ECONOMICS

INCONSPICUOUS CONSUMPTION

BY JONATHAN MARSHALL

arely has a technical issue in
economics generated so
much passion or consumed so
much ink as the dispute over
changes in income distribution in

Two Measures of Inequality
INCOME VS. CONSUMPTION

RATIO OF TOP QUINTILE TO BOTTOM QUINTILE

the 1980s. Polemics flew last year
in The Wall Street Journal between
former President Bush’s top
economic adviser, Michael
Boskin, and MIT economist and
Clinton adviser Paul Krugman.
Any number of liberal politicians,
including President Clinton, have
decried the alleged demise of the
middle class and the runaway

gains of the rich. Yet this “fairness”
debate, so important in the 1992
presidential campaign, has been
fundamentally misguided by argu-
ments over the wrong data.

Caught up in analyzing num- ‘et
bers, economists sometimes forget
what they are really trying to
measure. The fairness question has
centered entirely on comparisons of in-
come, an easily quantified and under-
stood concept. But income is really only
a proxy for something more important:
material welfare. And in this regard, in-
come proves to have been a highly mis-
leading indicator.

With this realization, a growing num-
ber of social scientists are taking another
look at the data and coming to surprising
conclusions. The traditional view that in-
equality followed a U-shaped curve—
falling in the 1960s and *70s, only to rise
sharply in the ’80s—may be flat wrong.

“The corrected statistics show that the
standard of living is rising, inequality is
falling, and poverty is disappearing,”
asserts the distinguished Harvard
economist Dale Jorgenson. “The ‘fairness’
issue that has dominated the recent debate
over tax policy is based on faulty statistics.”

Economists have long understood that
consumption is a better measure than in-
come of welfare and that the two often
diverge. A telling indicator is the fact that,
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according to government surveys, the
bottom fifth of households in 1990 actu-
ally spent 80 percent more than their re-
ported income. A study by MIT economist
James Poterba of 1985 data shows that
only 61 percent of people in the bottom
income tenth were also at the bottom in
terms of consumption.

How could this be? The poor are usu-
ally eligible for substantial noncash
benefits, including medical care, food
stamps, and housing allowances, which
do not show up in official income statis-
tics. And many people, including those on
welfare, work in the informal or under-
ground sectors of the economy without
reporting their full incomes. (North-

western University sociologist Chris-

topher Jencks devotes a chapter of his
recent book, Rethinking Social Policy, to
documenting this finding.)

People may also “consume” more than
they eamn if they own substantial assets,
such as houses. A surprising 40 percent of

all poor households own their own hornes,
the overwhelming majority of which are in
good condition, according to surveys by the
Census Bureau and the Department of
Housing and Urban Development. These
homes provide an important stream of valu-
able services (shelter being the most ob-
vious) even when family income is low.

Another major reason for the wide dis-
crepancy between income and consump-
tion is that people save or borrow to smooth
out transitory income gains or losses. They
try to maintain a relatively level degree of
consumption that reflects their long-term
resources, or “permanent” income. Con-
sumption at any given time may thus be
higher than actual earnings.

For example, a medical school student
may appear impoverished by normal
measures of income yet live reasonably
well by borrowing against his or her fu-
ture income. Someone who receives a
one-time bonus or large capital gain may
show up in that year’s statistics as rich
yet save the windfall and maintain a
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modest standard of living.

Imagine a society in which every citi-
zen becomes unemployed at age 40 for
one year but otherwise enjoys exactly the
same salary. Everyone is therefore equal.
Yet an income-distribution chart would
show a huge gap between individuals earn-
ing nothing and those earning the standard
salary—a false sign of inequality. Measures
of consumption, however, would more ac-
curately show everyone nearly equal—
since most people would save to tide them
through their year of unemployment.

In the real world, individual incomes
do bounce around from year to year. A
one-year snapshot thus gives a mislead-
ing picture of long-term welfare. Nearly
half of all poverty spells last no more than
a year, for example. And in any given
year, nearly a quarter of all people in the
bottom fifth of income move up and out.
At the same time, many of the tem-
porarily rich move down a notch or two.
The result is that the distribution of re-
sources over time is much more equal
than income measures suggest.

Even critics of the Reagan era grant
these observations. For example, Harvard
economists David Cutler and Lawrence
Katz, now chief economist at the Depart-
ment of Labor, state in a recent working
paper for the National Bureau of
Economic Research that “economic
theory suggests that perranent income or
consumption is a more accurate measure
of the distribution of resources than is
current money income.”

