Canada and

Sweden and increased slightly in Germ a n y.

Given trends toward increasing inequality,

why has there not been more discontent with the

distribution of income? The answer may be that

even if the average income of age cohorts is stag-

nant or falling, it is possible for individuals to have

a rising material standard of living as long as the

rate at which earnings increase with age is greater

than the rate at which the average income of age

cohorts shrinks. This study examines that effect

by comparing the trends in equivalent income of

five birth cohorts—golden agers (born 1915 to

1929), preboomers (1930 to 1945), baby

boomers (1946 to 1959), generation X (1960 to

1975), and generation Y (1976 and after). The

experiences of birth cohorts were very different in

different countries. In Canada and Sweden, the

poorest quintile in each cohort was significantly

better off than the previous cohort had been at

the same age, but the same is not true in the

United States and the United Kingdom. How-

ever, most deciles of each cohort of Americans

experienced some increase in equivalent income

over this period. The experience of the top decile

varied greatly: Swedes experienced only slight

improvement compared to previous cohorts of

that decile at the same age, Canadians fared

slightly better, Americans much better, and

Britons better still.
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workweek to 40 hours in all provinces and limit-

ing paid overtime to an average of 100 hours per

year.

Economists often dismiss hours re d u c t i o n

p roposals using models in which hours are set

optimally and any interf e rence with the market

must reduce welfare. These models assume that

the labor market clears and there is no unem-

ployment. However, it is difficult to see how one

can evaluate programs designed to reduce unem-

ployment using models that assume unemploy-

ment away. This study attempts to build a more

a p p ropriate methodology for studying hours

reductions by employing both empirical and the-

o retical techniques. Empirically, it surveys the

p re f e rences of workers about the hours they

would like to work. Theore t i c a l l y, it examines the

e ffects of work-sharing regulations in an enviro n-

ment in which market imperfections cause unem-

ployment and hours constraints to exit.

S u rvey respondents were asked how many

hours they work and how many hours they would

p refer to work (at the same hourly rate). An hours

constraint is defined as a diff e rence between the

actual and pre f e rred hours. Hours constraints are

examined to assess whether they are indicative of a

p roblem in the labor market, particularly undere m-

ployment, and to further understanding of how the

labor market functions and working hours are

d e t e rm i n e d .

S u rvey responses in the United States and

Canada reveal that the direction of hours con-

straints is clear: wanting to work additional hours

is more common than wanting to work fewer

hours. Survey responses in Europe are less clear

about the direction of hours constraints. The

most promising theoretical avenue for explaining

hours constraints is the development of models

that assume imperfect matching in the labor mar-

ket and long-term contracting. This study devel-

ops a simple model of bilateral search from which

the conclusion is derived that, although most

workers would want to work fewer hours if given

the choice, a legally mandated reduction in the

workweek could worsen unemployment and

reduce the well-being of workers. If these empir-

ical and theoretical findings are correct, policy-

makers should be cautious about proposals to

p romote work sharing by requiring a short e r

workweek. The survey data, at least in the United

States, suggest that more people would pre f e r

to work more hours rather than fewer hours and

Too often re s e a rchers attribute increases in

inequality solely to inexorable causes such as

skill-biased technological change or the global-

ization of trade. But, the fact that these coun-

tries, which have had similar trends in

technology and trade, have had such diff e re n t

t rends in inequality implies that the institutional

and legal context in each country is as import a n t

as technology and trade. Poverty trends are

e x t remely sensitive to policies affecting the dis-

tribution of gains from growth. If only 10 per-

cent of the income gains (not total income but

income gains) of the top decile in the United

Kingdom and the United States had been shifted

t h rough the tax and transfer system to the bot-

tom decile, poverty in both countries in 1995

would have been substantially lower than in

1979, instead of substantially higher. As it is,

those in the bottom decile in each cohort in the

United States and the United Kingdom have

seen no sign of economic pro g ress, over their

own lives and compared to an earlier cohort at a

similar point in their lives.

KE V I N LA N G

Hours Constraints: Theory, Evidence,
and Policy Implications

( C o - a u t h o r, Shulamit Kahn, Boston University)

In response to persistent unemployment, particu-

larly in Europe, there have been calls for “work

sharing” in the form of a legal mandated reduc-

tion in the number of hours in the workweek in

hopes of spreading the available work among

more workers. Implicit in these calls for hours

reductions is the belief that the demand for hours

of work is inelastic and independent of the num-

ber of workers who fill the hours; therefore, over-

all employment can be increased by reducing the

number of hours each individual works. The

belief that modern workers would like to reduce

their work hours, as Juliet Schor argues in her

book The Overworked American, adds to the

attractiveness of this proposal. The Canadian

Advisory Group on Working Time and the Distri-

bution of Work suggested in its 1994 report that

about half of sustained reductions in overtime

eventually translate into employment for more

workers. It recommended reducing the standard
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labor should be large enough to overwhelm the

g rowth in the supply of skilled labor. 

The evidence does not support the unified

t h e o ry. There is no pervasive trend toward

i n c reased inequality in the industrialized world.

T h e re has been a substantial increase in the

United States and the United Kingdom, but

other industrialized countries have had only

episodes of increasing inequality with no consis-

tent trend. Furt h e rm o re, there has been no sim-

ple relationship between rises in unemployment

and increases in earnings inequality. For exam-

ple, the Netherlands, Denmark, France, and

Sweden all had similar increases in earn i n g s

i n e q u a l i t y, but the Netherlands had declining

unemployment, Denmark had modestly rising

unemployment, and France and Sweden had

sharply rising unemployment. Belgium and Ger-

many had declines in earnings inequality but

smaller increases in unemployment than the

countries with the greatest annual increases in

e a rnings inequality after the United States—the

United Kingdom, Canada, Austria, and New

Z e a l a n d .

Despite the presence of generous social poli-

cies, some European countries have had unem-

ployment rates similar to those in the United

States. Unemployment in Europe is not driven

primarily by the least skilled; skill-biased demand

shifts affecting jobs held by prime-working-age

men do not appear to be a source of the widening

gap between French and U.S. unemployment

rates.

Trends in the United States do not show a

l a rge and accelerating change in the skill mix of

employment across industries and occupations.

T h e re is no strong statistical association between

m e a s u res of the growth of the use of new tech-

nologies, the skill mix of employment, and re l a-

tive wages. Similarly, the growth in the demand

for skilled workers does not seem to have out-

stripped the growth in the supply of skilled work-

ers; in fact, the increase in supply was gre a t e r.

The United States has both higher earn i n g s

inequality and higher unemployment inequality

than other nations, with the least skilled suff e r i n g

the highest rates of unemployment.

The unified theory remains the conventional

wisdom despite the lack of evidence to support it.

R e s e a rchers should look elsewhere to explain diff e r-

ent experiences in inequality and u n e m p l o y m e n t .

I m p o rtant factors include the greater range of

the theoretical models suggest that even if peo-

ple p re f e rred fewer hours, hours constraints

make it unclear that welfare - i m p roving re g u l a-

tions exist.

Neither the empirical nor the theoretical case

for mandating hours restrictions to reduce unem-

ployment is compelling. Also, any analysis must

consider two likely effects of mandated hours:

such legislation would set the maximum time on a

single job but would also undoubtedly incre a s e

the number of people who hold more than one

job, and changes in re q u i red hours are likely to

cause changes in wages.

DAV I D R. HO W E L L

I n c reasing Earnings Inequality and 
Unemployment in 
Developed Countries

A c c o rding to the conventional wisdom, the

globalization of trade and changes in technology

have caused a profound shift in labor demand

f rom the least-skilled to the most-skilled work-

ers, generating rising earnings inequality in flex-

ible labor markets (such as in the United States)

and rising unemployment in more rigid labor

markets (such as in western European count r i e s ) .

