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Land of

Opportunity?

Economic Mobility in the United States

By Kartik Athreya and Jessie Romero

he gap between people in the highest percentiles of earnings and wealth

distributions and the rest of society has grown significantly during the

past several decades, a fact that has led to considerable public discussion

about the nature of opportunities available in the United States. Often overlooked in

this debate, however, is the importance of economic mobility—the extent to which

people are able to move up and down the income
ladder—in determining what inequality implies for
opportunity. If mobility is high, for example, the level of
inequality at any point in time is not necessarily cause
for concern, since it’s possible that today’s poor will be
tomorrow’s rich. The potential for such upward mobil-
ity is the foundation of the American dream that has
lured generations of immigrants to the United States.

The dream endures today. Nearly half of Americans
aged 18-29 believe they will become rich at some point
in their lifetimes, according to a 2012 Gallup Poll. But the
odds are against them: In 2010 (the most recent year
for which the Internal Revenue Service has published
data), only about 5 percent of U.S. households earned
more than $150,000 per year, and about 1 percent
earned more than $350,000 per year. (See Figure 1).
Most of those people, moreover, were not born to poor
parents—especially not in recent years.

Understanding economic mobility is essential to
understanding how observed levels and patterns of
economic inequality relate to the implicit promise of
American life. But this is complicated. Mobility and
inequality are determined jointly by random chance,
by policy, and—most confounding of all for social sci-
entists—by the deliberate actions of individuals or their
parents. Regarding the latter determinant, it is clear
that people differ according to their aptitude for vari-
ous tasks, their appetite for risk, and their preferences
for work versus leisure, among other characteristics.
Both mobility and inequality thus will arise at least in
part because different people make different choices.
(See sidebar on page 15.)

This reality creates a challenge for economists seek-
ing to understand the sources of observed levels of
mobility and inequality, and for policymakers who
hope to influence those levels. If everyone has the
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FIGURE 1: Thresholds for Selected Income Percentiles
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Note: An “income percentile threshold” is the lowest amount earned by a household in that
percentile. Income is “adjusted gross income,” which is income minus certain deductions.

Amounts are in current dollars.

same opportunities for movement, then differences
inincome, wealth, or education must at least partially
reflect deliberate choices and not market structure. This
is not a setting in which many people would find efforts
to alter outcomes via policy compelling. In contrast, to
the extent that inequality continues across generations
because people do not have the same chances, then
inequality and immobility can be partially chalked up
to market structure. From a normative standpoint,
there thus might be support for policy interventions
that seek to equalize opportunities, rather than those
that would equalize outcomes.

One such intervention is greater investment in early
education. High-quality early-childhood education
equips children with the skills they need to succeed at
each subsequent stage of life, yet in the United States,
access to such education appears to strongly depend on
parents’ income. Children of poor parents are thus at a
disadvantage from the very beginning—a disadvantage

from which it is very difficult to recover. But these children
are not the only ones who are affected; all else equal,
a more skilled workforce increases the productivity of
society as a whole. Enhancing early education opportuni-
ties for the initially disadvantaged could therefore lead
to better economic outcomes for everyone.

This essay will review both recent and longer-run
features of U.S. economic mobility, with a focus on
how those trends affect the interpretation of data
on income inequality. It then will discuss some of the
challenges and choices facing policymakers seeking
to alter observed outcomes.

Inequality in the United States

By nearly any measure, income inequality in the
United States is increasing.'In particular, today’s rich
are both richer than their counterparts in the past
and richer relative to those around them. In 1979, the
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top 1 percent of households took home 7.4 percent of
total after-tax income in the United States. By 2007,
the share had more than doubled to 16.7 percent
(Congressional Budget Office 2011).2 At the same
time, the share of income earned by households
at all levels of the remaining distribution stayed
flat or declined. Those in the middle three quintiles
(fifths), for example, saw their share decrease from
51 percent to 43.9 percent. The picture looks the
same for pretax income; the share accruing to the
top 1 percent rose from 8.9 percent to 18.7 percent
(Congressional Budget Office 2011).2 These changes
are a result both of increasing concentration of all
types of income at the top of the distribution and a
shift in the composition of income toward business
income and capital gains (Congressional Budget
Office 2011). This compositional change also makes
incomes at the top of the distribution more volatile,
but the trend is clearly one of growing inequality.
(See Figure 2.)

