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i ABSTRACT

In this paper we examine two of the-primary causes of inequality=——

- variation. among ecohomic units in both the capacity to generate income and

the utilization of that capacityé—and attempt to discern the contribution

‘of each cause to measured income inequality. We develop estimates of the

eérnings capacity of each individual and family in the population, examine

patterns of capacity utilization émong groups in the population, and, finally,

compare thé inequality in earnings with the inequality in earnings capacity
in order to discern the relative contributions to observed earﬁings inequality
of both earnings capacity and its utilization. Our results indicate that

(1) racial differences in income cannot belattributed’to racial.differences

:in capacity utilization, (2) low capacity utilization plays a relatively

‘-minér role in accounting for the low incomes of poor people, and (3) the

contribution of differences in capacity utilization to income inequality is

Small.-A




ECONOMIC INEQUALITY AND THE UTILIZATION OF EARNINGS CAPACITY

.The measurement of economic inequality is conventionally based
upon statistical indicators of the variation in annual family money
income. While such indicators and temporal changes in them are of

interest, they mask the contribution of the various determinants of

‘economic inequality. In this study we focus on two of the primary

. causes of inequality--variation among economic units in both the

capacity to generate income and the utilization of that capacity--and
attemp£ to discern the contribution of each cause to measured income
inequalitf.

- Central to this discussion 1s the concept of the "earniﬁgs capacity"
of individuals and family units. In the.firstAsection of the.paper‘we
will define this concept and describe the procedures employed in estimat-
ing the earnings capacity of each individual and family in the population.
In the second section, the patterns of capacity utilization among groups

in the population will be examined. In the third section we will compare

the inequality in earnings with the inequality in earnings capacity in

an effort to discern the relative contributions toidbserved earnings
inequality of both earnings capacity and its utilization.

While compaxisonlof capacity utilization patterns among various
popula;ion.grbups is of intrinsic interest, additional considerations
mdtivate this study.A First, pervading the national debaté on social
policy has been the issue of the '"worthiness" of the beneficiaries

of 'public programs. Thus, extension of assistance to poor families

" has been opposed by some on grounds that (at least) some poor persons

are in that state because they are lazy--that they do not use their

capacities as effectively as the nonpoor. Similarly, the high incidence

v




of poverty among blacks has been regarded by some as evidence of a lack
of motivation or a fallure to take advantage of earnings opportunities.
With a measure of earnings capacity, the basis for these assertions can
be examined.

A second purpose in analyzing patterns of capacity utilization
concerns the relationship between differential utilization rates and
observed income inequality. While the substantial and persistent
observed income inequality in the U.S.l stems from numerous interdepen-
dent factors, these factors can be partitioned into two categories—-—
inequality of earnings capacity and variation in the utilization of
earnings capacity. Through analysis of both factors, the relative
contribution of each to observed inequality can be determined.2

A final purpose of this study stems from the widely recognized
weaknesses in both the concepts and the data that underlie standard
income distribution analyses.3 Although the real economic welfare
of a family is determined by its potential real consumption over some
period, the conventional income definition includes only a fraction
of the flows that compose this value. All nonmoney income receipts
are excluded from the definition, as are the consumption values of
leisure, net worth, and capital gains. As a result, studies of
inequality based on current family income are subject to significant
biases; in particular, biases due to the transitory fo;ces that the

current income concept reflects. In analyzing patterns of capacity

utilization, the concept of net earnings capacity will be derived.
This indicator of economic status is designed to capture the economic
capacity of a family rather than the extent to which its economic

potential is realized. Because this concept approximates that of



"fﬁll :anome,"4 it‘Will be argued that it i1s superior to cﬁrrent income
as an indicator of economic status. Comparison of tﬁe inequality in
net earnings papacity with that in current income will suggest the
extent to which analyses based on the latter variabié provide biased

estimates of the inequality in true economic welfare.

The earnings capacity of an individual or a family unit measures
the ability of the unit to generate a net income flow if the unit's
fhysical and human Qapital endowment is used at capacity. By focusing
on fhe economic capability of a unit, this indicator of eéonomic status
reflects neither the unit's tastes for income nor transitory fluctuations
in iﬁcome. In this study, earnings capacity is estﬁnated‘for eéch of
50,000 familieé in a weighted national sample of families.5

To derive tﬁis meaSure; we first estimate the annual earnings
capacity ofAeach family head (ECH) and spduse.(ECS). These estimates
are iﬁpu@abions based on regression equations in which annual earned

income is the dependent variable and thé‘individualfs human capital

| and demographic characteristics serve as independent variables. The

latter include age, yearé of schooling, race, marital status, and
location. 1In addition,.dummy variables for weeks worked and part- or
fuli;time Work during the employed weeks are included. Separate
equations are.estimated'fdr white and black men and white and black

women. Only those individuals with positive earnings are included in

_the’samplefused for the regressions.

