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California’s Changing
Income Distribution

A much-publicized issue in California has been the widening gap in
income received by low-income versus high-income households during
the past several decades. This report uses California tax return data
compiled between 1975 and 1998 to examine the changes in California’s
income distribution and their causes.
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The distribution of adjusted gross income (AGI) reported on Cali-
fornia tax returns has shifted a great deal in recent decades, with
the share attributable to the top 20 percent of returns rising and
that for the bottom 80 percent falling.

Over the entire period, this shift reflects a large increase in real
average earnings reported at the high end, contrasted with declines
in the low and middle portions of the income distribution. While in
recent years incomes have risen throughout the distribution, the shift
has nevertheless continued and even accelerated. This is because
the most rapid income gains have occurred at the top.

Numerous factors have contributed to the shifting distribution.
These include an influx of younger workers and immigrants into
California’s labor force, industry restructurings, the impact of glo-
balization and technological changes on wages for skilled versus
unskilled jobs, and high returns accruing to investors.

Due to the state’s highly progressive income tax structure, the
shifting distribution has helped cause state revenues to surge in
the past five years, made state revenues more volatile, and raised
the share of taxes paid by high-income Californians.

The underlying factors that have contributed to increased inequal-
ity will likely remain powerful forces in the future.

In dealing with income distribution issues, and to the extent that
increasing disparities are addressed, priority should be given to
policies that will facilitate upward income mobility.
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INTRODUCTION

A much-publicized issue in recent years at both
the national and state levels has been the change
in the distribution of income. Numerous studies
have documented a widening gap in earnings
reported by low-income versus high-income
households during the past several decades, with
the growth in income inequality being larger in
California than the rest of the nation. There has
been considerable debate about both the causes
and significance of this growing inequality,
whether it will continue to widen in the future,
and what should be done about it.

In this report, we look at the extent to which
distributional changes are evident in income
reported on California income tax returns. Tax
return data provide rich detail on the distribution
of income and, unlike other sources, include
information on capital gains—a particularly signifi-
cant contributor to the shift toward inequality in
recent decades (see accompanying shaded box).
We also look at some of the key factors respon-
sible for the shift, using historical employment and
industry wage data for California. Finally, we
discuss some of the fiscal-related implications of
greater income inequality.

WHAT DO THE TAX DATA SHOW?

Over the past quarter century, the distribution
of adjusted gross income (AGI) reported on
California income tax returns has shifted a great
deal. As shown in Figure 1 (see page 4):

€ The share of total AGI attributable to the
top 20 percent of taxpayers has consis-
tently increased, going from 41.7 percent
in 1975 to 56.7 percent by 1998. During
this same period, the share of income at
the very top end of the income distribu-
tion—for taxpayers with incomes exceed-
ing 99 percent of the taxpayer popula-
tion—nearly tripled, going from 7 percent
to almost 20 percent.

€ In contrast, the share of income attribut-
able to each of the four remaining

quintiles has fallen. Most notably, the share
attributable to the bottom quintile de-
clined by half—from 7.2 percent in 1975 to
only 3.5 percent by 1998.

As indicated in Figure 2 (see page 5), the
distributional shift toward greater income inequal-
ity has been evident for most major sources of
income including wages, interest, and capital
gains. Particularly notable has been the shift for
wages, where the share attributable to the top
20 percent of returns has increased from
37 percent in 1975 to over 49 percent in 1998.
This shift is significant since wages account for
over 60 percent of total income reported by
households on tax returns.
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DIFFERENT WAYS OF MEASURING THE INCOME DISTRIBUTION
Income distribution studies normally rely on one of two data sources, both of which share
certain limitations and each of which offers its own advantages and disadvantages. The first data
source is the Current Population Survey (CPS), which is a national survey conducted annually by
the U.S. Census Bureau of 50,000 households (of which about 5,000 are located in California).
The second is taxpayer data, drawn from either federal or state samples of personal income tax
returns. In California, the Franchise Tax Board’s annual state file is based on a sample of 85,000 tax

returns, and this is the data used in this analysis.

