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I. Introduction
There are different arguments about the relationship between functional and personal income distribution. Piketty (2014) offers a gloomy
evaluation and outlook: When wealth increases faster than national
income, the share of capital income out of national income rises, and as
growth slows, the existing wealth becomes even more predominant. On
the other hand, Chang (2015) argues that inequality in labor income,
rather than that in capital income, is a more pressing issue in Korea.
Such diagnosis leads to the suggestion that mitigating the duality in the
labor market is the priority over income distribution between production factors.
Although there is a near consensus that primary distribution between
production factors is worsening in Korea, it is not yet clear how it is related to personal income inequality. This paper reviews the relationship
between labor income share and household income inequality, and is
structured as follows. Following a brief overview of previous literature
in Chapter Ⅱ, Chapter Ⅲ notes the discrepancy in the labor income
share between the National Account and household surveys. Labor income share in Korean household surveys has been surprisingly increasing, but this could be attributed to the underestimation of property income. Chapter IV then points to the increase in corporate savings that
do not circulate back to households as another reason why household
surveys underestimate inequality between production factors. Compared with the developed economies, corporate savings have increased
much more steeply in Korea since 2000 relative to the decline in labor
income share. It also appears that the income share of top earners has

8

KOREA LABOR INSTITUTE WORKING PAPER

increased faster than that of corporate savings. Chapter Ⅴ shows, using factor decomposition and simulation methods, that an increase in
labor income share at the household level would help improve income
inequality. Lastly, Chapter Ⅵ calls for a more equitable distribution of
production factors to further rein in income inequality.

II. Literature Review
Although labor income share is one of the factors that determine
income inequality, the relationship between the two is by no means
simple. Labor income share only represents how income created by
production is distributed between labor and capital. Inequality depends
not only on the gross distribution between labor and capital, but also
on how labor income and capital income are distributed among individuals. In other words, decline in labor income share does not automatically lead to worsening inequality at the individual level (Atkinson,
2009). Adler and Schmid (2012) explains the relationship between cap-

ital income share and income inequality. When gross income is made
up of only labor income and capital income, changes in the capital income share would affect income equality differently, depending on the
relationship between capital income and gross income. For example, if
the proportion of capital income is high among high-income individuals, its rise would worsen income inequality at the individual level.
But in an opposite scenario, in which gross income and capital income
have a negative correlation, the rise in capital income share would actually reduce individual inequality. The decline in labor income share
generally increases income inequality because the capital income por-
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tion is generally high among high-income individuals, but as to how it
actually plays out in reality, an empirical analysis is necessary. Empirical research into distribution between production factors and income
inequality has largely two methodologies: cross-country study and
analysis of household survey data.
Of the cross-country studies, Daudey and Garcia-Penalosa (2007)
constructed a panel of 39 countries across 1970-1994. It demonstrates
that the higher the labor income share, the lower the individual Gini
coefficient, and in particular, the lower the income share of the top
20%. Checchi and Garcia-Penalosa (2010) built a panel of 11 countries

across 1960-2000 and concluded that the labor income share and the
Gini coefficient have a negative correlation. Schlenker and Schmid
(2014) uses household panel survey from 17 EU member states to show

that a rise in capital income share has contributed to growing household income inequality. Lee and Rusconi (2014), in a regressive analysis on a panel of G20 countries, concludes that a higher labor income
share lowers the Gini coefficient of disposable income. Bengtsson and
Waldenström (2015) built a panel of 19 countries to demonstrate that
capital income share and the top earners’ income share have a strong
positive correlation. The positive correlation is maintained, although
to a lesser degree, when the Gini coefficient is used instead of the top
income share.
As for studies using household surveys , Fräßdorf , Grabke , and
Schwarze (2011) demonstrates using Shorrocks’ factor decomposition
that the capital income share of disposable income is growing, serving
as an important factor in the rise of income inequality. Garcia-Penalosa and Orgiazzi (2013) factor-decomposes income inequality in
6 countries over 30 years and concludes that the contributing factors

