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is similar to that for the total, but its level
is somewhat lower. It decreased slightly
from a peak reached at the end of fiscal
1992. The recent divergence from the trend
appears to reflect cyclical factors. Specifi-
cally, the acceleration of economic growth
during 1993 and 1994 has narrowed the
budget deficit as Government outlays have
not grown as fast as Government receipts.
This is especially so in the instance of pay-
roll taxes that are retained in Government
accounts. The latter are considered addi-
tions to the national debt but they are
counted against the budget deficit, i.e., they
are used to finance other programs.

During 1993 and 1994, the ratio of the
debt held by the public to GDP decreased
because the budget deficit decreased suf-
ficiently to make the amount of debt held
by the public grow less rapidly than GDP.
Any downturn in economic activity would
quickly widen the margin between Gov-
ernment outlays and receipts, a situation
that has been exacerbated by the Clinton
administration’s reliance on short-term
Treasury financing. Until a year or so ago,
with interest rates decreasing to their low-

est levels in decades, this served to curtail
the growth of Federal outlays for interest.
But the policy meant passing up opportu-
nities for long-term financing at relatively
low rates. As a result, the Federal budget
has become increasingly vulnerable to
higher interest rates, making the ratio of
the debt held by the public to GDP even
more likely to increase when the next re-
cession comes.

Who Owns the Debt?

The funds owed to the “public” totaled
about $3.4 trillion at the end of March.
The estimated breakdown of the owner-
ship of Treasury obligations held outside
the Federal Government itself is approxi-
mately as follows (in billions of dollars
and as a percentage of the total):

Holder Billions %

Federal Reserve banks $ 360 11
Commercial banks 320 9
Thrift institutions 50 1
Insurance companies 250 7
Pension funds 450 13
Mutual funds 250 7
Other nonbank finance 50 1
State & local governments 330 10
Nonfinancial corporations 100 3
Savings bonds 180 5
Other domestic holders 450 13

Total Domestic $2,750 80

Foreign official 400 12
Other foreign 260 8

Total Foreign $ 650 19

Total $3,400 100

As these data show, most of the do-

A Closer Look at the National Debt
Since 1980 the national debt has grown faster than GDP, reversing

the trend of the prior postwar years. Debt held outside the Government

itself has exhibited a similar trend with a slight (cyclically induced)

downturn recently. Contrary to what some believe, relatively little of

this debt is owned by wealthy private investors, and foreign ownership

would appear to reflect the foreigners’ difficulties more than our own.

As of March 31, the Federal Govern-
ment’s budget deficits had accumulated
into a $4,864,116,000,000 national debt.

As we have noted in previous Research
Reports,* this astounding figure is best
examined in relation to the expanding
economy and diminishing dollar by using
gross domestic product (GDP) as a bench-
mark. Chart 1 shows the national debt as
of the end of each fiscal year as a percent-
age of GDP. This percentage reached a
record level in 1946, after which it steadily
decreased until 1981. Since then, the trend
has reversed as the debt has been increas-
ing in nominal dollars at a faster rate than
GDP.

Approximately one-fourth of the debt
is held by the Federal Government or its
agencies. As we have also frequently ob-
served, this portion is largely a bookkeep-
ing artifice and could be extinguished by
legislation at any time with few economic
consequences. Money “borrowed” from
Federal agencies (primarily the Social
Security system) represents excess receipts
that are dedicated for specific purposes that
are by law “invested” in Treasury securi-
ties, and many politicians talk about these
amounts as if they represent funds set aside
for the future. When the time comes to
draw down such “surpluses,” however, the
Treasury will have to spend then-current
tax receipts or borrow, as would be the
situation with any other outlay.

The Burden

The portion of debt that is genuinely
owed to entities outside the Federal Gov-
ernment reflects the burden of debt on tax-
payers. This is also plotted in the chart (in
relation to GDP). The trend of this series

* See “I.O.U. $4,483,235,000,000,” Research

Reports, July 4, 1994 and “The Deficit and the

Debt: Some Questions and Answers,” Research

Reports, July 5, 1993. Source: GPO, Historical Tables, Budget of the United States Government, Fiscal Year 1996.
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A recent front-page article in The New
York Times added new fuel to the old de-
bate over the distribution of income and
wealth in the United States. The article
asserted that the gap between the wealthi-
est and the poorest increased in the 1980s
and is now the widest of any Western
country. Various analysts, editorial writ-
ers, and politicians have since cited the
article and the academic studies described

in it as further evidence that the social
and tax policies of the Reagan-Bush years
favored the rich at the expense of the poor.
Many have suggested that different poli-
cies in the future could reverse, at least
partly, the supposed increase in inequal-
ity in the distribution of wealth and in-
come.