Although experimentation was undertaken with both linear and

log—linear models, only estimates from the log-linear model are




reported, for several reasons. First, comparisons between current
income and earnings capacity measures of economic status were quite
insensitive to the functional form used in estimating earnings
capacity. Second, a number of a priori reasons suggest the superiority
of the log~linear model. The most important comsideration 1s the
required nonnegativity of predicted earnings from this model. In
addition, only the log-linear model reflects the likely positive
relationship between the variance of earnings and the level of human
capital. TFinally, the log-linear model yields a somewhat better fit.

The estimated earnings functions are presented in the Appendix.
The Rz's for the regressions range from .52 for white males to .63 for
black females. The estimated coefficients are as expected. From
these coefficients and an individual's human capital and demographic
characteristics, every family head and spouse in the sample is assigned
an earmings capacity, ECH or ECS’ These estimates are based on the
assumption that capacity work effort entails full-time employment for
50-52 weeks per year.

These estimates are then aggregated into an estimate of family
earnings capacity by summing the earnings capacity of the head (ECH)
with that of the spouse (ECS), if a spouse is present. However, prior
to aggregation, one adjustment is made. In order to account for
exogenous limitations on economic capacity due to either health dis-

abilities or insufficient aggregate demand, ECH and ECS are multiplied
50-w
__EBEE > where W_ = weeks sick or unemployed. The

by the fraction
aggregation of these adjusted estimates yields gross earnings capacity

(GEC):



O—W O—W .
GEC = EC + EC (1)
AltHough the illness and unemployment adjustment builds some

temporary income fluctuations into the earnings capacity measure for an

individual or a family, there is a strong argument for such an adjust-

. "6 :
ment.  To the extent that the magnitude of involuntary loss of work

due‘to illness and unemployment is related to earnings capacity,

failure to adjust for these limitations on capacity would lead to

biased estimates of the relationship of capacity utilization to earnings
capacity.7 |

II.

From the GEC estimate for every sample family (appropriately

‘welghted), aggregate gross earnings capacity of the nation (AGEC)

is derived. By comparing aggregate total earnings with AGEC, an
éstimate of the national rate of caﬁacity utilization is obtained.
For 1973, AGEC is estimated to be $1132 billion. Because aggregate
1973 earnings were $670 billion, the national rate of capacity

utilization is about 59 percent. The'gap between actual and capacity

- earnings is $462 billion. Of this total gap, about 20 percent is

. . accounted for by the aged population, which has a measured rate of

capacity utilization of about 30 percent. Of the remaining gap of
about $370 billion accounted for by the non-aged population, spouses
(with a very low capacity utilization rate of 27 percent) contribute

about two-thirds, males contribute about one~fifth, and female family

- heads contribute about 10 percent.




As these aggregate results indicate, substantial variation in
capacity utilization exists among subgroups of the population. Because
an individual's rate of capacity utilization (CUR) is positively
rélated to his or her work effort,8 factors that account for variation
in individual work effort will also explain the variation in individual
capacity utilization rates. These factors include (1) income, (2) the
rewards for and costs of working, (3) tastes for income vis-a-vis
leisure, and (4) the availability of work. For example, because of
child care costs, women with children will tend to have lower CUR
than women without children. Similarly, men will tend to have higher
CUR than women because of differences in tastes for market vis-a-vis
nonmarket work resulting from current and previous differences in
social expectations for men and women. In addition, because income
transfer programs simultaneously increase the incomes of beneficiaries
and reduce the rewards to them from working, individuals eligible for
such programs-—for example, female heads of households--will tend to
work less, ceteris paribus, than ineligible individuals. In contrast
to these predictions, expectations regarding the relationship of CUR to

the level of earnings capacity are not so clear cut. On the one hand,

those with high capacity will tend to work less because they have more
income; on the other hand, they will tend to work more because the
reward for working is higher.

