Chapter 7

Indicators of inclusive

growth to complement
GDP growth”

1. INTRODUCTION

The ‘Beyond GDP’ debate has drawn
attention to the need to complement GDP
measures with indicators that encompass
environmental and social aspects of pro-
gress. Indeed, there is growing debate
around the limitations of GDP as a mea-
sure of key societal goals, and as a result
alternative or additional measurement
concepts are being tested and increasingly
used for policy making at regional, national
and international level. One key aspect is
the need to complement GDP growth with
measures which highlight the inclusive
nature of that growth. This reflects the
fact that maximising economic growth is
not an end in itself, and that while growth is
a key component of well-being via ensur-
ing improvements in living standards, the
benefits of that growth need to be widely
and fairly distributed across society.

Equity considerations are fundamen-
tal in that the growth process cannot
enjoy sustained democratic support if
its fruits are reaped only by a privileged
few. In this respect successive revisions
of the EU Treaties have led to the objec-
tives of the EU becoming more explicitly
focused on integrating economic devel-
opment with the pursuit of social and
environmental quality and sustainability.
The crisis has provided a new impetus to
pursuing this wider vision of growth, with
the adoption of the new European strat-
egy for growth, ‘Europe 2020’, in 2010.
This strategy is about delivering growth
that is: smart, through more effective

(*) By Paul Minty and Bartek Lessaer.

investment in education, research and
innovation; sustainable, thanks to a deci-
sive move towards a low carbon economy;
and inclusive, with a strong emphasis on
job creation and poverty reduction. The
strategy is focused on five ambitious
goals in the areas of employment, inno-
vation, education, poverty reduction and
climate/energy.

Inclusive growth is a top priority aiming at
‘a high-employment economy delivering
economic, social and territorial cohesion’
in which ‘benefits of growth and jobs are
widely shared'. In this context, the Europe
2020 strategy includes a headline target
on reducing poverty or social exclusion (2),
which was introduced to complement eco-
nomic growth in this manner. Inclusive
growth is also reflected in the recent
European Commission Communication on
the Social Investment Package (SIP) (3),
which underlines the necessity to rein-
force policies that invest in human capital
from a long-term perspective (*).

Despite these aspirations, there is wide-
spread concern that the benefits of eco-
nomic growth are not being shared fairly,
and that the current crisis has made mat-
ters worse. The OECD report on income
inequality, Divided We Stand (2011), has
highlighted that the gap between rich and

(3)  To lift at least 20 million people out of the
risk of poverty or social exclusion by 2020.

(®)  See http://ec.europa.eu/social/main.
jsp?catld=1044&langld=en

(*)  The SIP package highlights how those
countries that moved towards a growth model
including a social investment approach within
their social policies early and consistently,
have more inclusive growth than the others.

poor in OECD countries had widened con-
tinuously over the three decades to 2008,
reaching an all-time high. A more recent
OECD report (OECD (2013)) shows that
the global economic crisis has squeezed
incomes from work and capital in most
countries and that in general, but particu-
larly in some of the countries where the
crisis hit harder, poorer households either
lost more income from the recession or
benefited less from recovery.

To better detect these phenomena, addi-
tional indicators could be considered,
allowing for a better measurement of
progress of societies and helping address
the limitations and possible distortions
arising from the use of traditional meas-
ures alone. However, on the social side,
there is still a need to clarify which indi-
cators best highlight the social realities
behind the macro-economic averages
and aggregates that typically dominate
policy making discussions. There is a need
to better measure not only how progress
affects society on average, but also how
the benefits are distributed across soci-
ety. In this respect, a key recommenda-
tion of the important Stiglitz-Sen-Fitoussi
Report (2009) was that governments
cannot expect to measure progress
using only a single indicator, and that
a ‘dashboard’ was needed, containing a
mixture of critical individual and aggre-
gate indicators.

More recently, various international
organisations have voiced their prefer-
ences regarding appropriate indicators
for the measurement of progress, in
particular with a view to the upcoming
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Post-2015 Development Agenda. The
United Nations Open Working Group on
Sustainable Development Goals has high-
lighted a need for disaggregated data
regarding reaching vulnerable popula-
tions and addressing inequalities. The
United Nations Sustainable Development
Solutions Network has proposed to reduce
by half the share of households with
incomes less than half of the national
median income. The World Bank evokes
the concept of ‘shared prosperity’, and
favours tracking income growth among
a nation’s bottom 40% of the income
distribution. The International Labour
Organisation (ILO) accentuates the crea-
tion of decent jobs and inclusive growth.
The OECD is committed to addressing
the widening gap between the rich and
poor, the soaring youth unemployment
and the lack of access to services in their
new initiative for inclusive growth. It seeks
to combine strong economic growth with
improvements in living standards and
outcomes that matter for people’s quality
of life (e.g. good health, jobs and skills, a
clean environment and community sup-
port). The London School of Economics
Growth Commission (2013) favours the
use of median household income along-
side GDP to track the distributional effects
of growth.

This chapter focuses on one specific
aspect of this debate, namely how to
assess inclusive growth/shared pros-
perity in the beyond GDP context, and
in particular the possibility to integrate
distributional measures in the moni-
toring of growth i.e. to go beyond the
functioning of the economic system as
a whole and consider the diverse experi-
ences and living conditions of individu-
als and households. It mainly reflects
on the use of income-based measures
of inclusive growth and/or shared pros-
perity, and analyses how taking account
of the distributional aspects of income
can modify growth outcomes. It also
analyses how distributional measures
relate to assessments of well-being,
and how they inform the wider sustain-
ability agenda.

The chapter therefore explores the rel-
evance and feasibility of measures that
could be helpful to complement our
understanding of economic growth and
to better measure societal progress,
broadly reflecting the recommenda-
tions of the Stiglitz et al. (2013) report
and the current debate among the major
international organisations on this issue.
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The analysis in the chapter makes use of
a wide range of data sources, principally
National Accounts, EU Statistics on Income
and Living Conditions (EU-SILC), the ECB
Household Finance and Consumption
Survey (HFCS), the Eurofound European
Quality of Life Survey, and Eurostat indi-
cators of quality of life and sustainable
development. The chapter also makes use
of relevant literature and studies, espe-
cially those by the OECD, the EU Joint
Research Centre (JRC), and the European
Foundation for the Improvement of Living
and Working Conditions (Eurofound).

2. WHY IS IT NECESSARY
TO COMPLEMENT GDP
AND TO EXAMINE
INCLUSIVE GROWTH?

‘Some dismiss inequality and focus
instead on overall growth—arguing,
in effect, that a rising tide lifts all
boats. But assume we have a thousand
boats representing all the households
in the United States, with boat length
proportional to family income. In the
late 1970s, the average boat was a
12 foot canoe and the biggest yacht
was 250 feet long. Thirty years later,
the average boat is a slightly roomier
15 footer, while the biggest yacht, at
over 1100 feet, would dwarf the Titanic!
When a handful of yachts become ocean
liners while the rest remain lowly canoes,
something is seriously amiss.’ (Berg and
Ostry, ‘Warning! Inequalities May Be
Hazardous to Your Growth’, IMF Direct
(April 8, 2011))

This section explores why there is a
need to complement GDP as the main
measure of societal progress and, in par-
ticular, to capture distributional issues.

2.1. Limitations
of GDP for measuring
societal progress

Gross Domestic Product (GDP) is the best
known measure of economic activity.
Developed in the 1930s, it has become a
standard benchmark used by policy-mak-
ers throughout the world and is widely
used in public debates. GDP measures
the monetary value of all final goods and
services produced for the market, and
within a country’s borders. It aggregates
the value added of all money-based eco-
nomic activities, and is based on a clear
methodology that allows comparisons to
be made over time and between coun-
tries and regions.

As highlighted in the 2009 Communica-
tion ‘GDP and beyond: Measuring pro-
gress in a changing world’ (European
Commission (2009)), GDP has also come
to be regarded as a proxy indicator for
overall societal development and pro-
gress in general. In practice, however, it
cannot be relied upon to inform policy
debates on all issues due to its design
and coverage. GDP does not measure
economic activities that do not generate
monetary income, nor does it put a price
on unmeasured externalities, such as the
costs of pollution, or the benefits of soci-
etal cohesion, even though the goals of
environmental and societal sustainabil-
ity, to which they relate, are seen as of
central concern in the Union. Most fun-
damentally of all, GDP per capita, and its
growth over the years, does not tell how
the fruits of a higher level of production
are shared within a society.

Concerns over the limitations of this
measure are not just limited to tech-
nicians, with citizens also expressing
doubts about the use of GDP growth
alone to evaluate the progress of society.
A 2008 Eurobarometer poll showed that
more than two thirds of EU citizens felt
that social, environmental and economic
indicators should also be used to evalu-
ate progress, confirming the findings
from an international poll in 2007 which
had produced similar results (°).

Studies have also revealed that citi-
zens can feel distanced from statistical
information. A survey from 2009 dem-
onstrated that only 46% of Europeans
‘tend to trust’ official statistics, such as
those concerning unemployment, infla-
tion or economic growth (°). A part of
this may be due to how such statistics
are used to assess societal progress. For
example, even when GDP is reported as
growing, disposable incomes and public
services may be perceived as shrink-
ing, which may actually be the case if
it is accompanied by rising inflation,
tax increases, growing unemployment,
redundancies in public sector jobs, or cut-
backs in public services. In a recent paper
Atkinson (2013) highlights the limited
impact of GDP statistics on the public in
the UK and the disconnection between

(°)  Special Eurobarometer 295 / March 2008; a
similar poll conducted in 10 countries on the
five continents shows an even higher level
of support for going beyond GDP, with three
quarters agreeing.

(®)  Special Eurobarometer 323 / August-
September 2009 on ‘Europeans’ knowledge
of economic indicators’. Question QC6.



the statistical evidence and their percep-
tions of developments:

‘In the autumn of 2012, statistics show-
ing that GDP in the United Kingdom
grew by 1 per cent in the third quarter
of 2012 were widely reported in the
media and heralded by the government
as a sign of the success of its economic
policies. But this announcement probably
meant little to the UK average citizen,
who could see no connection between
a statistic produced by the Office for
National Statistics and their own eco-
nomic circumstances.’

Moreover, as societies become more
diverse, indicators based on averages or
‘the typical consumer’ do not provide suf-
ficient information for the needs of citi-
zens and policy-makers. In this respect,
complementing GDP with additional
concise metrics that reflect wider public
concerns would demonstrate a stronger
link between EU policy and the preoc-
cupations of EU citizens.

The need to complement GDP with indi-
cators on social aspects of progress is
emphasised in the Stiglitz-Sen-Fitoussi
report (2009), which highlights that
trends in material living standards and
economic well-being are better moni-
tored through measures of household
income and consumption than just mar-
ket production (GDP). In this respect,
both income and wealth are fundamen-
tal determinants of an individual's well-
being. Moreover, to enable a real debate
to take place on equity and fairness, the
distribution of income, wealth, educa-
tion, health and environmental quality
must be known, as well as evidence on
who is gaining and losing from eco-
nomic growth.

In his recent paper, Atkinson (2013)
goes as far as to propose that, rather
than starting with Gross Domestic
Product (GDP) and the instruments of
economic policy, and then considering
the social consequences, the policy-
making process could be turned on its
head (7). The starting point should be
the living standards and well-being of
individuals and their families. He high-
lights that the fundamental concern
of the policy-maker should be with the
interests of individual citizens, and that

(7)  Macro-economic policies, and indeed all
policies, are means to an end, not ends
in themselves, and the ultimate goal is
individual well-being.
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Chart 1: Cumulated real growth of GDP & aggregate
Gross Disposable Income for Households
in the euro area (2005q1=100)
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social welfare should be defined in these
terms, not in terms of macro-economic
aggregates such as growth, inflation or
employment, which should be monitored
but only used in light of their meaning
for individuals and families.

Arguing that ‘At present, neither EU nor
national government policies are tailored
to the person in the street, and this is one
major reason why people are indeed out
on the streets in protest’, Atkinson calls
for the rapid adoption of a new perspec-
tive for the measurement of changes in
economic performance based on the
impact on household living standards
and on an explicit consideration of dis-
tributional consequences. Concretely, he
suggests use of ‘household spendable
income’ as an appropriate measure of
household disposable income, adjusted
for household size, as the headline indi-
cator of progress.

To illustrate the importance of promot-
ing the use of more appropriate data on
the household sector, Chart 1 plots the
cumulated growth, since the first quarter
of 2005, of GDP volumes and of aggre-
gate household gross (8) disposable
income in real terms. It shows that, in the
early stages of the 2008/2009 economic

(8)  For National Accounts based indicators
the terms ‘gross’ and ‘net’ do not refer to
the pre- and post-tax values. In fact, the
difference between the gross and net figures
in National Accounts is that the term ‘net’
refers to the deduction of consumption
of fixed capital (a National Accounts term
for depreciation of fixed assets). Hence,
disposable income reflects the distribution
and re-distribution of current transactions,
thus corresponding to the after-tax situation,
also when using the term gross as in ‘Gross
household disposable income’.

downturn, household income was hardly
affected by the crisis, despite the sharp
fall in GDP, suggesting that publicly-
funded automatic stabilisers and
stimulus packages managed to protect
household incomes during the early part
of the crisis.

However, household income subse-
quently decreased while GDP resumed
growth until both reached the same
level of cumulated growth by the second
quarter of 2010. GDP then continued to
grow through to mid-2011, but house-
hold income fell further, and sharply so
over late 2011 and into 2012, as GDP
again contracted. Hence, the path fol-
lowed by household gross disposable
income was very different from that
for GDP. Moreover, in the period before
the crisis, household income rose at a
rate considerably less than GDP. All this
clearly shows that GDP, despite being the
most commonly used aggregate derived
from National Accounts, does not suffi-
ciently capture changes in the material
well-being of households, not least since
movements in GDP and in household
income (which is what really matters to
people) can diverge considerably.

2.2. The need for
distributional measures

However, it is not sufficient to only
monitor developments in aggregate
household income — it is also impor-
tant to integrate distributional meas-
ures. One of the reasons why average
per capita measures of income, con-
sumption and wealth often fail to
reflect peoples’ perceptions of how
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Table 1: Trends in real household income by income group, mid-1980s to late 2000s
- Household incomes increased faster at the top
Average annual change, in percentages
Total population Bottom decile Top decile
Austria 13 0.6 11
Belgium 11 1.7 12
Canada 11 059 16
Czech Republic 2.7 18 3.0
Denmark 10 0.7 15
Finland 17 12 25
France 1.2 16 13
Germany 0.9 0.1 16
Greece 2.1 34 18
Hungary 0.6 0.4 0.6
Ireland 36 39 25
Italy 0.8 0.2 1.1
Luxembourg 22 15 29
Netherlands 14 0.5 16
Portugal 2.0 36 11
Spain 31 39 25
Sweden 18 04 24
United Kingdom 2.1 09 25
Source: OECD Database on Household Income Distribution and Poverty.
their resources and consumption pos- ‘Average income, consumption and 3 MEASURES

sibilities change over time is simply
because the benefits of growth are not
equally distributed, with some people
becoming worse off even if average
incomes have increased.

As examined later in the chapter, inequal-
ity can also have a significant impact on
social and economic cohesion, which are
overarching objectives of the European
Union. Moreover, far-reaching reforms,
such as those required to combat climate
change or to promote new patterns of
consumption, can only be achieved if
efforts made and benefits received
are felt to be equitably shared among
countries, regions, and economic and
social groups.

Some suggest that social and economic
challenges appear to be associated with
rising income inequalities, a view which
has gained prominence through a widely
cited book by Richard Wilkinson and Kate
Pickett entitled ‘The Spirit Level, Why
More Equal Societies Almost Always Do
Better (2009). This argues that more
equal societies perform better in terms
of a wide range of social outcomes.

In this context, the Stiglitz-Sen-Fitoussi
report (2009) makes the following
recommendation (Recommendation 4)
to give more prominence to addressing
inequalities through the monitoring of
the distribution of income, consumption
and wealth:
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wealth are meaningful statistics, but
they do not tell the whole story about
living standards. For example, a rise
in average income could be unequally
shared across groups, leaving some
households relatively worse-off than
others. Thus, average measures of
income, consumption and wealth should
be accompanied by indicators that
reflect their distribution.’