There are at least three difficulties with
this argument. One, the evidence is not as

DID THE GAP BETWEEN RICH AND POOR

GROW DURING THE 1980s?

Income inequality is a sterile issue. The data are fundamentally sus-
pect and may be manipulated to suit one’s attitude. More pertinent
questions include the mobility of individuals within income categories,
the absolute levels of income within a society, and the degree to which
inequality is fostered or maintained by official actions. We believe that
on these considerations the United States compares quite favorably
with the rest of the world.

mestically held debt is owned by institu-
tions, with only a relatively small portion
held by individuals directly. With the ex-
ception of the Federal Reserve banks,
which return nearly all of the interest they
receive on their holdings of Treasury se-
curities ($18 billion in fiscal year 1994)
to the Treasury,* these institutions mainly
act as intermediaries that hold Treasury
securities for the purposes of liquidity and
safety. These pass on most of the interest
they receive to their depositors, policy-
holders, and, in the instances of mutual
funds and money market funds, their
shareholders. The situation is similar for
state and local governments, and even for
nonfinancial corporations, that hold Trea-
suries. The interest received accrues for
the benefit of taxpayers and stockholders.

This breakdown reveals the utter fatu-
ousness of the notion, sometimes ad-
vanced in casual discussions of the prob-
lems of the Federal deficit and the na-
tional debt, that outright repudiation would
be a way of eliminating the burden of the
debt that would only hurt “the rich.” The
overwhelming portion of the debt is held
for the benefit of persons of all income
levels and even the 13 percent allocated
to “other domestic holders” (which is
where the holdings of rich individuals
would be counted) includes substantial
holdings of nonprofit institutions that
serve all income levels.

Similarly, apologists for deficit spend-
ing have long argued that Government
debt “does not matter, because we owe it
to ourselves.” Although foreign holdings
were at one time (1945, say) a small pro-
portion of the total, and were less than 5
percent of the total as recently as 1969,
they soared after the Nixon administration
closed the “gold window” (so that even
foreign official holders could not exchange
their dollars for gold) and made the dollar
a completely fiat currency. As is evident
in Chart 2, this forced “official” foreign

holdings (i.e., those of
foreign central banks) to
increase markedly. Af-
ter decreasing during the
early 1980s (as a result
of a “stronger” dollar
and large Federal defi-
cits and rapid growth in
the national debt then)
the proportion of the
debt held by foreigners
increased again. As dis-
cussed below, it has
been the marked growth
of the “other foreign”
(i.e., unofficial or pri-
vate) investors’ holdings

that has brought the amount of the national
debt held by foreigners to an all-time high
of about one-fifth of the total.

However, the notion of “owing it to
ourselves” is no less inane because of con-
siderable foreign ownership of our debt.
The debt represents a substantial burden
on future generations of taxpayers and/or
a major incentive for continued inflat-
ing — so that the Government can pay
back only a portion of the real value of
what it borrowed.

Hey Foreigners, Eat This!

That foreign investors hold about 20
percent of the national debt (and a much
larger dollar amount, but a far smaller pro-
portion of other U.S. securities and real
estate) represents a drain on the current
account. Payments interest (and dividends)
on these holdings must be made up with
less consumption by U.S. consumers (ex-
ports to consumers abroad) and/or sales of
additional U.S. assets to foreign owners.

Our status as a “debtor nation” is, how-
ever, far less of a problem than many

* The Fed’s holding’s might well be included in
the funds that the Government owes itself.

handwringers assert. Most fundamentally,
our debts differ from those that have got-
ten so many countries in trouble — not
only are they almost entirely denominated
in our own currency, but also, foreign
creditors are in no better or worse posi-
tion than domestic creditors in the event
of default and bankruptcy of private bor-
rowers, and, of course, in the instance of
Treasury securities, foreign holders must
accept the same debased dollars in pay-
ment as domestic investors.