Table 1 presents two sets of CUR estimates for several subgroups
of the non-aged population. In the top part of the table, the observed
mean CUR is shown for groupé distinguished by race, sex, and marital
status. Several interesting patterns should be noted. For example, a

.comparison of whites with blacks indicates that the average white unit



TABLE 1

~ Observed and Adjusted Capacity Utilization Rates for the:
Non-Aged Population, by Sex, Marital Status, and Race

All : White Black

- . Observed Capacity Utilization Rates (CUR)

) All families and.individuals .61 .61 .58
ALl males .85 .86 Y

" Married males a : .88 .89 ‘ .84

Single males .66 | .66 | .65

ALl females .32 . 43

Mérried females .28 L .27 42

Female heads 42 42 .41

Single females B .55 .55 | s

Adjusted’Capacity Utdlization Rates (ACUR)a:

ALl fa@iligsand individuals .65 | .64 - .70

All males ' .84 .84 .84

Married males .87 . .88 | .86

single males - .68 .68 .74

AL females ' | - .33 33 42

Mairied females o .33 .33 | .39

) Female heads‘ . A Y% S .52
.  Single females - - 64 64 .70

a, . '
See text and note 9.




has a slightly higher CUR than the average black unit--.61 compared
.to .58. While this pattern holds for all males, whether married or
single, ﬁhe average black female tends to have a substantially higher
CUR than the average white female--.43 compared to .31. This result
is caused by the higher labor force participation rates of black wives
relative to white wives. For this group, the black CUR is .42 while
the white is .27.

Also, single males have a much lower observed CUR than married
males for both racial groups. While some or perhaps even all of this
difference can be attributed to differences between these two groups
in tastes and in social and financial pressures to work, a portion of
the difference may be due to an overestimation of the earnings capacity
of single males relative to married males. Physical and mental
disabilities not captured by our data may simultaneously reduce both
true earnings capacity and the probability of getting married. Finally,
it should be noted that single females utilize less of their capacity
than do single males, but more than do married females and female heads
of households.

These observed CUR estimates, however, may be misleading as
indicators of the relationship of race, sex, or marital status to
the utilization of earnings capacity. TFor example, if married males,
on average,'have higher earnings capacity than single malés, and 1f
CUR is positively associated with earnings capacity, a part of the
observed married-single male CUR differential will be due to the
difference in earnings capacity rather than to marital status. This

problem is particularly serious in comparing the rate of capacity



utilization among racilal groups. Because of fewer years of schooling,

.among other things, the mean earnings cépacity of blacks is substantially

lower than that of whites.

This problem can Be avoided by comparing the CUR of various popula~-
tion groups that havé the same level of earnings capacity. For example,
rather than comparing the CUR of the average black male with that of

the average white male (as in the top part of Table 1), we can compare

-the CUR of the average black male having an earnings capacity of $X

with that of the average'White male having the same earnings capacity.
These "earnings capacity constant' CUR estimates are the second set

shown in Table 1, and are referred to as adjusted CUR (ACUR) ‘estimates.

~They are obtained by statistically holding earnings capacity constant

when cbmparing utilization among groups.

The utilization patterns suggested by ACUR differ frém the
observed ratios in the top part of the table. In particular, the
racial comparison is reversed; ACUR of.non—aged black units (.70)
éxcéeds that of non-aged white units (.64) when both are evaluated

at the mean earnings capécity-for the total non-aged population.

ASimilarly, while black males have a lower CUR than white males, ACUR

is equal for the two groups. Indeed, ACUR i1s higher for single black
males thgn for single white males—-.74 compared to .68. The compari-
sons among married and single males and feﬁales presented earlier

are not significantly altered by moving_from CUR to ACUR.10 Similarly,
the comparison betwéen all black and white females is not altered by ' |
moviﬁg from CUR to ACUR. But the difference between ACUR for black . i
and white married females is smaller than the comparable differences

‘in CUR while on. the other hand ACUR is actually higher for black |
¢ i

, L . |

’ |

|

|
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female heads and single females than for white female heads and single
females. |

'he comparison of CUR and ACUR in Table 1 indicates a positive
relationship between earnings capacity and rates of capacity utiliza-
tion. In Table 2, this relationship is explored for the non-aged
population stratified by marital status, sex, and race. The table
presents estimates of capacity utilization rates for each population
group at each decile of the group's distribution of earnings capacity.ll

As column 1 indicates, within the total non-aged population
capacity utilization increases steadily with earnings capacity from
.56 at the first decile to .66 at the ninth. This pattern holds for
whites and blacks considered separately, although the relationship is
stronger for blacks than for whites. But this relationship is much less
pronounced for the married population than it is for the total popula-
tion., Although capacity utilization among all husband-wife units does
increase with earnings capacity, the increase is very small-~from .64
at the first decile to .67 at the ninth. Moreover, within the black
married population, the relationship is not monotonic; rather it is
like an inverted U.

