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Many policy analysts and politicians have been alarmed by
the dramatic increase in income inequality in recent decades.
Others believe that year-to-year variation in incomes should
reduce our concern about income inequality, because
individuals may consequently move around in the income
distribution.® If volatility reflects real mobility, then even
though families at the bottom of the annual income distribution
are losing ground, they are less likely to stay there. In that
case, annual measures of income inequality overstate
inequality of economic status.

However, movements from the 8th to the 12th percentile
and back again do not much allay concerns about the
enormous gap in living standards between the 10th percentile
and the 90th, and many estimate that mobility has changed
little over time when measured as the probability of switching
income quintiles, or similarly large classes.? | define mobility
as the variation in individual income trends, and volatility as
deviations around those individual trends. Mobility captures
variation in income changes over time that are not quickly
reversed, or long-term trends in income, and volatility
measures the extent of short-term changes around the trend.
To which category a given change is assigned depends on the
time window over which we observe income. Mobility of zero
implies every person experiences the same growth rate;
volatility of zero implies that growth is perfectly steady.

Mobility, volatility, and inequality are each a kind of income
risk. Inequality and volatility are easy to interpret as a form of
income risk: inequality represents ex ante risk® to someone
who thinks “I could have been that person at the tenth
percentile of the income distribution” and volatility represents
risk in the income stream that may be imperfectly smoothed,
generating variation in consumption that lowers well-being.*
Mobility represents a different kind of risk from volatility;
individual income trends measure longer-term paths of upward
and downward mobility that a given individual may face.
Variation in income trends has a flavor of long-run inequality
(some people have growing income and some falling) and a
flavor of volatility (one may not be able to smooth across low-
and high-income years given growing or falling income).

Using several decades of PSID data,’ figure 1 describes
all three trends using one index of total income risk, which is
the sum of three indices measuring income volatility, mobility,
and inequality. The index is variance divided by twice mean
income, a common measure of inequality with some desirable
properties,6 that can also describe volatility. | decompose the
index” into a component capturing inequality across
individuals, a component capturing variability across time
within individuals (volatility, measured as mean squared
deviations from individual-specific trends), and a component
capturing mobility (mean squared individual-specific trends).

The measure of volatility® shows roughly a fourfold
increase and the measure of inequality shows almost a
threefold increase over a 29-year period. Mobility increased
roughly threefold during the same period, in fits and starts, but
remained throughout a relatively small component of
aggregate risk. Fluctuations of the indices with the business
cycle are less evident than is the overall upward trend. The
estimates in figure 1 use family cash income before taxes,
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unadjusted for family size, but the impact of including
estimated taxes or adjusting for family size is very small.

Figure 1. Growth of Income Risk over Time
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Source: Author’s calculations using PSID data and NBER
business cycle dates.®

Other methods of estimating trends in volatility lead to
smaller estimates of percentage growth over time, but nearly
all show dramatic increases. For example, the standard
deviation of family incomes over time, measuring expected
year-to-year swings in income, has increased by half or nearly
doubled according to most estimates.™® At the same time, the
volatility of individual earnings may either have increased little,
or kept pace, depending on how it is measured (figure 2 shows
that individual earnings volatility seems to have increased
measured in level but not in logs; the trend for family income is
more robust to measurement choices).

Figure 2. Robust Trend in Family Income Volatility but Not
Own Earnings Volatility
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Source: Author’s calculations using PSID data.

It is possible that the volatility of individual earnings has
not increased and family income volatility has—Iargely driven
by the increasing covariance of husbands’ and wives’



earnings. An increase in the proportion of families with two
earners has contributed to growing volatility. Having two
earners could lower family income risk, not increase it,
because one person's earnings make up a smaller share of
total family income, but that is not the pattern in the data.

Much of observed volatility arises from major economic
shocks, like a health shock or mass layoff. If you are not
working, you represent a form of insurance for family income; if
your spouse can’'t work, then you can enter the labor market.
With both spouses working, sometimes in the same industry or
even the same firm, the impact of a single missed promotion is
smaller, but the impact of an economic downturn can be much
larger.

Other factors that might mitigate these trends are growth in
mean incomes, or increasing availability of credit, which can
lower the economic cost of volatile incomes. However, recent
growth in incomes has been slow (figure 3) and driven mostly
by the widening of the top half of the distribution (this can be
seen in figure 3 by noting the much less substantial growth in
median incomes, and is even more obvious when additional
guantiles are graphed).

Figure 3. Slow Growth in Mean Income
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Source: Author’s calculations using PSID data and the
Social Security Administration Average Wage Index
[http://lwww.ssa.gov/OACT/COLA/AWI.html].

No doubt credit is more widely available. In 1970, a sixth of
households had a credit card, and in 2005, more than three
quarters did.** As credit has become more ubiquitous, debt
has grown, and unequally—the proportion of debtors who must
spend at least 40 percent of their income on debt service rose
between 1995 and 2004 for middle-income households but fell
for high-income households.™ The proportion of household
debt that is revolving debt has risen dramatically (figure 4).13
Bankruptcies have soared.**

Figure 4. Growth in Credit Card Debt
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Source: Federal Reserve Statistical Release G.19
[http:/lwww.federalreserve.gov/releases/g19/hist/].

The outlook for more rapid growth in family incomes does
not look bright, and reversing the trends in income risk would
require major policy interventions. Making taxes more
progressive, and eliminating tax preferences that primarily
benefit higher-income taxpayers, could address the trends in
both inequality and volatility. Other policies are also possible,
including a variety of new health, labor market, and education
initiatives. Unlike new spending programs, however, a tax
policy intervention could actually improve the fiscal health of
the government while reducing inequality.
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