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 ABSTRACT

The .author éomments further on methodological and substantive-

_1ssues raised in consideriﬁg'the distribution of net family -
_ income, continuing a discussion with Edgar Browning begun in the

pages of the Southern Economic Journal.




Still More on the Distribution of Net Income: Further Comment. -«

In an article entitled'"IheATrend‘Toward Equality in the Distribution -

of Net Ineome“ (Segthern Economic Journal, 1976:912-923) Edgar Browning
argued both that the size distribution of net family dincome is much-more
equal than .is popﬁlariy believed, and, further, that this same siée dis-
fribution has displayed a marked treﬁd toward equality over the 20-year
period, 195241972.' In the same journal in Januafy, 1979, I tookAissue with
Browning's article, arguing that Brewning had made severa14effors in
conceptualizing, caieulating, and distributing net income (Smeeding, 1979a).
After edjuSting for these errors, I found only a slight equalizetion of ‘the
level of inequality in any year, and similarly for the trend over thie |
eame,30~year period. . Browning (1979) challenged ﬁhese criticisms in the.
same issue. Some of his comments, especially his criticism of my treatment
of employer payroll taxes and the valuation of fringe benefits, I freely
acknowledge to be valid. Others, however, seem to meﬂfo bte misleading and
Based on misteken'interpretations of available data. Af issue here is, I
Believe, a eubstantial disagreement over the relative shape'of the income
distribution and its treﬁd, a disagreement which goes beyond a mere
quibble.over measurement of income sources, and hence a disagreement which
I cannot leave in its current state. ‘

Browning takes issue, first, with many of my objections to his original
figures. I discuss these criticisms, mainly measurement problems, in
sectioh I beiow. Second, Browﬁing comments on oer conceptual and judgmental
differences over what ought to be included in income, and with these, section.

'II deals. Finally, Broﬁning introduces a wholly new set of microdata-based

income distribution estimates in an attempt to back up his original arguments.




I have several criticisms Of these estimates, but. I:shall not argue them

here.l

1

I. ISSUES OF MEASUREMENT

Sinceé Browiiing hds agreed to acbept my estimdtes of tﬁé distributivh
~ of incone dﬁﬂerféboffiﬁg'adﬁdétmenté; édubatidﬁ transfers, and capital
gains; they fieéd nd Further tomment. However, we still disagree shérply
ol both the amount diid distribution of in-kind transfers, fringe bénefits,

and taxes.

Ii-kind tranfets. ﬁrowningis>1atESt estimates 6f the valué of in-kind
transfers, which represéﬁt some modification of hig 1976 estimaﬁes,
remain unacceptable, even in their 'compromise'" form: Browning's arguments
on thé amount of sin-kind transfers accruing to the lowest quintile rest
solely on his citation of a 1974 U.S. Department of Health, Education, and
Welfare estimate of the amount of fe&eral in-kind transfers accruing to thé
poor. I knew nothing of the way in which these HEW estimates were derived,
and I did not originaliy investigate them, since I have confidence in
my own figures. Given the emphasis that Browning contiﬁues to piéce upon
the HEW estimates, however, I have examined them closely. | |
These HEW figures do not separate families and unrélated individuals,
nor do they adjust for certain benefits accruing to persons not counted
in the poverty populatibn (e.g., the aged in nursing homes and institution-
alized people). These adjustments‘are unarguably necessary if we want to
make in-kind transfer totals consistent with the Census Bureau's family
(noninstitutionalized) population on which all other income estimates are

based. After making such adjustments, we are left with $7.4 billion of



© . federal in—kiﬁd ttansfefs to poor families iﬂ the lowest qﬁintile, not
thé:$li.7 billion with which Browning begins} 'Biowﬁihg argdeS»that‘myv
iﬁ—kihd tfansfer fotai is inconsisten; with these HEW éstimateé, HOWever,
;f'we éuﬂtract thjs amoupt'from the $10.8 biliion ofltotal in-kind,benefiﬁs
which I.ﬁave gstimated fér the lowest quinfile (Smeéding, 1?7?a, PP 4~5),[
we a#é left ﬁith $3.4 5illiqn to acCountAfor-other-state—financed in—kind
transfers to poor families and for state.or-federal‘in;ﬁind transfers to
nonﬁéor families in the lowest qﬁintile; In other words, if Browning

had adjusted £he HEW estimates to take account of the discrepancies_which

i note ébove, he would have found the HEW figures to be consisgenﬁiﬁith

m& own estimétes of the amount of in-kind transfers accruing to'the ldwest

quintile and their distribution..