This hypothesis is called the “unified theory ”

because it attributes increasing unemployment in

Europe and increasing inequality in the United

States to the same global economic forces. T h e

unified theory has led to the belief that Euro p e

can solve its unemployment problem by disman-

tling policies designed to increase the living

s t a n d a rds of low-wage and unemployed workers

and that the United States can solve its low-

wage problem by making workers more skilled.

If the unified theory holds true, we should

expect to make the following observations. First,

t h e re should be a strong trend toward incre a s e d

i n e q u a l i t y, with the largest increases in unemploy-

ment occurring in the countries with relatively low

rates of growth in earnings inequality and the most

inflexible labor markets. Second, unemployment in

E u rope should be traceable to overly pro t e c t i v e

social policies and should be driven by the least

skilled. Third, in the United States there should be

a strong association between the use of new tech-

nologies, the skill mix of employment, and re l a t i v e

wages, and the growth in the demand for skilled
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skills differences in the United States than in most

other industrialized nations and the gre a t e r

deregulation of labor markets.

TH O M A S FE R G U S O N

The paper by Lang and Kahn was provocative,

but it is too glib with respect to the work-sharing

a rgument. Advocates of work sharing do not

a rgue simply that reducing work hours will cre-

ate jobs; they also suggest that work sharing

could increase productivity by encouraging firm s

to invest more in machines. Evidence on what

people want for hours is much less clear-cut than

Lang and Kahn indicate. First, any survey of the

employed will turn up a certain number of

u n d e remployed people who want to work more

hours; this needs to be accounted for. Second,

the evidence varies by country more than they

admit. Third, workers may be concerned that

their prospects for promotion would not re m a i n

the same if they accepted shorter hours, and

salaried workers may believe that they would still

have to complete the same workload. Fourt h ,

workers may be concerned that they would lose

benefits if they agreed to shorter hours. In short ,

it is difficult for any survey to determine with

c e rtainty what people really want. One thing is

c e rtain; gloomy predictions that hours re d u c-

tions would have bad results have proven false in

the past. 

Osberg’s paper is excellent on the role of the

state in general and the role of taxes in particular.

He does a good job in pointing out the enormous

increase in uncompensated risk borne by ordinary

people. It is important to understand why people

do not object to the increase in inequality.

H o w e l l ’s paper is good in its criticism of the

unified theory. It is hard to believe anyone ever

pushed the theory; the timing is wrong, the num-

bers do not work out, and it does not work in any

c o u n t ry. 

All of these papers point to the need to exam-

ine the history of inequality more closely. People

claim that redistributive approaches are not popular

under conditions of worsening inequality or even in

a bad stage of the business cycle, but the New Deal

stands as a massive counterexample. In the New

Deal, macroeconomic policy had a huge impact on

people, and it had nothing to do with how pro d u c-

tive they were. The lesson here is that not only does

m a c roeconomics matter, so does politics.

ST E P H E N RO S E

The whole conference deals with three related

questions: Is capitalism delivering the goods? Is

the U.S. model the dominant and the preferable

one? Is it possible to have capitalism with a

human face? Since careful analysis can help us

understand these questions, it is important to

look carefully at these studies. 

O s b e rg uses synthetic cohorts. He uses diff e r-

ent people of the same age at diff e rent points in

time to draw inferences about people’s income pat-

t e rns over their lifetime, but he does not follow re a l

people. He does not use panel data and he does not

have a good measure of social mobility. It is also

v e ry difficult to make international comparisons on

s t a n d a rd of living. How do you compare prices?

How do you compare working time?

Lang finds empirical evidence of a commit-

ment to hard work prevalent in the United

States, but it is because Americans are so com-

mitted to working hard to obtain luxuries that

critiques like The Overworked American strike a

c h o rd. 

Howell criticizes the defense the mainstream

has put up against those who have documented

increasing inequality. In the 1980s mainstream

economists argued that there was no evidence of

i n c reasing inequality. By the late 1980s the

increase in inequality was too large to be denied.

The second round of defense has been that

inequality is caused by skill-biased demand shift.

Skill is poorly defined in the arguments. However,

it is not the scientists and engineers who have

been the big winners in the new economy, but the

office workers—managers, sales representatives,

insurance agents, financial brokers. The most

skilled have had stagnant wages; the winners have

been those who call the shots. One problem with

Howell’s paper, however, is that he seems to

imply that the unemployment problem in Europe

is not all that bad, but Europeans think it is bad

and they are worried about the future.
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the Asian and Russian financial crises had no

measurable effect. Devaluations of the Mexican

c u rre n c y, which have been a re c u rring feature of

the economy for the last 30 years, had the imme-

diate effect of increasing inequality in the manu-

facturing sector. There is also a positive

relationship between movements in unemploy-

ment and movements in inequality.

For Canada, an inequality measurement was

completed for 21 manufacturing sectors fro m

1983 to 1999 using data from Stats Canada.

Inequality has been fairly stable. For a time after

the NAFTA went into effect, inequality fell slightly,

but it picked up and re t u rned to its original levels,

p a rticularly in the last years of Brian Mulro n e y ’s

administration. Even though changes in unem-

ployment were not highly correlated with changes

in inequality, over time the two moved in the same

d i rection. Inequality tended to begin to rise when

the inflation rate peaked. As in Mexico, devalua-

tions had the immediate effect of incre a s i n g

inequality in the manufacturing sector.

For the United States, a measure of inequality

is computed for 18 manufacturing sectors fro m

1947 to 1999 using data from the U.S. Census

B u reau and the Department of Labor. Manufac-

turing inequality declined under President John-

son; rose under Nixon, Ford, and Carter; declined

under Reagan; and then picked up under Bush. It

has tended to rise with the price of oil. There is a

high correlation between unemployment and wage

inequality in the United States; both have declined

since 1993.

PE D R O CO N C E I Ç Ã O A N D

PE D R O FE R R E I R A

Inequality and Unemployment in
E u rope: The American Cure

( C o - a u t h o r, James K. Galbraith)

Some economists hold that high unemployment in

E u ropean countries is caused by their genero u s

social welfare system and rigid wage stru c t u re and
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VI D A L GA R Z A CA N TÚ

Inequality in the NAFTA Region

This study examined inequality in Mexico, Canada,

and the United States. Data for Mexico are taken

f rom the Banco de Mexico and the Instituto de

Statistica y Informatica. The dispersion of wages is

computed monthly for nine manufacturing sectors

f rom January 1968 to June 1999. The data show

no relationship between the manufacturing wage

and political changes; wage inequality is stable

t h rough diff e rent presidential administrations. Oil

booms and oil discoveries reduced inequality, but

SE S S I O N 3

Inequality and Industrial Change: New Perspectives
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inequality numbers ignore the large interc o u n t ry

d i ff e rences in income that exist in Europe. There

a re much wider income gaps between Euro p e a n

countries than between any two states in the

United States. For example, average income in

Spain is 40 percent lower than in Germ a n y, while

average income in Texas is only 15 percent less

than in New York. Diff e rences in income between

the two states are fully accounted for by inequality

m e a s u res of the United States as a whole. Ta k i n g

wages, earnings, and transfer payments into

account, inequality in the United States is pro b a b l y

lower than in Europe as a whole.

