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Two Americas: One Rich, One Poor? Understanding 
Income Inequality in the United States

Robert Rector and Rea S. Hederman, Jr.

Class warfare has always been a mainstay of lib-
eral politics. For example, vice presidential candi-
date John Edwards has declared, “There are two
Americas…one privileged, the other burdened
…one America that does the work, another Amer-
ica that reaps the reward. One America that pays the
taxes, another America that gets the tax breaks.”

This week, the Census Bureau will release its
annual income and poverty numbers. The Census
report will also contain the income distribution
figures that serve as the foundation for most class-
warfare rhetoric. The new figures can shed light on
the true picture.

The Census measures income distribution by
ranking U.S. households according to income,
dividing them into five groups or quintiles, and
then measuring the share of total income going to
each quintile. In 2002, the Census reported that
the top fifth of households had 49.7 percent of
income, while the bottom fifth had only 3.5 per-
cent. Thus, the top appeared to have $14.20 of
income for every $1.00 at the bottom. (The figures
for 2003 will be nearly identical since the data
change only minutely from year to year.)

The Census figures, however, are incomplete
and therefore misleading. In the first place, they
ignore taxes and most of the social safety net. Each
year, higher-income working families pay heavy
taxes to support safety net benefits for the less
affluent. For example, in 2002, government spent
over $500 billion on means-tested welfare (includ-

ing cash, food, housing, and medical care) for the
poor and near poor and over $250 billion subsi-
dizing medical care for the elderly through Medi-
care. These benefits absorb over 8 percent of total
personal income and represent a massive shift of
economic resources from higher-income families
to those with less. They also represent a mammoth
transfer of resources from those who work a lot to
those who work less or not at all: a shift that is not
reflected in conventional Census income inequal-
ity figures.

Fortunately, the Census collects data on taxes
paid and benefits provided. These more complete
income figures are seldom publicized, but they
provide a more accurate—and very different—pic-
ture of income inequality. When taxes and benefits
are counted, the gap between the affluent and the
poor shrinks noticeably: The top fifth has $8.60
for each $1.00 at the bottom. But even these fig-
ures are misleading, since the Census fifths or
quintiles do not contain equal numbers of per-
sons. Each quintile does contain the same number
of households, but the households at the bottom
have few people while those at the top are large
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and have multiple earners. Consequently, the bot-
tom income quintile has only 14 percent of the
population while the top quintile has 25 percent.
The bottom quintile has less income in part
because there are relatively fewer people in it.

A simple adjustment of the boundaries of the
income quintiles so that each fifth contains an
equal number of people alters the income distribu-
tion numbers considerably. The post-tax/post-ben-
efit income of the bottom rises to 9.4 percent of
income while the top drops to 39.6 percent. Over-
all, the top fifth has $4.20 of income for each
$1.00 at the bottom.

Much of the remaining inequality stems from ine-
quality in work performed. Income inequality is, to
a great degree, proportional to inequality in work
performed. According to the conventional Census
figures, the top quintile of households performs
over a third of all paid labor, while the bottom per-
forms only 4.3 percent. The low level of work at the
bottom is due in part to a shortage of working-age
adults within the bottom quintile, but it also reflects
the fact that non-elderly adults at the bottom, on
average, work half as many hours per month as do
their higher-income counterparts. If the quintiles
are adjusted to contain equal numbers of persons
and non-elderly adults at the bottom work as many
hours as adults in the rest of society, the income
share of the bottom quintile would rise to 12 per-
cent. The top quintile would have only $2.91 in
income for every $1.00 at the bottom.

Is the distribution of income becoming less equal
over time? According to conventional Census num-
bers, the income share of the top five percent of

households rose from 15.8 percent of total income
in 1980 to 21.7 percent in 2002. But all of that
increase occurred in the 1980s and mid-1990s. For
the past five years, the distribution of income has
remained static. In 2002, after adjusting quintiles to
contain equal numbers of persons, the ratio of the
income of the top quintile compared to the bottom
quintile was exactly the same as in 1997.