10
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differ by country. In some countries, the falling wage share offsets the
rise in wage income inequality. In some other countries, self-employment income’s relative impact on income inequality has risen, thus
compounding the effect of capital income on the growth in income
inequality. Adler and Schmid (2012) descriptively suggests that the
higher the capital income share, the higher its correlation to higher
income inequality in the household’s market income. Rehm, Schmid,
and Wang (2014) demonstrates using factor decomposition that the
main cause of the decline in income inequality in Germany since 2005
(upon having steadily risen in the early 2000s) is a change in the capital

income distribution.
These studies highlight that a change in the functional income distribution has an impact on the rise in income inequality. As for similar
research in Korea, Cheon (2014) remains the only existing one. The
analysis results differ depending on the data used. The Analysis of the
Household Finance and Welfare Survey (Statistics Korea) using static
factor decomposition results in less household income inequality as the
labor income share goes up.
This paper aims to identify the relationship, if any, between labor income share and household income inequality. Its contribution can be
summarized in three elements. First, it tries to identify the reasons for
the discrepancy in labor income share between the National Account
and household survey results in Korea. Second, it sheds light on the relationship between labor income share, corporate savings, and income
share of the top 10% in the 2000s relative to other developed countries.
Third, it applies dynamic factor decomposition and simulations method.
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III. Trend in Labor Income Share:
Inconsistency between National Account and Household
Surveys
How income (generated from production) is distributed among production factors can be understood through the labor income share,
but there is little agreement on how labor income share should be
measured. There are debates regarding what to use as the measure of
national income, and what to use as the scope of labor income. With
regard to the latter, this study reviews how it can be adjusted by estimating the labor income portion of self-employment.
The Bank of Korea estimates the labor income share as the percentage of employee compensation out of the national income at factor
cost. [Figure 1] shows that the BOK’s labor income share continued to
rise until the Asian financial crisis, then fell slightly afterwards. Then it
went back up to 62.6% in 2014, surpassing the pre-crisis level of 62.4%
(1996) for the first time. The BOK’s definition considers self-em-

ployment income (personal operating surplus) to be capital income.
However, it is more reasonable to consider self-employment income
as inclusive of not only the profit from production but also from labor
provided by the business owner and other household members. That is
why self-employment income is called mixed income. Given the high
share of self-employment in Korea, if such income is counted only as
capital income, labor income share is reported to be much lower than
that of other developed countries. Though the imbalance between
labor and capital factor income grows, the labor income share can increase as self-employment falls and wage employment rises.

12
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As the exact share of labor income out of self-employment income
cannot be determined, different methods are used to estimate it and
to adjust labor income share (Gollin, 2002). First is to assume that it
is ⅔ of self-employment income. This is a method in practice in the
U.S. since being proposed by Johnson (1954). But it is questionable
whether it is equally applicable to countries with a high percentage of
micro self-employment or to extended periods in which the labor income share is not constant. Second is to assume that the average labor
income of the self-employed is same as the average wage of workers. It
is often used for comparison between countries, and it results in a very
high labor income share for Korea. Moreover, if the majority of the
self-employed earn low wages, the portion of self-employment income
considered as labor income may be bigger than the personal operating
surplus under the National Account, bringing the labor income share
to over 100%. Third is to assume that the labor income share in the
self-employment sector is the same as in other sectors. It appears to be
the most suitable for the Korean situation (Lee, 2015). Figure 1 shows
that the adjusted labor income share in Korea dropped from 79.3% in
1996 to 70.6% in 2014.

National income generated through production is distributed to
households, corporations, or the government in accordance with their
participation in or asset provisions to production. The net primary
income to households is made up of labor income (employee compensation), self-employment income (personal operating surplus), and
property income (net property income and operating surplus). Labor
income share can be calculated from the household sector of the National Account and household surveys respectively, using the adjustment method described above.
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Figure 1. Trend in Labor Income Share
(Unit : %)
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adjusted labor income share

Source: Bank of Korea, National Account.

Surprisingly, the labor income share thus estimated draws a different
trend. [Figure 2] shows a declining trend of the adjusted labor income
share in the National Account since the Asian financial crisis. And
in the Household sector of the National Account, it falls during the
Asian financial crisis and then floats around 87-88% afterwards. But
in household surveys, it shows a slight decline immediately after the
Asian financial crisis, but goes on a rising trend since then.
The discrepancy in the labor income share trend between the National Account and household surveys can be explained first by problems within the household survey itself. <Table 1> shows a low capture
rate of property income in the household survey. Breakdown of factor
income in 2013 shows property income taking up 10.9% of net primary
income under the Household sector of the National Account, but only
0.7% in the Household Income and Expenditure Survey and 4.5% in

the Survey of Household Finances and Living Conditions.
I review whether or not the discrepancy is due to the fact that the
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Figure 2.	Comparison of Adjusted Labor Income Share in National Account
and Household Surveys
(Unit : %)
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NA

household sector in the NA

household surveys

Source: Bank of Korea, National Account, each year; Statistics Korea, National Survey
of Family Income and Expenditure, 1996, 2000; Statistics Korea & Bank of Korea, Survey of Household Finances and Living Conditions, 2012, 2014.

