July 2013, EB13-07

Economic Brief

Land of Opportunity?
Economic Mobility in the United States

By Kartik Athreya and Jessie Romero

Income inequality has increased in recent years, while economic mobility has
decreased. Many factors contribute to mobility, but for most people advance-
ment depends on opportunities to obtain human capital—opportunities that
are not as good for children in poor families. Initiatives that focus on early
childhood education seem to yield high returns on investment and potentially

could help the United States achieve a more inclusive prosperity.'

Income and wealth inequality have grown sig-
nificantly in recent years. Public discussion of this
trend, however, often overlooks the way econom-
ic mobility determines what inequality implies for
opportunity. If mobility is high, for example, then
it's possible that today’s poor will be tomorrow’s
rich. But recent data suggest that mobility in the
United States is declining and that children born
to poor families have an especially difficult time
moving up the income ladder.

From a normative standpoint, there is likely to be
more support for policy interventions that seek
to equalize opportunities rather than 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 disadvan-
tage from the very beginning. But these children
are not the only ones who are affected; all else
equal, a more skilled workforce increases the pro-
ductivity of society as a whole. Enhancing early
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education opportunities for the initially disadvan-
taged could therefore lead to better economic
outcomes for everyone.

Trends in Income Inequality

Income inequality in the United States is increas-
ing.In 1979, the 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, according to the
Congressional Budget Office. At the same time,
the share of income earned by households at all
levels of the remaining distribution stayed flat

or declined.? 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. This compositional change
also makes incomes at the top of the distribution
more volatile, but the trend is clearly one of grow-
ing inequality. (See Figure 1.)

The trend continued after the 2007-09 reces-

sion. Although average real income for the top
1 percent fell about three times more during
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the recession 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 to
only 0.2 percent for all other households.?

Trends in Economic Mobility

An observation of inequality at any point in time is
only a snapshot; to understand how that snapshot
developed, one must study economic mobility.
Intragenerational mobility refers to how a person’s
economic status changes over her lifetime. Intergen-
erational mobility describes the degree to which a
person’s economic status as an adult differs from
that of her parents.

If intragenerational mobility is high, then any snap-
shot of inequality will overstate the actual long-term
inequality among individuals. For example, it is pos-
sible that the large gap in recent years between those
in the top percentile and the rest of the distribution
reflects an increase in the variation of annual earnings
due to stock options and large bonuses. If that were

Figure 1: Income Distribution by Quintiles

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

Recent research suggests this is not the case.
Wojciech Kopczuk, Emmanuel Saez, and Jae Song
study workers’ earnings between 1937 and 2004
and 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 inequal-
ity is likely the result of increased variation in lifetime
earnings, including higher earnings at the top of
the distribution.

The authors also find that long-term income mobil-
ity, from the beginning to the end of working life,
actually increased significantly for all workers be-
tween 1942 and 1999. There is significant heteroge-
neity among groups of workers, however. Although
on average men are more upwardly mobile than
women, men’s mobility has been stable or declining
during the sample period. But women'’s mobility has

The top quintile (fifth) of households account for about half of after-tax income.
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income (labor income, business income, capital income, capital gains, and capital income) net of transfer payments and taxes.

Source: Congressional Budget Office
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increased greatly since the 1960s, as more women
have joined the workforce and 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 find that
about 75 percent of taxpayers aged 35-40, who were
in the second, third, or fourth quintile of the income
distribution 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 the
authors find greater persistence at the top and bot-
tom of the distribution: 42 percent of taxpayers 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 percentin a given year remained there in
the following year.

How do these individuals’incomes compare to their
parents’incomes? Early studies of the United States
and other developed countries found a high degree
of intergenerational mobility. 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, that is, the degree
to which parents’income determines the income of
their children.® New and better data suggest that
intergenerational mobility in the United States has
been historically lower than initial estimates im-
plied and that it has declined even further in recent
decades.” In addition, most research suggests that
people in the United States are somewhat less mo-
bile than people in many other developed countries.®

As with intragenerational mobility, intergenerational
mobility varies significantly according to income.

