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Introduction'

Although there is little doubt that the Great
Recession constituted a watershed for overall busi-
ness cycle dynamics in the United States, the jury is
still out on its distributional consequences. Did
economic inequality change significantly during
the recession? If so, which dimensions—income
earnings, wealth and consumption—saw the largest
changes? And what impact did government poli-
cies, such as taxes and transfer programs, have over
this time period on both inequality and economic
well-being?

Analyses focused on the first two years of the
downturn seem to find no increase in economic
inequality; indeed, some report a decline. For
example, a recent comprehensive volume (Jenkins
et al. 2011) that analyzes income distribution in 21
Organisation for Economic Co-operation and
Development (OECD) countries (including the
United States) across the Great Recession sees “lit-
tle change in household income distributions in the
two years following the downturn.” Heathcote et al.
(2010b) and Petev et al. (2011) study inequality in
consumption expenditures in the United States up
until 2009 and also find little change (if anything,
they find a decline).

A longer-term view, however, suggests that high
levels of unemployment and the large drop in hous-
ing prices, both of which started during the Great
Recession but persisted well after, might have had
longer-term adverse distributional consequences. In
particular, the recession may have left a significant
fraction of the U.S. population with very little wealth
(due to the fall in asset prices) and poor labor mar-
ket prospects (due to high unemployment).

of others in the Federal Reserve System.

ABSTRACT

In this paper, we explore the impact of the Great
Recession on economic inequality and redistribution in
the United States. We analyze many sorts of inequality
(in earnings, disposable income, consumption expendi-
tures and wealth) for different sections of the eco-
nomic distribution.

Here we highlight three central findings.

In 2010, the bottom 20 percent of the U.S. earnings
distribution was doing much worse, relative to the
median, than in the entire postwar period. This is
because their earnings (which includes wages,
salaries, and business and farm income) fell by
about 30 percent relative to the median over the
course of the recession. This lowest quintile also
did poorly in terms of wealth, which declined
about 40 percent.

Redistribution through taxes and transfer programs
reached historically high levels in 2010. As a result,
spending power, captured by disposable income
and consumption expenditures on nondurables, of
this same lowest 20 percent did not significantly
change relative to other economic groups during
the recession.

Although government redistribution protected house-
holds from fully bearing the impact of an earnings
decline, households that experienced such a decrease
nonetheless endured sizable drops in disposable
income and drops in consumption expenditures.
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The goal of this paper is to paint a more complete
picture of the distributional impact of the Great
Recession, including more recent data from 2010
and part of 2011. Most importantly, this paper con-
siders inequality in a wide array of variables, such as
earnings, disposable income, consumption expen-
ditures and wealth, and looks at inequality for all of
these variables at different sections of the economic
distribution.

Our first finding is that during and after the
Great Recession, the bottom of the U.S. earnings
distribution has fallen dramatically. This is the
result of historically high unemployment and non-
participation. In terms of earnings, the bottom 20
percent of the U.S. population has never done so
poorly, relative to the median, during the whole post-
war period. We also show that this group experienced
rapidly declining wealth.

Despite this, we find that inequality in disposable
income and consumption did not increase at either
the top or bottom of the distribution, confirming
the findings of other studies. In other words, the
same bottom 20 percent of the earnings distribution
that fared so poorly during the Great Recession in
terms of earnings and wealth is in pretty much the
same relative position in terms of disposable
income and consumption in 2010, after the reces-
sion officially ended, as it was in 2006, before the
start of the recession.

Such a divergence of trends in earnings and dispos-
able income at the bottom of the distribution is
unprecedented in U.S. history, and we show that it is
mainly due to government transfers and taxes, as
opposed to private components of unearned income.

We conclude our study using panel analysis
(i.e., following a specific set of households through
time) to better assess the role of government taxes
and transfers. This allows us to distinguish
between the experience of a given section of the
income distribution (e.g., the bottom 20 percent of
the distribution, whose members change each
period) and the experience of a fixed group of
households (e.g., those households that were at the
bottom 20 percent of the distribution in 2006 but
whose position may have changed by 2010. If the
“Smiths,” say, were in the bottom fifth in 2006, we
use panel analysis to understand where the Smiths
ended up later on).