Other research shows similar trends. Thomas Piketty
and Emmanuel Saez (2003) find that after remain-
ing flat throughout the 1950s and 1960s, the share
of pretax income earned by the top 10 percent of
households increased from 31.5 percent in 1970 to
41.4 percent in 1998.4 As in the CBO'’s analysis, this
increase was largely driven by those at the very top
of the distribution. While the income share for those
in the 90th through 99th percentiles increased from
23.7 percent to 26.9 percent, the share for those in the
very top percentile nearly doubled, from 7.8 percent
to 14.6 percent.®

The trend continued after the 2007-09 recession.
Although average real income for the top 1 percent
fell about three times more than for the remaining 99
percent, the decline was almost entirely due to the stock
market crash. As markets recovered in 2010, incomes
for the top 1 percent increased 11.6 percent, compared
toonly 0.2 percent for all other households (Saez 2013).
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FIGURE 2: Income Distribution by Quintiles
The top quintile (fifth) of households account for about half of after-tax income

Source: Congressional Budget Office

Income shares for the 90th-99th percentiles and the
top 1 percent continued to increase, to 29.1 percent
and 17.4 percent, respectively, in 2011 (Piketty and Saez
2003, updated data).

These data have garnered a great deal of attention
from economists, policymakers, and the public, but
do they shed light on what is actually happening to
individuals or households?

Mobility: A Central Force
Behind Inequality

An observation of inequality at any point in time is
only a snapshot; it does not shed light on how that
snapshot developed. For example, imagine three dif-
ferent worlds: In the first world, the first inhabitants flip
coins to determine not only their income, but also the
income of all future generations; each descendant earns
either $1,000 or $100,000 per year, depending on his
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Note: Quintiles are displayed on the left scale; the top 1 percent is displayed on the right scale.
After-tax income is defined as market income (labor income, business income, capital gains,
capital income, and other income) net of transfer payments and taxes.

ancestor’s original coin toss. In the second world, the
members of each new generation flip coins, but they
do sojust once at birth to determine whether they will
earn $1,000 or $100,000 per year during their lifetimes.
In the third world, individuals get to flip a coin each
year to determine their income for that year.

The people in these worlds face very different lifetime
risks. The first world, which is akin to a caste system,
is very risky from the perspective of the first ancestor,
who is determining outcomes for an entire dynasty.
The second world also is risky since the die is cast for
one person’s entire life, but each of her descendants
gets a chance to flip the coin, making it unlikely that
bad luck will persist across many generations. The
third environment is the least risky since it is very
unlikely that an individual’'s average annual income
over his lifetime would be significantly different than
$50,500, the average annual income he can expect
over many years.
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Despite these differences, snapshots of these econo-
mies in any given year look the same. In each, about
half the population earns $1,000 per year, while the
other half earns $100,000. Clearly, then, inequality
data alone do not reveal the underlying prospects of
individuals. For this, one must study economic mobility.

Trends in Economic Mobility

Economists and policymakers generally are interested
in two types of mobility: intragenerational and inter-
generational. Intragenerational mobility describes
how a given person’s economic status changes over
the course of his lifetime. Intergenerational mobility
reflects the degree to which a person’s economic
status as an adult differs from that of her parents
or ancestors. Status is usually measured by earn-
ings (wage income), income (all sources of income,
including wages), or less frequently wealth (the value
of assets minus liabilities). Most research focuses on
relative intra- and intergenerational mobility, or how a
person’s status changes in comparison to others. But
it is also important to recognize that a person might
experience absolute mobility even in the absence of
relative mobility. She might occupy the same place in
the earnings distribution as her parents, remaining in
the same position relative to the rest of society, but
still have a higher standard of living than her parents
did, depending on the rate of economic growth.?

Intragenerational Earnings Mobility

Does the top of the income distribution comprise the
same people year in and year out, or do individuals
flow in and out of the highest percentiles over their
lifetimes? If intragenerational mobility is high, then any
snapshot of inequality will overstate the actual long-
term inequality among individuals. For example, it is
possible that the large gap in recent years between
those in the top percentile and the rest of the distri-
bution reflects an increase in the variation of annual
earnings due to stock options and large bonuses. If

that were the case, short-term inequality might be
high, but long-term inequality could be much lower,
reflecting high mobility.

In addition, in most modern societies, there is a clear
life-cycle pattern to earnings and income. Imagine
an extreme case where half the population earns
$1,000 during the first half of their lives and $100,000
during the second half, while the other half of the
population earns $100,000 early in life and $1,000
later. Income inequality would be high at a point in
time, but everybody has the same lifetime income.
Assuming that individuals could save and borrow to
smooth their consumption over time, the snapshot
of income inequality might not accurately reflect
people’s well-being since consumption inequality—a
truer, and harder to measure, barometer—would be
relatively low.

