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Foreword

The gap between rich and poor keeps widening. In the decades before the
Great Recession, economic growth benefited disproportionally higher income groups
while lower-income households were left behind. Since the crisis, disparities widened and
in many OECD countries inequality is today at its highest since data collection started.
This long-run increase in income inequality does not only raise social and political but
also economic concerns: income inequality tends to drag down GDP growth, and it is the
rising distance of the lower 40% from the rest of society which accounts for this effect.
Debates how to best curb this trend and promote opportunities for all have moved to the
top of the policy agenda in many countries.

This report is the third OECD flagship publication on trends, causes and remedies to
growing inequalities. The 2008 report Growing Unequal? documented and analysed the
key features and patterns of trends in income inequality in OECD countries. The 2011
publication Divided We Stand: Why Inequality Keeps Rising analysed the deep-rooted
reasons for rising inequality in advanced and most emerging economies. In It Together:
Why Less Inequality Benefits All highlights the key areas where inequalities originate
and where new policy approaches are required. It takes a fresh look at the question how
trends in inequality have affected economic growth and through which channels; looks
at the consequences of the recent period of crisis and fiscal consolidation on household
incomes; analyses the impact of structural labour market changes, such as rising non-
standard work, job polarisation and profound changes in women’s employment and
earnings; documents levels of wealth concentration and indebtedness; and discusses the
role for redistribution policies in OECD and emerging economies. The report also
discusses a range of promising policy practices to tackle high inequality and promote
equality of opportunities.

This report is the outcome of a collective effort with contributions from a team of
policy analysts largely from the OECD Social Policy Division of the Directorate for
Employment, Labour and Social Affairs. The overview Chapter 1 was prepared by the
entire team. Principal authors of the other chapters were Wen-Hao Chen (Social Policy
Division at the time of writing, currently Statistics Canada): Chapters 4 and 5;
Federico Cingano (Employment Analysis Division): Chapter 2; Christine Le Thi
(Statistics Directorate): Chapter 6; Ana Llena-Nozal (Social Policy Division): Chapters 4,
5, 6 and 7 (Section 7.2); Horacio Levy (Social Policy Division): Chapters 3, 4 and 7
(Section 7.2); Nora Lustig (Tulane University): Chapter 7 (Section 7.3); Fabrice Murtin
(Statistics Directorate): Chapter 6; Céline Thévenot (Social Policy Division): Chapter 7
(Section 7.2). Guillaume Cohen, Pauline Fron and Maxime Ladaique (all Social Policy
Division) contributed to all chapters and provided research assistance.

Michael Forster (Social Policy Division) led the team and co-ordinated the project
and the publication. Monika Queisser, Head of the OECD Social Policy Division,
supervised the preparation of this report and provided useful comments on various drafts.
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Marlene Mohier prepared the manuscript for publication and Patrick Hamm contributed
to the editing of the report.

The analyses in this report rely partly on the OECD Income Distribution Database
prepared by national experts, many of whom have also provided advice on country-
specific results. They are too numerous to mention here but details can be found on the
OECD inequality website (www.oecd.org/social/income-distribution-database.htm). The
report makes use of many other data, in particular the micro data from the Luxembourg
Income Study (LIS) (www.lisproject.org) and a new set of data on household wealth
collected by the OECD Statistics Directorate. Discussions of data methodology and other
supporting material for this report can be found on the website
www.oecd.org/social/inequality-and-poverty.htm.