When there are large changes in ine-
quality, GDP or any other aggregate
statistic may fail to provide an accu-
rate assessment of the situation in
which most people find themselves.
In fact, if inequality increases enough
relative to the increase in average
per capita GDP, most people can be
worse off even though average income
is increasing.

Table 1 highlights the trend in real
household income for different income
deciles over the past two decades. It
shows that, for many countries, there
is indeed a marked variation in income
growth across income groups. In gen-
eral, growth is higher for the top decile
than for the bottom one, although there
are clear exceptions including Greece,
Ireland, Portugal and Spain.

All this confirms that average measures,
and especially average measures of GDP
growth alone, do not give a reliable pic-
ture of social progress.

OF INCLUSIVE GROWTH

This section examines recent trends
in GDP growth and the corresponding
trends in various measures of inclusive
growth, in order to better examine the
distribution of the benefits of growth
and identify the main winners and los-
ers. The focus is on various indicators of
income and wealth distribution, mainly
based on National Accounts, EU-SILC
and the recent European Central Bank
led Household Finance and Consumption
Survey, but similar considerations could
also apply to measures of consumption.

The section first examines develop-
ments in broad indicators of the effect
of economic growth on the population
overall (e.g. the wage share of GDP
growth, aggregate disposable house-
hold income and median equivalised
disposable income (°)).

It then considers various distributional
aspects in relation to income, such as
changes in median disposable income
by quintile group and trends in stand-
ard indicators of income inequality
such as the Gini coefficient and the
S80/S20 ratio. It also examines alterna-
tive measures of ‘distributionally adjusted’
income, such as the Sen index.

(®)  Equivalised disposable income corresponds
to the income that individuals have
available for spending and saving, adjusted
for household size and composition.


http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/Chapter 7/Chap7_Table-1.xls
http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/gif/Chap7/Tab/Chap7_Tab-1.gif

CHAPTER 7: INDICATORS OF INCLUSIVE GROWTH TO COMPLEMENT GDP GROWTH

Box 1: Decomposition of National Accounts data

The European System of Accounts is the main tool behind EU economic statistics as well as many economic indicators (includ-
ing GDP). As a foundation for coherent policy-making, a data framework is needed that consistently includes environmental
and social issues along with economic ones. In its June 2006 conclusions, the European Council called on the EU and its
Member States to extend the National Accounts to key aspects of sustainable development. Over time, National Accounts
data will therefore be complemented with integrated environmental-economic accounting that provides data that is fully
consistent. As methods are agreed and the data becomes available this will be complemented, in the longer term, with
additional accounts on social aspects.

At the macro-economic level, National Accounts provide a coherent and harmonised system at international level for analys-
ing the relationship between income, savings and household wealth. However, they lack information on the distribution of
these items, which would allow us to better understand the behaviour of households and better describe inequalities. At the
micro level, the measures of income distribution, consumption and wealth are provided by data from surveys of households.
However, due to definitions and concepts specific to each approach, but also differences in coverage, aggregates estimated
from surveys need to be reconciled with the data of National Accounts so as to provide a fully consistent dataset for analys-
ing distributional issues.

In 2011, the OECD and Eurostat launched a joint expert group (referred to as the ‘Expert Group on Measuring Disparities
in a National Accounts Framework’) to study the feasibility of establishing an internationally comparable methodology for
generating distributional information consistent with National Accounts (}). This included work on enhancing existing indica-
tors in National Accounts, and on the decomposition of National Accounts data, for example by income or household groups
consistent with National Accounts totals.

In the first phase the expert group focused on a comparison between micro and macro data sources on household income,
consumption and wealth in order to better understand the similarities and divergences between both data sources. In the
second phase the group examined the allocation of National Accounts totals to groups of households using a range of micro
sources, and the subsequent derivation of experimental disparity measures for income, consumption and savings.

Preliminary results (see Fesseau et al. (2012)) of the work undertaken by the experts from the countries which are part of
the expert group are as follows:

- Even if micro data sources do not provide similar information for all components of household economic resources as
defined in the System of National Accounts, existing micro data covers the majority of the income and consumption aggre-
gates in most countries. National Accounts components for which there is no micro data are mainly related to imputed
items (e.g. social transfers in kind, employer’s imputed contributions, etc.).

- Despite these shortcomings, the work being undertaken demonstrates the relevance of a reconciliation of micro and macro
sources. It provides explanations of divergences and facilitates the understanding of gaps between micro and macro
aggregates for users.

- Whilst the study demonstrates that micro and macro measures can be reconciled for most macroeconomic income and
consumption components, it does not provide a full integration of both sources. Further work is needed to assess the qual-
ity of the distributional information provided by micro sources, and to consider the relevance of imputing distributions for
National Accounts components with no adequate micro information.

()  There were actually two different, but related, projects within this collaboration, one led by the OECD that was carried out by a network

of experts from each country, and the other carried out by Eurostat which used EU-SILC data and had as an output NA household income distributed
by household type.

Finally, it makes use of the recently
released results from the ECB Household
Finance and Consumption Survey in
order to examine the wealth situation of
households across and within euro area
countries, and in particular to examine
inequalities in the distribution of wealth,
as an indication of the long term out-
come of economic development.

Regarding data sources, National Accounts
should be the ideal source but, while they
provide a coherent and harmonised sys-
tem at international level for analysing
the relationship between income, sav-
ings and household wealth, they do not
contain information on their distribution,

which would allow us to better understand
the behaviour of households and better
describe inequalities. Work is underway,
however, to address this and to make it
possible in the future for National Accounts
data to be decomposed to cover distribu-
tional aspects (see Box 1).

3.1. Developments

in broad indicators of
the effect of economic
growth on the population
In general

This section reviews developments in
broad indicators of the effect of eco-
nomic growth on the population overall,

covering items such as the wage share of
GDP growth and developments in aggre-
gate disposable household income and
in median income. It demonstrates why
GDP growth is an insufficient indicator
of progress and why there is a need to
also monitor developments at household
or individual level.

3.1.1. GDP per capita

Growth in GDP, and in particular growth
in GDP per capita, is often used as a
measure of improvements in standards
of living in a society, on the rationale that
all citizens benefit from their country’s
increased economic production.
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Chart 2: Growth in GDP per capita from 2000
to the pre-crisis peak in 2007 or 2008

Growth in GDP per capita from 2000 to pre-crisis peak (2007 or 2008)

(o))
o

o

»ow
o

% growth on 2000

w
o

N
o

=
o o

Source: Eurostat, National Accounts.

Note: *Poland kept growing past the 2007-08 peak observed in other countries. In 2012,
GDP in Poland reached 1.5 times its 2000 level.

T T T T T T T T L
PT IT FR DK BE DE MT NL ES ATEU-27CY UK SE LU F IE EL HU SI PI* (Z SK

1
BG RO EE LT LV

The major advantage of GDP per capita
as an indicator of standard of living is
that it is measured frequently, widely,
and consistently. It is measured in
most countries on a quarterly basis,
allowing trends to be seen quickly. It is
measured widely in that some measure
of GDP is available for almost every
country in the world, allowing inter-
country comparisons. It is measured
consistently in that the technical defi-
nitions of GDP are relatively consistent
among countries.

However, GDP per capita is not a true
measure of the standard of living in
an economy but a measure of total
national economic activity — a sepa-
rate concept. Similarly, GDP per capita
is not a measure of personal income in
that real incomes for the majority may
decline even if GDP increases.

The argument for using GDP as a
standard-of-living proxy is not that it
is a good indicator of the absolute level
of standard of living, but that living
standards tend to move with per capita
GDP, so that changes in living stand-
ards can be readily detected through
changes in GDP. However, even this
argument has its limitations. Figures
show that, up until the financial and
economic crisis, there was a broad
improvement across Member States
in GDP per capita (Chart 2), particu-
larly among the Central and Eastern
European Member States. Taken at
face value, this would suggest signifi-
cant rises in living standards for the
population in most Member States, but
different intervening factors can result
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in the actual improvement experienced
by households and individuals being
rather different to that implied by the
growth in GDP per capita alone.

To start with, there are various compo-
nents included in the measurement of
GDP growth which are not directly trans-
ferable to immediate income effects for
households, such as the capital share
of national income and the amount of
economic growth channelled into invest-
ment. Moreover, GDP includes incomes
payable to companies and individuals
residing abroad, which will not directly
impact on national income within the
country itself, while it excludes income
received from the rest of the world.
In this case data on Gross National
Income (GNI) may be more relevant (*°).
In addition, redistribution effects of tax
and benefits systems can further cloud
the link between economic growth and
developments in household and individ-
ual income. Ultimately, therefore, GDP
growth per capita is not ideally suited to
describing developments in the material
welfare situation of households within
a given country.

(*°)  GDP measures the total final market value
of all goods and services produced within a
country during a given period. GNI is equal to
GDP less taxes (less subsidies) on production
and imports, compensation of employees
and property income payable to the rest
of the world plus the corresponding items
receivable from the rest of the world (i.e.
GDP less incomes payable to non-resident
units plus incomes receivable from non-
resident units). Thus GNI is the sum of gross
incomes receivable by resident institutional
units or sectors. In contrast to GDP, GNI is
not a concept of value added, but a concept
of income.

Atkinson (2013) provides a list of techni-
cal reasons why an assessment of eco-
nomic performance based on a measure
of household disposable income can
differ from that indicated by GDP per
capita, including the fact that there can
be changes in the share of household
income in total national income, spend-
able income may have moved differently
from total household income, changes in
National Accounts procedures may have
no counterpart in household surveys,
and changes in household composition
can affect the equivalised (‘) income
of households. Moreover, if a distribu-
tionally-adjusted measure of household
income (see Section 3.2.5) is used, then
changes in the inequality of income will
also be a factor.

3.1.2. Income components
of GDP and the labour share

Among the income components of
GDP (see Box 2), compensation of
employees represented a relatively
constant share of around half of
GDP for the EU as a whole over the
period 2000-2012, with a downward
trend of 2 percentage points in total
between 2001 and 2007 (Chart 3).
Gross operating surplus and gross mixed
income combined represented around
39% of GDP, and taxes of production
and imports less subsidies accounted
for around 129%. However, the shares
of these components of GDP vary con-
siderably between EU Member States.

The majority of household income
is mainly from work (the so-called
market-based income) so it would be
appropriate to monitor developments
with an appropriate measure of the
income derived from economic produc-
tion which is destined for household
use, such as the labour share of GDP.
This is a measure of the compensation
of employees adjusted for the imputed
compensation of the self-employed (i.e.
from the ‘mixed income’ component) for
the total economy.

The labour share of income generally
declined from 2000 through to 2007,
implying a reduced participation in the
benefits of growth for workers (Chart 4).
Although it subsequently increased in
2008 and 2009 with the onset of the

(1) Equivalised disposable income corresponds
to the income that households have
available for spending and saving, adjusted
for household size and composition.
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Box 2: The income components of GDP

GDP is a central measure of the economic performance of a country which can be calculated using three approaches:
- The output approach, which sums the gross value added of various industries, plus taxes and minus subsidies on products;

- The expenditure approach, which sums the final use of goods and services (final consumption and gross capital forma-
tion), plus exports and minus imports of goods and services (external balance);

- The income approach, which sums compensation of employees, net taxes on production and imports, gross operating
surplus and mixed income.

The latter, income approach, measures GDP by adding together incomes that firms pay for the factors of production they
hire, i.e. wages for labour, interest for capital, rent for land and profits for entrepreneurship. This shows how GDP is dis-
tributed among different participants in the production process. The GDP income components are related to each other
according to the following equation:

GDP = compensation of employees + gross operating surplus + gross mixed income + taxes less subsidies on production and imports

- compensation of employees (COE): the total remuneration, in cash or in kind, payable by an employer to an employee
in return for work done by the latter during the accounting period; the compensation of employees consists of wages and
salaries (in cash and in kind) and of employers’ social contributions.

« gross operating surplus (GOS): the surplus (often called ‘profits’) due to owners of incorporated businesses i.e. the sur-
plus (or deficit) on production activities before interest, rents or charges paid or received for the use of assets have been
taken into account. It corresponds to the income which units obtain from their own use of production facilities, i.e. the excess
amount of money generated by incorporated enterprises’ operating activities after paying labour input costs. In other words,
it is the capital available to financial and non-financial corporations which allows them to repay their creditors, to pay taxes
and eventually to finance their investment.

« gross mixed income (GMI): this is the remuneration for the work carried out by the owner (or by members of his/her
family) of an unincorporated enterprise (e.g. small family businesses like farms and retail shops or self-employed taxi
drivers, lawyers and health professionals); this is referred to as ‘mixed income’ since it cannot be distinguished from the
entrepreneurial profit of the owner (i.e. it includes both the remuneration of the capital and labour (of the family members
and self-employed) used in production).

« taxes on production and imports less subsidies: these consist of compulsory (in the case of taxes) unrequited pay-
ments to (taxes) or from (subsidies) general government or institutions of the European Union, in respect of the production
or import of goods and services, the employment of labour, and the ownership or use of land, buildings or other assets
used in production.

crisis, this reflects the sharp decline Chart 3 : Share of GDP by income component
in economic activity during the same for the EU-27, 2000-2012

period and the fact that profits are more
cyclically sensitive than wage incomes,

100

losses in the depths of the recession.

80 |- | m Compensation of employees — —

In this respect it can be noted that the 5 o= speraing aupus and g e nome

labour share declined again in the fol- co Ll T B BN N T BN e | H H = =
lowing two years as some firms laid &

off workers or reduced wages, and 40

profits recovered. From a longer-term

perspective, it is generally agreed 20

that the labour share of income has

) 0
substantially decreased over recent 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
decades (*?), indicating a long-term

trend of reduced participation of work-
ers in the benefits of growth.

Source: Eurostat, National Accounts.

(*2)  See for example, ‘Le Capital au XXI*™ siécle’
from Thomas Piketty (available at
http://piketty.pse.ens.fr/fr/capital21c).
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Chart 4: Labour share of income
(wage share as a percentage of GDP)
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3.1.3. Household
disposable income

While GDP per capita is mainly an indi-
cator reflecting the level of economic
activity, household disposable income is
seen as an indicator better adapted to
describe the material welfare situation
of households. The current European
System of Accounts includes indicators
that highlight socially relevant issues,
such as the aggregate disposable
income of households and the ‘adjusted’
disposable income figure that takes into
account differences in social protection
regimes between countries. The use
of such indicators figure among the
recommendations of the Stiglitz-Sen-
Fitoussi report:

We conclude that giving more promi-
nence to income measures of house-
holds, especially indicators of adjusted
disposable income, are simple and use-
ful ways to enhance the relevance of
National Accounts statistics to the meas-
urement of material living standards.

Within the system of National Accounts,
it is possible to attribute the distribution
of the income generated by economic
activity to the following: non-financial
corporations, financial corporations,
general government, non-profit institu-
tions serving households, and house-
holds. Hence, income can be computed
for private households as well as for the
economy as a whole.

Disposable income of households may
be defined as the net amount earned,
or received as social transfers, during
the accounting period but excluding
exceptional flows relating to capital

384

transfers or changes in the volume/
value of their assets. It is mainly com-
posed of wages received, revenues of
the self-employed, income from prop-
erty and other net income sources such
as interest received on deposits minus
interest paid on loans and dividends.

Some of the income that citizens receive
is taken away in the form of taxes, and
so is not at their disposal. However, it
is used to provide public goods and
services, to invest in infrastructure and
elsewhere, and to transfer income to
other (normally more needy) individu-
als. A commonly employed measure of
household income adds and subtracts
these transfer payments with the result-
ing figure referred to as a measure of
aggregate household disposable income.

As shown earlier for the euro
area (Chart 1), growth trends in GDP
and real aggregate household dis-
posable income can differ consider-
ably (for a more detailed analysis see
also ESDE 2012 (*%) (Chapter 3) on
trends in household disposable income
and GDP, and the role of welfare sys-
tems in stabilising incomes during the
crisis). Chart 5 shows that, at EU level,
households (1) receive around two thirds
of the total gross disposable income
generated from economic activity, but
that the share declined from 66.6% in
2001 to 63.5% in 2007 before adjusting
upwards again with the crisis, and stabi-
lising at around 65% in 2011 and 2012.

(**)  Available at http://ec.europa.eu/social/main.
jsprlangld=en&catld=113&newsld=1774&fu
rtherNews=yes.

(*)  Actually households plus the non-profit
institutions serving households.