Anthony Shorrocks (1978) formalized these ideas by
developing an index in which mobility is defined as the
extent to which income inequality decreases over a
given timeframe. Wojciech Kopczuk, Emmanuel Saez,
and Jae Song (2010) calculate Shorrocks indices com-
paring inequality in annual earnings and in earnings
averaged over five years for workers between 1937 and
2004. They find that short-term (five-year) mobility
has not changed over the period, which implies that
greater volatility of short-term earnings is not the
source of observed higher inequality. Instead, higher
inequality is likely the result of increased variation
in lifetime earnings, including higher earnings at the
top of the distribution. The authors conclude that
mobility has not been sufficient to offset the rise in
inequality, and thus that short-term inequality likely
reflects lifetime inequality.

Kopczuk, Saez, and Song (2010) also find that long-
term income mobility, from the beginning to the end
of working life, actually increased significantly for all
workers between 1942 and 1999. There is significant
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heterogeneity among groups of workers, however.
Although on average men are more upwardly mobile
than women, men’s mobility was stable or declining
during the sample period. Women’s mobility, however,
has increased greatly since the 1960s, as more women
have moved into higher-paying professions. Thus, the
increase in mobility for all workers has been driven by
the labor market experiences of women.

Heterogeneity in intragenerational mobility also is
apparent across the income distribution. Gerald Auten,
Geoffrey Gee, and Nicholas Turner (2013) find that
about 75 percent of taxpayers aged 35-40 who were
in the second, third, or fourth quintile in 1987 were in a
different quintile in 2007. (About 60 percent of those
who changed position moved up or down a single
quintile.) But they find greater persistence at the top
and bottom of the distribution: 43 percent of taxpay-
ers in the bottom quintile were still there 20 years
later, and 46 percent of taxpayers in the top quintile
maintained their positions. The authors also find that
the very top earners tended to remain top earners:
From 1992 through 2006, between 60 percent and
70 percent of the top 1 percent in a given year were
in the top 1 percent in the following year.

Intergenerational Mobility

A commonly used measure of intergenerational mobil-
ity is the intergenerational elasticity of earnings (IGE).
The IGE describes in percentage terms how much
of the difference between the earnings of families
in one generation persists into the next generation,
typically by comparing the correlation of the earnings
of fathers and sons. For example, an IGE of 0.5 means
that a 10 percent difference between the income of
two fathers translates into a 5 percent difference in the
income of their sons. The smaller the IGE, the greater
the amount of mobility.

Important early studies of the United States and other
developed countries found a high degree of mobility,

with an IGE of 0.2 or less (Becker and Tomes 1986).
Later research, however, found that data used in this
work featured biases that would lead to artificially low
measurements of the true level of earnings persistence.
(See Stokey [1996] for a review of this research.)

New and better data suggest that mobility in the
United States has been historically lower than initial
estimates implied, and that it has declined even
further in recent decades. Daniel Aaronson and
Bhashkar Mazumder (2008) construct a time series
of intergenerational elasticity from 1950 to 2000.
They find that mobility increased between 1950 and
1980—the IGE decreased from 0.40 to 0.32—but
decreased significantly during the 1980s and 1990s,
with the IGE reaching 0.58 by 2000.

Although exact international comparisons are not
possible, most research suggests that people in the
United States are somewhat less mobile than people
in Canada, Denmark, Finland, and Norway, where the
IGE is about 0.15 to 0.2. In Germany and Switzerland,
the IGE is about 0.3, and people in the United Kingdom
and France also are relatively immobile, with IGEs of
about 0.4 to 0.5 (Corak 20006).

While the IGE is a widely used statistic in work on inter-
generational mobility, it only reflects average mobility
across the entire distribution of individuals; it does not
reveal anything about the direction of mobility or how
it varies across different groups. To learn more about
such mobility, Mazumder (2008) calculates transition
rates, the likelihood of moving from one point in the
distribution to another, across generations. He finds
that, as with intragenerational measures, the amount
of mobility varies significantly according to income.
For example, there is a great deal of “stickiness” at
the top and bottom of the distribution; people whose
parents are in the bottom quintile of income are more
likely to be in the bottom quintile themselves, and
those whose parents are in the top quintile are likely to
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remain there. More than 60 percent of children whose
parents are in the bottom quintile will end up in the
bottom or second quintile, compared to 23.3 percent
of those whose parents are in the top quintile. Only
7.4 percent of people who reach the top quintile are
from families in the bottom quintile. (See Figure 3.)
There also are stark differences between black people
and white people and between men and women.
Whites appear to be more upwardly mobile and less
downwardly mobile than blacks. Mazumder (2008)
finds that about 24.9 percent of whites remain in the
bottom quintile, compared to 43.7 percent of blacks.
And 38.9 percent of whites remain in the top quintile,

Forty-three percent of men from
families in the top quintile remain there,
compared to 31.9 percent of women.