Employer-subsidized- fringe benefits. Because employer contributions to wested

' pension pians iﬁcrease the net worth of the individual on whose behalf

they ére méde, and because.(Subject to certain restrictions) most-émployees
can 1iquidate these peﬁsion contributions if they so desire, they'éhoula be
included as income. Browning disagrees, aréuing that to dp.so would be to
doublé—count pensions; once when the contribﬁtions afe made and later when
they are returned as retirement benefits (1979:947). I argue that in concept
and in praétice, vested pension contributions-and profitAsharing should be
counted as income iﬁ exactly the samé way as unrealized capital gains are
counted as income. - To.exclude vested pension contributions is unwgrranted
in terms of Browning's own income concept. _Browning is, hqwever, correct
*in that it is conceptﬁally inconsistent to count.pension benefits both

when receiéed, and when employer contributions are made on one's behalf. . The

' CPS, and Browning, count pensions only when received. If we wish, however,




to count pensions as income when contributions are made, the correct
adjustment:, is‘to subtract the annuitised value oflthese ssme emplover‘
contributions from rotal pensions when later received Athus 1eaving
only the accumulated interest on the original contributions to be
counted as retirement income. Because emplover pension contributions
for younger workers far exceed the interest value of pensions

received bv older retirees by increasing amounts in any of these

three years, and because pension rights favor the rich,in their |
distribution more‘thenvpensiqns received fauor’the poor, the net
effect of including pensions is to increase both tne level and‘trend
in ineuuality. In summary, the'practice of excluding pension rights
when conttibutions are made and of counting pensions only when
received bhiases Browning's figures toward greater eauaiity.' Althougn'
the figures in Smeeding (1979a) might possibly overstate the equalizing
impact of pensionsg (owing to my failure to separate retiree pension
rights from interest earned on those rights),3 the distributional

impact of my treatment of pensions is certainly closer to their true
impact on income inequality than the CPS (Brownine) treatment,

| Another discrepancy deals with our treatment‘of employeresubsidized health
insurance, $11.7 billion in 1972. Browning (1979:947-948) argues that these
benefits are distributed across workers as a flxed amount per worker, regardless
of employee's wage level. It follows that such contributions represent a
higher proportion of earnings for those with low wages. However, because
Browning cannot calculate the way in which these benefits are dlstrlbuted
across money income classes, and because he argues that they would have
a trivial effect on income shares, he chooses to ignore them. On the other
hand, I argue that they should be distributed in proportion to the amount of

wage and salary income in each bracket. Low-wage earners and part-time workers



usually do not receive as“much in'émployers' medical benefits as do high~ -
wage earners and full—time'workérs. Beeause thelformer type'of workers
prevails in tﬁe lowest quintile,‘ and the latter type In ;hé, highest quinf:ile,
I believe that m& choice of distributors is a fair oné; hence’I choose to
include medical benefits as I have originally arguéd (Smeeding, 1977a:9),
allocating 0.4 billion (3 percent) to the lowest quintile.4
Iéggg; Browning argues fhat only direct taxeéjneed be included in
détermining tﬁe after—tax distribution of income, for indirect- taxes |
~are already reflected in money incomes. But in the first place,_quwning's
tax measure includes only federal personal income taxés and employee payroll
taxes. It ignores sté£e énd local income taxes, residential and ?erspnal»
property taxes, and motor vehicle taxes. Thése, however, are generally
considered to be diréct taxes and should also be subtracted from factor
income.5 |
In the case of indirect taxes, our differences turn mainly on the

incidence assumptions underlying each type of indirect tax. In his

response to my comment, Professor Browning presents two examples which
indicéte that incomes received represent the after-tax distribution of income,
regardless of the éhifting assumptions employed. In one instance, where
taxes are back—shifted, factor incomes received already reflect.the effects
of the tax. However, in Browning's second example--where indirect tﬁxes are
fully forward-shifted--he argues that the relative positions of his two
hypothetical income recipients remain the same, despite the fact that- their
real incomes are lower, and that indirect taxes should not be subtracted. 1T

disagree. To the extent that indirect taxes are forward-shifted, Browning's

two income recipients are in- the same relative positions only if their average




prOpensitiéé.to:¢§n§hme (APC's) are tbé‘aamg. Beécause APC'S'riée with
declining incomes, there is a &ifférential_effeét which need be takeén
account of in d,et.eriniﬁing the distribution of economic well-being after taxes
and transfers are taken into acpountQé_, |

‘Table 1 assesses the importancé of these differences iﬁ ca1¢ulétiﬁg
the 1972 distribution of net income. In order to focus on the majof issue
at hdand, i.e., thé income share 6f the bottom qqintile, the shares of
otheér quintiiés have been extluded from Tabie 1. The top ﬁaﬁel of Table 1
inciudes Cetisus money iﬂccme;.adjustﬁéﬁts for incdtie dhdérreportiﬁg,bcapital
gains; education ﬁransférs, anid federal personal ifncome and payroll taxes.
Browning and I do not disagree on these figures.