We are very grateful to Stefano Scarpetta and Mark Pearson, Director and Deputy
Director of Employment, Labour and Social Affairs at the OECD for their guidance and
extensive comments on various versions of the report. The report also benefited from
comments received by colleagues in and outside the OECD. We gratefully acknowledge
the many suggestions provided by members of the Working Party on Social Policy and
the Employment, Labour and Social Affairs Committee of the OECD as well as by
experts of the European Commission. The report also benefited from a close collaboration
with the OECD Statistics Directorate in the update and development of the Income
Distribution Database. We also thankfully acknowledge the comments and suggestions
provided by colleagues from OECD Directorates: the Development Centre, the
Economics Department, the Directorate for Education and Skills, the Directorate for
Employment, Labour and Social Affairs, the Public Governance and Territorial
Development Directorate and the Statistics Directorate. Finally, we are indebted to
Professors Brian Nolan, lve Marx and Tim Smeeding for their comments and suggestions
on the first drafts of several chapters of this report.
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Acronyms and abbreviations

BHPS British Household Panel Survey

CEQ Commitment to Equity

DFE Dynamic fixed-effect

ECB European Central Bank

EE Emerging economies

EMTR Effective marginal tax rate

EPL Employment protection legislation

EPR Employment/population ratio

ESA European System of Accounts

EU-LFS European Union Labour Force Survey

EU-SILC European Union Statistics on Income and Living Conditions

EUROMOD EU tax-benefit microsimulation model

FTER Full-time equivalent rate

FTFY Full-time full-year

GDP Gross domestic product

GEPF Government Employees Pension Fund (Africa’s largest pension
fund)

GMM Generalised Method of Moments

GSOEP German Socio-Economic Panel

HFCS Household Finance and Consumption Survey

HILDA Household, Income and Labour Dynamics in Australia

ICT Information and communication technology

IDD OECD Income Distribution Database

ISCED International Standard Classification of Education

ISCO International Standard Classification of Occupations

JHPS Japan Household Panel Survey

KLIPS Korean Labor & Income Panel Study

LIS Luxembourg Income Study
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NSW Non-standard work

OLS Ordinary least square

PEB Parent education background

PIAAC OECD Programme for the International Assessment of Adult
Competencies

PIM Perpetual Inventory Method

PISA Programme for International Student Assessment

PIT Personal income tax

PMG Pooled mean group

PMR Product market regulation

PPP Purchasing power parity

PTFY Part-time full-year

PTPE Part-time permanent employment

PTR Participation tax rate

PTTE Part-time temporary employment

RIF Recentered Influence Function

SCF Survey of Consumer Finances

SES Structure of Earnings Survey

SLID Survey of Labour and Income Dynamics

SME Small and medium-sized enterprise

SNA System of National Account

SW Standard work

TBM OECD tax-benefit model

TE Temporary work

TTR Transition tax rate

UQR Unconditional quantile regression

VAT Value-added tax

VET Vocational education and training

YS Years of completed schooling
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Argentina
Australia
Austria
Belgium
Brazil
Canada
Chile
Colombia
China
Czech Republic
Denmark
Estonia
Finland
France
Germany
Greece
Hungary
Iceland
India2
Indonesia
Ireland
Israel
Italy

Conventional signs

.. Not available

ISO country codes

ARG
AUS
AUT
BEL
BRA
CAN
CHL
CcoL
CHN
CZE
DNK
EST
FIN
FRA
DEU
GRC
HUN
ISL
IND
IDN
IRL
ISR
ITA

Japan

Korea

Latvia
Luxembourg
Mexico
Netherlands
New Zealand
Norway

Peru

Poland

Portugal
Russian Federation
Slovak Republic
Slovenia

South Africa
Spain

Sweden
Switzerland
Turkey

United Kingdom
United States

JPN
KOR
LVA
LUX
MEX
NLD
NZL
NOR
PER
POL
PRT
RUS
SVK
SVN
ZAF
ESP
SWE
CHE
TUR
GBR
USA

In figures, OECD refers to unweighted averages of OECD countries for which data

are available.

(v) in the legend relates to the variable for which countries are ranked from left to

right in decreasing order.