The top fifth of U.S. households (with incomes
above $84,000) remain perennial targets of class-
warfare enmity, but these families perform a third
of all labor in the economy, contain the best edu-
cated and most productive workers, and provide a
disproportionate share of the investment needed
to create jobs and spur economic growth. Nearly
all are married-couple families, many with two or
more earners. Far from shirking the tax burden,
they pay 82.5 percent of total federal income taxes
and two-thirds of federal taxes overall. The bottom
quintile pays 1.1 percent of total federal taxes.

In one sense, John Edwards is correct: There is
one America that works a lot and pays a lot in
taxes and another that works less and pays little,
but the reality is the opposite of what he suggests.
It is the higher-income families who work a lot
and pay nearly all the taxes. Raising taxes even
higher on hard-working families would be unfair
and, by reducing future investments, would
reduce economic growth, harming all Americans
in the long run.

—Robert Rector is Senior Research Fellow in
Domestic Policy Studies, and Rea S. Hederman, Jr., is
a Senior Policy Analyst in the Center for Data Analy-
sis, at The Heritage Foundation.
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• Census figures showing that the top fifth of
households have $14.30 of income for every
$1.00 at the bottom are flawed by the exclu-
sion of taxes and social safety net spending
and by the fact that the “fifths” do not con-
tain equal numbers of people.

• Adjustment for these factors radically alters
the picture of income distribution: The top
fifth of the population has $4.20 of income
for every $1.00 at the bottom.

• The top fifth of U.S. households (incomes
above $84,000) perform a third of all labor,
contain the best educated and most produc-
tive workers, and provide a disproportionate
share of the investment needed to create
jobs and spur economic growth.

• Far from shirking the tax burden, these fami-
lies pay 82.5 percent of total federal income
taxes and two-thirds of federal taxes overall.
By contrast, the bottom quintile pays 1.1 per-
cent of total federal taxes.
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Talking Points

Two Americas: One Rich, One Poor? Understanding 
Income Inequality in the United States

Robert Rector and Rea S. Hederman, Jr.

Class warfare has always been a mainstay of liberal
politics. Politicians frequently depict the United
States as a nation starkly divided between the rich
and poor. For example, vice presidential candidate
John Edwards decries “two Americas…one privi-
leged, the other burdened…one America that does
the work, another that reaps the reward. One Amer-
ica that pays the taxes, another America that gets the
tax breaks.”1

How accurate is this characterization? How
unequal is the distribution of economic resources in
our society? This paper will attempt to answer these
questions. Specifically, it will seek to provide:

1. A clearer understanding of the existing level of
income equality in U.S. society, and

2. An appreciation of the social and economic
forces contributing to existing inequality.

Census Figures on Income Distribution
This paper analyzes the existing distribution of

income in the United States. The term “income” refers
to new revenues and economic resources received by
individuals and families during the course of a year.2

The distribution of annual income is thus distinct
from the distribution of wealth, which refers to eco-
nomic assets saved from prior years.

Discussions of income distribution usually begin
with annual data provided by the Census Bureau. To
measure income distribution, the Census Bureau first
ranks households from highest to lowest income. It
then divides society into five groups, called quintiles,
Nothing written here is to be construed as necessarily reflect-
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and determines the share of total income received
by each quintile.3

On the surface, the Census figures appear lucid
and easily understandable. However, the conven-
tional Census data are marred by four problems that
lead to an overstatement of the level of economic
inequality:

1. Conventional Census income figures are
incomplete and omit many types of cash and
non-cash income.123

2. The conventional Census figures do not take
into account the equalizing effects of taxation.

3. The Census quintiles actually contain unequal
number of persons, a fact that greatly magni-
fies the apparent level of economic inequality.

4. Differences in income are substantially affected
by large differences in the amount of work per-
formed within each quintile, yet these differ-
ences in work effort are rarely acknowledged.

An Accurate Picture of the Distribution 
of Economic Resources

This paper analyzes the distribution of income
in the United States based on data taken from the
Census Bureau’s Current Population Survey (CPS)
from March 2003 (covering incomes for 2002).4

Income distribution data change very little from
one year to the next; therefore, the conclusion
reached in this paper would apply with little
change for incomes in 2003.