Limitations of the CPS and Tax Data

A frequent concern voiced about both CPS and taxpayer data is that neither provides a comprehen-
sive measure of household income. Neither includes, for example, the noncash employer-provided
benefits that households receive such as health insurance, 401-k funding, or pension contributions. Nor
do they include noncash public benefits, such as housing assistance, Medi-Cal, or food stamps. Further-
more, in both cases, household incomes are measured on a pre-tax, versus after-tax, basis.

Inclusion of noncash benefits and tax payments would reduce the overall degree of measured
income inequality in the U.S. and California economies, although their inclusion would not funda-
mentally alter the basic conclusions that are drawn from both the CPS and tax data—namely, that

income dispersion has been increasing over time.

Relative Advantages and Disadvantages of the Different Data

The CPS data provide a more comprehensive picture of income received by ordinary house-
holds in that it includes various income sources that are not taxable, and thus do not show up in
the tax return data. These include most Social Security payments, Supplemental Security Income,
public cash assistance (such as California Work Opportunity and Responsibility to Kids program
benefits), unemployment benefits, and nontaxable interest. Also, CPS data are less likely to be
affected by tax law changes that may influence the amount and type of income being reported
for tax purposes from one year to the next.

On the other hand, CPS data do not include an important source of income that is included on
tax returns—capital gains. These gains have been a key source of income growth at the upper end
of the distribution in recent years. Also, incomes reported by households for purposes of the CPS
survey are “top coded” by the Census Bureau, meaning that all households with incomes above a
specified threshold are assigned that fixed value (which was set at $100,000 for 1998). Thus, in
this sense, CPS data are incomplete for high-income households. Both of the above factors cause
the CPS data to understate the increase in income inequality that has resulted from rapid in-
creases in income at the very top of the distribution in recent years. For these reasons, the tax
data used in this report show larger increases in income concentration at the top of the distribu-
tion during the past 25 years than do other studies which are based on CPS data.

Finally, the CPS data for California are based on an annual survey of just 5,000 households in
the state, as compared to the tax file’s 85,000 returns. Thus, the CPS data provide a comparatively
less precise measure of both income levels and their changes over time.




Distribution of California Income Over Time
Adjusted Gross Income, All Taxable Returns by Selected Income Groups
Percentile 1975 1980 1985 1990 1995 1996 1997 1998
0 to 20th 7.2% 6.3% 5.7% 5.1% 4.1% 4.0% 3.8% 3.5%
20th to 40th 12.2 10.9 10.3 9.6 8.9 8.7 8.4 8.1
40th to 60th 16.6 15.8 15.2 14.3 13.8 13.4 12.9 12.8
60th to 80th 22.4 22.4 22.1 20.5 20.1 19.5 19.1 18.9
80th to 100th 41.7 44.6 46.8 50.6 53.0 54.4 55.8 56.7
Totals 100.0%  100.0%  100.0%  100.0%  100.0%  100.0%  100.0%  100.0%
95th to 100th 17.6% 19.6% 22.2% 26.6% 27.9% 29.8 31.7% 32.9%
98th to 100th 10.4 12.0 13.9 18.7 19.6 21.4 22.8 24.1
99th to 100th 7.0 8.2 10.1 14.4 15.0 16.9 18.3 19.6

EXACTLY HOW IS THE
DISTRIBUTION CHANGING?

Over the past quarter century, the shift in
California’s overall income distribution reflects
both a sizable increase in the real earnings re-
ported at the high end of the income spectrum
and declines in real incomes associated with
lower-income and middle-income returns. This is
depicted in Figure 3 (see page 6), which shows
the level and change in real incomes (incomes
expressed in constant 1998 dollars) associated
with each of the five quintiles of taxpayer returns.
As the figure indicates, average incomes for the
bottom 60 percent of returns fell in real terms over
the period, with most of the reduction occurring in
the late 1970s and the early 1990s. The declines
were most pronounced at the bottom of the income
distribution. In contrast, average incomes in the top
quintile grew by 66 percent during the period.