The true American advantage is not a flexible

wage stru c t u re resulting from a tolerance of

inequality or a lack of social programs but national

p rograms of income redistribution from richer to

p o o rer states and regions, such as a national mini-

mum wage, Social Security, and an earned income

tax credit. The European Union has no similar pro-

grams serving to redistribute income among its

member states. Also, individual states are not able

to pursue their own full employment policies;

lower interest rates in the United States give Amer-

icans access to credit and keep spending up to full

employment levels. The answer for Europe is not

m o re “flexibility” but high minimum wages in

p o o rer countries, lower interest rates, and the

expansion of rich-country social services to poore r

c o u n t r i e s .

AM Y CA L I S T R I

I n t e r i n d u s t ry Wage Stru c t u res: New 
Evidence from the OECD

( C o - a u t h o r, James. K. Galbraith)

In 1950 Sumner Slichter found that interindustry

wage diff e rentials exist, diff e rentials are the same for

high-skilled and low-skilled employees, a rank ord e r

of industries by wage is stable over time, and these

wage diff e rentials seem to be correlated with indus-

t ry profits. His findings run counter to mainstre a m

economic theory, which supposes that labor mar-

kets are perfectly competitive and workers with sim-

ilar skills should earn the same wage, re g a rdless of

i n d u s t ry. Slichter explained the existence of wage

d i ff e rentials as the result of “rent sharing,” meaning

that more profitable firms share some of their re n t s

with workers in the form of higher wages.

that low unemployment in the United States is

caused by its flexible wage stru c t u re and willing-

ness to tolerate high inequality in wages and

incomes. This view implies that inequality is higher

in the United States than in Europe. This is gener-

ally true when the United States and individual

E u ropean countries are compared, but not when

the European Union is considered as a single econ-

o m y. Unemployment within Europe is not consis-

tent with the view. Unemployment tends to be

higher where inequality is gre a t e r. Countries with

the weakest social welfare systems and the highest

i n e q u a l i t y, such as Spain, tend to have the highest

unemployment. The relevant factor in Europe is

not too generous social systems within countries,

but the absence of a continental system of re d i s t r i-

bution that would transfer income from the

wealthier to the poorer countries.

This study makes two innovations in exam-

ining the relationship between unemployment

and inequality. A methodological innovation is

the use of the Theil index to construct a long

and dense time series of inequality. A substantive

innovation is to look at Europe as a continental

e c o n o m y, not just as separate national

economies. A measure of inequality in manufac-

turing earnings within the countries of Euro p e

f rom 1970 to 1992 is computed using the Stru c-

tural Analysis Database of the OECD. 

A cro s s - c o u n t ry correlation between industrial

e a rnings inequality and unemployment is consis-

tently positive in every year. There is an even

s t ronger correlation between unemployment and

the ratio of the average manufacturing wage to per

capita GDP. In every country, as the ratio rose, so

too did unemployment. The rise in unemployment

in the 1980s and 1990s was tightly linked to diff e r-

ences in per capita GDP across countries. There was

a modest convergence in per capita GDP acro s s

countries, implying that preexisting diff e rences in

income levels, not unemployment, have been the

cause of rising inequality. The high-income, low-

inequality countries of Europe tend to have a more

diverse industrial stru c t u re than lower- i n c o m e

countries. Low inequality in high-income countries

is there f o re not generally a question of specializa-

tion in a narrow class of high-productivity sectors,

but rather of egalitarian pay stru c t u res across high-

and low-productivity sectors, both of which rich

countries have in abundance.

The United States has higher inequality than

any individual country in Europe, but intracountry
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Early studies of interindustry wage diff e re n-

tials looked at them as a snapshot in time, but

that view misses the importance of trends in

wage diff e rentials and what those trends re v e a l

about wage determination. Because it is diff i c u l t

to study patterns of changes in many diff e re n t

industries, this re s e a rch uses cluster analysis to

c reate a few small groups of industries with simi-

lar wage-change patterns. Cluster analysis mini-

mizes the variance within a group and maximizes

the variance between groups. This re s e a rch also

employs discriminate analysis to determine what

economic factors are correlated with changes in

wage diff e re n t i a l s .

This paper examines wage changes in Ger-

m a n y, Japan, and Italy using data drawn from the

O E C D ’s Structural Analysis Database. Cluster and

discriminate analyses are applied to time series

changes in average annual earnings by industry cat-

e g o ry. Knowledge of just two external influences

on the wage stru c t u re is usually sufficient for an

understanding of the most important sources of

i n t e r i n d u s t ry wage changes and often the sourc e s

of wage changes tend to be macroeconomic rather

than microeconomic factors, as mainstream eco-

nomic theory pre d i c t s .

G e rm a n y ’s industrial wage stru c t u re re s o l v e s

itself into three distinct gro u p s — t r a n s p o rt a t i o n

industries, machinery and technology industries,

and other industries. Tr a n s p o rtation has tradition-

ally paid the highest wages. The machinery and

technology group has been second, but its position

has eroded re c e n t l y. Wages in machinery and tech-

nology tend to be extremely sensitive to the yen-

deutsche mark exchange rate, implying that as the

yen depreciates relative to the mark, wages in a par-

ticular industry come under pre s s u re to the extent

that the industry competes with Japanese export s .

T h e re is no clear statistical interpretation for much

of the between-group variations, but they may be

related to the investment cycle in Germ a n y.

Cluster analysis reveals five distinct groups of

Italian manufacturing industries—oil, transporta-

tion, fashion, communications and computers,

and other. Oil is the wage leader, and transporta-

tion also pays above average wages. Inflation is

also highly correlated with wage changes, but

analysis so far has been unable to identify a time

series variable that effectively accounts for much

of the changes in wages. Wages in the oil group

are highly correlated with refiners’ acquisition

price of oil.

Wage patterns in Japanese industries cluster

into four groups—manufacturing and export

industries, import-competing industries, oil and

chemical industries, and construction industries

(such as specialty, craft, and luxury items). The

manufacturing and export group pays consis-

tently high earnings, but there is not a close asso-

ciation between any trade or exchange rate

variable and variation in wage diff e re n t i a l s

between the import-competing and export

groups. Inflation, however, is closely associated

with this difference. Import-competing indus-

tries, which tend to be labor intensive and which

are Japan’s lowest wage sector, continually lost

g round in inflationary periods, most likely

because this group has the least market power.

These methods are useful to re s e a rchers who

want to go beyond the conventional micro e c o-

nomic analysis of wage change and arrive at expla-

nations that can be supported by close re f e rence to

the historical re c o rd. This analysis shows that

Keynesian macroeconomic factors are more impor-

tant in determining wage diff e rentials than neo-

classical microeconomic factors. The strength of

consumer demand, interacting with the degree of

monopoly power across diff e rent sectors of indus-

t ry, tends to be a critical factor underlying changes

in the wage and earnings stru c t u re. 

L. RA N D A L L WR AY

Calistri and Galbraith argue that changes in degre e

of market power must play a role in changing

i n d u s t ry wage diff e rentials and that macro e c o-

nomic forces are the primary determinants of

changes in market power. They are able to gro u p

industries in each country into a small number of

clusters and they try to find a correlation between

wage variations and macroeconomic time series

data. They admit that correlation does not pro v e

c a u s a l i t y, but assert that a strong correlation is a

reasonable indication of some sort of re l a t i o n s h i p .

They attribute changes in the wage stru c t u re over

time to a small number of exogenous influences.

They found that movements of the exchange rate

a re important in Germ a n y, wage diff e rentials that

a re affected by external supply prices are import a n t

for Italy, and the diff e rential indexation of wages

a c ross industries and the level of domestic demand

are important for Japan. The conclusion is that

relative wage changes are not primarily due to
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characteristics of the workers, but to macro e c o-

nomic forces beyond the control of firms and their

workers but potentially under the control of mon-

e t a ry and fiscal policy.