The paper presents data on income distribution
in four separate stages:

• Stage 1: Conventional money income distribu-
tion.

• Stage 2: Incorporation of the effect of taxes
and social welfare benefits.

• Stage 3: Adjustment of quintiles to contain
equal numbers of persons.

• Stage 4: Hypothetical equalization of work
and employment between the quintiles.

Stage 1: Conventional Income 
Distribution Data

As noted, the Census presents income distribu-
tion by dividing U.S. households into five groups or
quintiles. The share of total income going to each
quintile is then determined. The conventional quin-
tile distribution of income for 2002 is shown in
Chart 1. In that year, the Census reported that the
top or most affluent quintile had 49.7 percent of
income, while the bottom quintile had only 3.5 per-
cent. Thus, the top fifth of households is shown to
have 14.3 times more income than the bottom fifth.5

Stage 2: Impact of Taxes and Non-Cash 
Benefits on Economic Equality

The conventional Census income distribution
data are based on the concepts of “money income.”
Money income includes earnings, interest, divi-
dends, rents, Social Security retirement benefits,
pension or retirement income, survivors’ benefits,
disability benefits, veterans’ benefits, workers’ com-
pensation, alimony, and some cash welfare benefits.

Despite this list, it is now widely acknowledged
that the Census money income figures grossly
underreport the economic resources available to the
American people.6 For example, the aggregate
“money income” figures reported by the Census in
1996 equaled only 70 percent of the comparable

1. Senator John Edwards, “Two Americas,” speech delivered in Des Moines, Iowa, on December 29, 2003, at 
www.johnedwards2004.com/page.aspid?=481.

2. In economic terms, “income” is generally defined as the amount that can be consumed in a given period while keeping real 
wealth unchanged. See John Ruser, Adrienne Pilot, and Charles Nelson, “Alternative Measures of Household Income: BEA 
Personal Income, CPS Money Income, and Beyond,” May 2004.

3. U.S. Bureau of the Census, Income in the United States: 2002, Current Population Reports, Series P60–221, September 2003, 
p. 25.

4. The authors used the Current Population Survey, March 2003, Annual Demographic File, CD–ROM version, to provide the 
data used in this paper.

5. U.S. Bureau of the Census, Income in the United States: 2002, p. 25.
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Chart 1 B 1791 

U.S. Distribution of Income in 2002: 
Conventional Census Bureau Figures*
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Source:  U.S. Bureau of the Census, Current Population Survey for 2002.

Chart 2 B 1791  

Income Distribution Including the Effect of Taxes 
and Non-Cash Social Safety Net Benefits*
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personal income figures reported in the Commerce
Department’s National Income and Production
Accounts (NIPA), which serve as the basis for mea-
suring gross national product.7

Increasingly, Americans receive “non-cash”
incomes that are not included in the Census income
distribution figures based on “money income.” For
example, many Americans receive health insurance
from their employers. Such insurance is an impor-
tant augmentation to salaries. Families who have
health coverage are clearly better off, ceteris paribus,
than those who must pay health costs out of pocket.

Similarly, the poor and the elderly receive exten-
sive and costly non-cash benefits from the govern-
ment. In 2002, the government spent $522 billion
on means-tested aid to the poor and the near poor.8

This aid included cash, food, housing, medical care,
and social services such as subsidized day care. Vir-
tually none of this assistance was included in the
Census income distribution figures. In the same
year, the government spent $257 billion subsidizing
medical care for the elderly through the Medicare
program; this assistance was also ignored in the
Census income distribution figures.

The social safety net represents a massive transfer
of economic resources away from affluent families
and toward the less affluent. Each year, the govern-
ment taxes higher-income families and transfers
economic resources to the poor and elderly through
means-tested welfare and Medicare. Overall, the
resources transferred in this manner are over $750

billion per year, or more than 8 percent of total per-
sonal income. Yet almost none of this massive redis-
tribution of economic resources is recorded in the
conventional Census income distribution figures
shown in stage 1.