In other words, the share of the benefits
from GDP and its growth which accrues
to households can vary over time.

Chart 6 shows the trends in the gross dis-
posable income share for the household
sector in the larger EU Member States
since 2000. This highlights the extent to
which variations in the share can be more
marked at individual Member State level.
Hence households will be significantly
affected not only by the overall growth
rate in economic activity (GDP growth)
but also by the changes in the share of
the income derived from that activity
which accrues to them.

However, the above measure of dispos-
able income only captures monetary
transfers between households and the
government, and neglects the in-kind
services that government provides. A
measure that corrects for differences
in institutional arrangements may be
warranted in order to ensure accu-
rate comparisons over time or across
countries. Adjusted disposable income
is a measure derived from National
Accounts that goes some way towards
addressing this, at least where ‘social
transfers in kind’ by government are
concerned. It improves the compari-
son of income levels across countries
by taking into account the different
degrees of involvement of govern-
ments in the provision of free services
to households.

Gross (*°) adjusted disposable income
is derived from the gross disposable
income of an institutional unit or sec-
tor by adding the value of the social
transfers in kind receivable by that unit
or sector, and by subtracting the value
of the social transfers in kind payable
by that unit or sector. For the house-
hold sector, adjusted gross disposable
income includes the flows correspond-
ing to the use of individual services
which households receive — either
free of charge or subsidised — from
the government. These services mainly
include education, health and social
security services, although services
such as housing, cultural and recrea-
tional services are frequently provided
in this way as well.

(**)  Recall that in National Accounts ‘gross’
refers to items calculated before deduction
of consumption of fixed capital and
‘net’ refers to items calculated after
this deduction.


http://ec.europa.eu/social/main.jsp?langId=en&catId=113&newsId=1774&furtherNews=yes
http://ec.europa.eu/social/main.jsp?langId=en&catId=113&newsId=1774&furtherNews=yes
http://ec.europa.eu/social/main.jsp?langId=en&catId=113&newsId=1774&furtherNews=yes
http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/Chapter 7/Chap7_Chart-4.xls
http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/gif/Chap7/Chart/Chap7_Chart-4.gif

Comparison at individual Member State
level of the cumulative growth in both
real disposable income of households
and the adjusted real disposable income
figure with that for real GDP once again
shows that trends in household income
can be rather different from those for
GDP (Chart 7). Moreover the changes
in GDP and in household disposable
income can move in opposite direc-
tions and vary in magnitude from year
to year.

While the different time series show
similar patterns for all three indicators
in some Member States (essentially
the Baltic States), movements in GDP
and household income tend to vary in
the majority of cases. In some, such as
the Czech Republic, Germany, Poland,
Slovenia and Slovakia, real GDP growth
has generally outpaced growth in real
household disposable income in recent
years, even when taking into account
the impact of social transfers in kind. In
these countries, households have clearly
not benefited in full from economic
expansion, at least over the period up
until the onset of the crisis.

In others, including Denmark, France,
Portugal, Romania, Finland and Sweden,
household incomes grew at a faster
rate than GDP over the period from
2000 to 2011, and in some cases
(Denmark, Finland, France, and Sweden)
did not appear to be affected by the cri-
sis and continued to rise. In contrast, a
clear impact on household incomes can
be observed in the Baltic States, Greece,
Hungary, Italy, Portugal, Romania and
Spain. The divergence in the trends
between the unadjusted and adjusted
income figures highlights those coun-
tries where increased effort has been
put into social transfers in kind, most
notably in Belgium, Denmark, the UK
and above all the Netherlands.

CHAPTER 7: INDICATORS OF INCLUSIVE GROWTH TO COMPLEMENT GDP GROWTH

Chart 5: Trends in the shares of income from economic activity

by institutional sector, EU-27 from 2000 to 2012
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Chart 6: Trends in the shares of household income
in total income from economic activity for the larger
EU Member States, from 2000 to 2011

80
P
g 75
£ |
@ / I
o
I = ~e —
8 0 PR ——3 ° _ __—* .\./0
o ® rs b
2
2 — o
= S —— .
g *—_ . N
o /‘/& $ \.’ /<_.\
c .
S 65 - m
©
C
el
k) —a— PL — UK
il
S 60 — T ES
k] DE —#— FR
(2l
T T T T T T T T T T T 1
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Source: Eurostat, National Accounts.

In conclusion on this point, develop-
ments in household disposable income
and income adjusted for in-kind trans-
fers received from government differ
considerably from GDP developments
in many Member States. Household

disposable income, and in particular the
adjusted disposable income, therefore
appears to be a relevant indicator to
monitor alongside GDP since it is a more
appropriate measure of citizens’ com-
mand over economic resources.
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3.1.4. Median income

As highlighted by Stiglitz et al, aver-
age or aggregated measures of income
give no indication of how the available
resources are distributed across persons
or households. For example, average
income per capita can remain unchanged
while the distribution of income becomes
less equal. It is therefore necessary to
look at disposable income for differ-
ent groups.

A first step is to measure median
income (the income level such that half
of all individuals are above it and half
below). The median individual is, in some
sense, the ‘typical’ individual. If inequal-
ity increases, the difference between
median and mean (*®) income may well
increase, meaning that a focus on the
mean (commonly, and hence mislead-
ingly, referred to as the average) may
not give an accurate picture of the eco-
nomic well-being of the ‘typical’ member
of society (*).

As part of its assessment of the reform
in the way the UK authorities measure
and monitor changes in material well-
being and its distribution, the LSE Growth
Commission (2013) suggests publish-
ing median household income alongside
the data on GDP on a regular basis. It
argues that a focus on household income
provides a better way of capturing what
people actually receive out of national
income, with the median better than the
mean since it is reflective of progress in
the middle of the income distribution.
For example, increases in GDP that go
solely to the rich would not increase this
measure. It also emphasises that ‘look-
ing at median income would create more
focus on inclusive growth that generates
wider benefits, and reminds us to look
more deeply into distributional issues,
particularly for the poorest parts of soci-
ety’. The Growth Commission recognises
that the median is not perfect either but
argues that it is better to use it than
ignore distribution issues entirely, and
(*¢)  The mean is the sum of the set of data
values divided by the number of data
values. The median is the middle point of
the data set, in which half the values are
above the median and half are below. Large
differences between the mean and the
median reflect a very unequal distribution
with very high values at the top. This is due
to the fact that the mean is sensitive to the

presence of very high values at the top of
the distribution, whereas the median is not.

(¥)  For example, if all the increases in societal
income accrue, say, to those in the top 109%,
median income may remain unchanged,
while average income increases.

CHAPTER 7: INDICATORS OF INCLUSIVE GROWTH TO COMPLEMENT GDP GROWTH

Chart 8: Real annual growth in median equivalised
disposable income (adjusted for inflation)
and real GDP growth, 2010 compared to 2009
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Source: Eurostat, National Accounts and EU-SILC.

that it is easy to communicate to the
public. Moreover, it sees the monitoring
of developments in median income as
a particularly valuable way of gauging
the inclusiveness of the growth that
is generated.

In this section we therefore examine
developments in living standards, as
measured by the growth in median equiv-
alised disposable income (*8) (adjusted
for inflation (*°)) in EU Member States
over recent years. Preference is given to
using equivalised disposable income as it
takes into account the impact of house-
hold size and structure. Moreover, this
indicator gives an immediate impression
of real income growth for a typical citi-
zen, which also takes into account the
impact of price changes. It can be com-
pared directly to the figure for real GDP
growth per capita to see to what extent
the average citizen is benefiting from
economic growth.

Chart 8 shows, for illustrative purposes,
the change in median equivalised dis-
posable income in 2010 compared with
2009 (%) (after adjusting for inflation)
along with real GDP growth. This allows
us to see the extent to which changes
in GDP in real terms are associated
with changes in real median equiv-

(!¥)  The median is the point on the income
scale at which half earn more and half earn
less, and equivalised disposable income
corresponds to the income that households
have available for spending and saving,
adjusted for household size and composition.

(*%)  To take account of inflation use is made
of the HICP (Harmonised Index of
Consumer Prices).

(%°)  The results are purely illustrative of the
different patterns in real GDP growth and
growth in real median income which may
be observed, as growth patterns between
2009 and 2010 were rather unusual.

alised disposable income, as meas-
ured in EU-SILC. It demonstrates that
the evolution of real GDP and that of
median equivalised disposable income
can be rather different. For example,
there are several countries where the
two indicators did not even change in
the same direction between 2009 and
2010. Moreover, even when changes
were in the same direction, there were
many cases where there was a sub-
stantial difference in the magnitude
of the changes. It can be noted that,
even when GDP growth was positive, the
growth in income was, almost without
exception, lower, and in several cases
was actually negative.

Looking at changes over several years in
some selected Member States (Chart 9)
confirms the lack of a strong general-
ised link between annual changes in GDP
per capita in real terms and changes
in real median equivalised disposable
income. Although the two indicators
evolved in a broadly similar fashion in
Ireland (apart from in 2006), for other
Member States there were large differ-
ences in the annual changes for several
years, underlining the point that moni-
toring developments in median income
bring an added dimension to the assess-
ment of social progress.

In light of the above, it can be argued
that the annual growth rate in real
median income should be a key indi-
cator to complement GDP (per capita)
growth figures. The income figure
would be the inflation-adjusted median
equivalised disposable income derived
from EU-SILC, which would provide
an immediate impression of income
growth for a typical citizen, taking into
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Chart 9: Annual change in real GDP per capita
and in real median equivalised disposable income (%)
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account price changes, and provide a
clear indication of the extent to which
the average citizen is benefiting from
economic growth.

However, in order to obtain median
income figures with similar timeliness
to those for GDP it would be necessary
to undertake steps to reduce the delays
in making data available from EU-SILC,
although nowcasting techniques (%)
might be used to provide estimates
of income developments before offi-
cial figures become available (see
for example Navicke, Rastrigina and
Sutherland (2013)).

*

Nowcasts are similar to economic forecasts,
and aim to provide estimates of the
evolution of the income distribution, and key
income poverty indicators up to year N, for
income year N.

3.2. Integrating
distributional measures
in the monitoring

of growth

So far results have been presented
based on broad indicators of the effect
of economic growth on the population
at large. However, even these aggregate
indicators, which are focused more on
household/individual level developments
rather than market production, are not
enough to gauge social developments
sufficiently. For that, some indications
of the distributional effects across the
population are required. Hence it is
important to examine developments in
the different parts of the income distri-
bution in order to have a better picture
of the distribution of the benefits of
economic growth. While median income

provides a reasonable measure of what
is happening to the more ‘typical’ indi-
vidual or household around the centre
of the income distribution, for many pur-
poses it is also important to know what is
happening at the bottom of the income
distribution (as captured in poverty sta-
tistics), and at the top.

3.2.1. Developments
in income distribution

Data for the period 2004 to 2010 high-
lights the extent to which there can be
variations in income growth across the
different segments of the income dis-
tribution. Different patterns are visible
across Member States in the relative
change in median income per quintile
indexed to the respective income figure
in 2004, as illustrated in Chart 10.
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In some countries, such as Austria, but
also Cyprus and Malta, the developments
in median income have been broadly simi-
lar across quintiles over recent years. In
others, such as Denmark, the overall
growth in median income in the low-
est (i.e. the 1) quintile (*?) has clearly
been below that for other quintiles, indi-
cating that the poorer segment of the
population has shared less in the benefits
of growth. A similar pattern is shown by
the other Nordic Member States, Finland
and Sweden, where median income
growth for the lowest quintile has also
lagged behind.

In contrast, in several other Member States
it appears that the median income of the
lowest quintile has grown relatively more
than that of the other quintiles compared
to 2004, showing a similar pattern to that
of Portugal. Other such cases include the
Czech Republic, Poland, Romania, the UK
and Ireland (although in the latter median
incomes of all quintiles have dramatically
adjusted downwards following the crisis,
and especially for the bottom quintile).

Finally, in a few countries, incomes of the
lowest quintile increased relatively more
in the period before the crisis, but sub-
sequently fell more sharply than in the
upper quintiles when the crisis hit, with
the result that overall income growth for
this group has been the weakest. This is
clearly the case in Spain, but Italy also
shows a somewhat similar pattern.

In light of the above, it is clearly necessary,
not just to monitor developments in the
median income situation of the population
as a whole, but to monitor median income
developments within different parts of
the income distribution, most notably
that within the lowest income quintile, in
order to identify to what extent this more
vulnerable group is falling behind general
income developments and not benefiting
from economic growth. For comparative
purposes, it would seem appropriate to
also show the developments for the top
income quintile.

An appropriate indicator, therefore, to
monitor the developments in income for
the different segments of the popula-
tion could be the annual growth rate
in the median equivalised disposable
income for the lowest income quintile,
together with that for the top income

(32)  The 1°t or lowest quintile corresponds

to that with the lowest income and the 5%
or highest quintile to the richest group.
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Chart 10: Index of median income by quintile (2004 = 100)
for selected Member States
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quintile. Moreover, these indicators of
how the median incomes for the differ-
ent extremes of the income distribution
have changed over the last year would
be particularly informative if they took
into account underlying changes in
inflation. Presenting the annual growth

rate in median equivalised income for
the lowest income quintile and for the
top income quintile in real terms would
show more clearly how incomes had
developed for the less well-off and the
comparatively rich, taking into account
price developments.
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Chart 11: Annual growth in median income across quintiles (adjusted for inflation)
and the evolution in median income growth in the bottom and top quintiles
(adjusted for inflation) for selected Member States (%)
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The following charts (Chart 11) pro-
vide examples of the annual growth
rates (as percentages) in equivalised
disposable income in real terms across
quintiles for the specific Member States
mentioned above, together with (on
the right hand side) the annual real
growth rates of the median income of
the lowest and top income quintiles.
These once again highlight the differ-
ent patterns across countries in the
evolution of real median income across
quintiles, while the charts focusing on

the time series for the lowest quin-
tile illustrate how the situation of the
poorer income group has developed,
and clearly highlight the differing expe-
riences across countries.

An equivalent monitoring of the annual
growth rate in real median income for the
highest income quintile helps complete
the picture, allowing for a direct com-
parison with the evolution in income at
the other end of the distribution. These
charts, once again, highlight the broadly

similar real income growth (other than
in 2009) in the top and bottom quin-
tiles in Austria, the stronger income
growth evolution for the top quintile in
Denmark, in contrast to the generally
weaker evolution for the top quintile in
Portugal (while the bottom quintile saw
stronger income growth overall), and in
Spain the much stronger deterioration
in incomes for the lower income group
immediately following the crisis, while
the top quintile remained relatively unaf-
fected until 2010.
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3.2.2. Standard indicators
of income inequality

Apart from focusing in detail on the devel-
opments in median income for different
segments of the income distribution, sev-
eral well-established overall measures
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of inequality in the income distribution
exist (see Box 3). The choice of which indi-
cator to use entails a judgement concern-
ing which particular aspects of differences
in the income distribution are considered
the most important, for example the gap
between the income going to the top

quintile compared to that going to the
bottom quintile (580/520), or that of the
top 10% compared to that of the bottom
40% (Palma ratio), or the extent to which
the distribution of income among indi-
viduals deviates from a perfectly equal
distribution (Gini coefficient).

Box 3: Standard Indicators of Income Inequality

The most widely used indicators of income inequalities are the following:

- Gini coefficient: measures the extent to which the distribution of equivalised disposable income among individuals devi-
ates from a perfectly equal distribution. A Gini index of zero represents perfect equality and 1 (or 100%), perfect inequality.
Practically, it measures the area between the Lorenz curve (which plots the cumulative shares of total income against the
cumulative share of the population) and a line defined by hypothetical perfect equality in income distribution. It is relatively
insensitive to the tails of the income distribution, being more sensitive to changes around the mode, making it relatively
robust to problems associated with reliability of extreme values.

- $80/520 ratio (or the income quintile share ratio): the ratio of total income received by the 20% of the population with
the highest income (the top quintile) to that received by the 20% of the population with the lowest income (the bottom
quintile). If S80/S20 is equal to x, it implies that the income of the richest 20% of the population is higher by a factor of x
than the income of the poorest 20%. The ratio is an appealing measure of disparity as it is both easily understandable and
represents an effective way to measure the distance between the extremes of a distribution. However, by its very nature,
it ignores information on income and income dispersion between the 20" and the 80" percentiles, which constitutes the
majority of the population under consideration. The presence of extreme income values, belonging to either the upper or
the lower tail of the income distribution, could produce a high value of the ratio, even if the interquantile range from the
20" to 80" percentile is fairly equitable.