(2) in the legend relates to the variable for which countries are ranked from left to

right in increasing order.
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Executive summary

Income inequality increased in good times, and in bad times

In most countries, the gap between rich and poor is at its highest level since 30 years.
Today, in OECD countries, the richest 10% of the population earn 9.6 times the income
of the poorest 10 %. In the 1980s this ratio stood at 7:1 rising to 8:1 in the 1990s and 9:1
in the 2000s. In several emerging economies, particularly in Latin America, income
inequality has narrowed, but income gaps remain generally higher than in
OECD countries. During the crisis, income inequality continued to increase, mainly due
to the fall in employment; redistribution through taxes and transfer partly offset
inequality. However, at the lower end of the income distribution, real household incomes
fell substantially in countries hit hardest by the crisis.

Much of the recent debate surrounding inequality has focused on top earners,
especially the “top 1%”. Less well understood is the relative decline of low earners and
low-income households — not just the bottom 10% but the lowest 40%. This report places
a special focus on these households, investigating some of the factors that have weakened
their economic position, and the range of policy options that can help address increasing
inequality.

Higher inequality drags down economic growth and harms opportunities

Beyond its impact on social cohesion, growing inequality is harmful for long-term
economic growth. The rise of income inequality between 1985 and 2005, for example, is
estimated to have knocked 4.7 percentage points off cumulative growth between 1990
and 2010, on average across OECD countries for which long time series are available.
The key driver is the growing gap between lower-income households — the bottom 40%
of the distribution — and the rest of the population.

A main transmission mechanism between inequality and growth is human-capital
investment. While there is always a gap in education outcomes across individuals with
different socio-economic backgrounds, the gap widens in high-inequality countries as
people in disadvantaged households struggle to access quality education. This implies
large amounts of wasted potential and lower social mobility.

Rising non-standard work can create job opportunities but also contribute to higher
inequality

Temporary and part-time work and self-employment now account for about a third of
total employment in OECD countries. Since the mid-1990s, more than half of all job
creation was in the form of non-standard work. Many non-standard workers are worse off
in many aspects of job quality, such as earnings, job security or access to training. In
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particular low-skilled temporary workers face substantial wage penalties, earnings
instability and slower wage growth.

Households that are heavily dependent on earnings from non-standard work have
much higher income poverty rates (22% on average), and the increase in the number of
such households in OECD countries has contributed to higher overall inequality.

Non-standard work can be a “stepping stone” to more stable employment — but it
depends on the type of work and the characteristics of workers and labour market
institutions. In many countries, younger workers, especially those with only temporary
work contracts have a lower chance of moving on to a more stable, career job.

More women in the workforce lowers inequality

Women have made substantial progress in narrowing the participation, pay and career
gap with men and this has put a brake on rising inequality. But they are still about 16%
less likely to be in paid work and earn about 15% less than men. If the proportion of
households with working women had remained at levels of 20 to 25 years ago, income
inequality would have increased by almost 1 Gini point more on average. The impact of a
higher share of women working full-time and higher relative wages for women added
another brake of 1 point.

High wealth concentration limits investment opportunities

Wealth is much more concentrated than income: on average, the 10% of wealthiest
households hold half of total wealth, the next 50% hold almost the other half, while the
40% least wealthy own little over 3%. At the same time, high levels of indebtedness
and/or low asset holdings affect the ability of the lower middle class to undertake
investments in human capital or others. High wealth concentration can weaken potential
growth.

Designing policy packages to tackle high inequality and promote opportunities for all

Policy makers have a range of instruments and tools at hand to tackle rising inequality
and promote opportunities for all. For such policy packages to be successful, solid trust in
institutions and effective social dialogue are essential. Reducing the growing divide
between rich and poor and promoting opportunities for all requires policy packages in
four main areas:

o Women’s participation in economic life: governments need to pursue policies to
eliminate the unequal treatment of men and women in the labour market and to
remove barriers to female employment and career progression. This includes
measures for increasing the earnings potential of women on low salaries and to
address the glass ceiling.

. Employment promotion and good-quality jobs: policies need to emphasise access
to jobs and labour market integration. The focus must be on policies for quantity
and quality of jobs; jobs that offer career and investment possibilities; jobs that
are stepping stones rather than dead ends. Addressing labour market segmentation
is an important element of enhancing job quality and tackling inequality.