Fortunately, the Census Bureau’s annual Current
Population Survey (CPS) collects data on taxes and
on the receipt of many additional types of income
beyond those included under “money income.”
While these additional income data are excluded
from the Census’ conventional (stage 1) income dis-
tribution figures, which are based on “money
income” only, they are available to researchers in
electronic form. We have used these excluded data
as the basis for the analyses provided in this paper.9

Table 1 shows the effects of incorporating a more
complete count of income and taxes on the distribu-
tion of income. Adjustments to income are pre-
sented in sub-stages. First, capital gains and losses
are added (stage 2A). This adjustment raises total
annual income by some $320 billion and increases
income inequality. Next, employee health benefits
and government non-cash transfers are added (stage
2B). Government transfers include the earned
income tax credit, food stamps, school lunch pro-
grams, public housing, Medicaid, and Medicare.
Medicaid and Medicare benefits are counted at their
insurance or market value, which equals the average
government expenditures on benefits to individuals
in specific age and risk categories. These adjust-
ments add nearly $700 billion to the total annual

6. See D. T. Slesnick, “Gaining Ground: Poverty in the Postwar United States,” Journal of Political Economy, Vol. 101, No. 1 
(1993), pp. 1–38.

7. The undercount of income in the CPS is the result of underreporting of the types of income included in the Census defini-
tion of money income as well as the exclusion of other important sources of income from the money income definition. 
For a more detailed discussion of CPS underreporting, see Robert Rector, Kirk Johnson, and Sarah Youssef, “The Extent of 
Material Hardship and Poverty in the United States,” Review of Social Economy, September 1999. See also Ruser et al., “Alter-
native Measures of Household Income.”

8. Vee Burke, Cash and Noncash Benefits for Persons with Limited Income: Eligibility Rules, Recipient and Expenditure Data, 
FY2000–FY2002, Congressional Research Service, November 25, 2003.

9. The Census Bureau occasionally publishes income distribution tables using broader definitions of income. See U.S. Bureau 
of the Census, Income in the United States: 2002, p. 15. These figures show a more equal distribution of income but are 
flawed by the use of a “fungible method” of counting income. Under the “fungible method,” non-cash benefits are counted 
as having one value when received by the middle class, but when the exact same benefit is received by a poor person, it is 
counted as having less or zero value. The “fungible method” of calculating income is clearly inappropriate for measuring 
the distribution of income, and its use distorts the Census figures.
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Table 1 B 1791 

Percent of Total Income Lower Limit Upper Limit Persons
Total Income In Quintile of Quintile of Quintile In Quintile

Lowest Quintile 3.45 $222,341,246,889 n/a $17,916 40,259,876
Second Quintile 8.78 $565,445,132,447 $17,922 $33,387 50,508,972
Middle Quintile 14.82 $953,822,349,575 $33,396 $53,299 56,959,883
Fourth Quintile 23.35 $1,502,684,699,231 $53,300 $84,321 64,757,724
Highest Quintile 49.60 $3,192,447,009,455 $84,322 n/a 69,387,753
Total 100.00 $6,436,740,437,597 281,874,209

$6,437,654,856,000

Percent of Total Income Lower Limit Upper Limit Persons
Total Income In Quintile of Quintile of Quintile In Quintile

Lowest Quintile 3.29 $222,315,461,808 n/a $17,948 40,253,870
Second Quintile 8.39 $567,057,901,177 $17,949 $33,498 50,600,110
Middle Quintile 14.18 $958,488,401,022 $33,500 $53,639 56,992,438
Fourth Quintile 22.44 $1,516,294,677,526 $53,640 $85,134 64,749,036
Highest Quintile 51.70 $3,493,491,476,015 $85,137 n/a 69,278,754
Total 100.00 $6,757,647,917,548 281,874,209

Percent of Total Income Lower Limit Upper Limit Persons
Total Income In Quintile of Quintile of Quintile In Quintile