Table 1.

Breakdown of Factor Income between National Account and
Household Surveys (2013)
(Unit: %)
National Account

Domestic Household

Breakdown
of factor
income

Household surveys
Survey of
Household
Finances and
Living Conditions

Household
Income and
Expenditure
Survey

Labor income

61.7

75.0

68.9

75.6

Selfemployment
income

11.6

14.1

26.6

23.7

Property
income

26.7

10.9

4.5

0.7

69.8

87.3

93.9

99.1

Adjusted labor income share

Source: Bank of Korea National Account; Statistics Korea & Bank of Korea, Survey of
Household Finances and Living Conditions; Statistics Korea, Household Income and Expenditure Survey.
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National Account’s property income measure also includes imputed
income, which is income not actually received but accounted as part of
the household’s income. According to Hong (2014), the imputed rent
of privately owned housing (included in the rent) and the financial intermediary service (included in the interest) accounted for 3.4% of the
household net primary income in 2013. It shows that even when putting aside the imputed income, the share of property income in household surveys has been underestimated relative to that in the Household
sector of the National Account. Meanwhile, as corporate savings rise
(i.e. do not circulate back to households), the imbalance between labor

income and capital income might not be visible in household surveys.
This will be further expounded on in the next section.

IV. Corporate Savings and Top Income Share
1. Decline in labor income share and rise in corporate savings
<Table 2> reveals the relationship between labor income and house-

hold income . Household income includes both labor income and
capital income. Household capital income includes the capital income
portion of self-employment income and net property income distributed to households (interest, rent, dividends, etc.). Thus household income and labor income are different. [Figure 3] shows a similar trend
between household income share (i.e. the share of households’ net
primary income out of net primary income in the entire private sector)
and labor income share. The decline in household income share coin-
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cides with an increase in corporate income share.

1)2)

[Figure 4] illus-

trates the fall in household income share out of total private sector net
primary income, from 93.1% in 1996 to 83.2% in 2014, while corporate
income share jumped from 6.9% to 16.8% in the same period.
Growth in corporate profit is either paid out to asset owners in the
form of dividends or kept inside the company as retained earnings.
[Figure 5] shows a jump in the net corporate savings ratio out of net

primary income in the private sector, from 2.6% in 1996 to 10.6% in
2014. Park (2013) argues that household income is suppressed due to

the real wage failing to keep up with the rise in labor productivity and
corporate savings skyrocketing to the point of pushing down household and domestic consumption.
Of a company’s net profit, the portion saved inside the company is
called the retained earnings. It rose quickly in the 2000s, from 26.3 trillion KRW in 1990 to 886.2 trillion KRW in 2014. [Figure 6] shows the
Table 2.

Factor Distribution of National Income and Sectoral Distribution of
National Income
Labor income

Household income

Employee
compensation

Capital income
Personal
operating
surplus

Net property income

Corporate income

Operating surplus,
net property income

Government
income

Operating surplus,
net property income

1) Kang & Lee (2013) demonstrates that the rapid decline in household income in 2000-10 is primarily
due to the drop in labor income share.
2) According to the OECD (2016) on international comparison of the disposable income-to-GDP ratio,
the OECD average of household income share remained stable over 1995-2013, but Korea saw the
second steepest fall among the 25 countries.

17

LABOR INCOME SHARE AND INCOME INEQUALITY IN KOREA

Figure 3. Trend in Household Income Share and Labor Income Share
(Unit: %)
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adjusted labor income share

Source: Bank of Korea, National Account.

