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INCOME INEQUALITY

Income inequality may have become the new “Third Rail”
of politics in that it is difficult to have a civil discussion in
our divided world. One side attributes income inequality
to a greedy and nefarious 1% who are content to let the
rest of the population “eat cake.” The other considers any
discussion of income disparity as just another attempt by
the radical left to “soak the rich.” Of course, itis much more
complex than either of these simplistic views and the subject
is much too important to be swept under the rug because
of the emotional response that it elicits. So, at the risk of
angering some readers, | want to take on this topic and
will do my best to be factual and nonpartisan. In addition
to the general welfare of our country, this topic will have
important implications for economics and investing that
we should all consider carefully.
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The Facts

Of course, there has always been, and in a capitalistic system always should be, inequality of
income and wealth. After all, most of us believe in a system that encourages and rewards hard
work, ingenuity, and risk taking. So, the question is whether the disparity is increasing, and if so,
whether there comes a point at which it leads to serious consequences of one sort or another. Let’s
look at trends in both income and wealth disparity.
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This chart depicts the annual income earned by various percentiles of the U.S. population dating
back to the mid 1970’s, and a quick scan reveals two important trends. First, the gap between
the top 10% of income earners (90th percentile) and the remaining households has been steadily
widening over time. Second, the lower earning segment (10th to 30th percentiles) has experienced
relatively little growth in earnings for more than 40 years. To provide a little perspective, the top
1% of earners captured about 9% of all income in the mid 1970’s whereas the comparable figure
today is 22%, and the top 10% of earners currently garner just over 50% of all income. Some argue
that the growing income gap is not a problem as long as the bulk of the population is experiencing
some improvement in income and living standard. Well, median real (inflation adjusted) annual
wages for the bottom 90% of the population have grown since 1979 from $28,559 to $34,481, an
annualized increase of .5%. So, while there has been some improvement in real income for the
bulk of the population, the progress has been quite modest.
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Not surprisingly, the growing gap in annual income translates into significant disparity in wealth.

Ultra-wealthy take more of the pie
Share of American wealth owned by top 1 percent versus bottom 90 percent
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As indicated, the top 1% and bottom 90% each controlled about 33% of total wealth in 1962.
Today, the top 1% accounts for about 40% of wealth whereas the remaining 90% of the population
represents about 20% of the pie. It is difficult for most people to identify with the percentage of
wealth owned by different segments of the population so perhaps a couple of recent statistics will
bring the situation closer to home:

« Arecent study by Northwestern Mutual Life found that 21% of Americans have no retirement
savings whatsoever and an additional 10% have less than $5,000

+ The median net worth excluding home equity for those approaching retirement (55-64 age
bracket) is just over $45,000 which is hardly enough to support a comfortable retirement.
While including home equity would obviously raise the net worth figure, many people will
be unable to tap it for retirement purposes

+ Another survey estimated that 63% of the population does not have enough savings to
handle a $500 emergency
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Varied and Complex Causes

While those with political agendas tend to jump on one of the simplistic explanations for the growing
disparity that were mentioned in the introduction to this paper, the reality is that the causes are
numerous, complex, and in many cases, long standing. Moreover, many are attributable to neither
public policy nor conscious behavior on the part of individuals or groups but are the result of the

march of technology and the evolution of a global economy.

The first cause of widening income disparity is relatively modest growth in wages for a large
segment of the population.

FRED 2£) — Hourly Earnings: Manufacturing for the United States
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Asindicated in this chart, hourly wages have been growing in recent years at a much lower rate than
was prevalentin the 1960’s through the early 80’s. This chart depicts growth in nominal wages. As
previously mentioned, after adjusting for inflation, wages have been largely unchanged which is
an indication of only modest improvement in the living standard of many Americans. Among the

many reasons that are cited for this lack of wage growth are:
+ Intense global competition that has forced corporations to cut costs wherever possible

+ Substitution of computers, robots, and other forms of technology for many job categories

+ The decline in relatively high paying manufacturing jobs-there were 18 million such jobs
in 1987, today the comparable figure is 12.5 million

« The decline in trade unions-10.5% of jobs are represented today versus 20.1% in 1983

« Increasing concentration of corporate power as a result of globalization as well as a more
relaxed policy toward anti-trust enforcement
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The most controversial aspect of moderate wage growth is captured in the following chart which
shows the percentage of our national income that accrues to employees versus corporations:
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Note that employee pay as a percent of national income has declined from 67% to 62% while
corporations’ share has grown from about 8% to 13%. In other words, there has been a pronounced
shift in the division of our collective pie. One side argues that this is the result of corporate greed
while the other posits that there should be a higher return to capital in an economy that is dominated
by technology. As usual, the answer is likely much more complex than these simplistic positions.