One problem is that although the paper

demonstrates statistically significant correlations, it

does not discuss how big the diff e rentials are and

how big the effect is. Also, identifying factors that

may have an impact on wage diff e rentials is just the

first step. It is necessary to do a detailed institu-

tional analysis that would determine just how infla-

tion, for example, affects the wage bargains in Italy

and why some bargaining units are not able to get

full indexing of inflation.

BR I A N K. MA CLE A N

Conceição, Ferreira, and Galbraith contribute to

the debate on whether there is an American

model for low unemployment, what it is, and

whether it offers lessons for countries in Europe

and Asia. The paper refutes rigidity explanations

for high European unemployment. It introduces

a hypothesis and evidence concerning high unem-

ployment, especially high unemployment in high-

inequality, low-income European countries. The

authors mention two findings in European coun-

tries—a positive correlation between inequality and

unemployment and a negative correlation between

social program levels and unemployment rates.

The authors need to state more clearly which

papers they are re f e rring to when they refute the

idea that generous social programs are the cause of

high European unemployment. The model with

which the authors reach the conclusion that high

inequality and low unemployment go together

needs to be more precisely spelled out. They seem

to have combined search theory with the concept

of sectors in the economy that pay high rents, but

it is not clear. The discussion of low unemployment

in the United States is incomplete. Low intere s t

rates and a national Social Security system do not

seem to be enough of an explanation.

The authors compare inequality in the United

States with inequality in Europe as a whole, but

they do not specify if this is all of Europe or the

single-currency area. The comparison points to

the need for a critique of the single-currency area

based on Keynesian or social democratic princi-

ples. One danger in the comparison, however, is

that Americans may use it as ammunition to say

that inequality is at an acceptable level in the

United States.
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evidence that forms the basis for much of the dis-

cussion in the context of the developing economies

is weak. First, most empirical work is based on

wage data rather than household income data.

Household income is more relevant because a sig-

nificant pro p o rtion of members of households in

the developing world are not wage and salary earn-

ers. Second, most empirical work that uses income

data relies on a narrow definition of income that

excludes the imputed value of nonmarket pro d u c-

tion, which is quite important in developing

economies with large informal sectors and subsis-

tence agriculture. Third, most empirical analysis

employs cro s s - c o u n t ry and cross-sectional data

rather than panel data, thus excluding a rigoro u s

modeling of changes over time.

A panel data set for roughly 100 countries was

developed to strengthen the empirical basis of

investigations into inequality and growth. The data

set overcomes the important problems mentioned

above to a considerable degree and also includes

information on asset inequality, as measured by

inequality in the ownership of land. Data on asset

inequality are important because even though

most theoretical models postulate that the rela-

tionship between inequality and growth is medi-

ated via households’ access to assets, empirical

tests of this relationship have relied on income

distribution data rather than on asset distribution

data.

Some theorists have argued that greater asset

equality is harmful for long-run growth because it

redistributes assets to households that are less

likely to save and invest. This argument overlooks

the important effects that public investment (in

e d u c a t i o n ,h e a l t h, i n f r a s t ru c t u re), financed thro u g h

progressive income taxation, can have on aggre-

gate investment and growth. However, it has to

be recognized that a minimal amount of wealth is

a prerequisite for poor households to benefit

from public investments; for example, without a

minimal amount of wealth, poor households may

not be able to make use of the access to public

education. The better perf o rmance of China

compared to that of India in terms of human

development indexes (such as educational attain-

ment and nutrition) can also be explained, at least

M O D E R ATO R : AJ I T ZA C H A R I A S

Resident Research Associate, Levy Institute

P R E S E N T E R S

KL A U S DE I N I N G E R

World Bank

JA M E S K. GA L B R A I T H

Senior Scholar, Levy Institute; Pro f e s s o r, Lyndon B.

Johnson School of Public Affairs and Department of

G o v e rnment, University of Texas at Austin; Dire c t o r,

University of Texas Inequality Pro j e c t

RO B E RT SU M M E R S

P rofessor Emeritus, University of Pennsylvania

D I S C US S AN T S

ED WA R D N. WO L F F

Senior Scholar, Levy Institute; Professor of Economics,

New York University

PA U L DAV I D S O N

Holder of the Holly Chair of Excellence in Political

E c o n o m y, University of Te n n e s s e e

KL A U S DE I N I N G E R

Asset Distribution, Inequality, 
and Growth 

( C o - a u t h o r, Pedro Olinto, World Bank)

The relationship between inequality and gro w t h

has recently figured prominently in development

economics. Traditional theoretical models suggest

that growth cannot take place without a significant

d e g ree of inequality and such models have often

i n f o rmed policy making. Recent models suggest

that a significant degree of inequality can constrain

g ro w t h .

A reliable picture of the inequality-gro w t h

nexus can be formed only on the basis of solid

empirical evidence; unfort u n a t e l y, the empirical

SE S S I O N 4

Measuring Inequality in the World Economy
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in part, by the relatively more egalitarian pattern

of land ownership in China.

R e g ression analysis using panel data methods

shows that initial asset inequality, as measured by

land distribution, has a strong negative effect on

g rowth of aggregate output; that the impact of

asset inequality is strong and negative on the

income growth of the poorest; and, surprisingly,

that the impact on the rich is negligible. 

The results as a whole have two main policy

implications. First, countries engaged in struc-

tural adjustment, liberalization, and privatization

must ensure that asset inequality does not worsen

as a result. Governments in these countries

should also maintain an appropriate regulatory

framework and provide key public goods and

safety nets for the poor and economically vulner-

able social groups. Second, asset redistribution is

m o re effective than income redistribution in

reducing income inequality.

JA M E S K. GA L B R A I T H

Measuring the Evolution of 
Inequality in the Global Economy

( C o - a u t h o r, Lu Jiaqing, University of Texas Inequality

P ro j e c t )

Changing inequality in industrial earnings in over

70 countries reflects the changing political and

economic conditions in these countries. The use-

fulness of data on industrial earnings may be less in

countries with relatively small industrial sectors,

but, by and large, this measure of inequality is quite

i n f o rmative. Concentrating on industrial earn i n g s

allows the development of a database that covers

many countries over many years, making inter-

c o u n t ry and intertemporal comparisons possible. 

Using this database, three phases in global

inequality could be identified from 1972 to 1995.

The first phase runs from 1972 to 1980. Oil-price

shocks of the 1970s and the policy responses to

them brought about growing inequality in the oil-

i m p o rting countries and declining inequality in the

o i l - e x p o rting countries. The biggest increases in

inequality occurred in the United States, India,

Tu r k e y, and Greece. Declines in inequality could

be observed in Iraq, Iran, and Algeria.

The second phase of global inequality is 1981

to 1988. With the decline of oil prices and the debt

crisis throughout this phase, inequality in most oil-

e x p o rting countries and in most other countries

widened, with China and India the major excep-

tions. The largest increases took place in the south-

e rn cone of Latin America, especially in Chile and

P e ru, two debt-ridden economies. The insulation

of China and India from the world financial mar-

kets probably contributed to their relatively better

p e rf o rmance with respect to inequality.

Global liberalization and the fall of commu-

nism in Europe in the third phase, 1989 to 1995,

generally led to an increase in inequality, most

remarkably in the case of Russia. Inequality also

rose rapidly in all the countries on the periphery of

Central Europe and in the Middle East and China.

Most of Asia also saw significant increases in

i n e q u a l i t y, with the exception of Malaysia and

Indonesia. 