Part of the decline at the bottom of the distribu-
tion is related to the influx of younger workers into
California’s labor force—including immigrants from
abroad. As a group, such younger taxpayers tend
to be less experienced, less skilled, less likely to
hold full-time jobs, and have less investment
earnings than their older counterparts. Given this,
their increasing numbers have resulted in a reduc-
tion in average incomes at the bottom end of the
income distribution.

The effects of these newer, younger taxpayers on
the overall income distribution can be indirectly seen
by comparing it to the distribution of joint-return
filers, which in general represents an older and more
experienced subset of the taxpayer population. As
shown in Figure 4 (see page 6), a different picture
emerges when just joint returns are considered. For
this group, all quintiles experienced increases in real
incomes over the past quarter century, with the
largest gains being experienced at the top.
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Figure 2

Distribution of Selected California Income Components
Over Time

Share of Adjusted Gross Income Components
1975 1985

Quintiles 1995 1997 1998

Wages and Salaries

0 to 20th 7.5% 5.8% 4.6% 4.4% 4.1%
20th to 40th 12.9 10.8 9.5 9.6 8.9
40th to 60th 18.2 16.3 15.2 15.1 15.1
60th to 80th 24.4 24.3 22.6 21.8 22.5
80th to 100th 37.0 42.8 48.1 49.1 49.4
0 to 20th 9.7% 9.2% 6.2% 5.6% 5.4%
20th to 40th 12.6 12.2 10.5 8.9 11.9
40th to 60th 13.1 14.6 12.8 11.4 12.3
60th to 80th 16.6 17.7 15.3 15.9 14.9
80th to 100th 48.0 46.3 55.2 58.2 55.5

0 to 20th 7.0% 4.5% 4.1% 3.9% 3.4%
20th to 40th 7.1 6.4 7.7 6.5 7.2
40th to 60th 7.9 8.6 10.0 8.2 9.4
60th to 80th 10.8 12.3 13.6 12.7 13.2
80th to 100th 67.2 68.2 64.6 68.7 66.8

Net Capital Gains

0 to 20th 4.6% 2.1% 1.3% 1.6% 0.9%
20th to 40th 35 18 13 15 17
40th to 60th 6.6 25 2.2 1.9 2.2
60th to 80th 10.4 4.7 4.6 4.1 4.3
80th to 100th 74.9 89.0 90.6 90.9 91.0

The more favorable picture that emerges when
focusing on just joint returns suggests that at least
some of the declines in average incomes at the
lower and middle portions of the distribution for
the population generally are reflective of changing

also at work, a significant
portion of the long-term
decline in real average
wages is the result of rapid
increases in younger, less-
skilled, and less-experi-
enced workers in the
workforce.

Widespread growth in
average incomes reported
on joint returns is clearly
evident in the current
economic expansion. As
shown in Figure 5 (see page
7), over the five-year period
from 1993 to 1998, average
incomes grew by nearly
50 percent in the top
quintile, but also grew
modestly at the bottom and
middle segments. Given
current tight labor markets,
we expect income increases
to continue throughout the
income distribution in the
near-term future.