Second, while the bulk of the population has experienced little wage growth, those at the high end
of the income distribution have enjoyed soaring compensation. From 1980 to today, average CEO
compensation has grown ten-fold after adjustment for inflation while that of the average worker
isonly 6% higher. In 1980, the average CEO earned a multiple of 42 times the compensation of her
typical worker, today the comparable figure is 347, and it has actually exceeded 500 in some years.
Depending upon the country, CEOs in Europe earn 12 to 20 times that of their average worker. A
large part of the difference results from the fact that corporate executive pay in the U.S is heavily
tilted toward options and other forms of equity based compensation that have benefited from the
long term bull market in stocks that we have enjoyed. But, the disparity between U.S. and European
pay practices also suggests a differing mindset or culture related to compensation. While statistics
are a little harder to come by, professional athletes and entertainers have enjoyed similar growth
in their compensation. While these figures are of great concern to some, others argue that all of
this is determined by market forces that simply reward skill and accomplishment.
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Third, in addition to CEOs, the bull market in U.S stocks has
disproportionately benefited other high net worth individuals because
84% of equities are owned by the top 10% of the wealth distribution.
One dollar invested in U.S. stocks in 1975 has grown to $92 today
assuming that dividends were reinvested.

Next, the top marginal tax rate in the U.S. declined from 90% in the
late 1950’s to 37% today. There are great debates as to the impact
of different tax rates on the economy, and reasonable people have
divergent views as to what constitutes a “fair” rate for differentincome
levels. But, the very nature of a progressive tax structure suggests that
lower tax rates disproportionately benefit upperincome individuals.

Finally, there are a number of sociological and geographical factors
that impact income and wealth disparity although they are very
hard to quantify. These are certainly outside my area of expertise so
I simply report the work done by others without offering any opinion
on them. In a knowledge based economy, there is clearly a higher
return to education, and several studies have noted a widening gap
in the educational achievement of children of higher versus lower
income families. Similarly, studies point to a growing gap between
more and less educated Americans in terms of marriage, parenting, life
expectancy, access to healthcare, and family stability. And finally, there
seems to be a widening geographic divide in which more educated and
higher income people want to live with other “knowledge” workers
creating a schism between urban and rural areas.

A review of this section suggests that many of the factors leading to
widening income disparity are deep seated and unlikely to change.
For example, some prognosticators believe that robotics and artificial
intelligence will eliminate many job categories including truck, bus,
and taxi drivers, retail clerks, and fast food workers which in aggregate
represent about 25 million workers, or about 16% of all jobs. Similarly,
intense global competition is a fact of life and the pressure on Corporate
America to maximize profits is unlikely to abate. All of these factors
may well continue to suppress wage growth. Finally, many of the
sociological and geographic trends have been under way for decades,
and they seem to be self-reinforcing in many instances.
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So, Why Should We Care About Income
and Wealth Disparity?

I am going to enumerate some of the reasons offered as to why this is

Some people argue
that we shouldn’t

an importantissue and | do so knowing that many are controversial. care about income
| will leave it to each reader to evaluate their merits. disparity because
But, before we get to reasons to be concerned, | should point out that a Capjta]ist system

some people argue that we shouldn’t care about income disparity .

o , , will always produce
because a capitalist system will always produce winners and losers. '
This group believes that the key is equality of opportunity rather than winners and losers.

equality of outcome. Now, for the concerns:

+ Fairness. Some have a general concern that a large disparity in
income and wealth is simply unfair. Others have more specific
concerns that disparity gives the people at the high end of the
distribution unfair control over politics and the economy.