. Skills and education: A focus on the early years, as well as on the needs of
families with school children, is crucial in addressing socio-economic differences
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in education. More must be done to provide youth with the skills they need to get
a good start in the labour market. With a rapidly evolving economy, further
efforts, with the close involvements of business and unions, should be made in
promoting a continuous up-grading of skills during the working life.

e  Tax-and-transfer systems for efficient redistribution: Adequately designed
redistribution via taxes and transfers is a powerful instrument to contribute to
more equality and more growth. In recent decades, the effectiveness of
redistribution weakened in many countries due to working-age benefits not
keeping pace with real wages and taxes becoming less progressive. Policies need
to ensure that wealthier individuals but also multinational firms pay their share of
the tax burden. Large and persistent losses of low-income groups underline the
need for well-designed income-support policies and counter-cyclical social
spending.
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Chapter 1

Overview of inequality trends, key findings and policy directions

This chapter documents the longer-term trends as well as recent developments in income
inequality and summarises the main messages from the in-depth chapters of the report. In
particular, it highlights the channels through which inequality affects growth, the impact
of women’s employment and of developments in the type of jobs on inequality, and the
extent of wealth concentration and indebtedness. It discusses individual measures but
especially policy packages that are both equality- and growth-friendly by focusing on four
main areas: women’s participation, employment promotion and good quality jobs, skills
and education, and taxes and transfers.

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

IN IT TOGETHER: WHY LESS INEQUALITY BENEFITS ALL © OECD 2015



20 - 1. OVERVIEW OF INEQUALITY TRENDS, KEY FINDINGS AND POLICY DIRECTIONS

1.1. Introduction and key findings

Over the past three decades, income inequality has risen in most OECD countries,
reaching in some cases historical highs. Today, the Gini coefficient —a common measure
of income inequality that scores 0 when everybody has identical incomes and 1 when all
the income goes to only one person — stands at an average of 0.315 in OECD countries,
exceeding 0.4 in the United States and Turkey and approaching 0.5 in Chile and Mexico.
In the main emerging economies, income inequality is higher than in the OECD area
(Figure 1.1); in some it has increased over the past decade but there are encouraging signs
of stabilisation (e.g. China) or even declines in some of them (e.g. Brazil).

This widespread rise in income inequality has been accompanied by growing public
discussion and concern over the impact of the high and often rising gap between rich and
poor on our societies. In recent years, and especially since the onset of the economic
downturn, these debates have moved to the top of the policy agenda in many countries.

Figure 1.1. Income inequality varies greatly across OECD countries and emerging economies
Level of income inequality (Gini coefficient), 2013 or latest available year
EOECD Income Distribution Database O Secondary data sources - Income based @ Secondary data sources - Consumption based
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Note: Data refer to 2014 for China, 2013 for Finland, Hungary, Netherlands and the United States and India, 2011 for Canada,
Chile, Israel, Turkey and Brazil, 2010 for Indonesia, 2009 for Japan, and 2012 for the other countries. See note to
Table 1.Al.1.Data from secondary data sources are not strictly comparable and should be interpreted with caution. Gini
coefficients are based on equivalised incomes for OECD countries, Colombia, Latvia and the Russian Federation; per-capita
incomes for other countries; and per-capita consumption for India and Indonesia.

Source: OECD Income Distribution Database (IDD), www.oecd.org/social/income-distribution-database.htm, for OECD countries,
Latvia, Russian Federation and Colombia. World Bank, Poverty and Inequality Database for India. Statistics Indonesia (Susenas) for
Indonesia. SEDLAC database for Argentina and Brazil. National Bureau of Statistics of China for China. National Income
Dynamics Survey (NIDS) from Finn, A. and M. Leibbrandt (2013), “Mobility and Inequality in the First Three Waves of NIDS”,
SALDRU Working Paper, No. 120 and NIDS Discussion Paper, No. 2013/2, SALDRU, University of Cape Town, for South Africa.