i

compared to 21.3 percent of blacks. In addition, more
than twice as many whites as blacks experience the
“rags-to-riches” scenario of moving from the bottom
quintile to the top quintile, 10.6 percent compared to
4] percent. Mazumder also finds a large gender gap.
While 40.5 percent of women from families in the
lowest quintile remain there, only 27.2 percent of men
do. Conversely, 43.0 percent of men from families in
the top quintile remain in that quintile, compared to
31.9 percent of women. Men are thus more upwardly
mobile and less downwardly mobile than women. The
gender gap is trumped by the race gap, however: Both
black men and black women tend to be the most likely
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FIGURE 3: Intergenerational Income Quintile Transition Rates
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Note: The figure shows what percentages of adolescents from families in a given income quintile
remained in that quintile or transitioned to a different quintile as adults. For example, 33.5
percent of adolescents from families in the bottom quintile remained in the bottom quintile,
while 26.9 percent moved to the second quintile. Income data were gathered from 1979 through

1980 and again from 1997 through 2003.

to remainin the bottom quintile and the most likely to
fall out of the top quintile.”

Mobility of Immigrants

For centuries, the American dream has drawn immi-
grants to the United States, from the waves of German
and Irish immigrants in the late 1800s to the nearly 12
million Mexican immigrants who arrived during the
past four decades.® But how likely is it that the dream
becomes a reality?

Decennial census data indicate that immigrants’ earn-
ings increase rapidly after they arrive in the United
States; the earnings gap between them and their
native-born peers appears to shrink substantially over

time. Comparing natives and immigrants with similar
work experience, Darren Lubotsky (2007) finds that the
positive earnings gap between natives and the cohort
of immigrants who came to the United States between
1965 and 1969 fell from 38 percent in the 1970 Census
to 16 percent in the 1980 Census, and vanished by the
1990 Census. The gap between natives and immigrants
who arrived in the late 1980s fell from 55 percent to 36
percent between the 1990 and 2000 censuses. This
mobility might be spurious, however. Up to one-third
of immigrants eventually return to their home coun-
tries; if these immigrants tend to be those with lower
earnings, then the apparent earnings growth actually
reflects fewer low earners in the data pool. Lubotsky
(2007) corrects for this “selective out-migration” by
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studying longitudinal rather than cross-sectional data,
and finds that earnings growth is significantly lower.
In the cross-sectional data, immigrants’ relative earn-
ings increase 20 percent during their first decade in
the United States and an additional 10 percent to 20
percent in each following decade. In the longitudinal
data, however, immigrants’ earnings grow between
12 percent and 15 percent during their first 15 years in
the country and then stagnate.

The mobility of the second generation also appears
to be decreasing. Throughout the 20th century, the
children of immigrants not only earned more than their
parents, but they also earned more on average than
the rest of the non-immigrant population, perhaps
reflecting some of the selection effects Lubotsky
(2007) observed. But that advantage is shrinking. In
1940, the second generation earned 17.8 percent more
than non-immigrants on average. In 1970, the differ-
ence was 14.6 percent, and by 2000, the difference
had fallen to 6.3 percent (Borjas 2006). The reason
might be a shift in the composition of immigrants.
There has long been significant heterogeneity in
earnings among immigrant groups, and in recent
times, immigrants from developed countries tend
to earn more than those from developing countries.
Immigrants from Germany earned 24.9 percent more
than non-immigrants in 1970 and their children earned
19.5 percent more in 2000, for example, while those
from Mexico earned 31.6 percent less in 1970 and their
children earned 14.6 percent less in 2000 (Borjas
2006).? While wages in the second generation tend
to regress toward the mean, overall earnings show
significant persistence into the second generation.
Borjas (2006) finds that across all immigrant groups,
the intergenerational elasticity over the period 1970
to 2000 is 0.43. As the composition of immigrants
increasingly shifts toward people from less-developed
countries, who tend to have lower skills and levels of
education, the wage gap is likely to persist through
successive generations of immigrants (Haskins 2008).°

Irrespective of how quickly immigrants’ earnings
approach the earnings of natives, many immigrants still
improve their economic status significantly by immigrat-
ing to the United States. In this sense, the move to the
United States is a powerful form of economic mobility,
and the United States” absorption of both legal and
illegal immigrants makes it an engine of global mobility.

This last point must be part of any meaningful assess-
ment of the mobility offered by a society. Even a
calcified society, in which intergenerational or intra-
generational mobility of natives is low, may be a source
of mobility for the world’s residents via its openness
to immigrants. Conversely, societies that promote
intergenerational mobility of natives through intensive
early intervention and generous social safety nets but
limit entry of immigrants—perhaps out of fear that they
will exploit the generous safety nets—might hinder
equality of opportunity in a global sense.”

‘What Generates Persistence?