The overall patterns of family capacity utilization mask some
interestiﬁg differences between male and female spouses. While capacity
‘utilization is positively related to earnings capacity for married males--
from .84 at the first decile to .94 at the ninth--the pattern for married
women is reversed. The utilization rate of non-aged wives decreases uni~
formly a8 capacity increases from .35 at the first decile te .24 at the

ninth. These patterns exist for both blacks and whites. Assuming that

the capacities of husbands and wives are positively related, the division



TABLE 2

Capacity Utilization Rates of the Non—Aged'Population
by Marital Status, Sex, Race, and Earnings Capacity

Families & Individuals

Married Population

Men

Women

Pell:c-ent Total White  Black  Total  White Black Total White Black Total White Black :
10 .56 .56 .44 .64 .63 .66 .80 .80 .76 .35 .33 43
20 .60 61 .53 .64 .63 .68 .81 .81 ".78 .34 .33 437
30 .63 .63 .59 .64 .63 .70 .82 .82 .80 .33 .32 .43

40 .64 - .64 .61 .64 .64 .70 .83 .83 .81 .33 .31 .k
50 .64 .65 .64 .65 .64 71 .84 .85 82 .32 .31 45
60 .65 .65 .66 .65 .65 .70 .86 .86 .83 .32 .31 .45
70 .65 .65 .68 .65 .65 .70 .87 .87 .83 .32 .31 .46
80 .66 .66 .69 .66 .66 .69 .89 .89 .83 .32 .31 47
90 .66 .66 .70 .67 .67 .68 .92 .93 .84 .31 .31 - .48

Married Men Single Men Married Women Single Women

Percent Total White Black Total White Black " Total White Black Total White Black
10 .84 .84 .82 .57 .57 .63 .35 .32 .46 .37 .37 .38 "
20 .84 .84 .84 .60 .59 .64 .32 .30 .46 .40 .41 .37
30 .85 .85 - .85 .62 .62 .65 .31 .29 .46 43 .46 .38
40 .85 .86 .85 .64 n .66 .29 .28 .46 .46 47 40
50 .86 .87 .86 .66 .66 .67 .29 .27 .46 .48 .50 .41
60 .88 .88 .86 .68 .68 .68 .28 .26 .46 .51 .52 43
70 .89 .89 .87 .70 .70 .69 .27 .25 .46 .55 .55 .46
80 .90 .91 .87 .72 .73 .70 .26 .25 .45 .58 .58 .49
90 .94 .95 .87 .75 .76 .71 ;24 2% A .62 .63 .54

Tt
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of market work effort between husbands and wives appears to depend upon
family earnings capacity; As one moves up the distribution of family
earnings capacity, the differences in utilization by husbands and wives
offset one another, yielding the virtually flat relationship between
capacity utilization and earnings capacity for non-aged families.

In contrast to this virtually flat relationshiﬁ within the married
population, the relationship of utilization to capacity is positive and
steep within both the male and the female nonmmarried populations. This
pattern also exists within both the white and the black nonmarried male
and female populations, though the relationship is somewhat weaker
for black than for white nonmarried males. Again, this relationship
may be somewhat exaggerated for the nonmarried population. As suggested
previously, physical and mental disabilities not captured by our data
may cause our estimates of the earnings capacity of nommarried men and
women to be biased upward. This bias is also likely to be more severe
for lower-capacity as compared to higher-capacity single individuals.

A mentally retarded individual, for example, is more likely to be
nonmarried. Moreover, because of low education he will have a low
estimated earnings capacity. To be sure, most people with little or

no education are not mentally retarded, and many have substantial
earnings. But because our data do not distinguish among mental abilities
within the gfsup of those with low estimated earnings capacity, true
earnings capacity will be below estimated earnings capacity. Finally,
this strong relationship may, in part, be due to differences in demand
for high~ and low-skilled workers. While our estimates of capacity are
adjusted for reported weeks of unemployment, they are not adjusted either

/

for the part—time work that results from this differential in demand or
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for the labbr forceAWithdrawals prbmpfed by the unavéilability'of work. .

Even if these possible biasesAwere eliminated, however, this rela-
tionship between éapacity and its utiiization would, in all likelihood,
remain. Among fémale heads of households, for example, welfare progfams
will tend to be more attractive‘to those with low earnings capacity than
to those with high earﬁings capacity. Hence, female heads with low
earnings capacity will be expected to substitute program income for
earnings, implying a léwer rate of capacity utilization. In general,
the lower a persdn's earnings capacity, the less attractive from both
monetary and nonmonetary standpoints are the availablg jobs.

‘To summarize, among the non-aged population as a whoie capacity
utilization increases steadily with earnings'capacity. However, most
of this increasé is attributable to the relatively stéep relatibnship
between utilizafion and earnings capacity within the nonmarried popula-
tion. For.married.units, the relationship of utilization-to capgcity
is virtually flat. The positive relationship betweén'capacity and its
' ﬁtilization for married males tends to be offset by a negative relation-
éhip for married femles.