StatLink sz=7 http://dx.doi.org/10.1787/888933207690

In the United States and other advanced economies, much of the recent debate on
inequality focuses on the richest 1% and, increasingly, the 0.1%, the groups that have
enjoyed the lion’s share of income growth in recent decades. In the United States, for
example, average pre-tax income rose by 1% a year between the mid-1970s and up to the
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Great Recession. But when the growth that went to the top 1% of earners is excluded, the
annual growth rate for the remaining 99% was just 0.6%, about the same level as in
France (Forster et al., 2014). The rise of “the super-rich” has led to warnings about the
risks of rent-seeking and political and economic “capture” by the economic elite.

But while the flashy lifestyles and incomes of the top 1% are certainly eye-catching,
focusing on them exclusively risks obscuring another area of growing concern in
inequality — namely the declining situation of low-income households. This is not a small
group. In recent decades, as much as 40% of the population at the lower end of the
distribution has benefited little from economic growth in many countries. In some cases,
low earners have even seen their incomes fall in real terms (Figure 1.2). Just as with the
rise of the 1%, the decline of the 40% raises social and political questions. When such a
large group in the population gains so little from economic growth, the social fabric frays
and trust in institutions is weakened.

Figure 1.2. Lower and lowest incomes were increasingly left behind
Trends in real household incomes at the bottom, the middle and the top, OECD average, 1985 = 1
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Note: Income refers to disposable household income, corrected for household size. OECD is the unweighted average of
17 countries (Canada, Germany, Denmark, Finland, France, United Kingdom, Greece, Israel, Italy, Japan, Luxembourg, Mexico,
Netherlands, Norway, New Zealand, Sweden and United States). See notes to Figure 3.5.

Source: OECD Income Distribution Database (IDD), www.oecd.org/social/income-distribution-database.htm.

StatLink sz=m http://dx.doi.org/10.1787/888933207705

Income inequality rose not only in bad economic times but also in good economic
times (see Chapter 3). There have been periods when some countries managed to contain
the growth in income inequality, but these have rarely lasted for long (OECD, 2014a). In
2008, the OECD rang the alarm bells about the pervasive, decades-long rise in income
inequality in a report entitled Growing Unequal? (OECD, 2008). Three years later,
OECD analysis in Divided we Stand (2011) documented the deep-rooted reasons for why
inequality was rising so much, not only in advanced but also in most emerging countries.

Because the rise in inequality is so deeply embedded in our economic structures, it
will be hard to reverse it. Changing institutions, policies, and relationships between
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economic actors that have been with us for so long will be far from easy. And, forces of
technological change and globalisation are not going away. So we need compelling
evidence to show us the way to change so that all citizens can have better lives.

The purpose of this publication is to provide the evidence for why such a shift is
urgently needed and how to implement it. Some may consider that the social and political
costs of high and rising inequality are in and of themselves sufficient to justify action.
The central argument of this publication is different. It is that, beyond its serious impact
on social cohesion, high and often growing inequality raises major economic concerns,
not just for the low earners themselves but for the wider health and sustainability of our
economies. Put simply: rising inequality is bad for long-term growth. Chapter 2 of this
report discusses these issues in detail.

The 2011 OECD report, Divided We Stand, documented that, beyond skill-biased
technological changes, some structural reforms, while raising the economic potential, and
creating new jobs, have also been associated with a widening of wage disparities.
Exacerbating this trend has been a decline, in many countries, in the effectiveness of tax
and benefit systems to redistribute market income. Such trade-offs of pro-growth policy
reforms with both equality and stability of incomes have been described recently in
OECD (2015a) and Cournéde et al. (2015).