- Atkinson index: An inequality index that allows for varying sensitivity to inequalities in different parts of the income dis-
tribution; it incorporates a sensitivity parameter (€), which can range from O (meaning indifference about the nature of the
income distribution), to infinity (concern only with the income position of the very lowest income group). In practice, (€)
values of 0.5, 1, 1.5, or 2 are used. The Atkinson index is measured as follows:

where y, defines the income level of an individual/household j, i is the mean income, n is the number of individuals/house-
holds and € is a parameter of sensitiveness to transfers at different levels of the distribution. € can also be understood as
a measure of the degree of ‘aversion to inequality’.

- Palma ratio (top 10%/bottom 409%): The Palma ratio (see Palma (2011) and Cobham and Sumner (2013)) is the ratio
of the top 10% of the population’s share of income, divided by the poorest 40% of the population’s share of income. It is
based on the observation that, in countries at quite different income levels, the five ‘middle’ deciles (5 to 9) tend to capture
around 50% of national income. However, the other half of national income is shared between the richest 10% and the
poorest 409%, but the share held by each varies considerably across countries. Intuitively easier to understand than Gini it
may be a more relevant measure of inequality for poverty reduction policy. For a given, high Palma value, it is clear what
needs to change: to narrow the gap, by raising the share of national income of the poorest 40% and/or by reducing the
share of the top 10%.

- Percentile ratio: The ratio of the income received by the p* centile to another centile, for example P90/P10 or PS0/P50.

The Gini coefficient is the one most widely used to date in the inequality literature. The Atkinson index is one of the most
popular welfare based measures of inequality, which allows for greater weight to be placed on changes in a given portion of
the income distribution. For example, the Atkinson index can be made sensitive to changes at the lower end of the income
distribution, which is the end that usually arouses more concern. The relative advantage of the quintile and percentile ratios
is that they provide an easily understandable measure of inequality, and allow for seeing how relative differences within the
income distribution develop. Indicators that consider the extremes of the distribution, like S80/S20 or the Palma ratio, are
more advantageous if changes in the middle of the distribution are of less concern.
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3.2.3. Recent trends
in inequality

Almost all available indicators suggest that
income inequalities have been rising in the
industrialised nations since 1970 (for exam-
ple see Jenkins and Micklewright (2007))
but with considerable variations between
countries in terms of both the patterns and
timing of changes. Research, such as that
by the Growing INequalities’ Impacts (GINI)
project (?®), confirms a general long-term
rising trend in income inequalities, albeit
with important country variations and
occasional trend reversals.

Developments in income inequality were
the subject of a comprehensive publication
by the OECD (2011a), which highlighted
a general trend of widening income dis-
parities. While in the mid-1980s the Gini
coefficient for the working age popula-
tion was equal to around 0.29 in OECD
countries, it rose to 0.32 in the late 2000s.
Particularly striking was the increase in
income inequality of traditionally rela-
tively more equal societies, such as
the Nordic countries and Germany. The
causes of this rising income inequality
have attracted much political and schol-
arly debate, with the OECD (2011a) report
providing a wealth of explanatory mecha-
nisms, ranging from rising wage inequal-
ity to different tax and benefits policies
and household structures.

The principal reasons given for the over-
all trend include a polarisation in market-
derived incomes (a growing difference
between low and very high earnings, the
increasing importance of unevenly distrib-
uted capital income, and job-rich versus
job-poor households) as well as changes
in family structure (smaller households),
and the fact that tax and benefit systems
have become less redistributive in many
countries since the mid-1990s.

The single most important driver has
been greater inequality in wages and
salaries, which reflects the fact that
earnings account for about three quar-
ters of total household incomes among
the working-age population in most OECD
countries. The earnings of the richest 10%
of employees have risen rapidly in most
cases, with top earners moving away from
the middle earners faster than the low-
est earners, thereby extending the gap
between the top and the increasingly
squeezed middle-class.

() http://lwww.gini-research.org/articles/home
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Chart 12: Trends in the OECD average Gini coefficient
of income inequality (mid-1980’s - 2010)
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Greater earnings gains for workers with
higher skills (driven by technological pro-
gress), the increased prevalence of atypi-
cal labour contracts (especially part-time
work), more low-paid people in work and
the declining coverage of collective-bar-
gaining arrangements in many countries
are all seen to have contributed to a wid-
ening distribution of wages.

Other factors which have contributed to
rising inequality, although much less so
than the changes in the labour market,
include changing family structures (which
make household incomes more diverse
and reduce economies of scale) and
changing marriage behaviours, the effects
of cuts to benefit levels and the tightening
of eligibility rules to contain expenditures
for social protection, and the failure of
transfers to the lowest income groups to
keep pace with earnings growth.

Anewly released OECD report (OECD 2013)
highlights the development of income ine-
quality during the initial part of the crisis,
covering the period 2007-10. It shows
that market income (i.e. work + capital
income) decreased considerably during
2007-10, but that disposable income fell
less strongly, due to an offsetting effect
stemming from an increase in social
transfers and/or lower direct taxes and
social security contributions. However,
the loss in income was not evenly shared
among income groups, with the result
that income inequality (as measured by
the Gini coefficient) continued to edge
upwards during the crisis (Chart 12).

Focusing on the top and bottom 10% of the
population in 2007 and 2010 shows that
lower income households either lost more
from income falls, or benefited less from
the often sluggish recovery (Chart 13).
Across the OECD countries, real household

disposable income stagnated. The aver-
age income of the top 10% in 2010 was
similar to that in 2007 while the income
of the bottom 10% in 2010 was lower
than that in 2007 by 2% per year.
Among EU Member States, particularly
pronounced differences in household
income declines were recorded in Spain
and Italy, and to a somewhat lesser extent
in Greece, Ireland and Estonia.

In general, but particularly in some of
the countries where the crisis hit hard-
est, poorer households either lost more
income during the recession or benefited
less from recovery. The OECD warns that
the data only describes the situation up
to 2010, since which time governments
have shifted the focus towards consoli-
dation. Given the persistence of sluggish
growth, the job crisis and the adoption of
austerity measures, the OECD raises con-
cerns about the ability of the tax-benefit
systems to keep income inequality and
poverty in check.

However, analysis of the income quin-
tile ratio (S80/S20) in the period for
which high quality harmonised data
on household income is available
from EU-SILC, namely 2006 to 2011
(reflecting the income of 2005 to 2010)
shows a slightly different and more varied
picture concerning recent developments
in inequality across EU Member States.
The group of nine countries presented
on Chart 14 experienced a trend towards
greater equality of the income distribu-
tion, despite some volatility in a few cases.
In Hungary, the ratio of the total income
received by the 20% of the population
with the highest income to that received by
the 20% of the population with the lowest
income declined by nearly 30%. The reduc-
tion in the income ratio was also strong in
Latvia (16.5%) and in Portugal (14.9%).
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Chart 13: Annual percentage changes in household disposable income
between 2007 and 2010, by income group
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That development differs markedly
from the situation observed in the Czech
Republic, Cyprus, Malta, the Netherlands,
Austria, Finland, and the UK (see Chart 15),
where there was little change in the income
ratio over the period, with the 2010 values
all close to the ones recorded in 2005.

There is, moreover, a group of countries
where income, as measured through
EU-SILC, became markedly less equally
distributed between the top 20% and bot-
tom 20% of the population (Chart 16).
The biggest relative rise in the S80/S20
inequality ratio was in Denmark, Spain
and Bulgaria, all with rises of the order
of 30%. Moreover, Bulgaria experienced
a notable pre-crisis surge in the inequal-
ity ratio, which peaked in 2006, before
gradually adjusting downwards again
over the following years, a pattern also
observed in Romania and in Germany.
For both Denmark and Spain, the rise in
inequality was much more evident follow-
ing the onset of the crisis, while for France
the trend has been one of a more gradual
continuous rise across the whole period.

Chart 17 covers countries (Estonia, Greece,
Italy, Slovenia and Sweden) where the
volatility of the income quintile ratio
does not enable straightforward conclu-
sions to be drawn about recent trends.
In these countries, inequality dropped at
some stage between 2005 and 2010 (in
2006 in Sweden, in 2007 in Estonia and
Italy, in 2008 in Slovenia and in 2009 in
Greece) but in all of them the decline in
inequality was subsequently followed by
an upward adjustment, resulting in values
in 2010 being almost the same as in 2005.

Chart 14: Index of S80/520 ratio 2005-2010 (2000=100) (%):
Countries where inequality diminished
and the income quintile ratio fell
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Source: Calculations by Commission services based on Eurostat data from EU-SILC.

(*)  The years in the Chart refer to the year in which the income was achieved. In Eurostat tables,
the income of e.g. 2005 appears among the results from 2006, i.e. the year of the EU-SILC
data collection.

Chart 15: Index of S80/S20 ratio 2005-2010 (2000=100):
Countries where the income quintile ratio stayed
within a narrow band around the initial point
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Chart 16: Index of S80/S20 ratio 2005-2010 (2000=100):
Countries where inequality rose
and the income quintile ratio went up
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Source: Calculations by Commission services based on Eurostat data from EU-SILC.

Chart 17: Index of S80/S20 ratio 2005-2010 (2000=100):
Countries where the income quintile ratio dropped

substantially at some point but moved back to the initial level
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Chart 18: Inequality adjusted household
income growth in the UK, 1961-2010
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Source: Adapted from Atkinson (2013). Note: The upper series shows the mean household
income in real terms, expressed in 2011/12 prices, measured on a logarithmic scale,

so that constant proportionate growth takes the form of a straight line. The second series
shows the mean income multiplied by a distributional adjustment equal to 1 minus the Gini
coefficient. The data is from the Institute for Fiscal Studies website (*).

Available at http://www.ifs.org.uk/fiscalFacts/povertyStats.
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3.2.4. Distributionally-
sensitive indices
of national income

There are several ways of adjusting data
on GDP per capita, or any other income
variable, to take account of distributional
variations in income across the popula-
tion (see Box 4). Such ‘distributionally
sensitive’ measures of national income/
income growth use an index of income
equality to produce adjusted time series
of growth, and this section reviews
the extent to which these can modify
growth outcomes.

Atkinson (2013) provides an illustration
of the potential distributional effect using
the long run historical experience of the
United Kingdom (Chart 18). This shows
the impact of the distributional adjust-
ment applied to mean household income,
using the Gini coefficient (i.e. the mean
income multiplied by a distributional
adjustment equal to 1 minus the Gini).
When account is taken of rising inequal-
ity, the annual growth rate of household
income over the period 1961-2010 falls
from 1.9% to 1.5% — a significant dif-
ference. The distributional adjustment
also changes the relative performance in
different periods. Whereas mean income
grew at 3.2% per annum in the 1980s,
compared with 2.1% in the 1990s, the
distributionally-adjusted growth rates
are virtually the same (2.1% in the
1980s and 2.0% in the 1990s). In effect,
the worsening of the income distribution
in the 1980s effectively wiped out the
gain from the higher growth rate.

Sen has shown how weights based on
a person’s rank in the distribution (so
that a person who is F per cent of the
way from the bottom receives a weight
of 2(100-F)/100), imply that the dis-
tributional impact should be measured
by the Gini coefficient. The implica-
tions of applying such a distributional
adjustment are shown in Chart 19,
which shows the change in the distri-
butional adjustment (1-Gini) between
2005 and 2010.

In this chart, a positive change means
that income inequality has fallen,
so that the distributionally adjusted
income has risen, and vice-versa. For
example, the Gini coefficient in Portugal
was 0.377 in 2005 and 0.342 in 2010,
producing the 5.6% (%) improvement in

(> ((1-0.342)-(1-0.377))/(1-0.377)
as a percentage.
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the distributional adjustment shown in
the chart. Distinct downward shifts in
the adjustment factor can be seen in
the cases of Bulgaria, Denmark, France,
Germany (although in this case it reflects
a sharp jump in the Gini in 2006 which
declined slightly thereafter) and Spain,
reflecting rises in income inequality. In
contrast, the distributional adjustment
factor rose by 5% or more in Hungary,
Latvia and Portugal and, to a lesser
extent (over 2%), in Belgium, Ireland,
Lithuania, Poland and Slovakia, due to
reductions in inequality over the period.

Looking at how the above inequal-
ity adjustment has impacted on trends
in an overall aggregate measure of
national income, namely in terms of real
GDP per capita developments between
2005 and 2010 (Chart 20), it is clear that
the adjustment can have a substantial
impact on growth figures in a considerable
number of countries. For example, positive
developments in reducing inequality over
this period in some countries resulted in
the inequality-adjusted GDP per capita
growth figure being around 4 percent-
age points higher than the unadjusted
figures in Lithuania, Poland, and Slovakia,
and around 6 percentage points or more
higher in Hungary, Latvia and Portugal.
In Ireland the reduction in inequality has
helped to dampen the extent of the fall
in GDP per capita by around 3 percent-
age points. In contrast, worsening inequal-
ity has led to an even stronger negative
adjusted growth figure in Denmark and
Spain, and in France to the growth figure
falling from close to static growth to a
decline of over 4%. Similarly, strong raw
growth figures in Bulgaria and Germany
are dampened considerably when the
effects of rising inequality are taken into
account through the adjusted figures.
In only a few cases (Cyprus, the Czech
Republic, Finland, Italy, Romania and
Slovenia) did the adjustment for changes
in inequality have little or no effect.

Focusing on how the distributional adjust-
ment impacts on the time series for an
alternative income measure, namely
real annual growth in mean equivalised
income (%) (Chart 21), it is again clear
that the adjustment can have substan-
tial effects. For example, in Denmark and
Spain, two of the countries identified
above as having rising inequality over
the period 2006 to 2010, it is clear that

() The reference period covered here
is generally 2006 to 2010 (for Romania,
2007 to 2010).
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Box 4: Distributionally-sensitive measures of national income

The most commonly used distributionally-sensitive measures of national income
are those developed by Sen (1976, 1979) and Atkinson (1970). Both approaches
are based on the product of real mean income and an index of income equal-
ity, with the mean income adjusted downwards by a factor that depends on
the extent of inequality. Recently, Jenkins has proposed an adjustment to the
Atkinson measure which helps identify who gains and who loses from growth.
These measures are described below:

- Sen index of ‘real national income’: the appropriate adjustment factor
is (1-Gini), i.e. one minus the Gini coefficient. Since a higher inequality
implies a lower (1-Gini), this penalises regions or countries with higher
inequalities, i.e. mean income is adjusted downwards if inequality measured
by Gini is high. Shaikh and Ragab (2008) show that inequality-discounted
GDP per capita (i.e. adjusted by the factor 1-Gini) can be interpreted as a
measure of the relative per capita income of the first seventy per cent of
a nation’s population, and as such is a measure of the income of the ‘vast
majority’ of the population. This provides a simple and intuitive meaning
for (1-Gini), in that comparing countries in terms of their inequality-adjusted
average per capita incomes turns out to be equivalent to comparing them
in terms of the real per capita incomes of the first seventy per cent of
the population.

- Atkinson index: the equality index = 1 - A(g) (i.e. one minus the Atkinson
inequality index A(g), where € > O is the inequality-aversion parameter). Larger
values mean that greater weight in A(g) is given to income differences towards
the bottom of the income distribution relative to those in the middle or top;
€ = 0 is the case in which no distributional adjustment is made.

- Jenkins (1997) proposes an increasing transformation of the Atkinson measure,
showing that it is additively-decomposable by population subgroup. The advan-
tage is that one can then write the income measure for the population as a
whole as a size-weighted sum of the income measures for each population
subgroup, thereby having a consistent accounting framework for summarising
who gains and who loses.

As Jenkins (2012) points out, transparency and understandability suggest using
measures that incorporate inequality indices that are already commonly used in
official statistics. This would favour the use of the Gini-based measure of Sen,
which uses an indicator of inequality which is well-established and widely avail-
able, an added advantage being that the Gini coefficient is less sensitive than
many other inequality indices to outlier values.

Chart 19: Change in the distributional adjustment (1-Gini)
from 2005 to 2010
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Chart 20: Change in real GDP per capita and inequality
adjusted real GDP per capita between 2005 and 2010
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positive in recent years, reflecting the
almost continuous decline in inequality.