ECONOMIC FACTORS UNDERLYING
CALIFORNIA’S DISTRIBUTIONAL SHIFT
There are a variety of factors responsible for the
long-term shift in California’s income distribution
towards greater inequality. Some of the more

taxpayer attributes, versus stagnating incomes for
individual taxpayers. While many other factors are

important of these include changes in the compo-
sition of the labor force and jobs in the economy,
the impact of globalization and technological




Average Adjusted Gross Income by Percentile of Taxpayers—All Taxable Returns

Constant 1998 Dollars

Overall

Percent
Percentile 1975 1980 1985 1990 1995 1996 1997 19982 Change
0 to 20th $26,248 $21,375 $20,449 $21,494 $18,475 $19,047 $19,080 $19,732 -24.8%
20th to 40th 31,903 26,418 25,823 27,620 24,558 25,183 25,319 26,322 -17.5
40th to 60th 43,535 38,051 38,109 41,133 38,027 38,931 38,993 40,141 -7.8
60th to 80th 58,714 54,040 55,473 59,035 55,485 56,412 56,897 58,916 0.3
80th to 100th 109,389 107,685 117,482 146,089 145,908 157,843 169,195 181,885 66.3

a . .
Data for 1998 adjusted for the effects of law changes on the average incomes reported on taxable returns.

Average Adjusted Gross Income by Percentile of Taxpayers—Joint Taxable Returns

Constant 1998 Dollars

Overall

Percent
Percentile 1975 1980 1985 1990 1995 1996 1997 19982 Change
0 to 20th $31,645 $26,372 $26,675 $31,082 $28,985 $29,932 $29,324 $33,722 6.6%
20th to 40th 44,108 41,758 42,224 48,697 45,217 46,404 46,576 48,206 9.3
40th to 60th 56,124 54,669 57,756 61,467 60,772 61,950 62,227 64,094 14.2
60th to 80th 71,291 71,550 74,040 81,096 81,282 83,778 85,983 88,562 24.2
80th to 100th 128,741 134,022 153,887 199,874 209,600 228,894 247,620 272,382 111.6

8pata for 1998 adjusted for the effects of law changes on the average incomes reported on taxable returns.

changes on wages for skilled versus unskilled
jobs, and high returns on investments.

Jobs and Wages

As indicated above, one of the key factors
underlying the shifting income distribution is the
pattern of wage growth over time. In theory, a
shift in the distribution of wages can occur be-
cause of two factors: (1) differences in growth
rates of new jobs among low-, medium-, and high-
income occupations; and/or (2) changes in the

relative wages paid among occupations and
industries over time. In California, both of these
factors appear to have been at work.

Composition of Jobs. California’s economy has
undergone major structural changes, particularly
in the 1990s. These changes have had significant
impacts on the distribution of wages paid in the
economy. Specifically:

€ The state has experienced a large number
of new jobs in lower-skilled job categories.

6
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Income Gains—Widespread in Current Expansion

software design (including the
Internet), motion picture
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production, brokerage ser-
vices, professional consulting,
and engineering.

€ By contrast, growth in middle-
income jobs was depressed
and even negative in the early
1990s, when restructurings
resulted in substantial job
losses in California’s aero-
space, banking, and telecom-
munications industries.

The net impact of these job
changes during the past decade is
illustrated in Figure 6 (see page

Top 8), which divides net job growth

*

This has been due to increased demand in
the economy for child care, eating estab-
lishments, landscaping, housecleaning, and
personal services. Increased spending in
these areas is a reflection of growing
affluence within certain segments of the
population and the expanded number of
two-earner households during the past
quarter century.

A large number of new jobs have also
been created at the top end of the wage
spectrum (although fewer than at the
lower end). The growth at the high end
has reflected increases in such high-paying
industries as computer hardware and

in California between 1989 and
1998 into three categories: low-
wage industries (those with average industry-wide
wages of less than $25,000 per year); medium-
wage industries (those with average wages of
between $25,000 and $55,000 per year); and
high-wage industries (those with average wages
of more than $55,000 per year). The figure shows
that while job increases occurred at both the top
and bottom, job losses occurred in middle-wage
industries. These changes significantly contributed
to the increased income inequality that currently
characterizes California.