Our main finding is that although the bottom 20
percent of the earnings distribution experienced con-
stant disposable income or consumption expenditures
despite earnings losses, individual households that
face earnings losses and enter the bottom 20 percent
group do suffer significant losses in disposable income
and small losses in consumption.

Our main substantive conclusion is that govern-
ment redistribution in the Great Recession was at
historical highs and partially shielded households
from experiencing large declines in disposable
income and consumption expenditures. The same
households, though, have experienced losses in net
wealth, and this might make them more vulnerable
to further or more persistent earnings declines in
the future.

We believe our analysis provides useful data to
inform the policy debate about whether or not,
looking forward, the government should take a
more aggressive role in providing assistance for
households that experience earnings losses.

Income inequality in U.S. recessions:
Some historical perspective

We start our analysis by putting the Great
Recession in historical perspective, in particular by
comparing the patterns of income inequality in the
Great Recession with patterns of inequality in pre-
vious recessions.

Throughout this paper, we focus mostly on two
simple measures of inequality: the 50/20 ratio and
the 95/50 ratio. These are ratios of percentiles in the
economic distribution. For example, the 50/20 ratio
for income is the ratio of median income (the “50”)
to the income of the richest household in the bottom
fifth of the income distribution (the “20”). The 95/20
ratio for earnings is the ratio of the lowest-earnings
household in the top 5 percent of the earnings dis-
tribution (the “95”) to the median earnings figure.

These ratios have two advantages over other
inequality indicators. First, as ratios of variables, they
are easy to translate directly into inequality magni-
tudes and inequality changes. The second advantage
is that they concisely capture inequality at the bot-
tom and at the top of the distribution, respectively.

In terms of income measures, we first focus on
three measures of household resources. The first is
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earnings, which includes wages, salaries, and busi-
ness and farm income from all household mem-
bers. The second is total income, which includes all
sources of household income, including not only
earnings, but also interest, dividends, rents, private
transfers (such as alimony and child support) and
government transfers (such as Social Security,
unemployment insurance and welfare). The last
measure is disposable income, which subtracts tax
liabilities from total income.? To account for differ-
ent household sizes, we divide all three measures of
household income by the number of “adult equiva-
lents” in the household.?

Figures 1 and 2 report the evolution, from 1967
to 2010, of the 95/50 ratio and of the 50/20 ratio for
these three measures of household resources.

Figure 1 confirms the finding, highlighted by
several authors (e.g., Piketty and Saez 2003), that
inequality at the top of the distribution has
increased substantially during the 1980s and the
1990s. It also shows that there was an increase in
earnings inequality during the Great Recession.
This increase was due to the fact that median earn-
ings per adult equivalent fell quite substantially
from 2008 to 2010 (from around $26,300 to rough-
ly $24,700), while earnings of the 95th percentile
have been more stable (about $89,170 to $88,640).

Notice also that the increase in earnings inequal-
ity resulted in a rise in inequality in total income

but not disposable income, suggesting that taxes
reduced the differential impact of the recession on
the top and on the median. Overall, though, the
changes in inequality at the top of the distribution
were small compared with changes at the bottom, as
seen in Figure 2.

The first feature of Figure 2 that we want to high-
light is an extraordinary fall of the bottom of the
earnings distribution. This is captured by the 50/20
ratio, which increased sharply during the recession
from roughly 2.7 to nearly 3.5. Note that the 50/20
ratio rises in all recessions, which are, by definition,
periods of increasing unemployment. Higher unem-
ployment raises the fraction of households with no
or very low earnings, and this causes the 20th per-
centile of the earnings distribution to fall relative to
the median, thereby raising the 50/20 ratio.*

But note that while unemployment in 2010 was
slightly below its postwar historical high,” the 50/20
ratio in the same year was well above its previous
historical high, reaching almost 3.5, while in previ-
ous recessions it never exceeded 3. This suggests
that the cause for the high inequality at the bottom
is not just unemployment but also nonparticipation
in the labor market.

A second feature seen in Figure 2 is that the 50/20
ratios in both total income and disposable income have
much lower levels and, during the Great Recession,
experienced much smaller increases than the 50/20

Figure 1
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ratio in earnings. Indeed, despite the substantial
increase in earnings inequality, inequality in disposable
income was about the same in 2010 as in 2003.