Lowest Quintile 4.75 $353,096,188,831 n/a $24,557 37,102,097
Second Quintile 9.53 $708,242,440,306 $24,558 $39,416 50,934,411
Middle Quintile 14.59 $1,084,743,145,840 $39,418 $59,351 58,466,930
Fourth Quintile 22.08 $1,641,470,707,263 $59,352 $90,983 65,464,256
Highest Quintile 49.04 $3,645,313,204,808 $90,987 n/a 69,906,515
Total 100.00 $7,432,865,687,047 281,874,209

Percent of Total Income Lower Limit Upper Limit Persons
Total Income In Quintile of Quintile of Quintile In Quintile

Lowest Quintile 5.35 $320,508,714,809 n/a $22,343 36,814,432
Second Quintile 10.59 $633,790,244,181 $22,344 $34,706 49,643,441
Middle Quintile 15.57 $932,324,499,393 $34,707 $49,892 57,704,411
Fourth Quintile 22.33 $1,337,193,438,522 $49,897 $71,941 65,583,386
Highest Quintile 46.16 $2,763,786,023,132 $71,942 n/a 72,128,539
Total 100.00 $5,987,602,920,038 281,874,209

Stage 2C:  Comprehensive Post-Tax Income:  Equals Stage 2B Less Taxes; Unequal Number of Persons Per Quintile

Stage 3:  Equals Stage 2C and Adjustment to Provide Equal Numbers of Persons in Quintile

Analysis of Income Quintiles
Stage 1:  Conventional Census Data, Pre-Tax Money Income and Unequal Number of Persons Per Quintile.

Stage 2A:  Equals Stage 1 Plus Capital Gains and Losses; Unequal Number of Persons Per Quintile

Stage 2B:  Equals Stage 2a  Plus Government Non-Cash Transfers, EITC, and Employee Health Benefits; Unequal 
Number of Persons Per Quintile
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9.40 n/a $27,637 56,879,318
13.46 $27,638 $41,503 56,702,016
16.80 $41,504 $57,812 56,382,384
20.70 $57,815 $80,182 56,191,875
39.64 $80,186 n/a 55,718,616

100.00
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income and decrease income inequality. Finally, the
effects of federal income tax, state income tax, and
Social Security taxes are shown in stage 2C. This
adjustment reduces annual total income by some
$1.4 trillion and markedly decreases inequality. We
term the income figures in stage 2C “comprehensive
post-tax income.”10

Inclusion of taxes and non-cash aid substantially
reduces economic inequality. In stage 1, the bottom
quintile was shown to have 3.5 percent of total
income; by stage 2C, this number had risen to 5.35
percent. The income share of the top quintile falls
from 49.6 percent in stage 1 to 46.16 percent in
stage 2C.

Stage 3: Adjustment of Quintiles to 
Contain Equal Numbers of Persons

When decision-makers, journalists, and the pub-
lic view the government’s official income distribution
figures, there is a common and implicit assumption
that the quintiles contain equal shares of the popula-
tion. After all, the notion that we should measure
“inequality” by comparing the aggregate income of
groups that are themselves unequal in size is at best
confusing. However, as noted, the official Census
income “quintiles” do not contain equal shares of the
population, and this fact skews the Census’ measure
of income distribution.

No one would think it valid to measure inequality
between New York State and Delaware by simply
comparing the aggregate incomes in the two states.
In such a comparison, income differences would
mainly reflect vast differences in state populations.
But the Census makes precisely this sort of unbal-
anced comparison whenever it compares quintiles of
unequal size.

Chart 3 shows the percent of the population con-
tained within each Census “quintile.” While the
middle quintile does contain roughly one-fifth of
the population, the others do not. The high dispar-
ity in population between the highest and lowest
income quintiles is of particular interest. The top
quintile contains 24.6 percent of the population,

but the bottom quintile contains only 14.3 percent.
In raw numbers, there are 69.4 million persons in
the top quintile compared to 40.3 million in the
bottom. Thus, for every person in the lowest quin-
tile there are 1.7 persons in the top quintile. This
imbalance in population is a major factor contribut-
ing to the apparent levels of inequality in Census
Bureau figures.