Given these resulté, what can be conciuded regarding the felation—
ship between low income and capacity utilization for blaéks and other
groups with.a high'incidence of income poverty? First, as indicated in
" Table 1, the differences between the CUR of blacks.and whites are very
small. Moreover, holding earnings capacity constant, black families
have a somewhat higher rate of utilization than white families. Hence,

racial differences in earnings cannot be attributed to racial differ-

ences in capacity utilization.
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The results also indicate that low capacity utilization plays a
relatively minor role in explaining the poverty problem generally. The
differences in capacity utilizatioﬁ between families of low and high
economic status are swampéd by differences in eannings»capadity between
these types of families. The ratio of the utilization rates of those at
the first decile of all non-aged units to the utilization rates of those
at the ninth decile is .87; the comparable ratio of earnings capacities
is .27. This contrast is éveh more clear among the non-aged married
population: While those at the lowest .declle have virtually the same
utilization rates as those ét the top decile, those at the lowest decile
have less than one-half the earnings capacity of those at the top decile.
This evidence provides no support for the hypothesis that the high poverty
incidence among blacks and other population subgroups is primarily attri-

butable to their failure to exploit economic potential.
III.

The observed variaFion in the utilization of earnings éapacity
contributes to the inequality in the distribution of pretransfer
income (PTY). Indeed, if the rate of capacity utilization were the
same for all units, the distributions of PTY and earnings capacity
would display the same degree of inequality. Having ascertained that
capacity utilization is positively related to earnings capacity, it is
clear that the distribution of PTY will be more unequal than the distri-
bution of earnings capacity. In thig section, the differences in
inequality among various income and earnings capacity measures are

assessed and the relative contributions to observed income inequality
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. of variations among families in earnings capacity and in the utiliza-

tion.of'earnings'capacity are estimated.

For this analysis, a modification of the gross earnings capacity
(GEC) measure used previously is required. First, the procedure used
to estima£e ECH and ECS is modified. The procedure employed to obtain
estimates of ECy and EC. assigns all individuals of the same age, sex,

S

race, years of schooling, location, and work status an earnings capacity

‘equal to the mean of the cell within which they are included. All

within-cell variance is artificially eliminated by this technilque.

"To the extent that such within-cell variance is attributable to.

unobserved human capital differences or to chance, its suppression
tends to exaggefate the effect on earnings of the independent

variables included in the regressions and to understate the inequality

in the distribution of earmnings capacity.

To avoid this artificial compression of the earnings capacity
distribution, individual observations wifhin a cell wére distributed
randémly abbut thg-cell mean. This distribution was accomplished
throqgh a fandomhnuﬁﬁe; geﬁerator ﬁechnique that inéorpofated the
assumption that the distribution of observations within cells wés

normal, with a standard deviation equal to the standard deviation of

. 12 . :
the regression equation. From this procedure, the mean value of

earnings capacitylfor each cell was retained, but a normal distribution

of observations within cells was achieved.

Summing the randomized estimates of the earnings capacity of the

‘head and spouse (Ecﬁ and EC?) within a household yields a new measure

of family gross earnings'capacity. This measure, however, does not

fully reflect a family's economic position; it neither includes a measure
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of capacity réturns to assets nor takes account of the costs of market
work. To account for capacity returns to assets, income from interest,
dividends, rents, alimony, and miscellaneous sources other than govern-
ment transfers (YA) are added to ECE and Ecg to obtain a revised measure

of family gross earnings capacity (GECy )-13

50~W 50—W
GEC, = EC + EC (2)

While the full cost of working has many components, the largest
source of variance in such costs among families arises from differ-
ences in the costs of child care. Consequently, the GECR is adjusted
by subtracting an upper~bound estimate of the éosts of an acceptable
level of child care in order to obtain a measure of net earnings

14
capacity (NEC).

NEC = GECR - (81510 per child aged 5 years or younger 3

+ $376 per child aged 6-14 years) .