The preceding discussion has highlighted empirical
findings on the persistence of economic outcomes
both within and across generations. But these findings
do not explain why persistence across generations
exists in the first place or why it might have increased.
As Aaronson and Mazumder (2008) note, intergen-
erational elasticities do not reflect causality. Instead,
measures like the IGE are simply omnibus measures
of everything correlated with parents’ income and
children’s future earnings—factors ranging from the
neighborhood where a child grew up to the availability
of health care, among many others.

Intuitively, parents’ decisions to invest in developing
their children’s skills, or “human capital,” are important.
Their willingness to make such investments stems in
large part from altruistic concern for their children.? One
model that incorporates this dynamic was created by
Gary Solon (2004). He relates this investment decision
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to the rate of return to human capital and to the pro-
gressivity of public investment in children’s human
capital, such as government provision of education and
health care. Solon’s model suggests several things: that
higher-income parents invest more in their children’s
human capital, that more progressive public investment
in children’s human capital partially crowds out parents’
investment, and that parents are likely to invest more
when the returns to human capital increase. The model
predicts that intergenerational mobility will decrease
during a period of increasing returns to human capital
because rich parents are able to invest more than poor
parents, and that mobility will increase during a period
of more progressive public investment.

Recent trends in intergenerational mobility do cor-
respond to Solon’s predictions (Mazumder 2012).
The returns to college education dropped during the
1940s, remained steady for several decades, and then
began rising around 1980. These turning points in the

In the 20th century, the children of
immigrants earned more on average
than their parents and more than the
rest of the non-immigrant population.

returns to college education match the turning points
in intergenerational elasticity observed in Aaronson
and Mazumder (2008), as well as in other studies of
mobility trends.

In Solon’s (2004) model, the degree of progressivity of
public education is exogenous—that is, determined out-
side the model. Andrea Ichino, Loukas Karabarbounis,
and Enrico Moretti (2011) develop a model in which
the degree of progressivity is the outcome of socio-
political forces. In their model, public education is an
insurance system that increases the future income of
children without much innate talent at the expense
of the future income of children with high innate
talent. Public education thus increases mobility. But
currently rich dynasties prefer low mobility for their
descendants (as will be discussed in more detail in the
following section), so in countries where rich dynasties
are more politically active, spending on public educa-
tion will be lower.
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THE ROLE OF CHOICE

Inequality and immobility partially reflect deliberate choices related to the fact that people differ in their
tolerance for risk or in their willingness to defer gratification (what economists call “time discounting”). But
these differences cannot be directly observed. Instead, economists must make inferences based on actual
outcomes, such as occupational choice, savings, and consumption.

Risk tolerance has a large impact on occupational choice, and thus on income and wealth. Beginning with
Frank Knight's Risk, Uncertainty, and Profit (1921) and continuing in modern work since Richard Kihlstrom and
Jean-Jacques Laffont (1979), economists have modeled entrepreneurs as less risk averse than other people
and therefore more likely to undertake high-risk/high-return enterprises. To the extent that people genuinely
vary in risk aversion, this model suggests that the rich and the poor disproportionately will be those with
high risk tolerance, while those in the middle will be more risk averse. This is consistent with data that show a
disproportionate number of self-employed people at both ends of the earnings and wealth spectrums. They
also figure more prominently among households in financial distress (Sullivan, Warren, and Westbrook 2000).

Additional evidence for the role of risk tolerance in personal economic outcomes comes from Sam Schulhofer-
Wohl (2011), who finds that risk-tolerant workers tend to have jobs more exposed to economy-wide or “aggre-
gate” risk. Movements in these workers’ incomes thus tend to be more volatile even when they have insured
themselves against individual-level, or “idiosyncratic,” risks, such as job loss or illness. As a result, volatility
in their consumption of goods and services is not necessarily evidence of poor insurance possibilities in the
marketplace. Indeed, Schulhofer-Wohl (2012) finds that after correcting for this bias, U.S. households do not
appear to be bearing any significant uninsurable risk. (A variety of other research, however, has found that
certain types of shocks, such as a long-term disability, are clearly not fully insured.)

Observed inequality also might reflect different preferences for consumption in the present versus the future.
Per Krusell and Anthony Smith (1998) show, for example, that a model that includes variation in “impatience,”
or the willingness of households to borrow against future earnings, successfully matches observed wealth
inequality in the U.S. population. Emily Lawrance (1991) and Marco Cagetti (2003) also find that data on
consumption and wealth suggest the presence of significant differences in preferences, especially in risk-
aversion and time discounting. They find that less-skilled and less-wealthy individuals generally are less
patient—meaning they place a higher value on current versus future consumption—than their more-skilled
and wealthier counterparts. More recently, Lutz Hendricks (2007) has measured the extent of differences in
households’ discount factor by noticing that households vary a great deal in their wealth even though they
have and can expect to have very similar lifetime incomes.