The Census Bureau quintiles are unequal in size
because they are based on a count of households
rather than persons. A household is defined as a
person or group of persons living in a single hous-
ing unit. In the United States, high-income house-
holds tend to be married couples with many
members and earners. Low-income households
tend to be single persons with little or no earnings.
Thus, it should be of no surprise that the average
household in the Census’ top quintile contains 3.2
persons, while the average household in the bottom
quintile contains 1.8 persons.

The typical Census practice of measuring ine-
quality by comparing aggregate incomes between
“quintiles” that contain widely differing numbers
of persons can be extremely misleading. To a con-
siderable degree, the relative poverty of the Cen-
sus’ official bottom quintile shown in Chart 1
results from the simple lack of people within the
quintile rather than from economic factors.

A far clearer picture of income inequality can be
obtained by adjusting the quintiles so that each
actually contains 20 percent of the population. In
Chart 4, incomes have been corrected to include
taxes and non-cash benefits, and the quintiles are
adjusted to contain equal numbers of persons. As
a result, the income share of the bottom quintile
rises to 9.4 percent of total income and the share
of the top quintile falls to 39.6 percent.

Stage 4: Inequality of Income and 
Inequality of Work

Counting taxes and safety net benefits while bal-
ancing the quintiles to contain equal shares of the
population dramatically transforms the picture of

10. The “comprehensive post-tax income” figures of stage two are the same as the Census Bureau’s income definition 14 except 
that Census employs a “fungible method” for valuing in-kind benefits, as noted above.
page 8



page 9

August 24, 2004No. 1791

Chart 3 B 1791  

Percent of Population in Each Income Quintile: 
Conventional Census Figures for 2002
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Distribution of Income with Equal Numbers of Persons 
in Each Quintile*
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inequality in the United States. However, it is pos-
sible to probe the issue even further.

In many respects, economic inequalities between
the quintiles are a direct reflection of disparities in
work performed. Chart 5 reverts to the conventional
Census quintiles with unequal numbers of persons.
The chart shows the total annual hours of paid labor
in each quintile. In 2002, individuals in the bottom
quintile performed 4.3 percent of all the work in the
U.S. economy, while those in the top quintile per-
formed 33.9 percent. Thus, the top quintile per-
formed almost eight times as much labor as did the
bottom quintile.

In part, the low levels of paid employment in
the bottom quintile reflect the low numbers of
working-age adults (ages 18 to 64) within the
group. In the conventional Census figures (with
unequal quintiles), the bottom quintile contains
only 11.2 percent of all working-age adults, while
the top quintile contains 27.6 percent. Not only
does the bottom quintile contain fewer adults of
working age, but each adult, on average, works
fewer hours during the year than does his counter-
part in the higher-income quintiles. On average,
working-age adults in the bottom quintile worked
about half as many hours during the year as did
adults in the top quintile. The combination of rela-
tively few working-age adults and low levels of
work per adult contributes significantly to the low
income levels in the bottom quintile.

The stage 4 analysis shows what the distribution
of income would be if working-age adults in the
bottom quintile worked as many hours as those in
higher-income families. In contrast to the adjust-
ments in stages 2 and 3, stage 4 represents a hypo-
thetical rather than an actual condition, since the
non-elderly adults in the bottom quintile clearly
do not work as much as higher-income adults.

The stage 4 figures incorporate the adjustments
made in stages 2 and 3 before making the hypo-
thetical adjustments in hours of work. The results
are presented in Chart 6. The working-age adults

in each quintile are assumed, on average, to per-
form equal hours of paid labor during the year.
The outcome would be a substantial equalization
of incomes. The income share of the bottom quin-
tile would rise to 12.3 percent, while that of the
top quintile would fall to 35.8 percent.