+ Economic stagnation. If disparity results in social problems
such as unemployment, opioid use, poor healthcare, and so
on, the eventual result could be economic stagnation which
would ultimately impact the finances of even those at the top.

+ Financial crisis. Some believe that the lack of income growth
resulted in the widespread and excessive use of debt (sub-
prime auto and mortgage loans) to finance a reasonable living
standard ultimately resulting in the Great Financial Crisis of
2007-2009. Could it happen again?

+ Social unrest. Presumably, there is some point at which the
income and wealth gap becomes so large that there is social
upheaval of one sort or another. Those who are concerned
about this possibility point to the continuing violence in France.
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What are Some Possible Solutions?

Not surprisingly, there are conflicting views as to how we should
address this issue. One side argues that the best remedy is to make
the economy grow faster which would benefit all Americans. The other
suggests that the data clearly indicate that this “trickle-down” theory
has not played out over the past forty years and that more radical
steps are needed.

| collected a large number of potential solutions that have been
proposed by members of the second group including economists,
political commentators, and sociologists, and attempted to distill them
into a manageable and representative number of alternatives. Not
surprisingly, many are quite controversial and some clearly untenable.
And while many people support the objectives of some proposals,
there are significant tradeoffs and challenges with respect to funding.
My objective is not to propose or endorse a particular course of action
but to provide an indication of the range of potential options.

1. A large number of the proposed remedies revolve around
investments in human capital. A small sample includes:
+ Creation of universal Pre-K and enhanced
childcare opportunities
+ Free or heavily subsidized tuition for higher education
+ The creation of trade apprenticeship programs
+ Universal healthcare and nutrition programs
+ Re-training for those whose jobs are displace by
new technologies

2. Creation of jobs through infrastructure spending
3. A higher minimum wage

4. Modernization and expansion of the safety net including
unemployment insurance, enhanced Social Security, etc.

5. Elimination of what some perceive to be barriers to unionization
6. Protection of voting rights

7. Universal basic income-a highly controversial idea in which
every citizen would receive a basic income without either a
means test or work requirement
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[MPORTANT NOTES
AND DISCLOSURES

This White Paper is being made
available for educational purposes only
and should not be used for any other
purpose. Certain information contained
herein concerning economic trends and
performance is based on or derived from
information provided by independent
third-party sources. Diversified Trust
Company, Inc. believes that the sources
from which such information has

been obtained are reliable; however, it
cannot guarantee the accuracy of such
information and has not independently
verified the accuracy or completeness of
such information or the assumptions on
which such information is based.
Opinions expressed in these materials
are current only as of the date appearing
herein and are subject to change without
notice. The information herein is
presented for illustration and discussion
purposes only and is not intended to be,
nor should it be construed as, investment
advice or an offer to sell, or a solicitation
of an offer to buy securities or any type
of description. Nothing in these materials
is intended to be tax or legal advice, and
clients are urged to consult with their

own legal advisors in this regard.

WHITE PAPER | 8



Of course, even if all sides could agree on a set of measures, very
little of this would be possible without either a change in the tax code
or redirection of funds from other priorities. Specific tax proposals
include a more progressive structure with higher tax rates on upper
income brackets, higher tax rates on capital gains, expansion of the
estate tax, closing of a variety of “loopholes”, and so on. Needless to
say, tax increases would be very unpopular in many circles so their
enactment would require broad recognition and acceptance of the
notion that we need to make major societal changes.

Conclusion

| have tried very hard to be as objective and non-partisan as possible,
but I think it is important for me to actually take a stand. While |
certainly don’t pretend to have the answer, | do believe that income
and wealth disparity is likely to continue to grow, and | find it hard
to imagine that there is not some “tipping point” at which we begin
to experience significant economic and social problems. | choose
not to vilify any policy or group but instead suggest that we act
like responsible citizens and begin a civil dialogue. Many observers
from Winston Churchill to Warren Buffett have suggested that one
should never underestimate the ability of Americans to achieve great
outcomes, even in the face of difficult and complex problems. So, let’s
decide on our collective goals and values and set about constructing
a society that allows us to achieve them.
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