Moreover, the private (nonofficial)
holdings in the United States by foreign-
ers reflect their voluntary decisions. Most
of them live in areas that are less devel-
oped than the United States and they have
found our country a more attractive desti-
nation for their savings than their own.
The marked increase in these holdings
during the past 15 years or so is a very sad
commentary on the state of the world, but
it is the foreigners’ failings, not our own,
that is behind it.

On the other hand, the “official” hold-
ings of Treasury securities by foreign cen-
tral banks, who hold few, if any, other types
of U.S. assets, may have been acquired far
less voluntarily, particularly where mon-
etary policy has been more restrained than
in the United States. During the past 10
years, foreign officials have purchased
about $250 billion of Treasuries in a futile
effort to keep their own currencies from
appreciating against the dollar.

This “defense” of the dollar, designed
mainly to prevent their own currencies
from pricing their production out of world
markets, has cost the foreign central bank-
ers billions, and it has not worked very
well — “strong” currencies such as the
Deutsche mark and the yen have increased
to all-time highs against the dollar. ❑
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Changes in Income Quintiles, 1979 and 1988

There is remarkable income mobility in the United States.
Reading across the rows, the table shows, for example, that among the highest-

income 20 percent of taxpayers in 1979, only 64.7 percent of these people remained
in the highest-income 20 percent in 1988, while 20.3 percent had fallen to the next

highest-income fifth of all taxpayers. Among the lowest-income 20 percent of
taxpayers in 1979, 17.7 percent rose to the highest-income group, and only

14.2 percent still were in the lowest-income group by 1988.

————————— Status in 1988 —————————
Highest Next Highest Next Lowest Lowest
Income Income Middle Income Income

Status in 1979 20% 20% 20% 20% 20%
Highest income 20% 64.7 20.3 9.4 4.4 1.1
Next highest income 20% 35.4 37.5 14.8 9.3 3.1
Middle 20% 15.0 32.3 33.0 14.0 5.7
Next lowest paid 20% 11.1 19.5 29.6 29.0 10.9
Lowest income 20% 17.7 25.3 25.0 20.7 14.2

Source: Federal Reserve Bank of Dallas.

conclusive as media reports suggest. Two,
even if the gap between rich and poor wid-
ened in the 1980s, it is not clear that this
widening was due to government policies
or that different policies could reverse the
trend without stifling economic growth.
Three, the relative income of individuals
is remarkably variable — they frequently
move to higher and lower rungs on the
economic ladder — which suggests that
the problem is overstated, and that income
inequality is less significant to individu-
als than most discussions imply.

The Evidence

Data on the distribution of income and
wealth typically are derived from either
tax returns or household surveys. Neither
are entirely reliable, not only because
people conceal or forget some sources of
income and wealth but also because in-
come and wealth may be defined in vari-
ous ways.

Most income studies focus on cash re-
ceipts, and few include transfers for sub-
sidized food, medical care, housing, trans-
portation, or education. Many do not take
into account the impact of taxes. Income
studies typically ignore wealth, and vice
versa. Thus some individuals are charac-
terized as “poor” in income studies even
though they have substantial net worth,
and others are categorized as poor in
wealth studies even though they have sub-
stantial income.

Wealth studies focus on net worth, or
the difference between assets and liabili-
ties. However, some studies exclude the
value of cars and other durable goods, even
while counting as a liability the debt in-
curred to purchase these goods. These
analyses probably underestimate the value
of low-wealth households, in which such
goods account for a large portion of as-
sets. Other analysts concentrate on finan-
cial net worth and exclude the value of
homes and real assets, even though for
many people their home is their biggest
asset. Most studies ignore the value of the
future stream of income that people ex-
pect to receive from Social Security and
private pensions, even though this ex-
pected income stream may contribute as
much to an individual’s financial well-
being as a lump-sum retirement account
that he plans to draw down over time.

Because there is no standard statistical
measurement of income or net worth, vari-
ous definitions can be used to support a
wide range of assertions. On this basis
alone, the assertions made in virtually all
of these studies should be taken with a
grain of salt.