Taken as a whole, economists’ work suggests that many of the observed differences in the way households
make decisions can be understood as arising from differences in risk tolerance or time discounting. A caveat,
however, is that a variety of difficult-to-model environmental forces might play a large role in generating
these differences. In a society with low life expectancy or a high violent crime rate, for example, individuals
might not be “choosing” to be impatient so much as making a rational decision to value current over future
consumption. Likewise, not attending college might indicate an individual with a high discount factor who
chose not to invest in K-12 education—or it might indicate a person facing strong institutional barriers to
attending college. It is important to keep such environmental factors in mind when interpreting any model
that includes heterogeneity in preferences.
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In the United States, spending on public education
mostly begins with kindergarten. But children face
differences even before they begin school that may
determine their future success. Mazumder (2008) finds
that educational attainment alone is not enough to
explain different mobility rates among black and white
children. Black and white people who have completed
the same number of years of school still have different
intergenerational mobility rates, particularly at the level
of high school completion and below. Other research
also has found that educational attainment can explain
less than half of the intergenerational transmission of
earnings (Bowles, Gintis, and Groves 2008).

What this research implies is that human capital embod-
ies more than the number of years spent in school. For
example, adolescents who score higher on the Armed
Forces Qualifying Test (AFQT) are more likely to move
out of the bottom income quintile, and differences in
AFQT scores can explain nearly all of the black/white
mobility gap (Mazumder 2008).® These test scores,
however, capture much more than innate intelligence or
academic achievment; non-cognitive skills such as work
ethic, the ability to follow instructions, motivation, and
patience also are essential to success on such standard-
ized tests (Bowles, Gintis, and Groves 2008; Heckman
2008). In fact, these non-cognitive skills may be just
as important as cognitive skills in determining future
success in the labor market. For example, the General
Educational Development (GED) credential is supposed
to demonstrate cognitive equivalence between people
who have graduated from high school and people who
have dropped out and taken the GED exam instead. But
GED holders have much poorer labor market outcomes
than high school graduates despite obtaining equivalent
knowledge. The reason, James Heckman and other
economists have concluded, is that many students
who earn a GED lack the non-cognitive skills that would
have enabled them to complete high school—the same
skills that would help them succeed in the labor market
(Heckman, Humphries, and Mader 2010).

Recognizing the importance of non-cognitive skills
begs an important question: How do children acquire
these skills? A consensus now exists that the founda-
tion is laid very early in life, even from infancy. Skill
development is hierarchical; the early mastery of
basic emotional, social, and other non-cognitive skills
makes it easier to learn more complex cognitive skills
throughout life. And children who fall behind early
have difficulty catching up. Gaps in cognitive skills
that are important for adult outcomes are present
as early as age 5 and tend to persist into adulthood
(Heckman 2008).

The data suggest that poor and minority children
are much more likely to fall behind. A recent report
from the Brookings Institution (Sawhill, Winship, and
Grannis 2012) examines the likelihood of achieving
certain social and economic milestones on the path
to the middle class, defined in the report as having
a family income at least 300 percent of the poverty
level, or about $70,000 for a married couple with two
children. Only 48 percent of children from families
in the bottom income quintile are ready for school
at age 5, compared to 78 percent of children from
families in the top quintile.® There also is a large
disparity in early childhood outcomes according to
race. Sixty-eight percent of white children are ready
for school at age 5, versus only 56 percent of black
children and 61 percent of Hispanic children. The
gap between white and black widens throughout
the lifespan. By age 11, 73 percent of white children
versus 52 percent of black children have basic reading
and math skills. By age 29, only 33 percent of black
people have successfully transitioned to adulthood
(defined by the authors as living independently and
having either a college degree or a family income
at least 250 percent of the poverty level), while
68 percent of white people reach this milestone.
Hispanic people fare somewhat better; 66 percent
achieve the age-11 milestone, and 47 percent reach
the age-29 milestone.
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Educational attainment alone is not
enough to explain different mobility
rates for black people and white people.

Challenges for Policymakers

What is the role for public policy, if any, in addressing
economic inequality and mobility? Answering this
question requires asking several others: What would
policy try to achieve, and in particular, whose well-
being would it attempt to enhance? Would the goal
be to improve opportunities for current cohorts or for
future generations? Would policy treat individuals at
different momentsin time as discrete units, irrespective
of their ancestors, or would it emphasize dynasties
by taking into account how family members invest
in descendants?