The inequality in economic status as represented by GECR and NEC
is shown in Table 3 ﬁnd Figure 1, along with estimates of inequality
in the distribution of PTY and total family income (TFY). The estimates
presented are for the non-aged population. While numerous measures of
inequality could be developed, our focus is on the shares of income
(earnings capacity) going to each income (earnings capacity) class, the
standard Lorenz curve, and the Gini coefficient.15 In Table 3, estimates
are presented of the shares of pretransfer income, total family income,
GECR, and NEC accruing to the lowest through the highest families in the

distributions of income or earnings capacity. The last row presents
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TABLE 3

Distributions of Income and Earnings Capacity
by Quintile, Non-Aged Population
(in percent)

Economic Status Indicator

Quintile bf Distribution PTY TFY GEC, NEC
-O—lb percent . .7 1.19 - 1.48 .84
0-20- percent | 1.89 3,01 3.67 2,21
20-40 percent | 4,92 6.65 - 7.53 5.46
40-60 percent 11.63 13.61  14.48 12.29
60-80 percent - | 25.9 26.55 26.66 26.18
80-100 percent . 55.66 50.18 47.66 53.86

' Gini coefficient 540 479 C 448 .521
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Figure 1: Lorenz Curves of Income and Earnings Capacity, Non-Aged Population
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the Giﬁi coefficients for each measure of econbmic status, Figure 1
»presenté ﬁhe Lorenz éurves for the four distributions.16 | |

 The degrée of iﬁequality implicit in all of the indicators of
,ec;ﬁomic status is substantial. 1In each case, the lowest 20 percent
of the units account for less than 4 percent of aggregate income or
earniﬁgs capacity, while the top 20 percent of the units account for
at least 48 percgnﬁ; .As expected, the distribution of PTY income"
_1s substantially more unequal than the distribution of TFY income.
While the Gini coefficient is .540.for PTY, it is .479 for TFY.17'
Comparing these Gini coefficients yiélds estimates of the contri-
bution of several factors to inequality in both total income and earn-

ings. First, by comparing the Gini coefficient for PTY with that for

TFY, it. is possible to- estimate the effect of the transfer system in

reducing the'inequality stemming from market rewards. Because the latter

coefficient is 88‘percent of the former, the transfer system is estimated

to reduce inéquality by a maximum of 12 percent.

Seéond; consider the question of the extent to which inequality
in PIY for the non—aggd popﬁlation is attributable té variation among
units in the pattergs of éaéacity utilization; that is, to differences
in Work-leiéure tastes, labor supply reductions induced by tax-transfer
'programs, or the real costs associated with labor market gctivity.
“Comparing thé‘Gini coefficient for PTY to that for GECR suggests that
the variation in earnings capacity accounts fér the bulk of the
inequality in market-related income. Since the Gini coefficilent for
GECR is 82 percent as great as that for PTY, about one-fifth of the
inequality in pretransfer income can be attributedvto the variation

in cépadiﬁy utiliéation.




20

A fipal comparison of Gini coefficients allows those factors that
account for the variation in capacity utilization--and, hence, for the

disparity in inequality between GEC, and PTY--~to ‘be:.erudély decomposed.

R
Because the distributions of both NEC and PTY reflect the primary
component of the real costs of labor market activityw(namely, child

care responsibilities), a comparison of these two meésures tends to
capture the effect on the imequality of PTY of remaining sources of
variation in capacity utilization—~that is, work-leisure preferences

and labor supply reductions induced by tax-transfer programs. The

ratio of the Gini coefficients for NEC (.521) and PTY (.540) is .96,
which suggests that a small portion of the inequality in PTY--about

4 percent--is attributable to the effect on capacity utilization of

both work-leisure preferences and labor supply responses to tax-~transfer
programs. Conversely, about 14 percent of the observed inequality in
PTY (the difference between 82 percent and 96 percent) appears to be

due to the real costs of labor market activity.19 However, because

the child care adjustment in NEC is an upper-bound estimate and because
the real costs of labor market activity are rather differently reflected
in actual earnings, this last partitioning of the determinants of

inequality in PTY must be interpreted with caution.
Iv.

The results presented in this paper shed light on a number of
important l1ssues regarding the causes of poverty and the determinants
of income inequality. While some confirm ex ante expectations, others
fail to verify propositions that appear to be widely believed. Some

of the primary conclusions are summarized as follows:
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K Although the observed capacityAutilizatioh rate is slightly

lower for black families than for white families, this
differential is accounted for by the high earnings capacity

éf whites relative to blacks. When black and white families

of the same earnings capacity are compared, black families

'~ have higher rates of capacity utilization than do white

families for most earnings capacity levels.

cﬂhiie the capacity utilization rates of poor households

are somewhat lower than those of high-economic~status
households, this difference is primarily attributable to

the capacity utilization patterns of unmarried persons.

- For famiiies, the rates of capacity utilization are nearly

constant over the distribution of economic status.’