Examining associations between the inequality

m e a s u re, growth, and levels of income re v e a l s

some interesting patterns. In the case of several

Latin American countries, there is a positive re l a-

tionship between equality and growth; growth in

per capita income that is faster than the growth rate

of population tends to increase equality and vice

versa. The experience of the United States, Japan,

and the United Kingdom suggests the opposite: a

higher level of per capita income appears to be

associated with a lower level of equality. This evi-

dence suggests that the relationship between

inequality and growth may be more complicated

than that suggested by the traditional Kuznets

h y p o t h e s i s .

RO B E RT SU M M E R S

The World Distribution of Material 
Well-Being: Consumption, Private and
P u b l i c

( C o - a u t h o r, Alan Heston, University of Pennsylvania)

Studies on inequality tend to focus on inequalities

in income, but if the ultimate interest is in

inequalities in material well-being, it may be more

a p p ropriate to examine consumption. Income

inequalities between countries are truly staggering.

Over the period 1970 to 1990, the richest 6 per-

cent of the world population got, on average, half

of the world’s income, and the poorest half got only

6 percent. However, if one takes into account t h e
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diminishing utility of income, the degree of

i n e q u a l i t y, as measured by the Gini coeff i c i e n t ,

becomes much smaller. Another striking feature of

the contemporary pattern of income distribution is

that inequality between countries is much gre a t e r

than that within countries. 

Detailed country-level data from the Penn

World Tables and the Deininger- S q u i re data set

can be used to estimate the size distribution of

world consumption (private and public) for all

individuals in the world (covering 98 percent of

world population) for some benchmark years

between 1970 and 1990. This measure is pre f e r-

able to the commonly used measure, which is

based on the assumption that all individuals within

a country receive the same income or consume the

same quantity of goods and services. The size dis-

tribution of world consumption allows us to make

i m p o rtant observations, for example, the perc e n t-

age of world population that consumes less than a

d o l l a r ’s worth of goods and services a day. Te n t a-

tive estimates from this pro c e d u re indicate that the

size distributions of consumption are extre m e l y

skewed toward individuals in the higher consump-

tion brackets. However, a limitation of the esti-

mated distribution is that it is based on the

assumption that the distribution of consumption

within each country is log-normal. 

Tentative estimates were also derived for inter-

national inequalities in private consumption and in

private and public combined using the method that

i g n o res intracountry diff e rences. The overall

d e g ree of inequality is similar for both measures of

consumption. In 1990 the share of the low-income

countries (about 58 percent of world population)

in world consumption (private plus public) was

only about 17 percent; the share of the high-

income countries (only 16 percent of world popu-

lation) was 56 percent. However, the poorest and

the richest countries had a slightly smaller share in

world consumption when only private consump-

tion was taken into account.

ED WA R D N. WO L F F

All the re s e a rchers in this session have developed

new data sets that can stimulate further re s e a rc h

and debate. The Penn World Tables, developed by

R o b e rt Summers and his associates, have given rise

to over a thousand re s e a rch papers. The Deininger-

S q u i re data set, developed at the World Bank, and

the data set of Galbraith and his associates at the

University of Texas are more recent, but pro m i s e

to have several applications.

H o w e v e r, there is room for “truth in labeling”

in all the data sets and the re s e a rch based on them.

Deininger attempts to incorporate asset inequality

but takes only one type of asset, agricultural land,

into account. The empirical analysis should, there-

f o re, have been restricted to only countries in

which agricultural land is the most important type

of asset. This is arguably the case in several devel-

oping countries, but it is not so in developed coun-

tries. In the United States, for example, agricultural

land constitutes only about 1 percent of the total

wealth. Another problem with Deininger’s analysis

is that the inequality measures used are not consis-

tent across countries. Consumption data are used

for some and income data for others, thus biasing

the results in an unknown direction. 

The data and re s e a rch developed by Galbraith

and his associates are best labeled as work on man-

ufacturing interindustrial wage diff e rentials. It is

p roblematic to use their measure of inequality as a

p roxy for overall inequality at a national level. For

example, inequality in manufacturing wages and

national measures based on the Current Popula-

tion Surveys for the United States show signifi-

cantly diff e rent trends. Inequality measures based

on data from the Luxembourg Income Study of

other OECD countries differ considerably in levels

and trends from inequality measures based on

manufacturing wages. Yet, the evidence pre s e n t e d

by Galbraith and his associates on the link between

the major macroeconomic events and inequality in

manufacturing wages is quite striking.

T h e re are some grounds for skepticism about

S u m m e r s ’s argument that consumption level is a

better proxy for welfare than income. A re c e n t

wave of re s e a rch that seeks to measure povert y

using consumption data has found a lower inci-

dence of poverty than is found when conventional

income measures are used. However, current con-

sumption may be financed by drawing from savings

and incurring debt. Such financing has implications

for future income and hence consumption levels,

and it is important to take these effects into con-

sideration when using consumption level as a pro x y

for welfare. There is also room for skepticism

re g a rding Summers’s assumption that the size dis-

tribution of consumption within a country is log-

n o rmal. There is no empirical evidence to indicate

that such an assumption is justified. Furt h e rm o re ,
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recall the Kalecki-Levy argument that pro p e n s i t i e s

to consume are diff e rentiated by kinds of income

and that some inequality may be necessary to sus-

tain saving and growth. Higher profit shares are

associated with higher investment rates and higher

investment rates generally lead to higher gro w t h

rates. It may also be the case that the inequality-

g rowth relationship may differ according to which

of the economic sectors—primary, secondary, or

t e rt i a ry—dominate a given economy.

Summers’s preference for consumption levels

as a proxy for current material well-being may be

justified, yet careful thought must be given as to

what is to be included in the category of con-

sumption. There are reasons to think that the

conventional national income and pro d u c t

accounts definition of consumption may not be

appropriate. Conventional accounts include pur-

chases of consumer durables as current consump-

tion. However, if one takes the notion that what

really counts is the utility derived from consump-

tion, then only the depreciation charges for con-

sumer durables should be included in current

consumption. Similarly, several items of public

consumption, such as educational services, have

characteristics of investment goods. Undifferenti-

ated treatment of consumption as a proxy for wel-

fare is therefore likely to be problematic.

the allocation of public consumption among the

population has to be done by better methods since

i n t e rnational comparisons of inequality are likely to

be sensitive to the method used.

PA U L DAV I D S O N

D e i n i n g e r ’s argument that asset inequality inhibits

g rowth may not be historically valid. England dur-

ing the industrial revolution saw concentration in

land ownership, but no one would argue that

g rowth was inhibited as a result. More re c e n t l y, cit-

izens were given equal shares in previously state-

owned enterprises when communism ended. The

g rowth perf o rmance in the formerly communist

countries since then has not been strong. Issues

related to valuation of assets, especially financial

assets, should also be dealt with in attempts to

relate asset inequality to growth perf o rm a n c e .

G a l b r a i t h ’s argument that rapid growth will

favor greater equality is intuitively appealing. It is

w o rth emphasizing that the inequality-re d u c i n g

e ffects of growth kick in only when the unemploy-

ment rate falls below a certain level. Also, although

g rowth can reduce inequality, there are limits to

the extent to which inequality can be reduced. To

understand those limits, it is only necessary to
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F ree Currency Markets, Financial Crises,
and the Growth Debacle

Many explanations of the Asian economic crisis of

1997 have been off e red. The “disequilibrium in fun-

damentals” hypothesis holds that macro e c o n o m i c

imbalances in combination with faulty monetary and

fiscal policies were responsible. However, the aff e c t e d

Asian economies had solid fundamentals accord i n g

to all evaluations until the outbreak of the crisis. The

“ c rony capitalism” hypothesis holds that a lack of

a p p ropriate re g u l a t o ry oversight and control was

responsible. While this hypothesis has some merit, it

cannot explain the timing or severity of the crisis.