From a policymaker’s point of view, mobility might
be inadequate as a measure of what a good society
should provide its members. First of all, there is a
tradeoff between mobility and predictability. Recall
the imaginary world resembling a caste system
described earlier. This setting is utterly immobile
and risky for each dynasty’s first member. But it is

perfectly safe for the members of each successive
generation since income is completely stable. In fact,
for a person whose ancestor flipped the $100,000 coin,
this world is not only safe, but also quite comfortable.
On the macro level, it is possible that the costs of
large fluctuations and risky income patterns outweigh
the benefits of high mobility and reduced inequality.
Peter Gottschalk and Enrico Spolaore (2002) study
a model in which there are large welfare gains from
greater mobility if aversion to inequality is the only
consideration. But if aversion to income fluctuations
is considered, those gains disappear. Of course, this
might not be of great consolation to a person whose
ancestor flipped the $1,000 coin.

In addition, a world in which mobility is high is one
where parents are of little consequence, despite
their desire or ability to position their children and
grandchildren for future success. Few parents would
want to live in a world where their investments in their
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children have no influence beyond their lifetimes. The
flip side is that descendants of people who were not
altruistic or who made poor decisions would not be
as constrained by their ancestors’ actions.

Viewed in this light, what most people might agree on
is trying to promote individual productivity while limit-
ing downward mobility. Broadly speaking, the former
goal involves ensuring preparedness at labor market
entry, while the latter involves insuring households
against low innate abilities, poor health, or job loss.
Knowing the extent to which these forces matter is
crucial for policy interventions to be effective. For
example, if workers were similarly prepared at the
time of entry into the labor market, and shocks in
working life were important, the question would be
how, if at all, to better insure workers, and not how to
alter educational investment decisions. Conversely,
if preparedness differed and shocks during working
life were unimportant, further insuring workers would

Shocks to earnings, such as job losses,
are essential to explaining earnings
dispersion in the economy.

yield little benefit. Instead, changes to the educational
system would be more effective.

Both factors are important, according to a recent line
of work exemplified by Mark Huggett, Gustavo Ventura,
and Amir Yaron (2011). They find that about 60 percent
of the observed disparity in lifetime earnings is due to
individual differences that exist before people enter
the labor market, and the remainder is due to shocks
that buffet them as they work, such as job losses. Their
research stresses that the observed evolution of earn-
ings inequality over lifetimes is consistent with a simple
setting in which all workers accumulate skills through
experience and effort, but do so at substantially dif-
ferent rates that reflect their initial “learning” ability.
At the same time, their estimates clearly indicate that
a substantial portion of inequality is generated during
working life. This suggests that shocks to earnings are
essential to a successful theory of earnings dispersion
in the economy.
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A critical point here is that the disparity in learning
ability likely arises not only from differences in innate
ability, but also from forces such as the quality of K-12
education and parental and cultural influences. These
forces are very different for children from poor versus
rich families—a dynamic that is magnified by a labor
market that demands increasing levels of skill.

Investing in Human Capital

For most people—all but a lucky few—labor is what
they can sell to generate income. They can increase
the value of their labor by acquiring greater skills, but
the value of their labor is only partially under their
control. It also depends on the supply and demand
for their skills in the marketplace.

The industrial revolution, for example, created factories
that made workers more productive and more valuable
without substantially increasing their skills. But the
information revolution has created a marketplace that
rewards personally acquired skills, such as computer
programming or mathematical analysis. In this new
environment, an individual’s innate ability and early
life education become critical because they largely
determine the levels of skills each person can develop
to “rent” to the marketplace.

Given the large earnings gap between workers with
and without college degrees, many policies aim to
increase college access, for example by increasing
federal subsidies for student loans. But it's not clear
that college is the best focus for policymakers. The
observed disparity between high school and college
graduates applies to students who have graduated
from college already; those students who have not
yet enrolled might not necessarily receive the same
benefit, perhaps because they are not as well prepared.
For example, Lutz Hendricks and Oksana Leukhina
(2012) find in preliminary work that about 70 percent
of the lifetime earnings gap between high school and

college graduates results from ability selection rather
than from attaining the college degree per se. In other
words, the college graduates were likely to be better
earners even before entering college.

Intervening well before college could yield much higher
returns. As noted above, the skills learned early in life
prepare children to obtain more complex skills later in
life. Heckman and many other researchers have found
that the return on a dollar invested in human capital is
highest when the investment occurs at age 3, and that
children who receive high quality early education fare
much better on a variety of socioeconomic measures
(Heckman 2008).

The most cost-effective policy for increasing equality of
opportunity is thus likely to be one that shifts funding
away from universal college subsidies and toward early
childhood interventions. Elizabeth Caucutt and Krishna
Kumar (2003) find that a large increase in college sub-
sidies with the goal of reducing the “enrollment gap”
leads to very inefficient use of education resources, with
little or no welfare gain, because more poorly prepared
students enroll and the dropout rate increases. Ina model
of human capital transmission in which parents investin
their children, Diego Restuccia and Carlos Urrutia (2004)
find that subsidies for investment in early education
are much more effective at mitigating persistence in
earnings than subsidies for college.