Figure 4. Trend in Corporate Income and Household Income Share
(Unit: %)
100
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8
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0
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household income share (left axis)

corporate income share (right axis)

Source: Bank of Korea, National Account.

trend in surplus profit by company size in the manufacturing sector
and highlights that most of the rise in corporate retained earnings stem
from large companies. The asset breakdown in [Figure 7] shows an in-
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crease in cash, cash equivalents, and short-term investments from 8.0%
in 1990 to 11.5% in 2014. Invested assets rose from 6.7% to 17.2%. Altogether, the proportion of financial assets jumped from 14.7% in 1990 to
28.7% in 2014. In contrast, the proportion of tangible assets related to

real economic activities such as machinery/facility management, land,
and construction dropped from 47.7% in 1990 to 34.0% in 2014.
If a company’s operating surplus, or corporate savings, is used for
investment or hiring, it circulates back to household income. However,
according to analysis of the top 50 enterprises by Kim (2015), less than
half of the retained earnings is used for investment activities.

3)

The

National Assembly Budget Office (2014) also came up with the analysis
that an increase in retained earnings has contributed to a reduction in
the investment rate in the period of 1995-2011.
Figure 5. Trend in the Ratio of Household Savings and Corporate Savings
(Unit: %)
25
20
15
10
5
0

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
-5
household saving

corporate saving

Source: Bank of Korea, National Account.

3) Some, including the Federation of Korean Industries (FKI), argue that most of the retained earnings
is being invested, and that bigger reserves do not necessarily indicate bigger investment capability.
However, Park (2014) notes that transfer of ownership in the form of securities transactions or land
acquisition is classified as an investment in corporate accounting, but not under the National Account.
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Figure 6. Trend in Retained Earnings by Company Size in the Manufacturing
Industry
(Unit: 1 trillion KRW)
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Source: Bank of Korea, Financial Statement Analysis; National Assembly Budget Office
(2014).

Figure 7. Trend in Corporate Asset Composition
(Unit: %)
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2. Corporate savings and top incomes
Whereas corporate savings reserved at the company without being
invested are likely to end up as capital gains (Kim & Park, 2012) or as
income for top income earners (van Treeck, 2015), it may not be fully
visible in household surveys. This paper looks into the relationship between labor income share, corporate savings, and income share of the
top 10%.
For labor income share, statistics by Lee (2015) are used. It is from
countries that provide personal operating surplus data to the OECD
National Accounts database. Labor income share is adjusted on the assumption that the labor income share in self-employment is the same
as that in other sectors. As for the corporate savings rate, its share out
of total disposable income has been calculated using the OECD National Accounts database. Income share of the top 10% was extracted
from the World Top Incomes Database.
[Figure 8] illustrates the relationship between the change in labor

income share and the change in the corporate savings rate in 200012. The dotted line indicates a negative correlation between the two.

Korea, where labor income share has fallen, is far away from the trend
line, with the corporate savings rate rising more sharply than the fall in
labor income share. [Figure 9] traces the change in the corporate savings rate and the change in the top 10% income share in 2000-12. The
trend line shows a slight positive correlation between the two. Korea,
in addition to experiencing the biggest growth in corporate savings and
top income share, is also far removed from the trend line, indicating a
larger growth in the top income share than that in corporate savings.
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Figure 8. Labor Income Share and Corporate Saving Rate (2000-12)
(Unit: %)
Change in the corporate saving rate
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Note: Corporate saving rate = Corporate savings / Total disposable income. In the
years when no statistics are available, data from the nearest year is used.
Source: OECD National Accounts Database; Lee (2015).

Figure 9. Corporate Savings Rate and Income Share of the Top 10% (2000-12)
(Unit: %)

Change in the top 10% share
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Source: OECD National Accounts Database; World Top Incomes Database.
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V. Relationship between Labor Share and
Income Inequality in Household Surveys
1. Analysis data
Identifying the relationship between primary distribution among
production factors and income inequality requires information on the
distribution of factor income. Household surveys provide information
on its composition and concentration. Although household surveys
show an increasing trend in labor income share, they shed light on the
relationship between the rise in labor income share of households and
the change in household income inequality.
This study uses data from the Household Consumption Survey (1996,
2000) and the Survey of Household Finances and Living Conditions
(2011, 2013) that are relatively less skewed by underrepresentation of

