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Overview

The use of U.S. administrative income tax data for
research purposes over the past two decades has
led to an ongoing debate about levels and trends in
U.S. income inequality. The debate around income

measurement is important because how economists
and policymakers alike measure income shapes

how income inequality is perceived by the broader
American public and thus could drive public policy
decisions in more equitable directions.

This debate about U.S. income inequality has swung
back and forth. Some early academic uses of admin-
istrative income tax data showed dramatically higher
and rising income concentration than previously
thought.? Yet some more recent efforts show less
income inequality with no upward trend. The debate
today centers on what types of income are being
counted in the inequality measures and what sorts of
data are used to measure each type of income.
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There is a well-established middle ground in the income inequality debate, based on
a regular series of reports from the Congressional Budget Office. The nonpartisan
CBO measures household incomes in what most observers believe to be a concep-
tually comprehensive way. It also combines the best available data for every type

of household income, merging surveys and administrative tax records. The result is
believed by many to be the most accurate picture of US. income inequality available.

Even the CBO measures, however, are missing two important drivers of income
inequality. The first is the CBO estimates the measurement of noncorporate busi-
ness income. The second is the CBO counts only the portion of capital gains that
is realized and taxable in the current year by any tax filer, instead of a more com-
prehensive measure of all capital gains associated with income-producing assets
earned in the current year.

These two missing drivers of income inequality—uncaptured noncorporate business
income and the gap between realized and unrealized capital gains income—means
that income inequality is worse and rising faster than policymakers probably realize.

In our research, we use another household dataset, the Survey of Consumer
Finances, or SCF, that makes it possible to address those two shortcomings and
create a more comprehensive view of income inequality.s This survey is conducted
by the Federal Reserve Board every 3 years and was most recently completed in
2016, measuring incomes of respondents in 2015. The SCF has better measures

of noncorporate business income, and SCF wealth measures make it possible to
allocate all capital gains across households using values for SCF income-producing
assets such as stocks, bonds, mutual funds, and closely held businesses.

This issue brief examines these two missing drivers of U.S. income inequality and
concludes by showing that proper accounting for noncorporate business income
and unrealized capital gains helps us understand the connection between high
and rising U.S. income inequality and the dynamics of income and wealth inequal-
ity in the United States.

Noncorporate business income reporting

The first issue we address is noncorporate business income reporting. Most
analysis of income inequality—including by the Congressional Budget Office—
starts from the measure of noncorporate business income reported on income
tax returns. The measure of noncorporate business income on tax returns is only
about half of the noncorporate business income estimated in the National Income
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and Product Accounts, or NIPA, which is the benchmark for all components of U.S.
national income.®

The gap between taxable business income and NIPA business income is, to some
extent, a mystery. One source of difference is simple noncompliance by noncorpo-
rate business taxpayers, meaning deliberate misreporting to the IRS. But there are
other possible sources of divergence between taxable and NIPA business incomes
as well. NIPA statisticians estimate noncorporate business income as one com-
ponent of overall national income, and any conceptual differences between NIPA
economic concepts and the methods used to compute business sales and costs
for tax purposes will lead to differences in estimated incomes. The decision about
whether and how to account for the missing noncorporate business income is one
of the key factors underlying differences in estimated U.S. income inequality.”

The Survey of Consumer Finances measures business income by simply asking re-
spondents what their businesses earned. The total of SCF noncorporate business
income is well above the tax-based income aggregate captured by the Congressio-
nal Budget Office and correspondingly, the SCF is much closer to NIPA for noncor-
porate business incomes. (See Figure 1.)

U.S. noncorporate business income is higher in the Survey of
Consumer Finances

Aggregate income by component as calculated by the Congressional Budget Office and
based on the Survey of Consumer Finances, 2015
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Although the data sources and methods differ, Figure 1 shows that all other SCF
income components are relatively close to CBO values, after imputing unmeasured
income components such as employee benefits and Medicare onto the SCF using
CBO’s methods. The net effect is that total household income in the Survey of

FIGURE 1

The total of SCF
noncorporate business
income is well above
the tax-based income
aggregate captured

by the Congressional
Budget Office and
correspondingly, the
SCF is much closer to
NIPA for noncorporate
business incomes.