Another limitation of tax returns and
household surveys is that neither perfectly
mirrors the experience of the entire popu-

lation. Tax returns exclude those who do
not file returns, mainly the poorest. House-
hold surveys tend to underestimate total
wealth and the wealth of the rich, because
wealth tends to be underreported (or in
the instance of illiquid assets such as real
estate, underestimated) and because the
small sample of the U.S. population in-
cluded in cross-section surveys contains
too few of the households where wealth is
heavily concentrated. The Census Bureau
survey is the largest of the two wealth
surveys conducted regularly by the gov-
ernment, covering 21,000 of the 95 mil-
lion U.S. households, but government ana-
lysts admit it underreports wealth because
it contains too few wealthy households.
The Federal Reserve’s Survey of Con-
sumer Finances is probably the most
widely studied source of wealth statistics
for the United States, but it is a much
smaller survey. Its general survey covers
only about 3,000 households, and in its
separate survey covering the wealthiest
percentage of the population, the number
of households sampled from the richest 1
percent of U.S. households (in 1989, those
with net worth above $1.97 million) is
astonishingly small — 450 in the 1989
survey, 287 in the 1983 survey. (The 1983
data figure prominently in most studies of
wealth trends in the 1980s.) This number
is small enough to introduce doubts about
the precision of the resulting data, par-
ticularly when they are broken down fur-
ther by race, age, or other characteristics.

Additional statistical adjustments fur-
ther increase the possibilities for drawing
different “conclusions” from the same
“facts.” The household survey results have
to be weighted to represent all U.S. house-
holds, and the choice of weights, while a
very technical matter, can greatly influ-
ence the results. In addition, there are large
differences between the wealth figures in
the household surveys and the aggregate

data in the Flow of Funds reports on na-
tional wealth. How analysts reconcile
these two data sets can influence their con-
clusions.

Whether analysts focus on families,
households, or individuals also affects
their results, particularly when compar-
ing long-term historical trends. In recent
decades, the average family size and the
average household size have declined.
Thus, a lower family or household wealth,
or income, does not necessarily equate to
a lower per capita wealth or income, and
may even mask an increase. A family of
four with an income of $40,000 has a
lower income per capita than a family of
three with an income of $35,000.

The importance of technical adjust-
ments to data is illustrated by the results
of a recent study on changes in the distri-
bution of wealth between 1983 and 1989.*
Applying various population weights to
the small sample of households surveyed
by the Federal Reserve, the author found
that “the determination of whether there
has been an increase in inequality depends
on the choice of weights.” One set of num-
bers gave statistical results that “cast doubt
on whether there was an increase in in-
equality over the period.” Another set in-
dicated that “the increase in inequality
was more or less on the margin of signifi-
cance.” Most of the other measures used
in the study indicated that “the distribu-
tion of wealth became somewhat more
unequal over the period.” The author con-
cludes that the distribution of wealth
“probably became more unequal between
1983 and 1989, but this conclusion does
not hold for all specifications analyzed in
this article. The sign and magnitude of
the change depend on how broadly wealth

* John C. Weicher, “Changes in the Distribution

of Wealth: Increasing Inequality?,” Review, Fed-

eral Reserve Board of St. Louis, January 1995.
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is defined, and on such technical issues as
what weights are used and whether and
how the data are adjusted on the basis of
national balance sheet data.”

In short, there is no generally satisfac-
tory, or generally accepted, way to mea-
sure income or wealth distribution or in-
equality. The answer to the question of
what happened to the gap between rich
and poor in the 1980s depends largely on
which data one uses. There is ample room
for academics, politicians, editorial writ-
ers, and others to manipulate statistics to
support their particular points of view.

International Comparisons

According to the forthcoming studies
cited in the Times article, the gap between
the highest and lowest income groups is
wider in the United States than in other
industrialized countries. The compilation
of the data for other countries presumably
involves the same type of difficulties as
in the United States, and it is not clear
whether the definitions of income used
for each country are fully compatible.
More importantly, many international
comparisons of income distribution make
no adjustment for absolute differences in
income among countries. This is poten-
tially misleading. According to the cited
study, Finland has the most even distribu-
tion of income of any industrial country
and the United States the most uneven.
By itself, this statement indicates nothing
about the absolute standard of living of
the richest or poorest Finns, or whether
they live better or worse than Americans.
The United States is the richer country —
per capita GDP was $23,400 in the United
States in 1994, compared with $15,900 in
Finland — and the bottom fifth of U.S.
households may well live better than the
bottom fifth in Finland. Comparing the
slices of the economic pie without adjust-
ing for differences in the total size of the
pie can leave misleading impressions.