Chart 21: Annual real growth rate of distributionally adjusted mean equivalised disposable income
(Sen index) and mean equivalised disposable income for selected Member States, 2006 to 2010
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The situation has been rather similar in
Ireland, apart from the year 2009 when
a sharp jump in inequality led to a more
pronounced downwards adjustment,
although the situation was turned around
the following year.

In several countries, including Latvia,
Poland and Romania, the annual growth
patterns since 2006 are very similar
overall for both the adjusted and unad-
justed series, but indicate a general
and continuous slight improvement in
income distribution. Finally, in a few
countries such as Belgium, the impact
of the distributional adjustment is more
volatile, with adjusted incomes trailing
in some years and being ahead in oth-
ers. Nevertheless that gap between the
adjusted and unadjusted figures often
appears substantial.

Such measures of the impact of inequal-
ity in the income distribution on overall
income developments provide an alter-
native way of monitoring the inclusive-
ness of growth to those highlighted
earlier (e.g. median income and median
income developments for the lowest and
highest quintiles).

Of course timeliness is an issue with
regard to complementing GDP figures
by distributionally sensitive estimates
of real income growth, which generally
require estimates of inequality from
household surveys. Here efforts are
currently underway to make data more
quickly available from the EU Statistics
on Income and Living Conditions. At the
same time, greater use of tax-benefit
microsimulation models is being explored
in order to ‘nowcast’ the contemporary
income distribution (i.e. use past distri-
butional data and link it to more recent
economic and labour market develop-
ments and tax-benefit policy changes to
forecast the current situation) before the
survey-based estimates became avail-
able — just as modelling and imputa-
tion are employed for deriving timely
GDP estimates (see for example Navicke,
Rastrigina and Sutherland (2013)).

3.35. Measures
of wealth distribution

One complementary area to examine is
the inequality in the distribution of wealth.
Indeed, the distribution of income only
provides a limited snapshot of the true
inequality situation in a society, while
wealth, which reflects the ability to
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command resources such as personal
savings and assets that have been accu-
mulated over time, ensures the sustain-
ability of material living conditions over
the long term. Moreover, the relationship
of wealth to income is not straightfor-
ward: high levels of income inequality do
not necessarily go together with high lev-
els of wealth inequality, and income-poor
households are not always wealth-poor.

The following section reports on the
results from the first wave of the
European Central Bank’s wealth sur-
vey (see Box 5) and examines the distri-
bution of wealth both across and within
euro area countries.

3.3.1. Variation in wealth
across euro area countries

According to the ECB HFCS, house-
hold net wealth varies substantially
across euro area countries. The median
ranges from €51400 (in Germany)
to €397800 (in Luxembourg), while
the mean ranges from €79700 (in
Slovakia) to €710 100 (in Luxembourg).
The marked variation is the result of
many factors, including income, house-
hold structure, home ownership, house
prices, the provision of public housing,
expected public pensions, inter-genera-
tional transfers/inheritances, taxation of
housing and cultural aspects.

Box 5: European Central Bank’s Household Finance

and Consumption Survey (HFCS)

The European Central Bank (ECB) has recently published the results of the first
wave of the Household Finance and Consumption Survey (HFCS). The HFCS includes
data from over 62 000 households in 15 euro area countries, collected (predomi-
nantly) in 2010. It provides detailed household-level data on wealth as well as
data on various aspects of household balance sheets and related economic and
demographic variables, including income, voluntary pensions, employment and
measures of consumption. Nevertheless, it must be noted that the ability to do
completely robust cross-country comparisons using HFCS data is affected by
several data issues, which include the following:

- The lack of information on access to ‘collective’ wealth such as publicly provided
healthcare, social security and pension provisions.

- Incomplete coverage of all pension assets (1), especially of statutory pen-
sion systems.

- The different fieldwork periods in different countries, which can be especially
problematic in periods of economic turmoil.

- Values of property are based on respondents’ own evaluations.

- Response rates are low in certain countries (of the order of 20% or below in
Belgium, Germany and Luxembourg).

(*)  The definitions of net wealth and financial assets adopted in the ECB (2013a) report
include voluntary private pensions and whole life insurance, but do not include public
and occupational pensions.

Chart 22: Median net household wealth
and household income across euro area countries
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Chart 23: Composition of households by household size
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Chart 24: Share of households which are owner-occupiers
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Source: European Central Bank, Household Finance and Consumption Survey.

Chart 25: Total capital stock per capita (euro)
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Chart 22 shows median net wealth
plotted against median income. The
chart gives the impression that, in gen-
eral, there is a positive relationship
between median household income and
median household net wealth for most
countries, with Austria, Germany, Finland
and the Netherlands being clear excep-
tions (high income but low net wealth)
together with Cyprus and Malta (net
wealth much higher than expected rela-
tive to income levels). Note that Austria
and Germany are both near the top of

400

the distribution in terms of income.
However, without Luxembourg (clearly
an outlier), there would be no strong link
between median household wealth and
income. This at first sight is unexpected
as a large part of wealth is generally
built up though the accumulation of
income. Particularly surprising is data
suggesting that Austria and Germany
are among the countries with the low-
est household wealth, while GDP per
capita and median incomes are among
the highest.

A few key factors explain much of the
variation in private net wealth across euro
area countries:

First, the underlying distribution in the
size and composition of households,
which varies considerably across
countries, influences the wealth of
the ‘typical’ household. There are far
more single households in the Northern
than in the Southern euro area mem-
bers (Chart 23). In Austria, Finland and
Germany, around 40% of households
are single households, meaning there
is less opportunity to ‘pool’ assets
in households in these countries. In
Southern Member States single house-
holds only account for some 20% of
households. The very different house-
hold structures across countries clearly
influence some of the typical measures
of the distribution of household wealth.
Another significant related issue is that
home-ownership rates for single-per-
son households are much lower.

Second, an examination of the compo-
nents of household net wealth shows
that most of the variation across coun-
tries is due to varying traditions involv-
ing home ownership, given that property
is clearly the biggest factor in house-
hold net wealth. Germany and Austria
have the lowest home ownership rates
in the euro area (Chart 24), and while
an ‘average (or typical) household’
in Germany and Austria is a ‘renter’
household, in the other euro area coun-
tries it is @ ‘homeowner” household.

In effect, the HFCS figures on the pri-
vate wealth of households only offer a
limited insight into the living standard or
true wealth of a society, as they do not
reflect households’ access to ‘collective’
wealth (such as publicly provided health-
care, social security and pension provi-
sions). For example, if part of the ‘wealth’
is collectively owned in the welfare state
this makes it less necessary for individu-
als to save to cover themselves against
risks. In Northern countries especially, part
of citizens’ wealth is collectively owned
— good healthcare infrastructure, and
reliable social security, are assets that
citizens can rely on. Moreover, if saving
for old age and major health expenditures
are largely handled through publicly organ-
ised social security systems, lower income
groups have less reason to build up wealth,
whereas if the state does not arrange this,
then individuals are forced to do so from
their private means. Hence comparative
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ratios of net private wealth across coun-
tries alone can give a highly distorted pic-
ture regarding the wealth of societies.

This is very much in line with the find-
ings of De Grauwe and Ji (2013), who use
Eurostat and OECD data to calculate total
capital stock per capita, which includes
government and corporate sector wealth,
to provide a more comprehensive measure
of the wealth of a nation. On this basis,
Germany is second highest in the euro
area, and the total capital stock per capita
of Northern countries is more than twice as
high as Southern countries such as Greece
and Portugal (Chart 25).

In this context, Maestri et al. (2013) find
that social expenditure is an important
driver of the cross-country variation in
wealth inequality, with low spending on
housing policies and old age pushing
poorer households to accumulate some
savings. In countries where poorer house-
holds are supported by housing policies
and subsidies, there is much less incentive
to accumulate (housing) wealth.

3.3.2. Inequality in wealth
within euro area countries

Comparison of the median and mean
net wealth figures gives an indication
of the distribution of wealth within each
country. The larger the ratio of the mean
to the median, the greater the inequality
in the distribution of wealth (Chart 26).
Clearly Austria and Germany stand out
as countries with by far the highest
inequality in wealth (both with ratios
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of around 3.5 or more, while in most
other countries it is below 2). This indi-
cates that household wealth in Austria
and Germany (%®) is more concentrated
in the richest households than in the
other euro area countries.

The distribution of mean net wealth
by quintiles (Chart 27) for Austria
and Germany highlights the strongly
skewed nature of the distribution
towards the upper quintiles, while net
wealth among the two bottom quintiles
is slightly negative (bottom quintile)
or not much above zero (second quin-
tile). This compares with a much less
skewed distribution in countries such
as Slovenia and Slovakia, where wealth

(%) The relatively low level of median wealth
in Germany is not a new finding. In the
2008 OECD report ‘Growing Unequal’

a similar low net worth for the median
household is also reported for Germany.

is relatively more sizable among the
lower quintiles.

Using a range of sources, Maestri et
al. (2013) examine the evolution of wealth
inequality over time and report that
increased polarisation took place during
the 1980s and 1990s in most countries.
They find that the evolution of capital,
financial assets, debt, their fiscal treat-
ment and the ‘superstar’ phenomenon all
help to explain trends over time. The evo-
lution of capital compared to labour and
their respective returns, together with the
weakening of taxation on capital, contrib-
uted to increased wealth inequality, with
the ‘superstar’ phenomenon contributing
to the increase in wealth shares at the top.

Chart 26: Ratio of mean wealth to median wealth
in euro area countries

Source: European Central Bank, Eurosystem Household Finance and Consumption Survey.

Chart 27: Mean net wealth by wealth quintiles
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4. How DO
DISTRIBUTIONAL MEASURES
RELATE TO QUALITY

OF LIFE OUTCOMES

AND THE BROADER
SUSTAINABILITY AGENDA?

There has been growing political aware-
ness and concern about rising inequal-
ity, especially given its apparent negative
effect on quality of life and other social
outcomes (see for example Wilkinson and
Pickett (2009)). Critics, such as Stiglitz
have argued that inequality is not only
socially divisive but also economically
disruptive, for example via its impact on
social capital. This section considers the
evidence supporting this view as pre-
sented in recent studies and literature.

There are a number of reasons why
a high level of inequality, or rapidly
increasing inequality, might be detri-
mental, both socially and economically.
Increased inequality can cause rifts in
society that undermine cohesion and
trust and even lead to civil unrest. From
an economic perspective, it might lead
to the waste of human capital and eco-
nomic potential.

Ideally this chapter would address all
aspects of the gap between rich and
poor, going beyond income and wealth
and relate also to inequalities in health,
life satisfaction and quality of life.
Various aspects associated with low
socio-economic status — such as low
income, greater risk of unemployment,
poor health, exposure to pollution, low-
quality nutrition and high stress — risk
having a cumulative and self-reinforcing
effect that may be obvious to those who
witness it but which is not always fully
recognised in policies (%).

Despite these limitations, there is a growing
awareness that less inequality is not just a
social goal but can actually foster growth
through the better use of human capital
by creating better opportunities among the
more disadvantaged, with fewer negative
spill-over effects of inequality on society at
large (Asplund (2004); Korpi (1985, 2005)).

(¥)  For an example of an attempt at a scientific
measurement of the interplay of these
factors see Blanchflower et al. 2011 available
at www.andrewoswald.com/docs/DecBiomark
ersBlanchChristakisOs2011.pdf

4.1. Inequality

and links to measures
of quality of life and
other social outcomes

The Communication ‘GDP and Beyond’
(European Commission, 2009) called for
GDP to be complemented by indicators of
quality of life and well-being and for bet-
ter reporting on distribution and inequal-
ity. In the same vein, the Stiglitz report
made a series of recommendations:

Quality of life depends on people’s
objective conditions and capabili-
ties (Recommendation 6).

Quality of life indicators in all the
dimensions (...) should assess inequali-
ties in a comprehensive way (Recom-
mendation 7).

Surveys should be designed to assess
the links between the various quality
of life domains (Recommendation 8).

Measures of both objective and sub-
jective well-being provide key infor-
mation about people’s quality of
life (Recommendation 10).

Seeking to accommodate these recom-
mendations, the European Statistical
System has committed itself to using
the European Union statistics on
income and living conditions (EU-SILC)
instrument as the core tool for meas-
uring quality of life, including the
incorporation of further topics and
subjective questions. Moreover, it
will complement the coverage of the
different dimensions of quality of
life (such as health, education and
personal safety) using additional data
sources (Eurostat, 2012)) (?®). Among
the various currently available data
sources on quality of life and well-
being, Eurofound’s European Quality
of Life Survey and the Eurobarometer
surveys (notably the long term data
series on life satisfaction) can be men-
tioned. Furthermore, various well-being
data sets exist worldwide. Together
these sources are enabling research-

(%) There is an ongoing project at Eurostat
for measuring Quality of Life Indicators.
Its mandate, approved by the Directors of
Social Statistics in March 2012, is to finalise
a dashboard of ESS indicators based on the
8+1 dimensions mentioned in the Stiglitz
report, and identify potential gaps and make
recommendations for future indicators to be
collected. A first preliminary dashboard was
published in May 2013 at this link:
http://epp.eurostat.ec.europa.eu/portal/page/
portal/quality_life/introduction

ers to draw international comparisons
and study well-being in a variety of
cultural and socio-economic contexts.

Traditionally, economists have used the
term ‘utility’ to measure well-being, with
its maximisation being seen as the pri-
mary pursuit of human activity. Today
few economists would fully subscribe
to that, with most recognising that it
is difficult to measure, and particu-
larly difficult to compare either over
time or between people (Van Praag B,
Ferrer-i-Carbonell, A. (2009)).

In practice, consumer preferences
for goods and services as expressed
through market exchanges were seen
as the only measurable manifestations
of the search for human satisfaction.
Nevertheless, in order to analyse
human welfare beyond consumption
and material conditions, and to bring
it closer to everyday concepts of hap-
piness and personal prosperity, econo-
mists have begun to make increasing
use of ‘subjective well-being’ as a
criteria in their empirical work in this
area (Box 6).

According to Rayo, L. and Becker,
G. S. 2007, ‘The principal motivat-
ing factor in our lives is the pursuit
of happiness. In most cultures, when
seeking this end, individuals place a
high priority on income, and spend
much of their waking time procuring
this intermediate goal. The connection
between income and happiness is by no
means trivial, however.’ For example,
personality and genes show a strong
influence on one’s subjective well-
being. Only 20% to 50% of subjective
well-being can be explained by exter-
nal factors such as one’s environment
and the resources at one’s disposal and
therefore could be a matter for policy.
The longer the period during which sub-
jective well-being is measured and the
longer the period for possible adapta-
tion, the bigger the role of personality
and genes in explaining the variance in
reported well-being (Diener E., Lucas,
R. E. (2003)).
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Box 6: What is subjective well-being and how is it relevant for social policy?

Subjective well-being refers to three closely related yet distinctive aspects of the human condition:

a. Life satisfaction — a cognitive evaluation of one’s life as a whole, summarising a lengthy period of life, not just a
momentary emotional state. It is a sense of contentment, a conviction that one has been living a good life which is up
to one’s expectations.

b. A hedonistic experience or effect, with a range of positive and negative emotional states such as joy, pride, pain, anger, worry,
anxiety, and including happiness. It is less sensitive to income than life satisfaction (Kahneman D. and Deaton A. (2010)).

c. The eudaimonic aspect — a sense of purpose and direction in life linked to a conviction that one’s actions have meaning
and value, and serve a good purpose. The word is derived from the Ancient philosophical debates, notably of Aristotle and
the Stoics, about ethics and virtue and about what constitutes a good life.

The body of studies about experienced (subjective) well-being, life satisfaction and happiness has grown almost exponentially
over the past thirty years. The kinds of underlying assumptions in this domain are that:

1. People know when they are happy and can communicate this fact.
2. When you ask people how they feel and whether they are doing well, they will be able to give a meaningful answer.

3. Large samples help cope with possible noise in the answers stemming from particular circumstances that are volatile and
not of a defining character for a person’s quality of life. Surveying large populations is likely to cancel out much of that noise.

4. The measurement errors resulting from the choice of methodology, e.g. the framing of the well-being question and its
place in a sequence of questions, can be minimised through the standardisation of survey designs across populations.