Making the rich richer, while incomes of the bottom 40% remain flat, could be seen
as sensible from an economic perspective — after all, some are better off, and none are
worse off. However, policies which lead to this outcome may not be even economically
sensible if wider inequality reduces the capacity of the bottom 40% to improve their
position and that of their children in the future. But just because inequality is bad for
growth does not mean that all policies that reduce inequality are good for growth. OECD
work in the frame of Going for Growth (OECD, 2013a, 2014b, 2015b) points to
pro-growth policy reforms that could yield a double dividend in terms of boosting GDP
per capita and reducing income inequality.

One of the messages of this report is that structural policies are needed now more than
ever to put our economies back on a path of strong and sustainable growth, but have to be
carefully designed and complemented by measures that promote a better distribution of
the growth dividends. The challenge, therefore, is to find appropriate policy packages that
are both growth-friendly and that reduce inequality. The bulk of this report is about
looking at the main policy areas that are at the intersection of growth and a better
distribution of its outcomes. It suggests that in order to reduce the growing divide
between rich and poor and restore opportunities for all requires focusing policy attention
on four main areas:

. women’s participation in economic life
° employment promotion and good-quality jobs
o skills and education

. tax-and-transfer systems for efficient redistribution.
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1.2. Inequality increased in good times, and it continued increasing in bad times

The long-term trend

Over the past three decades, labour markets have been profoundly transformed by the
interplay of globalisation, technological change and regulatory reforms. These changes
have had a major impact on earnings and incomes. People with skills in high demand
sectors like IT or finance have seen their earnings rise significantly, especially at the very
top end of the scale, where performance-based pay and bonuses have become widespread.
Meanwhile, at the other end of the scale, wages of workers with low skills have not kept
up. The period has also seen reforms of tax systems that have reduced marginal tax rates
for high earners. In addition, taxes and benefits have tended to redistribute less in the
period from the mid-1990s up to the crisis; this has been felt most keenly by low-income
working-age households.

These factors, along with a number of demographic and social trends, are key to
understanding the long-term rise in income inequality in OECD countries. Cyclical
factors play a role as well, as steep drops in income during downturns lead to scarring and
longer-term disadvantage when social policies are insufficiently counter-cyclical (OECD,
2014a). In the 1980s, the richest 10% of the population earned seven times more than the
poorest 10%; today they earn almost ten times more. In broad terms, this long-term trend
has been driven by two main movements: at the top end, and especially among the top
1%, a surge in incomes; at the bottom end, much slower income growth during good
times and often a fall in incomes in bad times, especially during and after the Great
Recession.

In the two decades prior to the global economic crisis, average real disposable
household income rose by an average of 1.6% across OECD countries. With the
exception of Japan, real incomes rose at both the top and bottom of the earnings ladder in
every country (OECD, 2011). But in three-quarters of countries, household incomes of
the top 10% grew faster than those of the poorest 10%, which led to widening income
inequality. Other measures of inequality also support this general picture: the Gini
coefficient of income inequality stood at 0.29, on average, across OECD countries in the
mid-1980s. But by 2013, it had increased by about ten percent or 3 points to 0.32, rising
in 17 of the 22 OECD countries for which long-time series are available® (Figure 1.3).
Trends differed by age groups and the working-age population often bore the brunt of
inequality increases.

In emerging economies, as documented above and in Chapter 7, levels of inequality
are generally higher than in OECD countries.? Gini coefficients often exceed levels
of 0.5, as in Brazil and many other Latin American countries, and approach 0.7 in South
Africa. Over the long-term, inequality has been on the rise in most emerging economies,
too, although data and indicators are less comparable than those from OECD countries.
That said, all available evidence shows narrowing income gaps in most Latin American
countries since the late 1990s, most notably in Brazil, and signs of a halt in the rise in
some other countries, including China and Russia, since the mid-2000s.
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Figure 1.3. Income inequality increased in most OECD countries

Gini coefficients of income inequality, mid-1980s and 2013, or latest available year
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Note: “Little change” in inequality refers to changes of less than 1.5 percentage points. Data year for 2013 (or latest year): see
Figure 1.1. These values differ slightly from those in Figure 1.1 for some countries as they have been adjusted to be comparable
with 1985 values.