@ The contribution of differences in capacity utilization to

income inequality is small. The distribution of earningé

capacity is about 80 percent as unequal as the distribution -

of pretransfer income;-indicating that at most one-fifth
- of observed income inequality is attributable to differences

' in capacity utilization. In turn, child care expense (the:

primary real cost of labor market activity) appears to

' account for about two-thirds of the variation in capacity

utilizafion.
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NOTES

lSt;udies of the U.S. income distribution have relied primarily

. on annually released statistics prepared by the U.S. Bureau of the
‘Census and based on the annual March Current Population Survey (CPS).
See, for example, U.S. Bureau of the Census [15]. See also J. N. Morgan
et al. [11]; M. K. Taussig [13]; and H. Miller [10].

2Other attempts to partition the sources of income inequality
include C. Jencks et al. [6] and L. C. Thurow and R. E. B. Lucas [14].

3These shortfalls in the income concept have been discussed by
T. P. Schultz [12] and M. K. Taussig [13].

4The concept of "full income'" was introduced and most completely
analyzed in G. Becker [2].

.5The sample is that of the 1971 Current Population Survey,
"aged" to allow for demographic changes, economic growth, and inflation
through 1973. 1In addition, the 6 percent unemployment rate of 1970
was adjusted to 4.9 percent by randomly assigning unemployment and
duration of unemployment experiences to groups identified by age, sex,
occupation, and unemployment experience, using the RIM model developed
by the Urban Institute. See N. McClung, J. Moeller, and E. Siguel [9].

6Data limitations preclude the distinguishing of permanent
disabilities from temporary illnesses.

7Part of the differences in weeks worked of unemployed or
- unhealthy individuals vis-a-vis those not affected by unemployment

or 11l health may be due to differences in tastes for work. This is
likely.to be minor, however. In any case, our adjustment tends to
understate differences between the earnings capacity and current income
measures that are taste dependent.

Three additional problems with the adjustment should be noted
First, some of the time that an individual is unemployed is attributable
to the absence of a job that the individual_deems sultable. Hence, GEC
will underestimate.some individuals' earnings capacity. Conversely,
some individuals who. cannot find jobs become discouraged and drop out
of the labor force. GEC will overestimate these individuals' earnings
capacity. Finally, because the adjustment is made only for labor force
participants, earnings capacity imputations for those not in the labor
force will be somewhat overestimated.

8Throughout this section, the capacity utilization rate (CUR)
is defined as the ratio of actual earnings to gross earnings capacity
(GEC) .
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9The ACUR estimates are obtained by fitting regression equations

that explain earnings as a function of GEC and a dummy variable for
the within-group comparison desired to the observations of various
population groups. The coefficient on the dummy variable indicates
the effect of that variable on earnings, holding GEC constant.

The specific estimates are obtained from the following regres-
sion:

E = a, + alGEC + aZGEC2 + a3GEC3 + a4St + aSX
where E 18 earnings, St i1s a 0-1 variable indicating student status,
and X is a dummy variable indicating the within—group comparison
desired. Separate regressions were run for all subgroups indicated
in the stub of Table 1. 1In addition, separate regressions by race
were run. Each regression was evaluated at the mean GEC of the
larger group to which its observations belonged (all families and
individuals, all males, or all females). The resulting estimate
of E was placed over the corresponding value of GEC to obtain the
ACUR for the desired subgroups, holding earnings capacity constant.

10'I_.‘he ACUR estimates in Table 1 are adjusted only for differences
in marital status and race within sex groups. They are not adjusted
for differences in earnings capacity between sex groups. The relation-
ship between males and females observed in Table 1 is not altered when
such adjustments are made.

1lThese estimates are obtained from the regressions of earnings
on earnings capacity described in note %. As indicated there,
sepavate regressions were run on each subgroup. Each regression was
evaluated at the deciles of the GEC distribution for the major popula-
tion groups and the resulting estimate of earnings at each decille was
placed over the corresponding value of GEC to obtain the capacity
utilization rate at that decile.

, 12rhe random number generator routine RANNB generates a sequence
of pseudo-random numbers with a normal (Gaussian) distribution with mean
0 and variance 1 by the method of Box and Muller [4]. TFor a description
of computation procedures, see Random Number Routines Reference Manual
1110, Academic Computing Centers, University of Wisconsin, Madison.

'IBBecause income from interest, dividends, and rents is a measure
(albeit a crude one) of a household's ability to generate income from
asset holdings, such income should be counted in ascertaining the family's
economic status. By adding actual income flows to human capital earnings
capacity, it is implicitly assumed that nonhuman capital’'assets are
being used at capacity. Some assets, such as home equity, have no
reported monetary return. Hence, the revised measure underestimates
the earnings capacity of families receiving services from owner-occupied
housing.
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14L‘hese data are 1968 estimates adjusted for inflation. The 1968

" estimates are from B. Bernstein and P. Giacchino [3]. These data are

taken from M. Krashinsky [8].
1 The weaknesses of these and other descriptive statistics that:
describe entire distributions are discussed in M. Bronfenbrenner [5].