5. Despite its intrinsically subjective nature, the scores and answers to subjective well-being questions correlate with miscel-
laneous other indications about a person’s happiness, e.g. activity of the pre-frontal cortex of the brain measured by EEG,
systolic blood pressure, hypertension and heart conditions, etc.

6. Cultural bias (i.e. the observation that subjective well-being answers may be driven by cultural norms and normative
visions) remains a debated methodological issue and there are reasons to be cautious about cross-country comparisons
of levels of subjective well-being. (The cultural bias in subjective well-being measurement will be the subject matter of
a joint research project between the OECD and the European Commission in 2014.)

Policy uses of subjective well-being

The Stiglitz report states in its recommendations that ‘Measures of both objective and subjective well-being provide key
information about people’s quality of life. Statistical offices should [therefore] incorporate questions to capture people’s life
evaluations, hedonic experiences and priorities.’ Insights from subjective well-being studies offer a number of indications
as to where and how governments can help maximise happiness of societies and reduce suffering, including the following:

1. With regard to subjective well-being, people are sensitive to their relative position in society — people care about their
relative position in terms of income, wealth and status as much as they care about their objective plight. Therefore prior-
ity should be given to achieving a fair distribution of resources. Moreover, policies designed to raise everybody’s income
without addressing underlying inequalities will fail to maximise societal well-being.

2. People are loss-averse, meaning that, psychologically, losses are more important than gains (i.e. the loss of the same
amount of resource incurs a greater satisfaction loss than the satisfaction gained from an increase of the same amount
of resource). As Kahneman puts it: ‘when directly compared or weighted against each other, losses loom larger than
gains’ (Kahneman (2011)).

3. Economic growth, meaning the increase of production or the volume of monetary exchanges, can have externalities that
are detrimental to human well-being.

If the lessons from the well-being studies undertaken over the past thirty years by some of the world’s most renowned
economists, psychologists and sociologists are to be taken seriously, economic policy should recognise that among the key
determinants of low subjective well-being are material deprivation, poor health and being limited by disability, while high
subjective well-being is driven mainly by social relationships, good work/life balance, and quality public services. The focus
should therefore be on tackling deprivation, poor health and disabilities, and better integrating vulnerable people into soci-
ety, maintaining reasonable working hours allowing for a social life and the development of personal interests, and finally
maintaining quality public services despite austerity. As stated in a recent UK Office of National Statistics report (ONS 2012),
‘What determines happiness includes physical and mental health, the strength of family and community ties, autonomy and
a sense of control over one’s life, and leisure time.’
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The so-called Easterlin paradox suggests
that a society’s economic development
as measured by GDP per capita and its
average level of happiness are not linked,
at least when the level of economic
development is such that basic needs are
satisfied (*°). The thesis is named after
Richard Easterlin, whose seminal paper
of 1974 was entitled ‘Does Economic
Growth Improve the Human Lot?'. He
had tracked responses to a happiness
question in the US General Social Survey
between 1949 and 1970 and observed
that average reported happiness showed
no long-term trend and declined between
1960 and 1970 despite a steady growth
in GDP per capita throughout the period.
However, it must be noted that the
Easterlin paradox is still debated in the
scientific literature (*°).

The explanation by Easterlin highlights
that some unintended consequences of
growth, such as pollution, may diminish
the positive effects of growth on hap-
piness. Another standard explanation
points to the fact that human beings
care about status and their relative
position (Oswald, 2003 and Wilkinson,
2009). Raising the income of everybody,
even in equal measure, while maintain-
ing the pecking order, is unlikely to bring
significant gains in happiness, particu-
larly to those lower down in the peck-
ing order. A different explanation could
be attempted based on the distinction
between pleasures and comforts intro-
duced by Scitovsky in his classic book
‘The Joyless Economy: The Psychology of
Human Satisfaction’. In contrast to pleas-
ures, which are arousing experiences,
he sees comforts ultimately producing
no significant hedonic experience at
all (Scitovsky T. (1976)). In effect, mod-
ern societies are better at raising comfort
than pleasure.

In the same context, Tim Jackson
from the UK Sustainable Development
Commission, has returned to an earlier

(%) See http://www.wikiprogress.org/index.php/
Easterlin_Paradox for a good summary of
the debate around the Easterlin paradox
— Wikiprogress is a website launched by
the OECD at the World Forum on Statistics,
Knowledge and Policy in Busan in 2009.

(3°)  Betsey Stevenson & Justin Wolfers, 2013.
‘Subjective Well-Being and Income: Is There
Any Evidence of Satiation?’, American
Economic Review, American Economic
Association, Vol. 103(3), pages 598-604;
‘The Great Happiness Moderation’ (with
Sarah Fléeche and Claudia Senik), in
Happiness and Economic Growth: Lessons
from Developing Countries, A. E. Clark and
C. Senik (Eds.), Oxford: Oxford University
Press, forthcoming.

debate about the limits of growth, indi-
cating that:

‘Every society clings to a myth by which
it lives. Ours is the myth of economic
growth. For the last five decades the pur-
suit of growth has been the single most
important policy goal across the world.
The global economy is almost five times
the size it was half a century ago. If it
continues to grow at the same rate the
economy will be 80 times that size by the
year 2100’ (Jackson (2009)).

4.1.1. Variation in quality of
life and other social outcomes
across and within countries,
and by income level

The Stiglitz report states in its recom-
mendation number 10 that ‘Measures of
both objective and subjective well-being

provide key information about people’s
quality of life. Statistical offices should
[therefore] incorporate questions to cap-
ture people’s life evaluations, hedonic
experiences and priorities.’

In practice, perceived inequalities in
experienced well-being are large. In
many countries, the 20% of the popula-
tion with the highest levels of well-being
report life satisfaction of over 6 points
higher than the 20% of the population
with the lowest levels of well-being, with
satisfaction being measured on a scale
of 0-10.

Chart 28 presents an overview of the
variation across EU Member States in life
satisfaction by showing the ratio between
the 90" and 10™ percentiles of the distri-
bution. The calculation is based on Gallup
data and measures life satisfaction using

Chart 28: Inequality in life satisfaction — ratio between
the 90™ and 10* percentile of Cantril ladder scores, 2010

Cantril ladder ratio

The data for Estonia is from 2009.

Source: The Gallup World Poll, calculations by the OECD.
Note: The Cantril ladder measures life satisfaction on a scale from 0 to 10.

Reading Note: The Cantril ladder measures life satisfaction on a scale from O to 10.

The ratio shown above is based on the scores for the 10" and 90" percentiles which
represent integer values as they refer to the single 10" and 90™ percentile respondent

in an idealised sample of 100 respondents or 100" and 900" respondent in a sample of
1000. The values do not refer to average scores of the 1t and 10" segment of the sample.

Chart 29: Life satisfaction gap between the top
and bottom 209% of the life satisfaction distribution

Life satisfaction scores
on the EQLS 1-10 scale

} — Top quintile 4 Mean life satisfaction = Bottom quintile ‘
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Source: European Quality of Life Survey 2011/2012, calculations by Eurofound.

Note: The distribution and the respective quintiles used here refer to the life satisfaction
itself, not income. Countries are ordered by the distance between top and bottom.
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the so-called Cantril ladder (**) — a self-
anchoring scale proposed by Hadley Cantril
in 1965. The ratio varies from 1.5 (the
Netherlands) to 4 (Portugal).

The European Quality of Life Survey also
collects data on subjective well-being,
using a 1-10 scale. Three surveys have
been conducted so far — in 2003,
2007 and 2011/2012. The results show
that lower income quartiles have con-
sistently lower scores in life satisfaction
and happiness, and suffered the largest
declines during the crisis while the top
income quartiles have seen their well-
being rise in several countries, including in
Southern Europe (Eurofound (2013)).

Chart 29 shows the distribution of life
satisfaction, again not according to
income but to life satisfaction itself. The
difference between the top and bottom
quintiles of the distribution varies consid-
erably among countries, with the largest
gaps generally appearing in the Central
and Eastern European Member States
but also in Cyprus, the UK, Germany and
Austria (even though average life satisfac-
tion is relatively high in the latter four). The
smallest gaps are observed in the Benelux
and Nordic Member States.

Chart 30 shows what percentages of
responses on the EU level correspond with
the scale scores from 1-10, displaying a
large concentration around 7 and 8, but
with a sizeable proportion of the EU popu-
lation with extremely low scores.

Chart 31 indicates some of the factors
driving these low scores. For example, the
graph shows that 16% of respondents who
score very low (i.e. 1-4) on life satisfaction
in the EQLS survey, declare they have no
close support (from other people), while the
average among all other respondents (i.e.
for all other life satisfaction scores com-
bined) is half that at 8%. Being deprived
of at least two essential consumer items
is by far the strongest predictor of low life
satisfaction. Two thirds among those with
low (1-4) life satisfaction scores experi-
ence this situation of ‘material depriva-
tion’, while the share among all other
respondents is only a third. (Here material

(®1)  This is based on answers to the question
‘Please imagine a ladder with steps
numbered from zero at the bottom to 10 at
the top. The top of the ladder represents the
best possible life for you and the bottom of
the ladder represents the worst possible life
for you. On which step of the ladder would
you say you personally feel you stand at this
time?’ (Harter & Arora, 2008).
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Chart 30: Distribution of EU-27 life satisfaction
scores on the 1-10 scale

W
o

N
[

N
o

Scores 1 to 4 - the low

satisfaction group

-
o

wn

% of responses to the life satisfaction
question on the scale 1-10
-
w

o

Source: European Quality of Life Survey 2011/2012, calculations by Eurofound.

Chart 31: Risk factors in the group scoring low (1-4)
on life satisfaction

Deprived of > 2 essential consumer items
Lower secondary-level education or less

Limited by illness/disability

> 2 housing problems: rot, damp,
lack of space, shower, WC

Arrears in rent, mortgage, utility bills,
loans (2 2 of these)

Unemployed

m Respondents scoring
1-4 on life satisfaction
= All other respondents
I I I
0 10 20 30 40 50 60 70
Percentage of respondents with a particular factor

Separated / Divorced

No close support

Source: European Quality of Life Survey 2011/2012, calculations by Eurofound.

Chart 32: Comparison of life satisfaction by income quartiles,
for respondents with no arrears vs. those with 4 arrears
in the past 12 months (rent or mortgage, utility bills,
consumer loans, private loans)
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Source: European Quality of Life Survey 2011/2012, calculations by Eurofound.
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Chart 33: Life satisfaction for different income quartiles,
for respondents on a permanent contract vs. those
on a temporary contract of less than a year
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Source: European Quality of Life Survey 2012, calculations by Eurofound.

Chart 34: Gap in life satisfaction between
top and bottom income quartile, by country
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Source: European Quality of Life Survey 2011/2012, calculations by New Economics Foundation.

Chart 35: The 2007 to 2011 change in the life satisfaction
gap between top and bottom income quartiles
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Source: European Quality of Life Survey 2007-2011/2012, calculations by The New
Economic Foundation.

Chart 36: Gap between 1t and 5" income quintile
in self-perceived ‘very bad’ or ‘bad’ health
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Source: Calculations by Commission services based on Eurostat data from EU-SILC 2011.

deprivation (*2) is measured as an inability
to afford consumer items or a quality of
life deemed to be standard or normal in
contemporary society.) Other factors help-
ing to explain low life satisfaction are low
education, illness and disability, poor qual-
ity housing, being in arrears, being unem-
ployed and being separated or divorced.

The following two charts (Chart 32 and
Chart 33) link life satisfaction scores to
the existence of financial problems (pay-
ment arrears) and being on a short-term
employment contract, and highlight the
more pronounced impact of such factors
on low income groups.

The following graphs focus on the gap
in subjective well-being scores across
income quartiles, by country and over time.
Chart 34 highlights the fact that relative
income appears to be an important ele-
ment in life satisfaction in most countries,
except possibly in Austria and Denmark,
with the effect being more marked in
the central and eastern European coun-
tries, Germany, Greece, Portugal and the
UK. Chart 35 shows a mixed picture with
respect to the changes in the gap following
the crisis, with the gap decreasing in half
of the Member States while increasing in
the other half (mainly those hardest hit by
the crisis) over the period 2007 to 2011.

Inequalities in health

Another area where income inequality may
impact on social outcomes is with regard
to health. In 2008, the WHO Committee on
Social Determinants of Health concluded
that social inequalities in health arise
because of inequalities in the conditions
of daily life and the fundamental drivers
that give rise to them (WHO CSDH (2008)).
The range of interacting factors that shape
health includes material circumstances, the
social environment, psychosocial factors,
behaviours and biological factors. These
factors are, in turn, influenced by social

(**)  The European Quality of Life Survey from
which the present analysis draws used
a 6-item material deprivation list of items:

1. keeping the home adequately warm;

2. paying for a week’s annual holiday away
from home (not staying with relatives);

3. having a meal with meat, chicken or fish
every second day;

4. replacing worn-out furniture;

5. buying new clothes rather than second-
hand ones;

6. inviting friends or family for a drink or
meal at least once a month.

Note that the EQLS 6-item list used here is
different from the material deprivation list
used in the EU-SILC survey and consequently
in the monitoring of poverty and exclusion in
the Europe 2020 strategy.
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Education (ISCED)
Tertiary (5&6) — baseline
Post-secondary, non-tertiary (4)
Upper secondary (3)
Lower secondary (2)
Primary (1)

No education or pre-primary (0)
Income

Highest decile (baseline)
9" decile

8" decile

7" decile

6t decile

5t decile

4™ decile

3 decile

2" decile

Lowest decile

Material deprivation

0 items (baseline)

1 item

2 items

3 items

4+ items

Table 2: Estimated odds of reporting poor or very poor general health and long-standing illness,
by socio-economic characteristics in the EU-25 in 2010
Poor or very poor general health
Adjusted for one characteristic Adjusted for all three characteristics
Odds ratio Odds ratio

1.0 1.0
14 11
18 14
28 18
38 2.1
7.7 35
10 1.0
15

19

2.1 13
25

31

35

43 14
5.2

6.1

10 1.0
21 18
34 28
48 39
7.2 55

Source: Marmot et al. (2013).

position, itself shaped by education, occu-
pation, income, gender, ethnicity and race.
All these influences are affected by the
socio-political and cultural and social con-
text in which they sit. A loose summary of
this is the ‘causes of the causes’ of poor
health (Marmot et al. (2013)).

In recent decades much public health
activity has focused on proximate causes
of ill health. In relation to chronic dis-
ease this has meant aspects of lifestyle,
such as smoking, diet, alcohol consump-
tion, physical activity. One of the ways in
which social determinants influence health
includes the effects that lack of control,
stress and reduced capabilities have on
such behaviours (Marmot et al. (2013)).
The relationship between GDP and health
is not straightforward. Higher average lev-
els of economic activity do not necessarily
result in higher levels of health because
many other factors such as patterns of
income distribution, consumption, services
and the impact of public policies on health
can play an even greater role.

The European Commission regularly moni-
tors health inequalities in the European
Union (see for example European
Commission (2013b)), with the research

showing a clear socio-economic gradi-
ent with respect to health. For example,
Chart 36 shows a cross-country compari-
son of the health gap between low and
high income groups. Since all the data is
self-reported ratings of one’s health they
are vulnerable to a cultural bias, but they
nevertheless indicate a clear and substan-
tial gap between top and bottom income
quintiles in most Member States. Moreover,
Table 2 shows a consistent socio-economic
gradient in the risk of being of poor health
according to three criteria: level of education,
income level and degree of material dep-
rivation experienced, with low income and
education being associated with lower life
expectancy and a greater risk of poor health.

4.1.2. Latest research
findings on the impact
of income inequality
on social outcomes

Discussions around the issue of whether
income inequality affects an individual’s
happiness date back to the debate on
relative deprivation and relative utility,
and whether a person’s utility depends
not only on their own income but also on
their relative position in society (van de
Stadt, Kapteyn and van de Geer (1985)).

An intuitive explanation is provided by
Hirschman and Rothschild (1973) using
the analogy of a traffic jam on a two-
lane motorway to explain the effect of
income inequality on happiness. They call
this the ‘tunnel effect’ (Hirschman and
Rothschild (1973)):

‘Suppose that | drive through a two-
lane tunnel, both lanes going the same
direction, and run into a serious traffic
Jjam. No car is moving in either lane as
far as | can see (which is not very far).
| am in the left lane and feel dejected.
After a while the cars in the right lane
begin to move. Naturally, my spirits lift
considerably, for | know that the jam
has been broken and that my lane’s turn
to move will surely come any moment
now. But suppose that the expectation
is disappointed and only the right lane
keeps moving: in that case | will at some
point become quite furious’.