Relative Wage Increases. Over the past
quarter century, wages of highly skilled occupa-
tions have increased more rapidly than wages for
less-skilled, lower-paying occupations. This trend




Job Gains in Low-Wage and High-Wage Industries

Net Change in California Jobs
1989 Through 1998

High-Wage Industries
(>$55,000 Annually)

Middle-Wage Industries
($25,000 to $55,000 Annually)

Low-Wage Industries
(<$25,000 Annually)

Key Industries Involved

Securities Brokers
Computer-Related Services
Engineering

Motion Pictures

Electronics Manufacturing
Instrument Manufacturing

Construction
Banking

Aircraft and Parts
Missiles and Space

Temporary Services
Apparel Manufacturing
Eating and Drinking
Day Care
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accelerated in the 1990s. As one indication of this
phenomenon, our review of industry wage data
from 1989 though 1998 indicates that wages in
the top 25 percent of industries (ranked in terms of
their average wages at the beginning of the period)
have grown three times as fast as wages for the
bottom 25 percent of industries during this period.

This increased disparity in wages appears to
reflect a number of societal and economic factors.
These include: (1) a large supply of immigrant
labor, which has held down wages in a variety of
traditionally low-paying industries; and (2) the
impacts of globalization, which has resulted in
increased demand and higher wages in high-tech

industries (where the U.S. has a comparative
advantage), and lower wages in less-skilled
industries (where U.S. companies must vigorously
compete with imports).

The most fundamental factor at work appears to
have been an increase in the economic return to
education and skill levels in the economy, which
has been caused by the rapid pace of technologi-
cal change in recent years. Technological change
has made the workplace more complex than in
the past, and this has boosted the productivity
and wages of those who are able to effectively use
the advanced technologies. At the same time, it
has lowered wages in less-skilled occupations,
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which have been increasingly displaced by new
technological advancements.

High Investment Returns

While changes in the distribution of wages
accounts for a significant proportion of the shift in
the overall income distribution, other important
factors are also at work. Of these, particularly
significant is the increase in returns on investment
income, especially on stocks. High stock-related
returns affect the overall income distribution
because, although more households own stocks
today than in the past, it is still the case that the
majority of financial assets are held by those with
large amounts of income and wealth. For example,
according to the Survey of Consumer Finances
conducted by the Federal Reserve Board, the

nary information indicates that gains increased to
over $85 billion in 1999—a year-to-year increase
of over 40 percent. Since more than 90 percent
of capital gains are attributable to the top quintile
of the income distribution, the explosion in capital
gains has had a major impact on the overall
income distribution.

REGIONAL ASPECTS OF CALIFORNIA’S
DISTRIBUTIONAL CHANGES

Figure 8 (see page 10) provides regional infor-
mation on California’s income distribution by
showing the proportion of total taxpayer income
in each county that is attributable to the top
20 percent of returns. It shows that the degree of
income inequality is relatively high in the San
Francisco Bay Area, as well as in the coastal

households owned over three-
fourths of all financial wealth in

wealthiest 10 percent of U.S.

1998, and over 85 percent of all
corporate stocks.

Given this concentration of
financial holdings, the dramatic
appreciation in stock market
values in recent years has resulted
in major increases in investment
earnings of high-income house-
holds. As shown in Figure 7,
California capital gains realiza-
tions rose from about $20 billion
in 1990 to $60 billion in 1998,
roughly tripling over the eight-
year period. Moreover, prelimi-

Strong California Capital Gains Growth
In Recent Years

Capital Gains Realizations
(In Billions)
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regions of Southern California.
Income inequality is less pro-
nounced in the inland regions of
the state.

The growth in statewide
income disparity has also coin-
cided with an expanding income
gap between the higher-income
coastal counties and lower-
income inland counties of the
state. This partly reflects the fact
that a majority of jobs in the
state’s rapidly growing high-tech
industries are located in coastal
counties.

Income Distributions More Skewed
In Some Counties Than Others

Share of Total 1997 Income Received by Top 20 Percent of Taxpayers

- Greater than 60 Percent
- 55 Percent to 60 Percent

|:| 50 Percent to 55 Percent

D Less than 50 Percent
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WHAT DOES A WIDENING INCOME GAP
MEAN FOR INDIVIDUAL HOUSEHOLDS?