The crisis in the miracle economies of Malaysia,

the Philippines, South Korea, and Thailand was

characterized by sharp currency devaluation, larg e

declines in asset values, and dramatic declines in

output. These three crucial aspects of the crisis can

be explained by the “currency substitution”

hypothesis. This hypothesis states that there is a ten-

dency for soft currencies in the global economy to

u n d e rgo systematic devaluations that are independ-

ent of the fundamentals of the economy and are

related to the position of the currency in the con-

tinuum of hard (re s e rve) to soft (not held as assets)

c u rrencies. The Asian economies hit with the crisis

had soft currencies. In a fre e - c u rrency market, such

as that adopted by these countries, a pre c a u t i o n a ry

motive creates an asymmetric demand for hard cur-

re n c y. The asymmetry implies that soft curre n c i e s

will depreciate systematically, while hard curre n c i e s

will fluctuate based largely on fundamentals. 

Devaluations tend to produce collapses in asset

values. More important, the currency substitution

hypothesis implies that there will be a systematic

misallocation of re s o u rces in soft-currency coun-

tries. Devaluation can lead to a shift in the compo-

sition of national output toward tradables, in which

factor productivity may not be as high as it is in

nontradables. This can explain why devaluations

and financial crises often have dramatic effects on

the real economy. Empirical testing using a sample

of about 70 countries for benchmark years

between 1970 and 1985 lends reasonably good

s u p p o rt to the hypothesis.

The policy remedy for countries with soft cur-

rencies to avoid systematic devaluations due to

a s y m m e t ry in demand is rationing, that is, re s t r i c-

tions on converting the soft currency into hard

c u rrency for pre c a u t i o n a ry purposes. While 

c o n t e m p o r a ry conventional wisdom dismisses

exchange rate controls as a valid policy option, it

should not be forgotten that the most re m a r k a b l e

phase of growth in the world economy, from 1950

to 1970, was characterized by the existence of

those contro l s .

SE S S I O N 5

Development Strategies: Successes and Disasters
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JU N M O KI M

K o re a ’s Experience with Heavy 
Industrialization: Evaluating the Past
Policy with Wage Data and Its 
Implications for the Future

The heavy and chemical industrialization strategy fol-

lowed in South Korea since the 1960s (known as the

HCI) was criticized by several economists from its

inception as generating microeconomic ineff i c i e n c i e s

and a distorted industrial stru c t u re. However, studies

of the HCI conducted within the disciplines of busi-

ness studies and political science have generally hailed

the HCI as a policy success. An assessment of the

strategy and its impact on the country ’s industrial

s t ru c t u re was undertaken using detailed wage data

drawn from the Occupational Wage Survey pub-

lished annually by the Korean Ministry of Labor.

With data from 1971 to 1991, cluster analysis

was used to classify industries into groups that are

i n t e rnally similar in wage growth. Intere s t i n g l y, the

industries targeted by the HCI formed a cohere n t

g roup. The other clusters identified were the labor-

intensive group, the skilled labor group, and the

s e rvices group. Discriminant analysis was used to

identify macroeconomic forces underlying wage

g rowth in the diff e rent groups. Cumulative wage

g rowth appears to be primarily related to invest-

ment growth; a secondary factor is an index of the

d i ff e rence between the Korean and the intern a-

tional interest rate (proxied by the LIBOR).

The relationship between wage growth and

investment growth found in Korea is similar to

that found in most industrialized countries:

industries that employ relatively more skilled

labor and industries targeted by the HCI earn

industry-specific labor rents large enough to pay

relatively higher wages to their workers. This sug-

gests that the HCI strategy did not distort the

industrial structure, as feared by the economists.

The results also indicate that the long-term loans

at cheap interest rates provided to industries tar-

geted by the HCI protected them from the tur-

bulence in world financial markets. A similar

benefit could not be derived by other industry

groups. However, closer analysis shows that the

preferential treatment of the industries in the

HCI group in this respect did not contribute to the

f o rmation of labor rents. Overall, the results sug-

gest that the HCI strategy was successful in trans-

f o rming Korea into an industrialized economy

without generating microeconomic inefficiencies

and a distorted industrial structure.

The past success of the strategy does not

e n s u re that it can be continued into the future

unchanged. As Korea is a developing economy, its

heavy industries face a problem of a limited domes-

tic market. The serious overcapacity problem can

be resolved only through structural changes and

corporate governance re f o rm s .

NA N C Y BI R D S A L L

Education: The People’s Asset

The relationship between inequality in education

and general inequality in developing countries

should be examined for four important re a s o n s .

First, the distribution of assets, especially the spe-

cial asset of education, matters for growth and for

p o v e rty reduction. Second, educational inequality

contributes greatly to income inequality. Third ,

t h e re is a vicious cycle in which income inequality

leads to educational inequality, which in turn leads

to income inequality. Fourth, diff e rences in policy

over time and across countries can make a diff e r-

ence in the extent to which the vicious cycle is

o p e r a t i n g .

C ross-sectional data on inequality and per capita

GDP growth show that developing countries vary

considerably in terms of the inequality-growth nexus.

Low-income South Asian countries had low gro w t h

and low inequality, and middle-income Latin Ameri-

can countries had low growth and high inequality.

East Asian countries were unusual in that they had

high growth and low inequality; a more equitable

redistribution of land and higher educational levels

w e re responsible for this special feature. 

Some recent empirical re s e a rch in development

economics has suggested that education is irre l e-

vant for growth. However, if the distribution of

education is taken into account, this suggestion can

be rejected. Cro s s - c o u n t ry growth re g ressions that

include the distribution of education as an explana-

t o ry variable show that the distribution of educa-

tion has a more pronounced effect on the income

g rowth of the poor than average educational level

has on average income growth. This implies that

i m p rovement in educational opportunities for the

poor can significantly reduce povert y. 

In developing countries, educational inequality

plays a major role in sustaining a “destructive” type
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K o rea from a relatively underdeveloped economy to

a major industrialized power. The government pol-

icy of providing cheap, long-term credit for key

industries is nothing other than a form of govern-

ment planning. Gerschenkron pointed out long ago

that the need for government planning is inversely

p ro p o rtional to the level of economic development,

and his observation is still true. However, some of

South Kore a ’s current problems may be due to

u n n e c e s s a ry government involvement.

Some thoughts on Russia, as a transition

economy in crisis, can be added here. In Russia

GDP has declined by about 50 percent and the

number of people in poverty has skyrocketed fro m

2 million in 1992 to 60 million today. The re a s o n

for the unprecedented economic and human costs

was the acceptance by the Russian government of

the Washington consensus that macro e c o n o m i c

stabilization, liberalization of markets, and privati-

zation of state enterprises would ensure a smooth

transition to a market economy. 

A successful transition re q u i res other ingre d i e n t s

as well and their omission was responsible for the

Russian debacle. The institutions of the socialist

economy were destroyed, but they were not re p l a c e d

with the institutions of a capitalist economy, such as

well-defined private pro p e rty rights, a banking and

financial system with an appropriate re g u l a t o ry

framework, a commercial code, and legal institutions.

The lack of these institutions is responsible for the

c o rruption and criminalization that is under way in

c o n t e m p o r a ry Russia. The fostering of active compe-

tition in product markets is also re q u i red to pre v e n t

the conversion of state monopolies into private

monopolies. In contrast to Russia, China had a suc-

cessful experience because of judicious policies that

m o d e rnized agriculture, attracted direct fore i g n

investment, and created an entre p reneurial spirit by

fostering township and village enterprises. 