In this respect, there is evidence to
suggest that the way income and
social inequalities are viewed by those
affected will depend on the possibili-
ties for advancement which are open to
them (see Box 7 for a summary of actual
income mobility across EU countries).
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Box 7: Can people move up the income distribution?

A key issue in terms of effects of inequalities is whether people feel there is a genuine chance to move up the income and
social ladder, or whether such opportunities are effectively absent or limited. Empirical evidence (see d’Hombres et al. (2012)
for a summary) suggests that the perception of income inequality as a negative force in society depends critically on the
perceived possibility for upward social mobility.

Data published by Eurostat concerning the year-to-year transitions by income decile indicate different levels of mobility within
the income distribution across EU Member States. Average figures for the period 2006-2010 on the share of the population
experiencing no year-to-year change in their position in the income distribution (Chart 37) suggest relatively strong income
mobility in countries such as Austria, Spain and the UK as well as many Eastern European Member States. In contrast mobility
is more limited in the Netherlands and the Nordic Member States, Cyprus, Portugal and Romania.

Chart 37: Share of the population (%) experiencing no year-to-year change
in income decile averaged over the period 2006-2010
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Source: Eurostat, EU-SILC.
Note: Average is based on available data for the income years 2006-2010.

Focusing on the period just before the onset of the crisis (which has subsequently had a large impact on transitions within
the income distribution in some countries through job losses and wage adjustments etc.), no strong relationship is appar-
ent between the level of inequality in countries and the amount of mobility within their income distribution, although high
inequality countries (such as the Baltic States, Bulgaria and Spain) tend to have relatively high mobility, while the Nordic
Countries, Cyprus and the Netherlands have low inequality but also low income mobility (Chart 38).

Chart 38: S80/S520 income inequality measure versus income mobility, 2008 income year
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Source: Eurostat, EU-SILC.
Note: Based on 2009 SILC data (income year 2008).

Focusing specifically on upward mobility within the lower deciles (i.e. whether people at the bottom of the income distribution
have good chances to move up the income ladder), a similar pattern is observed (Chart 39). In the Nordic Member States and
the Netherlands there are relatively fewer chances to move out of the first or second decile to a higher income decile, while
in Spain and the UK more than 50% manage to make this transition.

408



http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/Chapter 7/Chap7_Chart-37.xls
http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/gif/Chap7/Chart/Chap7_Chart-37.gif
http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/Chapter 7/Chap7_Chart-38.xls
http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/gif/Chap7/Chart/Chap7_Chart-38.gif

CHAPTER 7: INDICATORS OF INCLUSIVE GROWTH TO COMPLEMENT GDP GROWTH

Chart 39: Share of population in deciles 1 and 2 moving up the income distribution in 2008
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Source: Eurostat, EU-SILC.
Note: Countries ordered according to average across first and second decile in the share of population who move to a higher income decile.

Comparison of the chances of upward mobility in the lowest deciles with the overall level of income inequality again sug-
gests that, while overall inequality is low in the Nordic States and the Netherlands, the chances for people to move up the
income ladder are rather limited, in contrast to the greater upward mobility from the lower income range in Spain and the
UK (Chart 40). The greatest challenges would appear to be in countries such as Bulgaria, Greece, Italy, Portugal and Romania
which combine relatively high levels of income inequality with limited chances for people to progress out of the lowest income
brackets. Dissatisfaction with inequality, and its impact on well-being and life satisfaction, might therefore be expected to

be more evident in these Member States.

Chart 40: S80/520 income inequality measure versus upward income mobility

for the lower deciles in 2008
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Note: Average of shares of population in deciles 1 and 2 who moved to a higher income decile in 2008.

50 55

Based on an extensive review of the
literature on income inequality and
its social consequences, d’Hombres
et al. (2012) find that higher criminal-
ity, reduced involvement in the political
process and, to some extent, lower social
capital formation and well-being, appear
to be tangible negative products of ris-
ing income inequality. In particular, the
authors highlight that:

The effect of income inequality on
happiness depends critically on the
perceived mobility in a country. If
income mobility is high, as in the
USA, income inequality tends to be
positively associated with reported

well-being as individuals tend to con-
sider that they will eventually reach
a higher income. The opposite is
observed in low mobility countries (i.e.
typically European countries) because
individuals feel that it is impossible to
reach a higher level of income.

The majority of the studies focus-
ing on the relationship between the
income distribution and criminal-
ity conclude that income inequality
has a detrimental effect on crimi-
nal behaviour.

Empirical analyses of the harmful
effect of income inequality on health

are not usually conclusive, at least
not in wealthier European countries.
This is in line with the fact that there
is still no widely accepted explana-
tion of how income inequality is likely
to impact on health. Furthermore,
some researchers tend to suggest
that the causality can run in the
other direction, from health status to
income inequality.

Heterogeneous societies might be
expected to be characterised by fewer
contacts and in consequence, by lower
levels of social capital. This prediction
appears to be empirically validated
by cross-country studies, as well as
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by those focusing on the US context.
Findings specific to EU countries are
limited and less conclusive.

The relationship between voter turn-
out and inequality is likely to be
mutually reinforcing in so far as the
benefits from voting are lower for
the low-income group, reducing their
incentive to vote. If this is the case,
policies may favour the better-off
groups, thus adding to income dispar-
ities. These predictions are confirmed
by the majority of cross-country and
single-country studies reviewed in the
above report.

Based on an analysis of simple bivariate
correlations, Eliaetal (2013) complement
the above literature review by examining
the correlations at NUTS1 level between
income inequality and social outcomes.
Their analysis reports significant bivari-
ate correlations between higher income
inequality and lower recorded voter
turnout, lower participation in voluntary
organisations, higher crime rates, higher
early school leaver rates, and lower
levels of trust. Conversely, outcomes
related to well-being and health were
not found to be significantly associated
with income disparities. However, since
this analysis relied on bivariate corre-
lations none of the statistical associa-
tions could be regarded as evidence of
a causal relationship.

As a final step, d’'Hombres et al. (2013)
carried out a multivariate analysis on
a selected number of social outcomes,
while controlling for a number of indi-
vidual and country level specificities (*3).
The social outcomes studied were health,
social capital (i.e. trust and participation
in organisations) and happiness. The
study concluded that the adverse effect
of income inequality on a range of social
outcomes as proposed by Wilkinson and
Pickett (2009) could not be confirmed by
the data, except with respect to trust. In
particular, the analysis could not find a
strong and significant effect of income
inequality on health, happiness and
participation in associational activities.
These results are robust to the inclu-
sion of a large number of individual and
country-specific variables and differ-
ent estimation strategies. However, the

(*)  The analysis examines the relationship
between income inequality and social
outcomes in a cross-country context, using
a long time period (1981-2008) and with
the time-invariant country heterogeneity
accounted for.

analysis suggests that income inequal-
ity has a potentially damaging effect on
trust, the implications of which should
not be underestimated, as highlighted
in the following paragraphs.

According to many researchers, trust
is critical for the functioning of socie-
ties (e.g. see Putnam (2000)). Social
capital and trust are factors linked to
cooperative behaviours and invest-
ment decisions as well as to the quality
of institutions, all of which are impor-
tant determinants of economic perfor-
mance (Knack and Keefer (1997), and
Guiso et al. (2004)).

When resources are not evenly distributed,
poor individuals may see themselves as
living in an unfair society where the rich
exploit the poor, leading low-income indi-
viduals to develop distrust against richer
individuals (Rothstein and Uslaner (2005)).
Most cross-country studies conclude
that, when income inequality is high,
social capital is under-developed (Knack
and Keefer (1997), Leigh (2006), Fisher
and Torgler (2006), Berggren and
Jordhal (2006), Bjernskov (2006)). Based
on aggregated country-level data drawn
from the World Values Surveys, cross-
country estimates reported in Knack and
Keefer (1997) show that income inequal-
ity is negatively and significantly related
to trust and civic cooperation.

As a final point on the importance of
trust for the functioning of societies, it
is useful to recall that, according to the
pioneer economist Adam Smith (1760),
the perception of fairness is the ‘main
pillar that upholds the whole edifice [...]
if it is removed, the great, the immense
fabric of human society must in a
moment crumble to atoms’. If correct it
underlines the need to be concerned that
rising income inequality may be leading
to lower levels of trust.

42. Impact

of inequality on
economic efficiency
and the sustainability
of economic growth

Apart from the link to notions of fairness,
solidarity and well-being, the evidence
available suggests that there is a strong
case for promoting greater equality in
terms of its contribution to economic effi-
ciency, notably by improving the use of
available human capital. Moreover, high
and rising levels of income inequalities

can undermine sustainable growth by
inducing insufficient aggregate demand
and/or unsustainable borrowing at the
lower end of the income distribution.

When the benefits of growth are not
widely shared, and too many people
are unable to fulfil their potential, this
threatens economic and social stability,
particularly in poorer countries. Likewise,
inequality can dampen economic oppor-
tunity by preventing poorer sections of
society from accessing the financing
needed to pursue profitable invest-
ments, and restrict them to less produc-
tive activities. It can also leave countries
much more exposed to the effects of
adverse shocks — with fewer people
able to dip into savings during bad times,
the decline in growth can be larger. This
section therefore reviews the evidence
on the implications of inequalities for
the achievement of sustainable growth.

4.2.1. Does inequality
reduce economic efficiency?

In an influential 1975 book ‘Equality
and Efficiency: The Big Tradeoff’, Okun
argued that the pursuit of equality can
reduce economic efficiency. He argued
that, not only can a more equal distri-
bution of incomes reduce incentives to
work and invest, but the efforts needed
to redistribute — through such mecha-
nisms as the tax code and minimum
wages — can themselves be costly.
He compared these mechanisms to a
‘leaky bucket’ from which some of the
resources transferred from rich to poor
‘will simply disappear in transit, so the
poor will not receive all the money that
is taken from the rich’ as a result, for
example, of administrative costs.

More recent research (Berg, Ostry, and
Zettelmeyer (2011); and Berg and
Ostry (2011)) contradicts this view, find-
ing that when growth is looked at over
the long term, the trade-off between
efficiency and equality may not exist. In
fact equality appears to be an impor-
tant ingredient in promoting and sustain-
ing growth.

Clearly the relationship between income
inequality and economic growth is com-
plex. Some inequality is integral to
the effective functioning of a market
economy given the incentives needed
for investment and growth, but inequal-
ity (particularly if it is high and rising)
can also be destructive to growth, for



example by amplifying the risk of cri-
sis or making it difficult for the poor to
invest in education.

In a recent article Stiglitz claims that
inequality is holding back the recovery
in the US (*%), arguing that the middle
class is too weak to support the con-
sumer spending that has historically
driven economic growth, and the ‘hollow-
ing out’ of this section of the population
since the 1970s has resulted in them
being unable to invest in their future by
educating themselves and their children,
and by starting or improving businesses.

In the long run, inequality might provide
the basic incentive to invest in assets
such as education, training and continu-
ing education, but rising poverty and
greater incidence of low incomes may
deny this option to many and thus lower
growth potential. An extension of this
argument is that more unequal societies
are also polarised societies, where the
poor not only lack access to credit and
public services, but also no longer have
the capacity to aspire (Appadurai (2004))
since social mobility becomes less and
less attainable.

In this context, according to the
OECD (OECD (2008)), the degree of inter-
generational mobility in countries (as
reflected by changes in the position in
the income distribution between par-
ents and their children) is related to
the level of inequality in the country.
Chart 41 shows a positive relation in a
cross-section of twelve OECD countries
between the extent of intergenerational
earnings elasticity (*°) (which reflects the
extent to which people’s income positions
are influenced by those of their parents,
and hence reflects the opposite of inter-
generational mobility) and conventional
measures of income inequality at a point
in time around 2000. Most significantly,
countries with the most equal distribu-
tions of income (i.e. with low inequal-

(**)  ‘Inequality is holding back the recovery’,
New York Times opinion pages,
January 19, 2013 (see http:/nytims/T2pAnW).

(**)  Roughly speaking, intergenerational
earning elasticity represents the fraction
of income that is on average transmitted
across generations (here measured by the
earnings elasticity between fathers and
sons). For example, an elasticity value of
0.4 indicates that 40% of the father’s
income position is transmitted to the next
generation. A value of zero represents
a case of complete mobility where the
incomes of father and son are completely
unrelated. A value of unity represents a case
of complete immobility where the father’s
income position is completely passed on to
the next generation.
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Chart 41: Intergenerational mobility and static income inequality
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ity) exhibit the highest income mobility
across generations, as indicated by low
intergenerational earnings elasticities.
For example, the influence of fathers’
income level on that of their sons is weak
in the Nordic countries, where inequality
is low, but strongest in Britain, Italy and
the USA, where inequality is high.

More generally, as highlighted previ-
ously inequality seems to be associated
with less sustained growth. Berg and
Ostry (2011) find that income inequal-
ity stands out as a key driver of the
duration of growth spells, with longer
growth spells being robustly associated
with more equality in the income distri-
bution (conversely, high growth spells are
much more likely to end sooner in coun-
tries with less equal income distribu-
tions), and with the effect being large as
well as significant. They emphasise that
it is a serious error to separate analyses
of growth and income distribution, and
that there are major long-run benefits
for growth of reducing inequality.

Referring to their analogy cited previ-
ously (at the start of Section 2), they
highlight that ‘a rising tide is still criti-
cal to lifting all boats, helping to raise
the lowest boats may actually help to
keep the tide rising’. From a longer-term
perspective, reduced inequality and sus-
tained growth may be two sides of the
same coin, with sustainable economic
progress most likely to be achieved when
the benefits are widely shared.

It is perhaps worth highlighting that, in
line with the above findings, the Europe
2020 Strategy stresses that growth can-
not be smart or sustainable unless it is
also inclusive, i.e. with greater equality.
The targets of a 75% employment rate
and of lifting at least 20 million peo-
ple out of the risk of poverty or social

exclusion are intended to shape the EU’s
socio-economic development model pre-
cisely in the direction of a more inclu-
sive growth.

In this context, there is a clear need for
pro-active public policies to improve
opportunities and transitions at the
lower end of the labour market and at
the bottom of the income distribution,
while tackling excesses at the top. This
need is well-summarised in the concept
of social investment, which is intended to
guide the design of 21 century welfare
states as part of the effort to achieve
and support inclusive growth.

4.2.2. Links between the

crisis and aspects related to
inequality in the distribution
of the benefits from growth

Income inequalities, with their many
causes including labour market polari-
sation, financial sector de-regulation,
loopholes in tax systems and weaken-
ing of the welfare state, are increasingly
viewed as a factor that contributed to
the economic and social crisis and that
makes recovery more difficult. Indeed,
many economists now agree that ine-
quality was a fundamental driver of
the crisis, as argued in a recent book by
Stiglitz (2012) in relation to the US and
as highlighted in a speech by the former
Managing Director of the International
Monetary Fund (*°):

‘Fundamentally, the growth model that co-
existed with globalization was unbalanced
and unsustainable. ... Inequality may have
actually stoked this unsustainable model.

(**)  Human Development and Wealth
Distribution, By Dominique Strauss-Kahn,
Managing Director, International Monetary
Fund, Agadir, November 1, 2010
(http://www.imf.org/external/np/
speeches/2010/110110.htm).
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In countries like the United States, bor-
rowing seemed to allow ordinary people
to share in the rising prosperity. Like the
Great Depression before it, the Great
Recession was preceded by an increase
in the income share of the rich, a growing
financial sector, and a major rise in debt.

If this is the case, how and through
what means did rising inequality lead
to the crisis? As explained for example
by O’Farrell (2011), the financial system
was able to disquise the fundamental
economic and social imbalances caused
by rising inequality in the period leading
up to the crisis, and to offset some of
its effects. Specifically, the downward
pressure on demand that one would
normally expect from sluggish wage/
income growth was compensated for by
the availability of credit in countries such
as the US, Ireland and the UK, and by
export-led demand and output growth
in Germany and some other countries.

Rising inequality in a climate of increas-
ing consumption led to poorer house-
holds increasing their borrowing. In a
number of countries, most prominently
in the USA, low income groups bor-
rowed money to increase their con-
sumption (Frank et al. (2010); Kumhof
and Ranciére (2010)) and this appears
to have allowed them to cope with the
erosion of their relative income situation
and to maintain higher living standards.