The overall distribution for a given year is a
“snapshot” of the disparity between households
who happen to be low-income, middle-income,
and high-income households for that particular
period. For households with relatively stable
income characteristics from year to year, their
position in the income distribution in any one year
is a good indication of where they lie in other
years. Certain other households, however, can
experience volatility in their year-to-year incomes,
due to such factors as capital gains realizations,
real property sales, inheritances, and so forth.
Thus, their position in the income distribution can
vary from one year to the next.

For this reason, increased inequality as evi-
denced by a widening average income gap does
not show what has been happening to specific
households, and does not mean that the same
households are necessarily experiencing greater
income disparities over time. Taxpayers in any one
income category may either remain in the same
category or move to a higher or lower one in
future years. This distinction is important, since the
consequences of a widening average income gap
are much more serious for households who are
permanently mired at the bottom of the income
distribution, than they are for households that are
at the low end temporarily.

Ideally, a comprehensive study of California’s
income distribution would track not only trends in

the average distribution, but also the incomes of
individual households over time. Unfortunately,
the data needed for a comprehensive “micro”
analysis of this sort currently are not readily
available at the state level. For this reason, there is
only limited information available on the charac-
teristics of those at the low end of the distribution,
including how long they have been there and their
prospects and likely time frame for moving up-
ward.

We do know, however, that households at the
lower end of the income distribution are comprised
of the following groups (see Figure 9 page 12):

€ Newly Hired Young Adults With Limited
Experience and Training, and Part-Time
Workers, Including Students. Many of
these individuals can look forward to
increasing earnings as they move into full-
time jobs and gain experience. Thus, their
presence at the low-income end is often
temporary and related to their stage in the
life cycle.

€ Retirees. The low-income status of these
individuals often reflects the fact that they
no longer work or that their peak earning
years have passed. Although limited
income poses significant problems for
many of these individuals and important
issues for policymakers—including
affordability of housing and medical care—

11



their presence at the low end of the distribu-
tion is to some extent life-cycle related.

Adults With Limited Earnings Potential.
Individuals in this third subgroup pose the
greatest policy concern, since their low-
income status often is ongoing and
unrelated to temporary life-cycle factors.
The subgroup includes adults with limited
or outmoded jobs skills; low-income
single parents who are accruing few
marketable skills for their futures; those
immigrants who have limited language and
job skills; and other less-skilled workers who,
for one reason or another, have a limited
ability to move up the income ladder. It is for
these individuals that declines in real wages
have the greatest adverse impacts because
of their long-term implications, and the
individuals’ limited alternatives and options.

Who's at the Bottom
Of the Income Distribution?

Newly hired young adults

OO

Part-time workers

e Students
* Retirees
e Single parents

O

Nonworking retirees with limited retirement
and investment income

O

Workers with limited earnings potential.

e Some recent immigrants
* Workers with limited education and job skills

IMPLICATIONS FOR STATE GOVERNMENT

STATE TAX REVENUES

The shifting distribution of income has had
significant implications for California’s tax rev-
enues. Specifically, due to the state’s highly
progressive income tax structure, the shifting

distribution has helped state revenues to surge in
the past five years, made revenues more volatile,

and raised the share of taxes paid by higher-
income Californians.

Strong Revenue Growth. Because of

California’s strong income growth experienced in
recent years, personal income tax (PIT) revenues
would have grown considerably during the period

even if the income distribution had not been
shifting at all. For example, had the distribution
remained unchanged and the additional income
been allocated proportionately across all income
ranges, PIT liabilities would have risen moderately
faster than statewide personal income growth
(which has been around 6.5 percent per year in
the current expansion).