This lack of change is quite remarkable; in all
previous U.S. recessions, with the exception of that
in 1973, disposable income inequality at the bottom
increased. Constant inequality in disposable
income during recessions has been experienced in
some European countries (Sweden, for example; see
Domeji and Flodén 2010), but it is unusual in the
United States. This suggests that mechanisms like
private or government transfers played an impor-
tant role in mitigating the effect of the Great
Recession on inequality in disposable income. The
next section investigates the impact of such mecha-
nisms in greater detail.

Income inequality in the Great Recession:
Getting to the bottom of it

First we look more closely into the large increase in
earnings inequality at the bottom of the distribu-
tion, and then we identify more precisely the causes
of the divergence between inequality in earnings
and in disposable income.

Earnings are the product of hours worked and
wages per hour, and the CPS provides data on hours
worked per household. Following a similar analysis to
that done by Heathcote et al. (2010a) for previous
recessions, Figure 3 plots average real earnings, aver-
age hours worked and average disposable income for
the bottom 20 percent and the middle 10 percent of
the earnings distribution. In both panels, all statistics
are “normalized” (or mathematically set) to 1 in 2008.

Three features of this figure are quite striking.
The first is that the increase in earnings inequality
was the result of a large absolute (and not relative)
fall of earnings at the bottom of the distribution.
The top panel shows that earnings at the bottom fell
more than 30 percent (in real terms) from 2008 to
2010, while the bottom panel shows only a moder-
ate 5 percent earnings fall for the middle.

The second is that the sharp fall in earnings at
the bottom can be attributed largely to the decrease
in total hours worked, which fell by 25 percent, and
not to a possible change in hourly wage rates.

The third striking feature of this figure—evident
in the top panel—is that the sharp fall in hours

worked and earnings for the bottom 20 percent of
households did not result in a parallel decline in dis-
posable income.

Taken together, these three facts suggest that
government and private support for unemployed
individuals played a major role in muting the
impact on disposable income of lower earnings and
employment during the Great Recession.

Our analysis of individual components of dis-
posable income found, not surprisingly, that
unemployment benefits contribute greatly to the
lack of increase in disposable income inequality as
do taxes (most likely through the Earned Income
Tax Credit program). Overall, it appears that gov-
ernment programs, as opposed to other non-
earned-income categories like interest or divi-
dends, best explain why increased earnings
inequality did not increase income inequality dur-
ing the Great Recession.

Figure 3 Earnings, hours worked and disposable income:
The bottom 20 percent and the mid 10 percent
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Consumption inequality during
the Great Recession

Previous research on inequality (e.g., Blundell and
Preston 1998 and Krueger and Perri 2006) has sug-
gested that the distribution of consumption expendi-
tures, not of income, gives greater insight into the dis-
tribution of household well-being. Financial markets
permit consumption expenditures that are more
closely related to a household’s lifetime resources
(sometimes referred to as the “permanent income” of
the household). Consumption, therefore, is a better
indicator of the well-being of the household.

This logic might also be relevant in evaluating
the distributional impact of the Great Recession, for
two reasons.

One reason is that current consumption better
reflects expectations about future income prospects
than do current earnings—an individual who
expects to lose his/her job may well reduce expen-
ditures even when she/he is still employed.

We have just established that during the Great
Recession, inequality in disposable income did not
increase because government transfers like unem-
ployment insurance supported disposable income of
low-earnings households. But if shocks to earnings
are persistent and transfers to low-income house-
holds have limited duration, then the permanent
income of some low-earnings households will fall,
and so we would expect to see a drop in consump-
tion expenditure, despite stable disposable income.

The other reason consumption expenditures
might be a better indicator of distributional changes
is related to the fact that the defining event of the
Great Recession was the large fall of asset prices,
particularly of housing.

Consider two households with the same income
but very different shocks to the value of their
wealth. Looking only at income would not inform
us about distributional changes between them, but
looking at consumption would, as the households
would adjust their consumption in response to
changes in their net wealth. More concretely, when
housing prices fall, households feel less wealthy and
spend less—even when their salaries and other
income streams do not change.

