
Increasing income inequality in Germany:
Unemployment, market returns, and changes in the

tax-system1

Martin Biewen (University of Tübingen, IZA Bonn, DIW Berlin)
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Abstract. From 1999 to 2006, there has been an unprecedented rise in net equivalized income inequality

and poverty in Germany. At the same time, unemployment rose to record levels and there was evidence

for a widening distribution of labor market returns, as well as that of other market incomes. Moreover,

several changes in the tax system took effect. Other possible explanations for the rise in inequality are

changes in the household structure and changes in the distribution of other socio-economic characteristics

(e.g. age or education levels). So far, it has been unclear which factor contributed what percentage to

the overall inequality increase. In order to address this question, we use a semiparametric kernel density

approach to decompose the change in inequality and poverty into changes in the household structure,

changes in the distribution of income-relevant household characteristics, changes in the employment

outcomes given these characteristics, changes in market returns to characteristics, changes in the tax

schedule, and a residual. We find that most of the increase in inequality can be explained by changes

in employment outcomes and market returns, and, to a lesser extent, by changes in the tax system.

Changes in household structure and other household characteristics seem to have played a much smaller

role.
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