See also A. Atkinson [1].

l6The technique employed in estimating the Lorenz curve and the
Gini coefficient for each of the distributions of economic status is
based on that developed in N. C. Kakwani and N. Podder [7].

’lZFor purposes of comparison, inequality in the distribution of
welfare ratios for the four measures of economic status was also
estimated. Through this procedure, the degree of inequality of status
relative to needs can be appraised. In general, the welfare ratio Gini
coefficients were similar to the Gini coefficients.shown in Table 3.

Two differences, however, were notable. First, GEC welfare ratios were
much less unequally distributed than GEC, while this was not the case
for NEC. Second, the Gini coefficients for welfare ratios are uniformly

~smaller than those for the comparable nondeflated measures; the distri-

bution of economic resources in relation to needs among the non-aged
population is less unequal than the distribution of actual income or

earnings capacity.

18To the extent that the availability of income transfers leads to
reductions. in the labor supply and, hence, in the PTY of those with low
earnings capacity, a comparison of pretransfer and posttramsfer Gini

_coefficients will overestimate the reduction in inequality brought about

by income transfers.

lgNote, however, that these results suggest that part of the
inequality in PTY may be due to differences in tastes for children, whith
contribute to differences in the utilization of gross earnings capacity.




l.

10.

11.
~ in the United States. New York: McGraw-Hill, 1962.

12.
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APPENDIX

Table A-1 presents the estimated earnings functions upon which the
estimation of heéd, spouse, and family earnings capacity 1s based. The

dependént variable-is the log of annual earnings.
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TABLE A-1

" Earnings Functions for Black and White Males and Females

Males Females
" White ) Black" White Black
Coefficient : Coefficient ‘Coefficient Coefficient
Independgnt Variables (t-value) _(t=value) (t-value) _(t-value)
Years of schooling .0212 (3.0) -.0088 (-.4) - -,0106 (-.7) -.0229 (-.7)
Years of schooling’ .0007 (3.2) L0017 (2.8) .0033 (6.5) .0047 (4.3)
Age .Ole (33.3) .0525 (7.1) L0479 (13.3) .0234 (2.2)
Agez ~,0008 (-42.6) _ -.0007 (-10.0) -.0006 (-18.1) ~-.0004 (~4.0)
Age - years of schooling .0005 (5.6) L0004 (1.5) L0001 (.5) .0004 (.8)
Weeks worked 1-13 —1.9636 (~85.8) . -2.0173 (-31.1) ~2.2937 (-111.8) ~-2.0924 (=-39.4)
14-26 -.8201 (-44.2) ‘-.8324 (-17.1) ~.9790 (-48.0) -.8835 (-16.4)
27-39 -.4103 (-27.2) -.3742 (-8.5) 'A-.4851 (-22.6) =-.4215 (-7.8)
40—47. ‘ -.2067 (-13.9) ~-.2563 (-5.9) . ] -;2395 (-9.8) -.2097 (=3.4)
48-49 -.1434 (-7.1) -.0970 (-1.6) C ~.1446 (~4.0) -.0124 (~.1)
50-52 ‘ - - — ——-
Full- or part~time work
during week
Pull-time — — —— ——
Part-time -.9105 (~51.0) ~;982f (~21.2) =.9162 (-61.3) -.8767 (~22.4)
Location :
Northeast -:0149 (~1.6) -.0197 (-.5) 1292 (7.5) L1154 (2.2)
North Ceﬁtrél _— | —— — ——
South -.1120 (-12.2) ~-.2362 (-7.5) -.0416 (-2.5) '=.2017 (~4.4)
West -.0541 (-5.3) .. L0132 (.3) ~.0299 (1.6) -.0316 (-.5)
SMSA guburb 1542 (18.7) 2664 (7.1) .1790 (11.7) 2647 (4.9)
SMSA éentrgi city .0685. (8.0) .1609 (3.-7) .1883 (12.2) 2133 (5.2)
Nonurban - —— ~—— —
i Marit;al status
Not married - no.children L1243 (6.1) -.0113 (~.2)
Not married - with children L0524 (2.1) —.0578 (-9
_Married - no children L1261 (7.8) -.0030 (~.1)
Constant . 7.2901 (96.8) 7.6699 (32.5) 7.1515 (49.0) 7.5754 (20.3)
2 5252 : 6068 L6026 6337
1813.7819 266.8581 1498,4130 247.2347