Ratio of Incomes Between the Top 
and Bottom Quintiles

Chart 7 summarizes the ratios of income of the
top quintile compared to the bottom quintile in var-
ious scenarios. In the conventional figures from
stage 1, households in the top quintile appear to
have, on average, $14.30 of income for each $1.00
of income in the bottom quintile. When the impact
of taxes and non-cash benefits is included in stage
2, the ratio falls to $8.60 in the top for each $1.00
in the bottom. If the quintiles are then corrected to
contain equal numbers of persons, the ratio falls to
$4.21 to $1.00. Finally, if the annual work levels of
working-age adults in each quintile were hypotheti-
cally made equal, the income ratio of the top to the
bottom would fall to $2.91 to $1.00.

Increasing Inequality?
A frequent complaint is that the distribution of

income is becoming less equal over time. There is
some merit to this charge: According to conven-
tional Census numbers, the income share of the top
fifth of households rose from 43.7 percent of total
income in 1980 to 49.7 percent in 2002. But nearly
all of that increase occurred in the 1980s and mid-
1990s. For the past five years, the distribution of
income has remained static, as charts 8 and 9 show.
A tiny increase in the income share of the top quin-
tile corresponds to a small increase in the share of
population and total work occurring within the
quintile. After adjusting quintiles to contain equal
numbers of persons, the top quintile in 1997 had
$4.22 in post-tax, post-benefit income for every
$1.00 of similar income at the bottom.11 In 2002,
the ratio was $4.21 to $1.00.

The conventional Census figures also suggest
that the incomes of the two poorest quintiles have

11. For an analysis on income distribution in 1997, see Robert Rector and Rea S. Hederman, “Income Inequality: How Census 
Data Misrepresent Income Distribution,” Heritage Foundation Center for Data Analysis Report No. CDA99–07, September 
29, 1999.
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Chart 5 B 1791 
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Chart 7 B 1791  

Income Inequality: 
Ratio of Incomes Between the Top and Bottom Quintiles
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Chart 8 B 1791  

Income Distribution Including the Effect of Taxes 
and Non-Cash Social Safety Net Benefits*
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fallen over the past 30 years. The Census reports
that in 1970, the two poorest quintiles had 14.9
percent of all money income. By 2002, the figure
had fallen to 12.3 percent. However, this apparent
decline is a result of the exclusion of non-cash
benefits from the count of income. Means-tested
welfare and Medicare has risen greatly over time,
from 1.5 percent of total personal income in 1950
to over 8 percent in 2002. If these benefits were
properly included in the income count, the
income share of the two poorest quintiles would
be shown to have risen considerably in the 1960s
and to have remained relatively unchanged over
the past 30 years.

Conclusion
The Census income distribution figures are the

foundation of most class-warfare rhetoric. On the
surface, these figures show a high level of inequal-
ity: The top fifth of households have $14.30 of
income for every $1.00 at the bottom.

However, these figures are flawed by the exclu-
sion of taxes and social safety net spending and by
the fact that the “fifths” do not contain equal num-
bers of people. Adjustment for these factors radi-
cally alters the picture of income distribution: The
top fifth of the population has $4.21 of income for
every $1.00 at the bottom.

The remaining inequality in society is heavily
influenced by the lack of work at the bottom. If
working-age adults in the lower quintiles worked

as much as their higher-income counterparts, the
income disparity of the top to the bottom quintiles
would fall to $2.91 to $1.00.

Still, the top fifth of U.S. households (with
incomes above $84,000) remain perennial targets of
class-warfare enmity. These families, however, per-
form a third of all labor in the economy. They con-
tain the best educated and most productive
workers, and they provide a disproportionate share
of the investment needed to create jobs and spur
economic growth. Nearly all are married-couple
families, many with two or more earners. Far from
shirking the tax burden, these families pay 82.5
percent of total federal income taxes and two-thirds
of federal taxes overall. By contrast, the bottom
quintile pays 1.1 percent of total federal taxes.12

In one sense, John Edwards is correct: There is
one America that works a lot and pays a lot in
taxes, and there is another America that works less
and pays little. However, the reality is the opposite
of what Edwards suggests. It is the higher-income
families who work a lot and pay nearly all the
taxes. Raising taxes even higher on hard-working
families would be unfair and, by reducing future
investments, would reduce economic growth,
harming all Americans in the long run.