Id theé second panél I add three items: in-kind transfers (das in
Smeeding 1979a, Table 1; panel B; line 3); fringe benefits in tHe form.of
employersi vested pension conttributions, and health and 1life insurance’
contributions as discussed above; and finally "other fa%es.” This last item
includes those direct taxes which Browning omits (residential and personal
property taxes, state and local income'taXES) and forward-shifted indirect
taxes (sales and excise taxes, and»one—half of theé corporate ircome téx) that
differentidlly affect high-and low-income families. Distributors for these
taxes were obtained from Pechman.andIOknef (1974, Tables 4-8 and 4-9).

These figures have beeil adjusted to exclude the shares of unrelated individuals.
On this basis, I calculate that the income share of the bottom quintile is

7.5 percent of net income. The third panel presents Browning's figures,

which include his estimates of in-kind transfers but exclude fringe benefits
and other taxes. On this basis, Browning's estimdtes indicate that ;he bottom

quintile teceives 8.6 percent of net income.



" Table 1

The Distribution of Net Income, 1972: Browning vs. Smeeding
- (billions of dollars)

Total

Income of Lowest Quinfile
i . . . (Aggregate)
' ‘Income - Amount ($) % Share of Total Tncome
Row : . Component’ ' ' S o :
Income Not in Disputea
T , $50.0 ‘ $728.0
- Smeeding's Additions
2 - In~kind transfers $10.8 . ' 22.2
3 Fringe benefitsb ' $ 1.4 . o 4 .7
Minus
4 _ Other taxes® - $ 9.2 89.4
5. - Smeeding Net Income _
Q1+ 2+ 3-4) : $53.0 7.5 707.5
Browning's Additions
6 " In~kind transfers . $15.0 . 28.0
7 -Browning net income :
. (1 + 6) $65.0 8.6 756.0

a. Includes those income estimates on which Browning and I are in agreement. It
represents money income, adjusted for underreporting, plus educational and capi-
tal gains, minus personal.income and payroll taxed. '

b. Fringe benefits include employers' (including government) vested pension contri-
butions, and health and life insurance contributions.

c. Other taxes include residential and personal property taxes, state and local
income taxes, sales and excise taxes, and one-half of the corporate income tax.




In order, then, to accept Browning's estimates, one must, first, accept
a set of unadjusted HEW figures for in—kind transfers which, once adjusted
for data discrepancies, dre entirely comnsistent with my own estimates of
in-kind transfers; secondly; one musf argue'thét émployers' fringe benefits do
not add to employees' current level of economic weli-being; and finally one
must argue that residential property taxes; sales taxes, and othet forward-
shifte& taxes do not diffefeﬁtiaiiy‘éfféct the distribution of iﬁcome after
taxes diid transfers and hence may be ignored. I tanrot accept any of these

arguments.

II. CONCEPTUAL AND JUDGMENTAL ISSUES

¢

This section of the paper concentrates on £wo substantive--albeit largely
subjective-~differences between Browning and myself:i the valuation of in-kind
transfers, énd adjﬁstments for leisure (or as Browning prefers: 'potential
additional income").’/

.Browning claims that adjustments for the welfare costs of in-kind
transfers by counting them at their cash equivalent value to the fécipient;
roughly 70 percent of their government cost, are incqnsistent (since other
welfare costs have not been taken into acount).and inappropriate (because
of possible "misinterpretation by noneconomists'). Instead, he prefers
to count them at their government cost. The relevance of his SeCOhd argument
escapes me. But I cannot accept his first claim. These adjustments are
indeed necessary; moreover, the welfare costs of many govermment policies are
already reflected in the money income figures we both are using. Hence; it
is not at all inconsistent to include such an adjustment. Further, in-kind
transfers have a massive effect on the income share of the lowest quintiles;

thus it is particularly important to Include this adjustment to avoid



overstatement of their income. share. 'Browning beliéﬁes(the opposite:

‘that to include such an adjustment biases the income share of the bottom

quintile by'undérstating their incomes.
Browning wishes to include in income an estimate of leisure value,

or "potential additional earnings.'" Even if such an adjustment to income

need be made in determining economic well-being (under certain circumstances,

I would égree, such an adjustment shouid be made), Browﬁing{s eStimates in
this case do not take any aécount of involuntary unemployment, while also
ignoring thé paid leisure, i.e.;'vacations and holidays, of the employed.8
Even under the best of circumstances, adjustments for leisure value. are
necessarily quite éubjective (”érude"(is Browning's'term).- For Ehese reasons
I choose to exclude éuch adjustments in my'estimates; Browning, beliéving
that his figures are accurate enough, chooses to include them in his measure
of net income. Finally, because Browning accepts the fact that thé reranking
of households in the-fax:and traﬁsfer process substantively affects fhe com-
position and income shares of the bottom quintile, we both wou1d<agreé that
an. adjustment for ranking families after taxes and-trénsfers need be made.
Table 2 clea;ly lajs out the importance of the conceptual and judgmental

differences which separate my estimates of the level of inequality from

Browning's. In the top panel, adjustment for the valuation of in-kind

" transfers reduces my estimate of the dincome share of the lowest quintile

to 6.9 percent.9 Further, adjustment for the reranking of households leaves

10

me with an estimated income share of 6.5 percent for the bottom quintile.
It should be noted-that this is the same estimate earlier reported in Table
IV of my comment (Smeeding 1979a:942). Adding potentialvadditional earnings

to Browning's earlier estimates and adjusting for reranking leaves Browning




Table 2

The Distribution of Net Income: Browning vs. Smeediﬁg

Adjustments to Income

Income of Lowest Quintile

. Total
Row Component 'Tﬂnhﬁn
Smeeding's Adjustments
1 Smeeding's net income $53.0 7.5 $707.5
2 Adjustment for valuation
of in-kind transfers =8 5.5 -24.0
3 Smeeding'g total (1+2) $47.5 6.9 683.5
4 Adjusted for reranking 8444 6.5 683.5
Browning's Adjustments
5 Browning's net inéome $65.0 8.6 | 756.0
6 Adjustment for potential
additional earnings © 818.5 121.4
7 Browning's total (5+6) $83.5 9.5 877.4
8 Adjusted for reranking $74.6 8.5 877.4
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ﬁith‘an income‘share of 8.5 percent for the lowest'quintile.

Abqve; I have‘attempted to respond tO'Edger Broﬁning's criticism of‘my ‘
comment on his earlier paper invan.eveﬁhanéed fashion. Objectively, I
still.believe that ﬁy'estimates fef in—kind'trensfers, fringe benefits, and
taxes are more accurate and meaningful than Browning's. Subjectively,
i.have indicated the areae of conceptual disagreement which seperafe'us,
and the importance of these differences.ll. For those readers who have_
followed this_debate, the subjective--perhaps ideological—;biases which
pervade both of our papers should be apparent. Clearly, the question of
the level (and trend) in inequality is still open to varying fac;ual,

conceptual, and judgmental interpretations.
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NOTES

1From the brief bit of information presented by Browning (1979:953~
956) aﬁd'Brdwning and Johnsoﬁ (1978) it is‘difficult to determine the
exact procedures used to adjust the Congressional Budget O0ffice (CBO)
data tapes for corpérate retained earﬁings; indirect taxes, etc. However,
two brief coﬁments are in order. Although Browning's adjustment for leisure
(1979:955~956) is conceptually quite close to thé "earnings capacity"
measure of economic status recently developed by.Garfinkel, Haveman, and
Betson (1977), and Garfinkel and Haveman <l978), his results are-substan-—-
ﬁiélly more-eqqalizing'fhan those of these authors. Secondly, the CBO is
currently updating and revising its data on.in—kind transfers, under
Congréssional~maﬁdate. The revisions in methodologf which they are under-
taking are at least in part a response to the criticisms levied against
their eariier techniques for distributing Medicare and Medicaid on the basis
of bénefits actually received. Hence the basic adjustments for in-kind A
transfers upon which Browning relies have been called into question.

2I would very much like to thank Gordon Fisher of HEW (the author of
the HEW estimates) for his help in this investigation. It should be nqted
HEW discontinued these estimates in 1974. My in—kind‘grahsfer estimatesg were
obtained from careful micro-data estimates,of the distribution of benefits
from Fooa Stamps, Medicare, Medicaid, and public housing. These estimates
have been published in a number of places (e.g., Smeeding‘i977b, 1977¢); I

have yet to see any substantive criticism of their accuracy.