high-income earners and underreporting of property income. The review is limited to households in which the age of the head of household
is younger than 65, as a way to control for the increase in elderly population in this period. For household income, primary income is used, i.e.
the one that corresponds to the factor income in the functional distribution of income. Primary income consists of labor income, business
income, and property income. If side-job income is surveyed separately, it is classified as business income. Each type of income was converted into real terms by deflating with the 2010 CPI, and equivalized by
dividing it by the square root of the number of household members.
We briefly review the characteristics of income distribution in the
data used in this study. [Figure 10] shows the trend in household in-
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come inequality. Income inequality shot up during the Asian financial
crisis, stayed high through the 2000s, and then fell slightly in 2013. The
quintile share ratio reveals that the rise in income inequality in 19962000 results from both an increase in the income of highest-earning

households and a decrease in the income of low-earning households.
And in 2000-2011, income inequality appears to have worsened following the increase in top household income, and lessened in 2011-2013 as
top household income growth slowed down.
We now look at the trend in factor income composition of household
primary income. [Figure 11] shows a dip in the labor income share of
household primary income in 2000 followed by a continuous increase
since then . In contrast , business income share increased after the
Asian financial crisis as those driven out of the wage market went into
self-employment, but began to fall as the self-employment sector was
restructured. Finally, property income share increased in 2000 but has
been on a declining trend since then.

2. Static factor decomposition of household income inequality
by income source
The relationship between primary distribution and income inequality can be understood by using factor decomposition of Gini income
components as devised by Shorrocks (1982) and Lerman and Yitzhaki
4)

(1985). <Table 3> presents the decomposition of the Gini coefficient

4) Although it is possible to calculate the contribution of a certain factor on income inequality using
factor decomposition, the outcome cannot be interpreted as causation. If there is a third factor that
affects both the factor in question and income inequality, or if there is reverse causation, it still
appears as if the factor in question affects income inequality. Thus the result of factor decomposition
hereinafter shall be interpreted as correlation.
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Figure 10. Trend in Income Distribution
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Figure 11. Trend in Factor Income Composition
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of household primary income by factor income for 2013. Business income is divided into labor income of the self-employed and capital income of the self-employed under the assumption that the labor income
share in self-employment is the same as that in other sectors. Each is
then added to labor income and property income to obtain labor income and capital income.
First, as for the components of factor income, labor income takes up
95.4% and capital income only 4.6%. Capital income share is found to

be lower than that in the National Account. Thus the impact of capital
income share alone on income inequality would be relatively small.
Second, distribution of capital income is highly uneven. The Gini coefficient of capital income reaches as high as 0.851, far higher than that
of labor income. The unequal distribution of capital income can be
interpreted as a contribution to rising income inequality. Third, the
correlation between capital income and household income appears to
be lower than the Gini correlation coefficient of labor income. This is a
Korean peculiarity in which low-income households have a high property income-to-household income ratio (Won, 2015).
Using the factor decomposition result, the impact of a change in labor income share on income inequality can be easily estimated. Jacobson and Occhino (2012) offers a formula stating that variations in labor
income share alter the overall Gini coefficient: “change in labor income
share x (labor income concentration coefficient - capital income concentration coefficient).” In <Table 3>, the concentration coefficient
of labor income is 0.366, smaller than that of capital income at 0.492.
Thus, a 1%p increase in labor income share brings down the household
income Gini coefficient by 0.12%p (=(0.366-0.492)/100). The increase
in labor income share can lead to improvement in household income
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inequality.
Table 3.

Factor Decomposition of Income Inequality by Income Source (2013)
Share

Gini
coefficient

Gini
correlation
coefficient

Concentration
coefficient

Absolute
contribution

S

G

R

GR

SGR

Labor
income

0.954

0.370

0.987

0.366

0.349

Capital
income

0.046

0.851

0.578

0.492

0.022

Total

1.000

0.371

1.000

0.371

0.371

Source: Statistics Korea & Bank of Korea, Survey of Household Finances and Living
Conditions, 2014.