Source: Authors’ calculations using
Congressional Budget Office and Federal
Reserve Board data.
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Consumer Finances is slightly higher than total household income as reported by
the Congressional Budget Office, and that gap is mostly attributable to noncorpo-
rate business income.

Why does the Survey of Consumer Finances find more business income than tax
returns do? Some academic research views the higher levels of business income in
the SCF as indicating there must be a problem with the survey.? There is certain-
ly scope for respondent confusion about different types of capital income, and
indeed, SCF-reported nonbusiness capital income such as interest, dividends, and
realized capital gains is slightly below the CBO values. On net, the extra noncorpo-
rate business income dominates, however, and overall income is noticeably higher
in the SCF than reported by CBO in all years. (See Figure 2.)

FIGURE 2

Unrealized capital gains raise total income even more
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* This measure of income includes all capital gains, realized or not, and is a well-established benchmark of overall economic welfare.

The most likely explanation for higher business incomes in the Survey of Consum-
er Finances is that respondents are reporting something closer to what they truly
earned in business income, and that survey-reported concept is above the values
they (or their accountants) reported on their tax returns. In any case, it is difficult to
imagine why SCF respondents would overreport their business incomes, especially
given the accuracy of reporting for other income components. So, correcting in-
come inequality estimates for underreported noncorporate business incomes is the
first important adjustment made possible by switching from tax data to the SCF.


https://www.minneapolisfed.org/research/staff-reports/what-do-survey-data-tell-us-about-us-businesses
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Capital gains income reporting

The second important adjustment made possible by using the Survey of Consum-
er Finances is switching from realized to total capital gains. Realized capital gains
are the incomes reported for tax purposes when tax filers are required to report
profitable asset sales on their tax returns. Total capital gains capture all increas-
es in asset values, regardless of whether tax reporting is triggered. The concept
of Haig-Simons income—which includes all capital gains, realized or not—is well
established as the key benchmark in analysis of economic welfare. If the value of
an income-producing asset goes up—meaning the owner could sell it at a higher
price—then the owner has truly earned something by owning the asset, whether
they sell the asset or not.

A few recent studies show the importance of capital gains in overall savings and
wealth accumulation. One study shows that capital gains account for 8 percent of
national income, on average, since 1980.° Another recent paper shows that capi-
tal gains account for about 75 percent of wealth accumulation since 1995.° Since
most gains are not realized for tax purposes when they occur, we are missing a
substantial part of true economic income in the tax data.

Take a look again at Figure 2. The third (purple) line shows our estimate of Haig-Si-
mons income, which is, on average, about 6 percent higher than the SCF income
measure. How do we construct Haig-Simons income? Aggregate capital gains for
each type of income-generating asset in each 3-year period between SCF sur-

veys are computed using the Financial Accounts of the United States." We then
compute a gains ratio—aggregate gains divided by the aggregate holdings of the
respective assets in the SCF—and apply that gains ratio to household assets. Each
SCF household then receives the average capital gains of the 3 years prior to the
survey, and that replaces their reported realized capital gains.

The consequences of missing noncorporate
business income and unrealized capital gains

So, how does accounting for missing noncorporate business income and unreal-
ized capital gains affect estimated U.S. income inequality? The answer is unambig-
uous because both the missing business income and unrealized capital gains are
concentrated at the top of the income distribution. Income inequality is worse
than policymakers probably realize. Also, because business income and capital
gains are both increasing relative to other income components, income inequality
is rising at a faster pace than previously understood.
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There are different ways to show how accounting for the missing noncorporate busi-
ness income and unrealized capital gains affects income distribution in the United
States, but the simplest way is to just compare income of households in the middle
of the income distribution with incomes of households near the top. (See Figure 3.)