Measures of consumption are not only
better indicators of well-being at any one
time but also better indicators of changes
over time. Christopher Jencks and Susan
Mayer, a sociologist at the University of
Chicago, argue in a new paper that “the
distribution of reporting errors, taxes, sav-
ing and borrowing, noncash benefits, physi-
cal and financial assets, consumer efficiency,
household size, age, physical and mental
health, and work-related expenses have all
changed over the past generation. As a re-
sult, changes in the distribution of income
need not imply parallel changes in the dis-
tribution of material well-being.”

Why, then, do the vast majority u1
economists persist in haggling over cen-
sus data on personal and household in-

come? The reason may simply be intel-
lectual inertia: The numbers are easy to
get and familiar to work with. “We are
wedded in tradition,” says University of
Texas economist Daniel Slesnick, a lead-
ing revisionist. “I don’t think it is a matter
of dispute that it is better looking at con-
sumption rather than income, but there is
alarge investment in this income data.”

hat difference does this make to

the fairness debate? It turns out
that consumption can be measured—
thanks to Census Bureau surveys of con-
sumption expenditures—and that the data
throw an entirely new light on changes in
material welfare over the decades.

Recent unpublished work by Slesnick,
who pioneered some of the analytical
techniques with Jorgenson, suggests that
“the level and trend of inequality” when
measured in terms of consumption “is
dramatically different from the income
inequality index.” By 1989, the level of
inequality was 23 percent lower than in
1947, he found. Most of the trend toward
greater equality took place between 1958
and 1973, but no reversal took place
thereafter. The infamous U-turn in in-
equality, he declares, is simply “illusory.”

Slesnick adjusts the consumption data
according to sophisticated econometric
estimates of individual needs in different
household types based on actual expendi-
ture patterns. He accounts for such vari-
ables as family size, type of residence (farm
or nonfarm), region of residence, and the
age, sex, and race of the household’s head.

Some of his adjustments are not par-
ticularly controversial. Most economists
agree that bigger families need more re-
sources than smaller ones to maintain the
same standard of living, for example.
(This adjustment can be significant, since
families in the highest income fifth are 80
percent larger, on average, than those in
the bottom quintile.) On the other hand,
Slesnick admits that there is no consensus
behind his adjustments for sex and race.

But even scholars who part company
with Slesnick on some of these points
come up with similar results. Mayer and
Jencks, for example, calculate that the
ratio of the top quintile’s consumption to
that of the bottom quintile changed only

microscopically from 1972-73 to 1988-
89, from 4.78 to 4.81. Comparable ratios
for income, on the other hand, were much
higher and rose faster, from 7.95 to 9.79.
“My conclusion is that there was really
not an increase in inequality to make any
fuss over,” Mayer says of her findings.

Using different assumptions of what
adjustments are appropriate between
different kinds of households, Cutler and
Katz produce more pessimistic conclu-
sions from the consumption data. But
even they acknowledge that income
measures make matters look worse than
they are. Their top-to-bottom consump-
tion ratio rises from 3.9 in 1972-73 t0 5.1
in 1988-89, but even in the latter period
the level of inequality remains only half
that for income. Using their consumption
measures, moreover, brings the poverty
rate in 1988 down from 12 percent (as
measured by the census) to 8.6 percent.

What should one make of all these
data? These new numbers should recast
the empirical terms of the political de-
bate, but they will not and cannot end the
controversy.

Itis still perfectly possible to conclude
from this new picture of inequality in
America that resources are distributed
unfairly. It is true that earnings have
grown more unequal over time. One can
still argue that Presidents Reagan and
Bush should have done more to help the
poor or soak the rich (although most
economists agree that their tax and spend-
ing policies were not the primary cause of
widening earnings and income inequality
during the *80s). Social critics may argue
that some Americans went too far into
debt to maintain levels of consumption
when their incomes fell. On the other
side, defenders of the status quo may take
comfort in the consumption data and
defend rising inequality of earnings as
reflecting appropriate returns to acquired
skills and education.

But these are primarily matters of
values and ideology. The debate over fair-
ness should rest there—not on misleading
data and faulty methodology.

Contributing Editor Jonathan Marshall is

economics editor of the San Francisco
Chronicle.
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MIXED REVIEWS

BY MARTIN MORSE WOOSTER

As the press constantly reminds us,
we live in a heroic age. Instead of a
trickle-down, laissez-faire, paralyzed
government, the Clinton administration
is a can-do, will-do, sharing, caring
government led by the Man from Hope.
Bill Clinton has surrounded himself with
advisers such as Ron Brown and Warren
Christopher, some of the century’s
greatest minds. The Soviet Union had
Marx, Lenin, and Stalin; America has
Roosevelt, Johnson, and Clinton....