3. Dynamic factor decomposition of household income
inequality by income source
The preceding result has been gained through statistical analysis in
which the extent of income inequality is factor-decomposed using the
distribution information of a particular year. However, distribution
by income source changes over time. This can be addressed by using
the approach in Karoly and Burtless (1995) such that the differential
in income inequality over time is decomposed. It picks two points in
time and analyzes how a change in each factor income affects change in
household income inequality. Changes in household income inequality
can be expressed via the following equation.
△G = C1 – C0 = ∑(S1 – S0) Gk1 Rk1 + ∑(G1 – G0) Sk1 Rk1 + ∑(R1 – R0) Sk1 Gk1 + ϵ
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The subscripted 0 is the reference time, 1 is the comparison time,
and is the residual not explained by decomposition. The first term on
the righthand side of the equation shows that change in factor income
share affects overall income inequality in different ways depending on
the factor income concentration coefficient. Specifically, the more unequal the factor income and the higher the factor income’s distribution
is concentrated at the top of the general income distribution, the more
an increase in factor income share would widen income inequality.
Meanwhile, there is also the “index problem” in which the choice of
the reference year out of the two points in time would alter the contribution level. This study uses the mean of the two points in time.
△Ck = △ Sk Ck + △ Ck Sk = △ Sk Gk Rk + △ Gk Sk Rk + △ Rk Sk Gk

<Table 4> shows the result of dynamic factor decomposition of in-

come inequality. The household income Gini coefficient rose by 0.064
in 1996-2013. Looking at the change in household income inequality
caused by change in Sk1 Gk1 Rk1 , an increase in labor income share improved household income inequality (-0.003), while the factor income
Gini coefficient rose, increasing the household income inequality
(0.059). Increase in the correlation between factor income and house-

hold income also contributed to an increase in household income inequality (0.067).
In summary, a rise in labor income share is found to improve household income inequality. A rise in labor income share by 2.3%p pulled
down household income inequality by 0.3%p, or equivalently, a 1%p
increase in labor income share decreased household income inequality
by 0.147%p.
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Factor Decomposition of Changes in Income Inequality by Income
Source (1996-2013)
Share

1996

2013

19962013

Gini
Gini
Concentration Absolute
correlation
coefficient
coefficient
contribution
coefficient

S

G

R

G*R

S*G*R

Labor
income

0.931

0.308

0.961

0.296

0.275

Capital
income

0.069

0.804

0.577

0.464

0.032

Total

1.000

0.307

1.000

0.307

0.307

Labor
income

0.954

0.370

0.987

0.366

0.349

Capital
income

0.046

0.851

0.578

0.492

0.022

Total

1.000

0.371

1.000

0.371

0.371

Labor
income

0.008

0.058

0.008

0.066

0.074

Capital
income

-0.011

0.002

0.000

0.002

-0.009

Total

-0.003

0.059

0.008

0.067

0.064

Source: Statistics Korea, National Survey of Family Income and Expenditure, 1996; Statistics Korea & Bank of Korea, Survey of Household Finances and Living Conditions, 2014.

4. Factor decomposition using a simulation experiment
The share of a particular factor income or its correlation to total income distribution is affected not only by a change in the particular factor income itself, but also by changes in other factor income (Cancian
and Reed, 1999). When household income inequality changes between
two points in time, it is necessary to measure how a particular factor
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income’s change contributes to income inequality while keeping other
factor income unchanged. This study employs the simulation method.
It measures the impact of a particular factor income by creating a virtual distribution such that only the distribution of that particular factor
income remains unchanged, and then comparing it to the Gini coef5)

ficient of the actual distribution at t+1. (Burtless, 1999; Cancian and
Reed, 1999; Daly and Valletta, 2006; Koo & Lim, 2007; Kim, 2014).
Simulation is a method that can measure how household income inequality changes when only one particular factor changes while others
remain the same. That is, it applies a change to that particular factor
one at a time from the baseline (i.e. the original distribution of household income). It then calculates the resulting change in the Gini coefficient to understand the effect. This study applied the following changes
in the following order: change in the labor income distribution, change
in the capital income distribution, change in the correlation between
labor income and capital income, and change in labor income share.
That being said, it does have the problem of the result depending on
the order of the factors, but this is not considered in this study because
the purpose was to understand the direction of change, not necessarily
the exact degree of impact. Each income type is deflated using the 2010
CPI.
The specific methodology is as follows. First, we measure the change
in the Gini coefficient when only the labor income distribution changes for 1996-2013 while other factors remain unchanged. Changing
only the labor income distribution is possible by substituting the 1996