—Robert Rector is Senior Research Fellow in
Domestic Policy Studies, and Rea S. Hederman, Jr., is
a Senior Policy Analyst in the Center for Data Analy-
sis, at The Heritage Foundation.

12. Congressional Budget Office, Effective Tax Rates Under Current Law, 2001 to 2014, August 2004, pp. 10 and 11.
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METHODOLOGICAL APPENDIX

This paper examines the distribution of income
and income inequality with data extracted from the
Current Population Survey for the year 2002, con-
ducted in March 2003. Like the Census Bureau, this
paper studies income at the household level. Group
quarters are not included in this survey. The authors
also used data extracted from the Heritage Income
Tax Model, which contains a sample of actual tax
returns designed to replicate the total tax returns
received by the Internal Revenue Service. In general,
this study does not account for the underreporting
of income to the Census Bureau.

Post-Tax Income
Comprehensive post-tax income includes

money income plus realized capital gains, the
earned income credit, employer-provided health
insurance, school lunch benefits, food stamp ben-
efits, government rent subsidies, Medicaid, and
Medicare benefits. Federal and state income taxes,
payroll taxes, and property taxes are subtracted.
Income variables that were given only at the family
or person level were aggregated to the household
level. Thus, all FICA taxes paid by a household
were added together by person and then sub-
tracted from the household’s final income. Food
stamps and other family-level income data were
treated in the same manner.

Comprehensive post-tax income is very similar to
the Census income “definition 14” as detailed in
the Census Bureau’s Current Population Reports,
Income, Poverty and Valuation on Noncash Benefits,
except that it employs the basic market or insur-
ance value for Medicaid and Medicare without the
“fungible” adjustment.13 The insurance value of
Medicaid and Medicare (also called the market
value) equals the average net government outlay
for persons of a specific risk class within a given
state. The risk classes used are elderly, disabled
persons, non-disabled adult, and non-disabled
child. Under this approach, the value of Medicaid
or Medicare equals the average cost to the govern-
ment of medical services provided to a given class

of persons; it does not report specific medical
expenditures for particular individuals.

The fungible method of valuing Medicare and
Medicaid begins with the insurance value of bene-
fits but then alters the values based on the family’s
income class. The full insurance value is assigned
to benefits received by the middle class, but a
lower value or zero value is assigned when the
same benefits are received by a low-income house-
hold. The fungible adjustment was devised for the
measurement of poverty, not income distribution.
In measuring poverty, it is used to determine
whether a household’s income should be consid-
ered above the poverty threshold. However, the
fungible adjustment, which deliberately reduces
the value of benefits received by low-income
groups, is not appropriate for the measure of
income equality that seeks to compare the eco-
nomic resources of one household relative to oth-
ers. The fungible adjustment results in a
substantial undercounting of government transfers
to low income groups.

Top Coding
An adjustment was made to compensate for the

Census’ top coding restriction. Top coding limits the
maximum value of capital gains reported in the CPS
to $99,999. With normal CPS data, capital gains val-
ues that exceed this limit are simply reported as
$99,999. In order to obtain a more thorough esti-
mate of high levels of capital gains income, we have
replaced those capital gains values subject to the top
coding restriction with higher values taken from
Internal Revenue Service data. This adjustment was
made in the following manner: The Heritage Tax
Model was used to determine the mean amount of
capital gains income for those returns that reported
capital gains income above $99,999. The new mean
amount of capital gains was substituted to replace
each CPS top-coded value of capital gains. As a
result, the amount of capital gains income in the
study was increased substantially. These adjustments
mainly increase reported incomes in the top quintile.

13. U.S. Bureau of the Census, Money Income in the United States: 1997 (with Separate Data on Valuation of Noncash Benefits), 
Current Population Reports, P60–200, 1998, p. 49.
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Ranking
Adjustments to income in stages 2 and 3 were

performed at the level of individual households.
After each adjustment, the households were re-
ranked based on their new income figures. House-

holds then were weighted according to the CPS
household weight variable. The stage 4 adjust-
ments are more general; earnings were adjusted at
the quintile level based the aggregate earnings and
average labor data within the quintile.
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