Higher business income and unrealized gains increase top incomes,
but the median is unaffected

Ratios of U.S. median and 99th percentile income by the Survey of Consumer Finances
and the Haig-Simons method* to the Congressional Budget Office, 1988-2015
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* This measure of income includes all capital gains, realized or not, and is a well-established benchmark of overall economic welfare.

When we compare incomes for the median household, the CBO and SCF measure-
ments look similar. The ratio of median SCF to median CBO income and the ratio
of median Haig-Simons to median CBO income consistently hover around 1. Why?
The median family is just as well-off using any of the three measures, because the
additional business income in the SCF and unrealized capital gains do not accrue in
any substantial way to the median household.

In contrast, the story is different at the top of the income distribution. Just switch-
ing from CBO to SCF source data, which takes account of the higher business
incomes, raises the g9gth percentile of the income distribution by about 10 percent
in 1988, and the gap (although volatile) is more than 30 percent by 2015. Replacing
realized capital gains with unrealized capital gains to move to Haig-Simons income
pushes the goth percentile to 40 percent above the CBO value in 1988, and (al-
though even more volatile) that gap increases to 70 percent by 2015.

The upshot of the more comprehensive measures is that whatever your prior
beliefs about the ratio of goth percentile to median income—the P99-to-P50
ratio—you were probably too low. In the CBO reports, the P9o-to-P50 ratio is 6.2
in 1988, rising to 8.3 by 2015. Figure 3 suggests the more appropriate P99-to-P50
ratio, using the Haig-Simons measure, is 9.3 in 1988, rising to 14.9 in 2015,

FIGURE 3

There are different ways
to show how accounting
for the missing
noncorporate business
income and unrealized
capital gains affects
income distribution in
the United States, but
the simplest way is to
Just compare income of
households in the middle
of the income distribution
with incomes of
households near the top.

Source: Authors’ calculations using
Congressional Budget Office and Federal
Reserve Board data; National Bureau of
Economic Research for recession dates.
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The capital gains adjustment we apply to the Survey of Consumer Finances comes
with a caveat, but it is likely biasing our top income values down, not up. The estimates
here assume that the ratio of capital gains to asset value are the same for every owner
of a given asset, because we compute and apply one ratio per asset type and time
period. In practice, if wealthier owners earn higher gains relative to asset values, then
the ratios should increase with wealth, making income even more unequal.

Conclusion

We are not the first to focus on the role of missing noncorporate business in-
comes in overall U.S. income inequality.? But we are the first to use the Survey of
Consumer Finances in a head-to-head comparison against tax data to pinpoint
where in the income distribution that missing income can be found—rather than
assume, for example, that it is simply underreported income of otherwise low-in-
come families or proportional to reported taxable income. Also, others have esti-
mated Haig-Simons income distributions, but come to very different conclusions
about the impact of levels and trends on inequality.?

Our answer differs because we use the actual joint distribution of income and
wealth, then recompute the income distribution with the more comprehensive in-
come measure. Our results push the pendulum in the ongoing U.S. income inequal-
ity debate back toward the “high and rising” conclusion.

More importantly, proper accounting for noncorporate business income and
unrealized capital gains helps us understand the connection between income and
wealth dynamics. It is difficult to explain high and rising U.S. wealth concentration
with available income measures because the very wealthy would have to be saving
at an unbelievably high rate to accumulate that much wealth. Acknowledging that
there is a lot more unmeasured income at the top of the distribution makes that
puzzle less challenging.

— John Sabelhaus is a visiting scholar at the Washington Center for Equitable
Growth, where he has been since 2019. Prior to that, he was assistant director in
the Division of Research and Statistics at the Board of Governors of the Federal
Reserve System. Somin Park is the research assistant to the president and CEO
at the Washington Center Equitable Growth and will be a student at Harvard Law
School starting in the fall of 2020.
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