JA N A. KR E G E L

Yo t o p o u l o s ’s theory is incomplete in that it does not

explain how currencies diff e rentiate themselves into

soft and hard currencies. Models of currency mar-

kets during the Bretton Woods era concentrated on

the current account or flow variables such as income

because under the Bretton Woods system curre n t

account balances or flow variables dominated cur-

rency markets. Models that did include the capi-

tal account did so without recognizing the stock

of inequality that persists across several genera-

tions. This type of inequality is distinct from a

“ c o n s t ructive” inequality that is associated with

periods of rapid growth and significant upward and

d o w n w a rd mobility. Comparisons between Latin

America and East Asia show that the educational

inequality between rich and poor households is

much higher in the former region. More disturb-

ing, the gap between rich and poor households is

higher in the 1990s than it was in the 1980s in sev-

eral countries. Since the incremental increase in

income due to education is much higher in the

developing countries, the diff e rential access to edu-

cation strongly affects the distribution of labor

income. Poorer households often cannot aff o rd to

send their children to school, and, since the chil-

d re n ’s chances of success at school are re l a t i v e l y

l o w, are also less motivated to do so. 

Econometric investigations have been con-

ducted for a large number of countries on the re l a-

tionship between the income and schooling of

p a rents and childre n ’s schooling. The sensitivity of

this link—called a mobility index—to a few macro-

economic and policy variables was also examined.

The results show that developed financial markets

and quality of primary education are crucial in

explaining how upwardly mobile children are .

They also suggest that public spending on educa-

tion in general (including secondary and higher

education) is not as important as spending on pri-

m a ry education and the quality of primary educa-

tion for determining upward mobility.

MI C H A E L D. IN T R I L I G AT O R

Yo t o p o u l o s ’s hypothesis that under flexible

exchange rates soft currencies will depreciate sys-

tematically can be thought of as an intern a t i o n a l-

ized version of Gre s h a m ’s law. The policy pro p o s a l

of exchange rate controls is counter to the IMF-

World Bank wisdom and forces a rethinking of that

wisdom. A Tobin tax on foreign exchange transac-

tions may be helpful in quelling speculative trading

in currency markets. The main problem with a

Tobin tax, however, is the sharing of the pro c e e d s

f rom it; attempts to devise a plan that is satisfactory

to the major countries have been unsuccessful. 

Kim debunked some of the criticisms of South

K o re a ’s industrialization policy. Not only were the

anticipated microeconomic inefficiencies small or

nonexistent, the policy succeeded in transform i n g
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implication of capital account adjustments. How-

e v e r, in the 1980s accumulated debt became a seri-

ous problem and capital flows began to dominate

the international financial system. Because stock

variables now dominate flow variables, those funda-

mentals that are linked to the current account have

only a weak effect on currency fluctuations. Demand

for foreign exchange now stems not only from the

need to finance current account transactions, but

also from the desire to hold it as an asset. 

Once this is recognized, it is useful to adopt the

Keynes-Minsky analysis of how people decide to take

positions, how those positions are financed, and how

the methods of financing affect the real economy. If a

f o reign currency is an asset to be held, it makes sense

for money managers to hold all foreign currencies to

an equal degree because diversification reduces risk.

The basic diff e rence, then, is between the curre n c y

that serves as the unit of account and all other cur-

rencies rather than between soft and hard curre n c i e s .

The recent history of international monetary

a rrangements also indicates that to serve as a re s e rv e

c u rre n c y, a currency must be something more than

just desirable as an asset. Within the context of the

a rchetypal fixed exchange rate system, the gold stan-

d a rd, the pound sterling played the role of the

re s e rve currency because the rest of the world was

indebted to Britain. Although Britain generally ran a

trade deficit, it enjoyed a current account surplus

because of the more than compensatory effect of net

i n t e rest payments to Britain owing to the favorable

i n t e rnational investment position of Britain. The

d o l l a r ’s case is more complex. Although the United

States enjoyed a foreign surplus for a brief period

after the Second World Wa r, it soon went into

deficit. Although the dollar’s parity with gold

remains unchanged, all the other currencies re v a l u e d

with respect to the dollar. A re s e rve currency thus

became quite similar to a soft curre n c y. The dollar

reversed its position and re e m e rged as a re s e rve cur-

rency because of the global trend toward a system of

flexible exchange rates.

I n t e rest rate diff e rentials also can affect the sta-

tus of a currency as soft or hard. For example, before

the 1994 crisis the Mexican peso could be consid-

e red a hard currency relative to the dollar because of

i n t e rest rate diff e rentials, yet after the onset of the

crisis it became a soft currency and suff e red severe

devaluation. Overall, the factors at work behind

investors’ decisions to hold or discard a part i c u l a r

c u rrency are varied and the distinction between soft

and hard currencies itself is endogenous.

RO B E RT A. BL E C K E R

Yotopoulos’s recommendation of exchange rate

controls as a long-term policy to avert financial

market failures rather than as a desperate measure

in a crisis situation is a remarkable contribution.

This policy may be necessary to promote long-

run growth and efficiency. However, the mecha-

nisms of implementing it still need to be worked

out. An implication of Yotopoulos’s analysis is

that the appreciation of a hard currency such as

the dollar has real effects on the country’s econ-

omy. The chronic tendency of the dollar to

become overvalued has led to mounting trade

deficits and a shift in the composition of employ-

ment toward nontradable services, which have

lower wages than export-oriented industries. An

appropriate exchange rate can therefore have an

effect on wage inequality in the United States.

The overall thrust of Kim’s analysis of the

HCI is quite on the mark. However, his analysis

is incomplete because he paid attention only to

wages, to the exclusion of other variables such as

profits or productivity. Kim’s assertion that the

absence of correlation between the interest rate

differential and cumulative wage growth in differ-

ent industries could be interpreted as indicating

the unimportance of credit subsidies as sources of

industry-specific rents is also questionable; credit

subsidies can directly influence investment that

contributes to such rents. 

Birdsall’s analysis highlights the link between

educational inequality and income inequality. The

neoliberal macroeconomic policies that have been

followed in Latin America over the last 20 years

have contributed to worsening educational gaps

between the rich and the poor. Fiscal austerity

and tight monetary policies have led to slashing

outlays for social expenditure such as education

and to lower economic growth. However,

improving the educational system and directing

more educational resources toward the poor will

not by themselves be sufficient. Poor families

often cannot afford to send their children to

school and poor children often do not have the

incentive to stay in school. Furthermore, under

the current neoliberal economic regime there

may not be enough employment growth to pro-

vide jobs for the newly educated. If the neoliberal

development strategy as a whole is not chal-

lenged, better education will not make a signifi-

cant difference.
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JA M E S K. GA L B R A I T H

It is fair to say that we are experiencing a crisis of

globalization. It is really no longer possible to assert

with confidence that liberalization per se is a good

thing. Financial liberalization in particular does not

work in small, developing countries. Crashes follow

with great pre d i c t a b i l i t y, with real economic conse-

quences, and the re c o v e ry is not swift. The eco-

nomics profession in the 1980s and 1990s

p romoted export-led industrialization as a matter of

industrial choice. But that choice implies specializa-

tion, and specialization based principally on fore i g n

investment, while it may be efficient, also makes one

vulnerable to the stoppage of capital flows, to shifts

in sectoral demand, to technological change, to cre-

ative destruction, and to the next guy on the block

who comes along with a lower-cost operation.