The Dilemma for Policymakers

Even if economists could agree that the
distribution of income or wealth in the
United States became more unequal in the
1980s, it is questionable what role Gov-
ernment policies played or whether they
can effectively ameliorate an increase in
income inequality. Factors that may have
influenced changes in the distribution of
wealth in the 1980s include a higher finan-
cial payoff to education, increased inter-
national competition for low-skill jobs, the
boom in the prices of financial assets and
real estate, and the increase in the number
of women participating in the work force
(which boosts the income of two-earner
families relative to those with only one
earner). Most of these things are outside

the direct control of Government policy.
The tax cuts of the 1980s often are

blamed for the alleged increase in inequal-
ity, and tax policies often are presumed to
be a primary remedy. However, the no-
tion that the “rich” paid fewer taxes in the
1980s is a myth. The top 10 percent of
taxpayers paid a larger share of income
taxes in 1989 than in 1979; in both years
they paid over half of all income taxes
due. Critics of the “decade of greed” ap-
pear mainly to resent the possibility that
the rich had more left over after paying
this larger amount of taxes. (That “the
rich” reported more income, when rates
were lower, was the goal and the achieve-
ment of the tax cuts and, after all, the in-
come reported on tax returns may have
only a passing resemblance to the facts,
especially when rates are punitively high.)
In any event, taxing away more income
and redistributing it to others in the name
of equity inevitably creates a disincentive,
among all levels of income, to work
harder, to become better educated and ac-
quire valued skills, and to save and invest
in productive activities — in short, to be-
come economically successful.

The primary Federal tax on wealth, the
estate tax, often is cited as a means of
reducing the concentration of wealth.
However, it is a crude tool for doing this
because it is applied without regard for
how an estate is distributed among heirs.
A taxable estate of $10 million dollars is
subject to the same tax whether it is be-
queathed to a single heir or divided among
a hundred heirs.

Moving Up and Down

the Income Ladder

Most discussions of income distribu-
tion implicitly assume that the distribu-
tion is static, i.e., that the various classes
of income include the same people from
one year to the next. However, the few
studies that track particular families over
time indicate that there is a remarkable
degree of income mobility. Households
at the bottom of the income distribution
one year often report relatively higher in-
comes some years later; some even move
into the highest-income category. Con-
versely, some of the highest-income
households slide down the income lad-

der, a few of them all the way to the low-
est-income group. This mobility reflects
changes in earning power at different ages,
changes in savings patterns and in the re-
turns on investments, as well as changes
in family status arising from divorces,
deaths, marriage, remarriage, births, and
children leaving home.

The table on page 51 provides one mea-
sure of the extent of income mobility dur-
ing the 1980s. The data are based on an
analysis of the incomes of taxpayers who
filed returns from 1979 through 1988. The
tax returns are divided into “quintiles,”
each including one-fifth of the total num-
ber of returns sampled. All of those tax-
payers in the lowest-income quintile have
less income, as reported, than those in the
next-lowest quintile, all of those in the
next-lowest quintile have less income than
those in the middle, and so forth. The data
show that only 64.7 percent of the tax-
payers who were in the highest-income
quintile in 1979 still were in the top
quintile in 1988. All but 14.2 percent of
those in the lowest quintile in 1979 were
in higher income categories in 1988; 17.7
percent were in the highest quintile and
25.3 percent were in the next-highest in-
come group. Among those in the middle
quintile in 1979, two-thirds were in other,
mostly higher, income groups in 1988.*

This is not to deny that some people
who began the 1980s rich became richer,
and some who were poor remained poor.
But the significance of the gap is easily
overstated, and the mobility among the
various classes of income (and wealth) is
too often overlooked. Policies aimed at
making the income distribution more equal
by punishing “the rich” seem all too likely
to hurt not simply those who secured their
wealth through special privilege but also
those who worked their way up, and to
discourage those who aspire to do so. ❑

* Joseph H. Haslag and Lori L. Taylor, “A Look

at Long-Term Developments in the Distribution

of Income,” Economic Review, Federal Reserve

Bank of Dallas, First Quarter 1993. The study

does not include people who did not file tax re-

turns in each of the 10 years from 1979 through

1988, thus it probably underrepresents those indi-

viduals who are “chronically poor,” i.e., those

whose incomes were so low that they did not have

to file tax returns in any of the 10 years.