So, rather than investing in productive
projects, high earners effectively loaned
money to low earners, mediated through
the financial system, which allowed
aggregate demand to be maintained. At
the same time, low interest rates also
encouraged investment in highly risky
assets, from commercial property to
financial derivatives. As asset prices rose,
initially feeding the boom, this facilitated
access to even more credit, leading to
steadily rising indebtedness. The col-
lapse finally came when the financial
crisis struck.

The deterioration in the debt situation
of households in the period up to the
crisis is clearly evident in the data on
the gross debt-to-income ratio of house-
holds (Chart 42). Apart from Germany,
this ratio increased in all Member States
between 2000 and 2008, most

Chart 42: Change in the gross debt-to-income ratio
of households in EU Member States between 2000 and 2008
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Chart 43: Trends in the gross debt-to-income ratio

of households in selected EU Member States, 2000-2008
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notably in Denmark, Estonia, Latvia, the
Netherlands, Spain, the UK, and above
all Ireland (between 2002 and 2008).
The time series for the latter countries
indicates that the build-up of debt had
been fairly gradual from the beginning
of the 2000s (Chart 43), but followed a
much steeper gradient than for the euro
area as a whole.

All this suggests that monitoring devel-
opments in household private debt or
borrowing may be as necessary for
ensuring the sustainability of economic
growth as it is for monitoring the mate-
rial well-being of households.

4.3. Inequality
and the broader
sustainability agenda

If our economies make us richer in
the short-term but poorer in the long-
term, or breach environmental limits,

this is clearly unsustainable. Likewise,
if rising inequality threatens the longer
term cohesion of society, this is equally
unsustainable. This section therefore
reviews what measures are being used
to inform the broader sustainability
agenda (Box 8), and in particular what
role addressing (income) inequality
can play.

For example, increasing attention is
being paid to the link between social
exclusion and environmental depriva-
tion. Clean air and water, unspoiled
landscapes and rich biodiversity on the
one hand and pollution and noise on the
other are not evenly distributed. A study
‘Addressing the Social Dimensions of
Environmental Policy’ (Pye et al. (2008))
has shown that, in Europe, poorer people,
while polluting less, live in areas of lower
environmental quality, which contributes
to poorer health, stress and vulnerability
to natural disasters.
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Box 8: Towards a Global Sustainability Agenda

The United Nations have been evaluating progress and renewing their commitments to meet, by 2015, the eight ‘Millennium
Development Goals’, which range from halving extreme poverty, to halting the spread of HIV, to providing universal primary educa-
tion (United Nations (2013)). Simultaneously, a discussion is underway to create a new post-2015 framework for sustainable development.
The European Commission proposes that such a framework should cover basic living standards (including social protection, productive
employment and decent work for all, including youth, women and people with disabilities) (2). It should also look to the drivers for sustain-
able and inclusive growth so as to ensure that the benefits of growth and employment are widely shared, noting that the sustainable
management of natural resources would also require actions and training for the specific skill sets needed. Goals would help stimulate
opportunities for more inclusive and sustainable growth, supported by indicators looking beyond GDP including on social cohesion.

To strengthen its political mandate ahead of the international negotiations, the Commission launched a public consultation on
‘Rio+20 follow up’ (2). Over 125 responses came in from individuals, public authorities, businesses and business associations, NGOs,
trade unions and consumer protection groups. A large number of replies highlighted issues related to the inclusive green economy,
in particular pointing to the need for indicators beyond GDP, while others pointed to the need for a favourable trade environment,
eliminating environmentally harmful subsidies and environmental taxes (European Commission (2013a)).

The UN Open Working Group on Sustainable Development Goals (OWG) highlighted a need for disaggregated data regarding reach-
ing vulnerable populations and addressing inequalities. In their concluding remarks on employment and decent work for all, social
protection, youth and education, the Open Working Group stressed that economic growth must be inclusive and job-creating and that
the problems of youth unemployment, working poor, workers’ rights and access to basic social protection and skills for productive
employment should be addressed. Basic social protection does not need to await prosperity. The Issues Brief (*) for the OWG's upcoming
discussion on sustained and inclusive economic growth proposes a goal for sustained economic growth, social inclusion and environ-
mental protection with targets covering the Gini coefficient, increases in employment, improvements in the quality of jobs and decent
work. It is suggested that measurable indicators could be designed for all countries taking into consideration their individual realities.

The High Level Panel of Eminent Persons on the Post-2015 Development Agenda proposes targets related to reducing the share
of people living below their country’s 2015 national poverty line, increasing the number of people with skills needed for work, and
decreasing the number of young people not in education, employment or training. The proposed illustrative goals also address decent
jobs and social protection.

The World Bank (2013), besides its commitment to ending extreme poverty, favours tracking income growth among a nation’s bottom
40% of the income distribution as part of their initiative: ‘Shared Prosperity: A New Global Goal for a Changing World'. According to
the World Bank's Acting Vice President for Poverty Reduction and Economic Management, Jaime Saavedra-Shanduvi, the new indicator
captures two key elements, economic growth and equity, and it will seek to foster income growth among the bottom 409% of a country’s
population. Improvement of this shared prosperity indicator requires growth to be inclusive of the less well-off.

The Intemnational Labour Organisation, on the other hand, has proposed a conceptual framework for the measurement of decent work
and suggests shifting the policy attention and public discourse from the quantity to the quality of growth, focusing on a type of growth
that is inclusive, generates decent jobs and reduces income inequalities. The ILO framework puts forward indicators which cover the
substantive elements corresponding to the four strategic pillars of the Decent Work Agenda (full and productive employment, rights at
work, social protection and the promotion of social dialogue), among which are the elements of adequate eamings and social security.
Examples of indicators under this approach include in-work poverty rates, low pay rates and some indicators demonstrating coverage
and level of social protection floors (%).

The United Nations Sustainable Development Solutions Network (UNSDSN) has proposed to reduce by half the proportion of house-
holds with incomes less than half of the national median income. The UNSDSN also proposes universal access to primary healthcare
and reduced youth unemployment. Universal healthcare coverage was also proposed by the UN Secretary General Ban Ki-moon, who
has called for tackling exclusion and inequality by building inclusive economies with access to decent employment, legal identification,
financial services, infrastructure and social protection (°).

The UN Global Sustainable Development Knowledge Platform () includes the following in the list of potential future goals/targets for
eliminating poverty worldwide by 2030: universal health coverage; creating 63 million decent new jobs per year; achieving full, produc-
tive and decent employment for all; and GDP per capita above USD 10000 PPP in all countries by 2050.

Beyond 2015 (’) recommends ensuring that inequality be an explicit focus of economic policies and strategies (including encouraging
the use of systems of progressive taxation and equitable redistribution, committing to a focus on employment, youth employment,
skills and job matching, and implementing social safety nets and protection floor systems). Considering combining economic growth
with the creation of decent jobs for the poor and most vulnerable is a prerequisite for sustained inclusive growth.

(1) At the same time equality, equity, justice, peace and security would be promoted.

(3)  http://ec.europa.eu/europeaid/how/public-consultations/towards_post-2015-development-framework_en.htm

() http:/sustainabledevelopment.un.org/content/documents/2078Draft%20Issue%20Brief_Sustained%20and%20Inclusive%20Economic%20Growth_Final_160ctpdf
(%) http://www.ilo.org/wcmsp5/groups/public/---dgreports/---dcomm/documents/genericdocument/wcms_213309.pdf

() http://www.un.org/millenniumgoals/pdf/A%?20Life%200f%20Dignity%20for%20Allpdf

(6)  http://sustainabledevelopment.un.org/content/documents/975GSDR%20Executive%20Summary.pdf

()

Global campaign aiming to influence the creation of a post-2015 development framework. Beyond 2015 brings together some 800 civil society
organisations in over 100 countries around the world.



http://ec.europa.eu/europeaid/how/public-consultations/towards_post-2015-development-framework_en.htm
http://sustainabledevelopment.un.org/content/documents/2078Draft%20Issue%20Brief_Sustained%20and%20Inclusive%20Economic%20Growth_Final_16Oct.pdf
http://www.ilo.org/wcmsp5/groups/public/---dgreports/---dcomm/documents/genericdocument/wcms_213309.pdf
http://www.un.org/millenniumgoals/pdf/A%20Life%20of%20Dignity%20for%20All.pdf
http://sustainabledevelopment.un.org/content/documents/975GSDR%20Executive%20Summary.pdf

4
=
g
Q

Ed

EMPLOYMENT AND SOCIAL DEVELOPMENTS IN EUROPE 2013

At present the European Union uses a
set of 155 indicators to monitor progress
toward the targets of the Sustainable
Development Strategy. The social sus-
tainability indicators within the strategy
overlap with the indicators used to moni-
tor progress towards the poverty reduc-
tion target in the Europe 2020 strategy.
While income inequality as such does not
yet enter directly into policy targets, the
at-risk-of-poverty indicator included in
the Europe 2020 strategy target to lift
20 million people out of poverty or social
exclusion does capture a key element of
income inequality.

5. CONCLUSIONS

This chapter has explored the kinds of
measures that might be used to comple-
ment GDP in order to highlight the issue
of inclusive growth. Taking into account
the recommendations of the Stiglitz
et al. (2009) report, the relevant litera-
ture and related developments in inter-
national organisations such as the United
Nations, the OECD, the ILO and the World
Bank, it has reviewed potential indica-
tors that could be used to complement
GDP growth in order to capture inclusive
income growth and other distributional
aspects key to societal progress such as
wealth and quality of life.

Prosperity is strengthened when every-
one has the capacity to participate effec-
tively in the economy, and the benefits
of growth are widely shared. The global
recession, however, demonstrates that
the previous period of economic growth
had not necessarily produced all the
results desired, including that many of
the jobs created were of poor quality and
often precarious. Moreover, in so far as
part of that growth was based on shaky
financial foundations and environmental
degradation, it offered neither sustaina-
ble economic prospects nor equal oppor-
tunities for people. This underlines the
need to create more inclusive growth as
envisaged in the Europe 2020 strategy,
and more recently in the Commission’s
Social Investment Package. The poverty
and social exclusion target in the Europe
2020 strategy was introduced to signal
what kind of growth we envisage to
ensure inclusiveness.

This chapter has discussed measures
that encompass in particular the need
to integrate distributional aspects
for assessing inclusive growth. It has
considered a range of potential meas-
ures as listed in Table 3 and analysed
how taking account of distributional
aspects (of income) modifies growth
outcomes. It has also analysed how

Table 3: Potential measures which could be used to complement
GDP growth to highlight the issue of inclusive growth

Domain

Economic growth

Broad measures of progress
of society as a whole

Real GDP (per capita) growth

Distributional measures showing
how progress is distributed

Inequality adjusted growth
in real GDP (per capita)

Income Real median income growth | Income inequality
(as measured by Gini,
S$80/520, Palma or other
accepted indicators)

+ Real median income
growth within specific
quintiles (e.g. top & bottom)

Growth in adjusted gross
household disposable income
Change in gross debt-to-income
ratio of households
Wealth Median net wealth Wealth inequality as measured

by the divergence between
mean and median income or an
appropriate standard inequality
measure (e.g. the Palma ratio)

Quality of life/
Well-being

Median life satisfaction

Gap in life satisfaction
between top and bottom
income groups, and between
top and bottom life

satisfaction groups in itself

they relate to measures of quality of
life/well-being and how they inform the
broader sustainability agenda.

Among these indicators, those which
could be given greater emphasis (high-
lighted in bold in the table), broadly
reflecting the recommendations of
the Stiglitz et al (2013) report and
the current debate among the major
international organisations on this sub-
ject as well as practical issues (*7), are
the following:

1. The growth in real median
income (ie. adjusted for infla-
tion). The income figure would be
the median equivalised disposable
income derived from EU-SILC and/or
nowcasting techniques. Focusing on
individuals’ income provides a better
way of capturing what people actually
receive out of national income, while
the median is better than the mean
since it reflects progress in the mid-
dle of the income distribution. This
indicator would give an immediate
impression of real income growth for
a typical citizen, taking into account
the impact of price changes. This
proposal is very much in line with
the recommendations of the Stiglitz
et al. (2009) report and of the LSE
Growth Commission (2013).

2. While the above would provide a
view of average progress for society,
it could be accompanied by some
measure(s) of the inequality in
income distribution. The measures
worth considering are:

a. An overall indicator of the level
of income inequality across the
population. Several well estab-
lished measures are available (for
example the Gini coefficient,
S80/S20 ratio, Palma ratio) and
some of these are in regular
use across international fora to
monitor inequality. The EU has
an established tradition in using
the Gini and S80/S20 measures
as part of the portfolio of indi-
cators on social protection and
social inclusion agreed between
the European Commission and

(*)  The list is quite extensive, and some
potential indicators are more developed,
and more widely used and accepted,
than others. Some are still in the early
stages of development, or may have
limitations in terms of lack of timeliness
or irregular availability.


http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/Chapter 7/Chap7_Table-3.xls
http://ec.europa.eu/employment_social/empl_portal/publications/Esde2013/gif/Chap7/Tab/Chap7_Tab-3.gif

the EU Member States within the
Open Method of Coordination. The
Palma ratio has some affinity
with the World Bank’s indicator of
shared prosperity measuring the
income growth of the bottom 40%
of the distribution.

b. Indicators of how median incomes
for different parts of the income
distribution change over the ref-
erence period — for example, the
annual growth rate in real median
income for the lowest income
quintile and for the top income
quintile. This would be more read-
ily understandable by the general
public than the more specialised
indicators above, since it would
show in plain terms how incomes
have developed for the less well-
off and for the comparatively rich.
The OECD, for example, gave an
account of the long-term income
growth of the bottom and top decile
in OECD (2011a).

3. Adjusted growth in GDP using
Sen index of ‘real national income”:
Inequality adjusted growth in real
GDP (per capita), with mean income
adjusted downwards if inequal-
ity measured by Gini is high ([mean
income] x [1-Gini]). Taking into
account information on dispari-
ties in outcomes requires directly
adjusting GDP per capita, or other
income variables, for distributional
variations, making use of an index
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of income equality to produce an
adjusted time series of growth. Such
‘distributionally sensitive’ measures
of national income growth would
highlight the real impact of eco-
nomic growth on the majority of the
population. The Sen index also gained
attention in the research of the LSE
Growth Commission as mentioned by
Jenkins (2012).

. It would also be important to include

some overall measure for life sat-
isfaction and the associated gaps
within the population. Alongside
median life satisfaction, options
which could be considered include:

a. The ratio of life satisfaction
scores between top and bottom
income groups. For example,
surveys by the OECD show a siz-
able difference in life satisfaction
between top and bottom income
groups. Yet this difference varies
markedly between countries, sug-
gesting that policy may mitigate
life satisfaction by influencing,
not only the level and distribution
of household income, but access
to services, training, jobs, etc.

b. Since satisfaction is not solely a
function of income but related to
a range of other possible influences
including health, environment, fam-
ily situation etc,, it could also be rel-
evant to include a measure for the
distribution of life satisfaction in

itself. For this reason it would seem
appropriate to include a measure
of the ratio or gap between the
median life satisfaction of, say,
the 20% of the population with the
highest satisfaction versus that of
the bottom 209%. For an example of
such analysis see: Eurofound 2013.
The OECD publishes data on
inequality in life satisfaction as part
of their ‘Better Life’ initiative in the
‘How’s Life?’ report (OECD (2011b)).
Several Member States now pub-
lish updates about the trends
and the distribution of life satis-
faction among their citizens, e.q.
National Statistics UK (2013),
Amiel et al. (2013) for France, and
ISTAT (2013) for Italy.

This chapter has focused mainly on ine-
qualities in income but has also explored
the issue of inequalities in wealth, where
appropriate indicators could also be con-
sidered for the measurement of inclu-
sive growth once the available data has
been explored and further developed. An
exploratory analysis of the results of the
first wave of the European Central Bank’s
Household Finance and Consumption
Survey has highlighted that levels of
wealth, household sizes and composi-
tion, and patterns of property ownership
and values, all vary enormously within as
well as between Member States, and this
evidence is, in some respects, even more
revealing about the extent of inequali-
ties in our societies than the evidence
on incomes.
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