Source: OECD Income Distribution Database (IDD), www.oecd.org/social/income-distribution-database.htm.
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Was the crisis a game changer?

Real average disposable household income stagnated or fell in most OECD countries in
the years from 2007 to 2011. The declines were particularly striking in the countries hit most
severely by the crisis. In Greece, the average household lost over 8% of its real net income
annually, and in Spain, Ireland and Iceland, average annual losses exceeded 3.5%. The
dramatic collapse was due in large part to the loss in employment, rather than falling wages.

But these averages only tell part of the story. The groups at the bottom of the income
scale lost even more in some countries. In Spain, for instance, incomes of the poorest
10% dropped by almost 13% per year, compared to only 1.5% for the richest 10%. In
about half of those countries where incomes continued to grow, the top 10% did better
than the bottom 10%. In Austria, Denmark, France and the United States, incomes at the
top increased in real terms while they fell at the bottom.

In all OECD countries, income inequality is greatly reduced through redistribution —
typically, taxes and transfers such as unemployment and other benefits. This is why “net” or
“disposable” income inequality is much lower than “market” income inequality. But the
impact of such redistribution has changed. In OECD countries, in the decade prior to the
crisis, inequality before taxes and benefits often stabilised. But income inequality was driven
upwards by weakening redistribution. In the initial years of the crisis, income inequality
before taxes and benefits increased strongly but out-of-work benefits and other redistribution
measures managed to cushion at least partially the rise (Figure 1.4). In the most recent years
of weak economic recovery, unemployment persisted and yet governments chose to shift
focus to fiscal consolidation, including curtailing unemployment benefits, education and
investment. While income inequality before taxes and benefits continued to rise, the
cushioning effect of taxes and benefits has become weaker, accelerating the overall upwards
trend in disposable income inequality.
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Figure 1.4. Taxes and benefits cushioned the effect of the crisis on household incomes
Percentage changes of household market income, benefits and taxes, 2007=100%, OECD, total population
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differences in purchasing power using 2010 PPP indices for private consumption. OECD average refers to the unweighted average
of 26 countries.

Source: OECD Income Distribution Database (IDD), www.oecd.org/social/income-distribution-database.htm.
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The crisis period also saw a marked rise in income poverty in OECD countries,
especially when measured in terms of “anchored” poverty, i.e. when fixing the real low-
income benchmark to pre-crisis level. This gives a stronger sense of absolute changes in
the living standards of the poor than the more commonly used ‘relative’ measure of
poverty, where the benchmark also evolves. Between 2007 and 2011, the OECD
anchored poverty rate rose by just over one percentage point to 9.4%. In Greece,
anchored poverty more than doubled to 27% and in Spain it almost doubled to 18%.
There was also a shift in the age profile of poverty, with young people replacing the
elderly as the group most at risk of poverty, continuing a trend lasting for the past
30 years (Figure 1.5). Poverty rates rose among children and especially among youth
while they fell among the elderly.

Figure 1.5. The risk of income poverty has shifted from the elderly to the young
Relative poverty rate of the entire population in each year = 100, mid-1980s to 2013, or latest available year
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Note: OECD unweighted average for 18 OECD countries for which data are available from the mid-1980s: Canada, Denmark,
Finland, France, Germany, Greece, Israel, Italy, Japan, Luxembourg, Mexico, the Netherlands, New Zealand, Norway, Sweden,
Turkey, the United Kingdom, the United States.