Global integration, more o v e r, as a universal

strategy means that one is basically committed to

c o n f o rming to the global pattern of the wage

s t ru c t u re. If that global pattern is toward rising

i n e q u a l i t y, as it has been in the 1980s and 1990s,

then that will be true not only at the global level,

but at the level of each open industrial economy.

Stabilization re q u i res, there f o re, that something be

done to stabilize financial flows and part i c u l a r l y

exchange rates. 

The problem of inequality must be addressed at

the global level, at the regional level, and at the

national level. At the global level, one should be

sympathetic to the view that it is time to replace the

leading personnel at the International Monetary

Fund on the grounds that there is a need for new

people and new policies—a clean slate. But perh a p s

it is beyond the capacity of an organization like the

IMF to make changes in people and policy. At the

global level, the most important thing may be some

consciousness that the policies of the United States

and Europe, as the leading global economies, have

an enormous influence over stability and instability

in the developing world, particularly through inter-

est rate policies. The Asian crisis was, at least in part ,

p recipitated by the very small rise in interest rates in

M a rch of 1997. If we are to have an open, global

system, we must recognize the re c i p rocal re s p o n s i-

bilities that type of system entails.

P e rhaps regional stabilization systems would

work better. The Federal Reserve, although it

operates within one country, acts as such a system

a c ross regions of the United States. The Euro p e a n

Central Bank could, by changing its operating

rules, acquire a stabilizing function if the govern-

ing authorities of Europe are willing to take

responsibility for the poor countries of Euro p e .

They have the capacity to do something about the

poor countries and some framework of accounta-

bility might emerge. In Asia the situation is more

d i fficult, but the Japanese did propose an Asian

m o n e t a ry fund that would be accountable for the

p e rf o rmance of the peripheral economies of Asia.

C reation of that fund was blocked by the United

States. It would have been a pragmatic and sensi-

ble idea, reflecting, in fact, the successful experi-

ence of the Tre a s u ry Department in limiting the

damage done to Mexico in 1994 by getting a big
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loan in place at an early date. At the national level,

the case to point to is China. China has followed a

path of controlling capital flows to stabilize finan-

cial flows intern a l l y.

PA N A. YO T O P O U L O S

R e s e a rch presented during the conference showed

that when countries devaluate, inequality incre a s e s .

For example, within a year after devaluation in

1997, Korea lost 18 percent of its gross domestic

p roduct and the poor suff e red most. Similar pat-

t e rns occurred in the Philippines, Thailand,

Indonesia, and Malaysia. However, Korea is better

o ff today than many other nations affected by the

financial crisis; it is showing signs of a comeback,

with growth increasing by 5 or 6 percent this year. 

What is needed is a reexamination of the global

system. There was a lot of discussion of the inter-

national financial system immediately after the cri-

sis, but as time passes it is discussed less. None of

the plans thus far presented for re f o rming the sys-

tem would do much good. Yet, there are some

things that can be done, and one is to make sure

that crises do not become endemic. 

As long as policymakers hold to the belief that

f ree markets always increase competition and make

for stronger firms, stronger businesses, stro n g e r

banks, and stronger currencies, there will always be

p roblems. More competition can be better, but not

in an incomplete market (a free market in cre d i t ) .

A credit auction attracts people with defaulting

p o rtfolios who are willing to pay high intere s t

rates. They take big risks, but expect big re t u rn s .

But big risks sometimes come out wrong. 

Just as nonsensical is a system that allows a fre e

c u rrency market to convert soft currencies into

h a rd ones. The result is a situation in which the for-

eign exchange rate becomes the financial tail that

moves the development dog. Most policymakers

know better, but it is still done. 

MI C H A E L D. IN T R I L I G AT O R

Five points relevant to policymaking should be

emphasized. The first is a methodological issue—

the interpretation of inequality. The problem of

central importance is not inequality per se but

p o v e rt y. Inequality and poverty are often confused,

but they are distinct. Inequality may actually help

g rowth or it may hurt growth, but poverty always

h u rts growth. 

The second refers to categories of analysis with

re g a rd to international comparisons. Researc h ,

including much of that presented during the con-

f e rence, tends to divide the world into the two cat-

egories of developed and developing countries, but

there should be a three-way division—industrial-

ized, developing, and transition economies.

These are three distinct types of economies that

require different strategies for growth, and it is a

mistake to put transition economies with d e v e l o p-

ing economies. Contrary to the hypothesis that

holds that developing economies grow at a faster

rate than industrialized economies so that

economies converge, there is polarization rather

than convergence in the world. With only a few

exceptions in Asia, the poorer countries are gro w-

ing at a slower rate than the richer countries.

T h i rd, income re s e a rch should consider costs,

or outgo, as well as income. For example, the lack

of national health insurance reduces income in the

United States; someone with a comparable income

in another OECD country does not have the same

health care costs. Health care, educational, and

other costs must be considered when comparing

national incomes. Governments could give people

m o re income and security by providing health

insurance, education assistance, or even dire c t

grants to offset those costs.

F o u rth, policy for transition economies should

focus on institutions, competition, and govern-

ment. China is the model to follow; Russia is the

model to avoid. Developing economies should

take note of the successful outcome of China’s

policies of land re f o rm, especially agricultural

re f o rm, and small loans to poor people. Fifth, the

f o rgiveness of the poorest nations’ debt by the

c reditor nations would be a big step forw a rd in

a d d ressing the human dimensions of the povert y

p ro b l e m .

ED WA R D N. WO L F F

A dimension of inequality that has not re c e i v e d

as much attention as income inequality is wealth

i n e q u a l i t y. Statistics on the net worth of house-

holds show that in the United States wealth

inequality has increased even more rapidly than

income inequality. Since 1989 net worth has

remained constant or declined for all but the
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richest 10 percent, and median wealth has actually

declined. 

T h e re has been much talk about widening par-

ticipation in the stock market in the United States,

but stock ownership is still highly concentrated. The

richest 10 percent of households still own about 85

p e rcent of all stock; about 45 percent of all house-

holds own some stock, but only about 30 perc e n t

own stocks worth more than $5,000 and only

about 25 percent own stock worth more than

$10,000. Home ownership has essentially stag-

nated since 1975. The 1 percent increase in home

ownership can be attributed to an increase in

mobile home ownership. The boom in housing

c o n s t ruction is fueled by second and third home

p u rchases. 

Household debt as a percentage of net wort h

has risen from about 11 or 12 percent at the

beginning of this decade to about 15 perc e n t

t o d a y. Debt as a percentage of income is now

a round 100 percent. News re p o rts often attribute

this increase in debt to credit card debt, but the

real increase has come from mortgage debt. Mort-

gage debt as a percentage of the value of homes

has grown from about 20 percent at the beginning

of this decade to over 40 percent today. Also, con-

t r a ry to news re p o rts, people are not mort g a g i n g

their homes to buy stocks but to maintain their

n o rmal consumption levels despite a decline in

household income. Median household income fell

8 or 9 percent between 1989 and 1993 and has

just come back to where it was in 1989.

The poor have always struggled, but now we

a re seeing the middle class struggling as well. If we

really want to help people, we must adopt a serious

income policy to redistribute wealth and pro v i d e

m o re income support. Some of the supports that

existed in the past are needed. Less than a third of

unemployed workers now receive any kind of

unemployment benefits, but 30 years ago 60 or 70

p e rcent did. The welfare system has also been dis-

mantled. Essentially, the safety net has been pulled

out from under people. Also needed are pro g r a m s

that promote home ownership by providing heav-

ily subsidized mortgages for lower- and middle-

class families. Philanthropy is not the answer. It was

tried in the nineteenth century and it failed. The

only real solutions are income policies.
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