3 : : .
Unfortunately, I can find no procedure to separate these. two elements

of received pension income for the years in question. My own figures were
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4Using Browning's suggested distributors, i.e., equal medical benefits
per worker for all workers, I galculéte that the lowest quintile would
receive $1.1 billion in medical benefits. Using this adjustment we would
find the income share of the lowest guintiie increases by .1 percen;age
point. Admittedly the 1972 difference is trivial, as Browning argues. 'But
because eﬁployer mediéal benefits have substant;aily increased in value since
1972, the meﬁhod by which they are allocated could make a substantial
difference were this calculation pePeated for fog 1980 or 1982. Hence the ;ssué at
hand is not, in my judgment, a trivial one.

5Browning in fact? does argue in his original article that residgntial
property taxes and state and 1pca1 personal income taxes should Ee inclu@eg as
well. He notes that he omits them because he copld not find distributors
for them. But as I pointed out earlier (Smeeding, l977a:10),‘several
different distributors do exist so that the calculation would be a relatively
simple one.

6ﬁot§ fﬁétifégg$>ﬁhighlféii dﬁ“fécégé-iﬁcéﬁésghgﬂééﬂéf‘Béék;éﬁiftéd-'
(e.g., employer's payroll taxes) or not (e.g., the portion of corporate
income taxes which falls on the owners of stock), are reflected in the CPS
money income figures. Because we are interested only in the absolute
incidence of taxes, there is no need to add indirect taxes to "ogross up"
factor returns to national income totals (as we’would need do if our interest
was to compare the effects of various shifting assumptions for indirect .
taxes and corporate income taxes, as in a differential incidence study).
Because public goods exﬁenditures are not included in these estimates,
not all of national income collected in taxes is returned to households.

For more on the incidence and distributional effects of indirect taxes, see
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Browning (1978) and Smeeding (1979b).

7There are two further conceptual issues: -inclusion of unrelated
individuals and adjustments for famiiy si;e. While our figdres exclude
unrelated individua1s, Browning-aﬁd 1 bofh agree that they should be
included in a more complete.assessment of Income inequality.' However,
given the macrodata bases which underly the figures presented in ouf paperg,
it isjno;’possible to adjust for differeﬁces in family size wifh.an |
acceptable degree of accuracy. While inclusion of unrelated individﬁals
(taken by itself) would exacerbafe inequality, adjustments for family size

would lessen inequality. 1In any case, such thorny issues as the amount of

-income sharing among unrelated individuals in the same household, and exactly

how to adjust the data for differences in the family size, need also be explored
befqre making such adjustments regardless of the data sources employed.
8One imp&rtant cause of involuntary unemployment which has received
little attention is disability. ‘Receptly Wolfe (1979) has estimated that
fully 7 percent of all the noninstitutionélized population aged 20-64 has
some form of long-term illness or injury which permanently limits their
ability to work. One wonders if Browning and Jéhnson took disabiiity into )
account in determining their values for "leisure time'?
.9Eduqation aﬁd in—kinﬁ transfers are assumed to be valued by house-
~‘holds at 70 percent of their market value. See Smeeding (1977, p. 21) for
a discussion of the derivapion of this adjustment.
lOThat is, rerankiﬁg them on the basis of post-tax and post-transfer
income, not on the.basis of Census money kpretax,_but post cash tranéfer)

income, as is the case with all previous figures in both tables.  See

Smeeding (1977, p. 22) for a discussibn,of the basis of this adjustment. The
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reranking adjustment reduces the income §Q8F¢.9f thg bottom quintile
by 25 percent of the difference bgtweep‘their.shafenofdnet income in line 3
(l1ine 7 for Browning) and Ehgir share oﬁ.Qensgs:mqngy income in 1972
(i.e., 5.4 ?ercent),

1 e . .
No adjustments for unrelated.individuals or .differences in

houséhold size were presented, In my opinion, the effect of these omissions

1

.....

1s yet uncharted. Browning and Johnson (1978) have compiled a microdata
estimate ofithe distribution of net ::L;xcome2 but their analysis has not been
thoroughly investigated, and their conclusions:are diametrically opposed to
those of others ge.g.e Reynolds and Smolenskyz‘l977) who have attempted a.
similar analysis. Hence, even if their‘adjustments for family size are

acceptable, other elements of their analysis may well be open to question.
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