For these reasons, understanding the evolution
of consumption distribution during the Great

Recession may shed light on the impact of the
recession. Here we present household-level con-
sumption data from the Consumer Expenditure
(CE) Interview Survey. The CE Survey is a rotating
panel of households that are selected to be repre-
sentative of the U.S. population. Each quarter the
survey reports, for the cross section of households
interviewed (about 6,000), detailed demographic
characteristics for all household members, detailed
information on consumption expenditures for the
three-month period preceding the interview and
information on income, hours worked and taxes
paid over a yearly period. The most recent data
available are from the first quarter of 2011.

The statistics we present track closely those ana-
lyzed earlier. We start with inequality at the top, cap-
tured by the 95/50 ratio, together with inequality in
earnings and disposable income (from the CE sam-
ple). Figure 4 reports measures of inequality in
expenditures on nondurable goods (labeled
“Nondurable Consumption”) and inequality in
expenditures on nondurables plus a few durables
such as cars and furniture (labeled “Nondurable
Consumption+7).%

Overall, the figure suggests that despite some
swings in the inequality measures, the Great
Recession did not significantly change inequality
in consumption for households at the top of the
distribution.

Figure 4 Consumption and income inequality
at the top
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Notice how, in the initial phase of the reces-
sion, inequality in both consumption measures
seemed to fall; this might be simply due to the
large fall in purchases of durables that took place
in the middle of the recession. If many consumers
stop purchasing durables, fewer large consump-
tion expenditures are recorded and, hence,
inequality at the top falls. Consistent with this
hypothesis is the fact that by the end of 2010,
inequality in expenditures at the top returned to
the same level as in 2006.

Figure 5 reports inequality at the bottom, the
50/20 ratio. The plot lines for earnings and dispos-
able income mimic closely those observed for CPS
and, perhaps not surprisingly, given the steady path
of disposable income over these years, inequality in
consumption barely moves during the Great
Recession.

Figures 4 and 5 suggest an overall stability of
consumption inequality over the course of the Great
Recession.

In the last part of this section, we investigate the
issue further by focusing, as we did in Figure 3, on
the bottom 20 percent of the earnings distribution.
Figure 6 plots, for the bottom 20 percent of the
earnings distribution in each quarter, average earn-
ings and disposable income, average nondurable
and nondurable+ consumption and average total
net wealth, all normalized to 1 in 2007q4.

First, notice that earnings and disposable income
behave very similarly to the corresponding CPS
series in Figure 3. Nondurable consumption tracks
disposable income closely and does not seem affect-
ed by the fall in earnings. In contrast, both the aver-
age wealth and the nondurable+ series for this
group fall considerably.

It would no doubt be difficult—and certainly it
is outside the scope of this paper—to establish a
causal link between the fall in earnings and in
wealth of this group. Nevertheless, the figure sug-
gests that the bottom 20 percent of the earnings
distribution in 2010 was a very different group
than it was in 2007. The bottom 20 percent groups
in 2010 and 2007 had the same disposable income,
but both earnings and wealth of the 2010 group
were 40 percent lower. In absolute terms, this
means that the average wealth of the bottom 20
percent fell from around $80,000 in 2007 to a little
over $50,000 in 2010. The lower wealth is particu-
larly important, as it makes this group more vul-
nerable if government support for low-earnings
households were to cease.

A panel analysis

The cross-sectional data analyzed in the previous
sections show that while earnings for the bottom
20 percent of households fell dramatically over the

Figure 5
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Great Recession, disposable income in the same
group was virtually constant. However, these
cross-sectional data do not necessarily tell us how
individual households are faring over time, since
the group of households in the bottom 20 percent
changes each year; some previously higher-earn-
ings households move into the bottom 20 percent,
and some households that were previously in the
bottom 20 percent move out of it.

In this section, we use panel data from the
Panel Study of Income Dynamics (PSID) to
study the importance of two components of the
bottom 20 percent group: (1) changes in income
and expenditures of households that stay in the
group, and (2) changes in the composition of the
group.’

In particular, we look at a series of statistics for
a particular group: the bottom 20 percent of the
earnings distribution.

We find that earnings for the bottom 20 percent
rose slightly between 2006 and 2008, by about the
same amount as in the cross-sectional data in
Figure 3. Disposable income rose as well.

What we want to highlight is that while dis-
posable income for the bottom 20 percent as a
whole rose slightly between 2006 and 2008, this
increase is due only to a change in the group’s
composition. The panel analysis allows us to con-
trol for these compositional effects and shows
instead that, on average, households in the bot-
tom 20 percent of the earnings distribution in
2008 actually suffered a significant decline in dis-
posable income.