Figure 2: Intergenerational Income Quintile Transition Rates
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Source: Mazumder (2008)
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Bhashkar Mazumder finds a great deal of “stickiness”
at the top and bottom of the distribution; people
whose parents are in the bottom quintile are more
likely to be in the bottom quintile themselves, and
those whose parents are in the top quin-tile are likely
to remain there.? (See Figure 2.) He also finds 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, and more than twice as many whites as
blacks experience the “rags-to-riches” scenario of mov-
ing from the bottom quintile to the top quintile, 10.6
percent compared to 4.1 percent. Similarly, men are
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 are
the most likely to remain in the bottom quintile and
the most likely to fall out of the top quintile.

What Generates Persistence?

Empirical findings on the persistence of economic
outcomes do not explain why such persistence exists
in the first place or why it may have increased. Given
the high wage premium for college-educated work-
ers, one might conclude that educational attainment
is the key to economic mobility. But in fact, educa-
tional attainment alone appears to explain less than
half the intergenerational transmission of earnings.'°

Instead, non-cognitive skills such as work ethic,
the ability to follow instructions, motivation, and
patience may be just as important as cognitive skills
in determining future success in the labor market.
For example, the General Educational Develop-
ment (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. But GED
holders have much poorer labor market outcomes
than high school graduates. The reason may be that
many students who earn a GED lack precisely those
non-cognitive skills that would have enabled them
to complete high school—skills that later on would
help them succeed in the labor market."

A consensus now exists among child-development
experts that the foundation for acquiring these skills

is laid very early in life, even from infancy. Skill de-
velopment 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. Children who fall behind early have
difficulty catching up—and the data suggest that
poor children and black children (who are dispropor-
tionately poor) are much more likely to fall behind.

A recent report from the Brookings Institution finds
that 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.'> Comparing children by race, 68
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.
And 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 than black people; 66 percent
achieve the age-11 milestone, and 47 percent reach
the age-29 milestone.

Investing in Human Capital

For most people, labor is what they can sell to gener-
ate income. They can increase the value of their labor
by acquiring greater skills, but the value of their labor
also depends on the supply and demand for their
skills in the marketplace.

The industrial revolution, for example, created facto-
ries that made workers more productive and more
valuable without substantially increasing their skills.
But the information revolution has created a market-
place 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.
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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
wage premium for college graduates is observed in
people who have graduated already; it's not necessar-
ily the case that every person who enrolls in college
will receive the same benefit. For example, it’s likely
that college graduates on average differ from non-
graduates in some way that would make them better
earners regardless of educational attainment.

Intervening well before college could yield much
higher returns. A growing body of research shows
that the return on a dollar invested in human capi-
tal is higher the earlier that investment occurs. In
addition, children who receive high-quality early
education fare much better on a variety of socio-
economic measures.” This occurs in part because
the skills learned early in life prepare children to
obtain more complex skills later in life. The most
cost-effective policy for increasing equality of op-
portunity is thus likely to be one that shifts funding
away from universal college subsidies and toward
early childhood interventions.™

Greater public investment in early childhood edu-
cation cannot replace the advantages that some
parents are able to bestow upon their children, nor
can it guarantee that all children will grow up to be
prosperous. But such investments could give more
children the necessary foundation for future acquisi-
tion of skills and ensure that large amounts of hu-
man 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. 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.

Many factors contribute to the attainment and per-
sistence of economic status. But for nearly all people,
advancement depends critically on opportunities to

obtain human capital—and those opportunities are
not as good for children born to poor families. Poli-
cies that aim to equalize these opportunities, particu-
larly early in life, appear to yield a very high return on
investment, although much remains to be learned
about the feasibility of implementing such interven-
tions on a large scale. Nonetheless, such efforts have
the potential to help the United States achieve a
more inclusive prosperity. m
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nomics and research communications, and Jessie
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