Source: OECD Income Distribution Database (IDD), www.oecd.org/social/income-distribution-database.htm.
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1.3. Higher inequality drags down economic growth

High and often growing income inequality in so many countries has renewed interest
on its possible economic effects, over and above its impact of social outcomes. This is by
no means a new debate. Economic theory has long argued that the relationship between
inequality and growth can go either way. A gap between rich and poor means that people
have strong incentives to do what they can to be rich —including working harder,
studying longer, and taking greater risks, all of which can lead to more economic activity,
efficiency and growth (the “incentives” hypothesis). On the other hand, more inequality
means that some people —the rich— are better able to take advantage of economic
opportunities than the poor. Poor families may be unable to keep their children in
education for as long as is optimal, or to afford high-quality education, thereby harming
their future earnings. And they may find it difficult to borrow to invest in new
opportunities (the “opportunities” hypothesis). As a result, economic growth is slower
than it would otherwise be and disproportionately benefits the rich.

The empirical evidence has until recently been mixed as to which of the opposite
forces dominates and in which country. But new research at the OECD, presented in
Chapter 2, finds consistent evidence that the long-term rise in inequality of disposable
incomes observed in most OECD countries has indeed put a significant brake on long-
term growth. Further, it shows that efforts to reduce inequality through redistribution —
typically, certain forms of taxes and benefits — do not lead to slower growth (confirming
similar results in Ostry et al., 2014). This suggests that redistribution can be part of the
solution, but requires a serious discussion on how to promote effective and well-targeted
measures that promote a better sharing of the growth outcomes not only for social but
also for economic considerations.

The analysis in Chapter 2 which draws on data for 31 OECD countries covering the
period 1970-2010, finds that income inequality has a sizeable impact on growth. Between
1985 and 2005, for example, inequality rose by more than 2 Gini points on average across
19 OECD countries, an increase estimated to have knocked 4.7 percentage points off
cumulative growth between 1990 and 2010.

The inequality brake on growth is not restricted to developed countries (see Ostry et
al., 2014); it affects even more emerging economies. Despite often impressive growth
rates and reductions in absolute poverty, high and sometimes very high levels of income
inequalities in emerging economies are found to undermine their long-term growth
potential. Some of these economies have recently provided important examples and
insights into how income inequality can be addressed via well-targeted social and
employment programmes (e.g. Jefes y Jefas de Hogar Desocupados in Argentina; the
Bolsa Familia programme in Brazil; Prospera in Mexico).

If the bottom loses ground, everyone is losing ground

The OECD analysis indicates that the biggest factor for the impact of inequality on
growth is the growing gap between lower income households and the rest of the
population. This is true not just for the very lowest earners — the bottom 10% — but for a
much broader swathe of low earners — the bottom 40%. Countering the negative effect of
inequality on growth is thus not just about tackling poverty but about addressing low
incomes more broadly.

Since the dominant mechanism through which inequality seems to affect growth is by
curbing opportunities for the poor and lower middle classes, Chapter 2 looks at their
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investment in education and skills compared with other social groups. In particular, the
analysis compares the education performance at different levels of inequality of three
social groups — people whose parents come from high, medium and low educational
backgrounds (PEB) — across three areas, namely education attainment, skills and
employment. It is no surprise to find that people from low socio-economic groups do less
well in all three of these dimensions than people from higher socio-economic groups.
However, the analysis shows that as inequality rises the outcomes of people from lower
groups decline still further.

On average, around 40% of people from a high PEB and around 30% from a medium
PEB graduate from university. These figures remain broadly consistent regardless of the
level of inequality. However, this is not the case for children from poorer educated
families. An increase in inequality of around 6 Gini points lowers the probability of
poorer people graduating from university by around four points. A similar effect was
found when it comes to the amount of time students spend in education. Increasing
inequality by around 6 Gini points cuts the length of time children from poorer families
spend in education by about half a year.

The impact of higher income inequality on children from poorly educated families
can also be seen in quality of education, by measurements of skills (e.g. indexes of
proficiency in numeracy and literacy) drawing from the OECD Skills Survey (OECD,
2013e). Once again, the numbers remain fairly constant for people from high and medium
PEBs, regardless of the level of inequality in the country, but decline markedly for
children from poorer families (Figure 1.6). This might seem like an obvious follow-on
from the previous finding — people from poorer families spend less 