Putting this in actual dollar figures might make
the point clearer: While the bottom 20 percent of
households experienced an average disposable
income increase of $228, this was simply because
the 2008 income of those shifting into the group
was higher than the 2006 income of those who left
the bottom earnings quintile.

This panel analysis reveals that looking at sim-
ple cross-sectional measures of inequality is not
enough to assess the full distributional impact of
the Great Recession. It suggests that although
government redistribution policies—taxes,
unemployment insurance and others—have pro-
vided an important cushion against the effect of

earnings declines on disposable income and con-
sumption, they have not fully shielded house-
holds’ disposable income from these earnings
fluctuations.

This further suggests that the Great Recession
could have indeed had major redistributive effects
at the bottom of the distribution. As panel data
become available on the 2009-10 period, in which
earnings of the bottom 20 percent fell dramatically
(seen in Figure 3), it will be especially important
to monitor the disposable income and consump-
tion of households that moved into the bottom 20
percent in 2008 and remained there for the
remainder of the Great Recession. For those that
remain in the bottom 20 percent, their depleted
wealth may not have been enough to prevent per-
sistently low earnings from impacting consump-
tion and welfare.

Conclusions

This paper provides an empirical analysis of inequal-
ity and redistribution during the Great Recession.

On one hand, we find that redistribution
(through taxes and transfers) from high-earnings to
low-earnings households in the United States was at
its historical high, which possibly explains the calls
by some for cutbacks in government programs that
provide such assistance. On the other hand, we pro-
vide evidence that households that experience a
severe earnings loss also face a large loss in dispos-
able income and a loss in consumption, and that
low-earnings households have become, during the
course of the Great Recession, more vulnerable due
to large losses in wealth.

This analysis should help inform future policy
action regarding the extent of social insurance. For
example, it could assist in assessing the conse-
quences of extending, or curtailing, the duration of
unemployment insurance benefits. @

Editor’s note: This is an abridged version of the policy
paper, which is available in full at the Economic Policy
Papers site at minneapolisfed.org.
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Endnotes

! The authors thank Doug Clement and Kei-Mu Yi for valu-
able comments.

2 The Current Population Survey (CPS) does not provide
data for disposable income for all years in the sample.
Therefore, we compute disposable income figures with
TAXSIM, a widely used tax simulation program provided by
the National Bureau of Economic Research. In years for
which we have disposable income from the CPS, summary
measures of disposable income in the CPS are very similar to
our measures.

3 Following the commonly used OECD scale, the number of
“adult equivalents” in a household is a weighted sum of
household members in which the first adult is given a weight
of 1, each additional adult has a weight of 0.7 and each mem-
ber under the age of 17 has a weight of 0.5.

4 For more on how unemployment affects the dynamics of
inequality over the business cycles, see Castafieda et al.
(1998).

> The US. unemployment rate in 2010 was 9.6 percent, just
under the postwar high of 9.7 percent in 1982.

6 Specifically, the nondurable expenditures category includes
expenditures on food and beverages, utilities and fuels, edu-
cation, medical supplies, clothing and personal care, reading
and transportation services. The nondurable+ category adds
to this purchases of cars, furniture, jewelry and durable
entertainment goods.

?To see this more precisely, let’s define the following relation:
Yy () = Voo (F =1y =0V (1) = V20 (£ = 1)) +(1 =)V 0 (1) = Vit (¢ =1))
where ¥,,,(f) is the average income measure of the bottom
20 percent of the earnings distribution in period f, arepre-
sents the share of households that stay in the bottom 20 per-
cent, ¥, (1) is the average income of the houscholds that
enter the bottom 20 percent at time ¢ (and were not in the
bottom 20 percent in period t-1) and ¥ (t -1) is the average
income of the households that were in the bottom 20 percent
at t-1 and exited the group at time ¢. The equation highlights
that observed changes in the corss-sectional data

(¥,,,()-¥,, (t-1) are driven both bychanges in income/
expenditures of households that stay in the group (the term
(V5 (1) -5 (¢ -1)) and by changes in composition of the

group (the term (¥ (1) =¥ (£ -1))).
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