In reality, however, not only did good income
growth occur—it was concentrated at the higher
end of the distribution. This had the effect of
raising the average rate at which income is effec-
tively taxed, even though the state’s progressive

12
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PIT bracket structure itself remained unchanged.
Under this progressive structure, taxable income
reported in California is subject to marginal tax
rates ranging from 1 percent to 9.3 percent, with
the maximum rate applying to taxable income in
excess of about $70,000 (for joint returns). This
system causes the ratio of PIT liabilities to in-
come—that is, the average PIT tax rate—to rise
with one’s income. As indicated in Figure 10, in
1998 the average income tax rate for taxpayers in
the bottom quintile was less than 1 percent (that
is, under $10 per $1,000 of income), while the
average rate for those in the top quintile was over
6 percent.

Due to this progressivity, the dramatic increase
in income reported on high-income PIT returns

caused personal income tax collections to jump
by an average of nearly 18 percent annually
between 1994-95 and 1999-00, or almost three
times as fast as statewide personal income. These
striking increases have largely been responsible
for the dramatic improvement in California’s fiscal
condition in recent years.

Greater Revenue Volatility. Because of the
strong income growth of recent years, the PIT has
taken on an increased share of total General Fund
revenues—its share rising from 44 percent in
1989-90 to 55 percent in 1999-00. The increased
importance of the PIT as a state revenue source
also means that California’s revenues are subject
to more volatility than in the past. This reflects the
growing significance of capital gains, stock op-

tions, and other forms of income

California's PIT Is Very Progressive

reported on the returns of high-
income households, which can
fluctuate substantially from one

Average Income Tax Rate in 1998 for
Adjusted Gross Income, By Quintile

7% 1

Bottom 2nd 3rd 4th

year to the next.

The Distribution of the Tax
Burden. The combination of
California’s progressive tax rate
structure and the increasing
concentration of income at the
top of the distribution—especially
capital gains and stock options—
has had a dramatic effect on the
distribution of PIT liabilities in
California. In 1998, we estimate
that about 85 percent of total PIT
liabilities were attributable to

Top
taxpayers in the top 20 percent of

13



the income distribution—up from about 70 per-
cent one decade ago.

INCOME DISPARITY WILL CONTINUE

It appears that the income distribution currently
characterizing California is likely to continue in the
future. In fact, depending on circumstances, the
disparity could even increase. Some of the forces
behind past shifts in the income distribution may
subside in the future. For example, tight labor
markets and economy-wide increases in productiv-
ity are presently resulting in increased wages and
benefits in industries that have lagged in recent
years, and we expect that these trends could
continue into the future. However, many of the
fundamental factors that have led to growing
income inequality in the past—for example,
technological change, globalization, and increas-
ing returns to education and job skills—will remain
powerful forces in the future.

IMPLICATIONS

What are the implications of California’s recent
income distribution trends for policymakers? The
answer is mixed:

€ On the one hand, it is natural and even
important for market economies to experi-
ence changes in their income distributions
over time as the inevitable consequence of
competitive market forces. These can
include domestic labor market supply-

demand imbalances, global competition,
and technological change. As such, distri-
butional changes are to be expected. In
fact, depending on the circumstances,
they need not be inconsistent with healthy
overall economic performance that incor-
porates sustained job growth, minimal
unemployment, and low inflation—all of
which currently characterize California.

€ On the other hand, increased income
dispersion can also bring with it certain
concerns and potential problems. For
example, concentrations of economic and
political power can develop. Alternatively,
certain individuals can become mired at
the low end of the distribution with no
easy way of moving up. Both such situa-
tions can yield unhealthy social outcomes.

Upward Income Mobility Should be Encour-
aged. In dealing with income distribution issues,
and to the extent that increasing disparities are
addressed, priority should be given to policies
that facilitate upward income mobility. Examples of
recent actions taken in this area include the
provision of educational assistance and child care
under the California Work Opportunity and
Responsibility to Kids program, steps to improve
K-12 school performance, and increased financial
aid for low-income students attending higher
education.
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