Investments in early childhood education can be viewed
as a form of insurance against the risk of being born
to poor parents, among other things. And while the
public provision of such insurance could yield a big
“bang for the buck” by enabling current generations
to invest more in the education of future generations,
one must also acknowledge the potential for moral
hazard. A public system that equalizes the educational
opportunities (or far more ambitiously, the home envi-
ronments) of poor and rich children could reduce the
incentives of all parents to invest in children®
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Greater public investment in early childhood education
cannot replace the advantages that some parents are
able to bestow upon their children, nor can it guar-
antee that all children will grow up to be prosperous.
But such investments could give more children the
necessary foundation for future acquisition of skills,
and ensure that large amounts of human capital are
not foregone simply because many children are born
to poor families. This foregone human capital is a loss
not only for the child, but also for society as a whole.
According to an influential line of research, long-run
economic growth depends on the amount of human
capital in a society.® Unlike physical capital, which
exhibits decreasing returns to scale, human capital
might well exhibit increasing returns. Knowledge
leads to new ideas and new technologies, which lead
to higher productivity, thus raising per capita income
and living standards for society as a whole.

As this essay has discussed, economic inequality has
increased significantly in the United States in recent
years. At the same time, data suggest that economic
mobility also has decreased, particularly for those born
at the top and the bottom of the income distribution.
Many factors contribute to the attainment and per-
sistence of economic status, including innate ability,
preferences for present versus future rewards, aversion

to risk, and quite a bit of luck. But for nearly all people,
advancement depends critically on opportunities to
obtain human capital—and those opportunities are not
the same for children born to poor versus rich fami-
lies. Policies that aim to equalize these opportunities,
particularly very early in life, appear to yield a very
high return on investment, although much remains to
be learned about the feasibility of implementing such
interventions on a large scale. Nonetheless, such efforts
have the potential to help the United States achieve a
more inclusive prosperity. |
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ENDNOTES

Economists also study consumption inequality, or
differences in the amounts of goods and services
that households purchase. Consumption inequal-
ity might differ from income inequality because
of savings, taxes, or in-kind benefits such as food
stamps. Some recent research suggests consumption
inequality is much less pronounced than income
inequality (e.g., Meyer and Sullivan [2013]), although
other research finds that the trends in income and
consumption inequality are very similar (e.g., Aguiar
and Bils [2011]).

The CBO defines after-tax income as market income
(labor income, business income, capital gains,
capital income, and other income) plus govern-
ment transfers (such as Social Security payments,
unemployment benefits, or in-kind transfers such
as food stamps) minus taxes paid.

Data are from the supplemental data tables posted
at www.cbo.gov/publication/43373.

In Piketty and Saez (2003), the unit of analysis is
a tax unit, defined as two married people living
together (with or without dependents) or a single
adult (with or without dependents). Their income
measure excludes capital gains.

Updated data are available at elsa.berkeley.edu/~saez/
TabFig20llprel.xls.

For example, see Easterlin (2000).

Isaacs (2008) finds similar differences in black and
white mobility.

The number includes undocumented immigrants.
Since the 2007-09 recession, net migration from
Mexico has fallen to virtually zero. Between 2007
and 2011, the number of undocumented Mexican
immigrants in the United States declined by about 1
million (Passel, Cohn, and Gonzalez-Barrera 2012).

10.

11.

12.

13.

14.

15.

16.

Because the flow of immigrants from Mexico has
been substantially greater than the flow from devel-
oped countries, the average wage of first-generation
immigrants is still lower than the average wage of
their native-born peers.

Immigrant mobility matters not only for the pros-
pects of the immigrants themselves, but also for
measured inequality in society as a whole. Imagine a
room in which everyone is six feet tall. If a group of
shorter people enter the room, measured inequality
in height will increase. In the context of immigration,
the arrival of a group with wealth, skills, or educa-
tion significantly different from those of natives can
mechanically increase inequality at a point in time.

See, for example, Pritchett (2006).
For a thorough treatment, see Mulligan (1997).

The AFQT is administered by the military to deter-
mine qualification for enlistment. AFQT scores
have been widely used by economists as a measure
of pre-labor market skills.

The authors define “school-ready” as having accept-
able pre-reading and math skills and behavior that
is generally school-appropriate.

See Chang and Kim (2012) and Seshadri and Yuki
(2004) for more on the “price of egalitarianism.”

Influential papers on “endogenous growth theory”
include Romer (1986) and Lucas (1988).
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