5) Another approach is to assume that only a particular factor income has changed and compare the
differential with the Gini coefficient of the actual distribution at time t.
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labor income with the 2013 labor income with the same ranking. Labor income is ranked in each year’s data. It is separated into 100 levels,
whereby the mean value of each level is calculated and used as the substitute value. To change only the distribution, the labor income of the
same ranking in 2013 is multiplied by the ratio of (Total labor income
in 1996 / Total labor income in 2013).
Second, changes in capital income distribution are also substituted
using the same method. To measure the cumulative effect, the change
in capital income distribution is inserted into the data where the labor
income distribution has been changed.
Third, the ranking of labor income and capital income is defined in
each year’s dataset. Consider the situation in which a household with
ranking r in labor income distribution in 1996 has ranking s in capital
income. To substitute the 2013 correlation into the 1996 dataset, the
ranking of a 2013 capital income data point corresponding to the labor
income ranking r is identified, and then the capital income ranking s
from the 1996 dataset is substituted with the 2013 data point. Correlation should be matched one-on-one, but there was the problem of the
2013 data sample size being smaller than that of the 1996 data. Inevi-

tably, the 1996 data was randomly sampled to match the size as that of
the 2013 sample, and was substituted with the 2013 correlation.
Fourth, labor income share at each point in time is calculated, and
the 1996 labor income is multiplied by the ratio (2013 labor income
share / 1996 labor income share) to equate it with the 2013 labor income share, and capital income is multiplied by ((1 - 2013 labor income
6)

share) / (1 - 1996 labor income share)).

6) One may raise the question of whether to assume that a change in labor income share would have
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<Table 5> shows the result of substituting with the 2013 distribution.

When only labor income is altered to the 2013 level while other factor
incomes remain at the 1996 level, the Gini coefficient jumped to 0.366.
It is a 91.8% increase relative to the Gini coefficient for 1996-2013, indicating that it is the main factor that led to income inequality between
the two points in time. When the change in capital income distribution is added to the change in labor income distribution, it leads to a
reduction in household income inequality. That being said, when the
correlation between labor income and capital income is added, income
inequality increases considerably. In terms of the cumulative impact
on income inequality, the impact of the higher capital income-labor
income correlation appears to be bigger than that of the increase in
capital income inequality. Finally, a rise in labor income share is found
to reduce household income inequality.
Table 5.

Cumulative Impact of Changes in Factor Income on Household
Income Inequality

2013
distribution
inserted

1996

Distribution
of labor
income

Distribution
of capital
income

Correlation

Labor
income
share

2013

0.307

0.366

0.341

0.368

0.361

0.371

91.8%

52.3%

94.5%

84.5%

100.0%

Source: Statistics Korea, National Survey of Family Income and Expenditure, 1996; Statistics Korea & Bank of Korea, Survey of Household Finances and Living Conditions, 2014.

identical impact on all classes. This would be the case if the 2013 labor income share was added to the
1996 factor income distribution as the initial change. To prevent such a problem, this study considers
the distribution of each factor and change in the correlation before adding labor income share as the
final change.
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VI. Summary and Policy Implications
Understanding income inequality requires analysis of not only the
distribution to individuals and households, but also the distribution
among production factors. Main findings are summarized as follows.
First, the trend data on the labor income share appears to be inconsistent between the National Account and household surveys. This is
due to understating of property income in household surveys coupled
with the increase in corporate savings that do not fall back to households.
Second, a decline in labor income share, an increase in corporate savings, and a rise in the top 10% income share took place all at the same
time. Compared to major developed countries in the 2000s, Korea
saw a bigger increase in the corporate savings rate (corporate internal
reserve) relative to the drop in labor income share. Also, there was an
even bigger increase in the income share of the top 10% than the increase in corporate savings.
Third, although household surveys do not reflect the declining trend
of labor income share, they do shed light on the relationship between the
rise of the labor income share in households and the change in household income inequality. Results of factor decomposition also suggest
that a rise in labor income share could help improve income inequality.
These findings point to the close correlation between the labor-capital income imbalance and household income inequality. This also hints
at the limitations of policies focusing on the causes of income inequality from within the labor market, essentially a trade-off between higher
labor market flexibility and a stronger social safety net. It also raises the
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need to improve primary distribution as a way to curb income inequality. A number of policies should be undertaken in parallel: increasing
household labor income by improving the employment rate and the
productivity-wage balance, while encouraging investment by discouraging excessive levels of corporate savings.
Although this study did demonstrate that primary distribution is
closely associated with household income inequality, it did not identify
the causal effects. This is left as a topic for further in-depth research, in
particular the relationship between corporate savings and household
income inequality.
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