You’ll have to excuse me. I’ve over-
dosed on the sticky feast of love dished
out by some members of the press in the
last few months. Every time I see another
journalist lie back, spread his or her legs,
and dream of Camelot, I rebel and blame
That Man in the White House for all my
troubles. The wind, the snow, the heat,
that terrible headache I had last Friday—
it’s all Bill Clinton’s fault!

One cheering sign, though, is that
some well-known leftists are as disgusted
with the Clinton administration as I am.
Nation columnist Christopher Hitchens,
for example, told The Washington Post
that he was so sickened by the optimism
dished out to him at Washington cocktail
parties that he was reminded of the mo-
ment in Peter Pan when the audience
claps to keep Tinker Bell alive. “That’s
how Washington feels right now,”
Hitchens said. “If you don’t go along, you
get looked at—as though you’ve just shot
Tinker Bell in the face....It reminds me of
my worst months at British public school.
Team spirit or you’re judged harshly.”

Well, as everyone knows, I’'m a *90s
kinda guy. I’ve found my inner child
and fed him plenty of doughnuts, Kool-
Aid, and beer. So, Christopher Hitchens,
I feel your pain.

Harper’s Magazine Editor Lewis
Lapham is also grumpy. Lapham has
never liked presidents very much; in
column after column, he lambasted
Jimmy Carter as a pious fraud, Ronald
Reagan as a menace to the republic, and

George Bush as a buffoon. But after 10
years of attacking Republicans, can
Lapham get back into the groove of trash-
ing Democrats again?

He certainly can. “Mr. Clinton ap-
parently believes in nothing except the
presentation of self,” Lapham writes in
the April Harper’s. “Like the evangelist
or faith healer, he delivers the good news
in alanguage empty of existential context
or historical reference....By seeming to
say everything, the President manages to

Clinton’s eagerness
to please has led
him to adopt a
new language for
liberalism. And, as
former Perot polister
Frank Luntz notes,
much of the change
in rhetoric is
designed to appeal
to Perot’s supporters.

say nothing. He defines himself as a man
desperately eager to please, and the vora-
ciousness of his appetite—for more
friends, more speeches, more food and
drink, more time onstage, more hands to
shake, more hugs—suggests the empti-
ness of a soul that knows itself only by the
names of what it seizes or consumes.”

linton’s eagerness to please has led

him to adopt a new language for
liberalism. Much of this change in rhe-
toric, former Perot pollster Frank Luntz
notes in the Spring Policy Review, is de-
signed to appeal to the supporters of Ross
Perot. In focus-group discussions con-
ducted last year, the major concerns of
Perot voters were reducing the deficit,

restoring the health of the economy, and
having an honest government. (Luntz
notes that Perot’s fans are not very con-
cerned about social issues, leaving Clin-
ton room to maneuver in areas such as
abortion and gays in the military.)

Luntz argues that Perot’s big bloc of
supporters is the main reason why “pro-
posals to expand government spending
and regulation are cloaked in pro-busi-
ness, pro-entrepreneurship language; tax
increases are justified as shared sacrifices
for a brighter future; campaign finance
reform and cuts in the White House staff
are pushed to appeal to the anti-politician
side of the American people.”

Perot’s supporters and others who
share their concerns will be watching
carefully to see whether Clinton follows
through on his commitments to job crea-
tion and deficit reduction. The early signs
are not promising. The reviews of Clin-
ton’s stimulus package, even from those
who support the idea in principle, have
been tepid at best.

In the March 1 issue of The Nation, for
example, Paul Davidson, an economist at
the University of Tennessee, recom-
mends spending $50 billion a year for the
next five years on job-creation programs.
But even Davidson admits that such ef-
forts will have little effect on the unem-
ployment rate. He also acknowledges
that raising taxes to fight the deficit will
mean that “some companies and house-
holds will have less to spend. If taxes are
raised in the next year or so, then some
business opportunities for profitable
sales, and hence job opportunities, will
be reduced even as Clinton is attempting
to create jobs.”

John B. Judis, writing in the March 15
New Republic, is more critical. Judis ar-
gues that many of Clinton’s reforms will
increase productivity and thereby reduce
jobs in the long run. Since the 1920s, he
notes, rising productivity and automa-
tion have enabled businesses to produce
more and better goods with fewer work-
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