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According to conventional inequality measures based on
cross-sectional data, the United States has over the last
30 years exhibited not only the highest level of income
inequality among industrialized nations, but also the fast-
est growth in the level of income inequality. Many Euro-
pean nations have also experienced acceleration in the
growth of income inequality over the same period, but
theirs has been less dramatic.

Inequality measures based on cross-sectional data may,
however, overstate national differences in inequality by
ignoring the economic mobility of individuals over time.
This article addresses that shortcoming by using longitu-
dinal data. The results confirm that the United States has
the highest income inequality, and find no systematic
cross-national differences in economic mobility. The
analysis also sheds some light on why there is relatively
little economic mobility in the United States.!

The conventional view of income inequality
differences

Much research has been conducted in an effort to under-
stand why U.S. income inequality is so high and why it
has been growing so rapidly. The research leaves little
doubt that the U.S. economy features both the highest
dispersion of wages and the highest inequality of stan-
dards of living in the industrialized world.?> The United
Kingdom has experienced inequality growth similar to
that of the United States, although the growth did not
occur until the 1980s, and it was brought to a halt by
Tony Blair’s Labour government in the late 1990s. Some
European countries, such as Finland and Sweden, have
also seen brief periods of growth in inequality during the
1990s, yet many countries, including Germany, France,
and Canada, have experienced even less, if any, growth
in income inequality.?

Most analysts agree that these persistent differences in
the level of economic inequality across nations with the
most advanced economies are attributable to differences
in economic institutions between the United States and
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Europe.* Chief among these differences are the nature
and generosity of public safety nets and social services
systems that result in stronger protection in Europe
against the effects of adverse economic events. Another
important difference is that labor unions in Europe are
better able to negotiate more equitable wage policies
than their counterparts in the United States. In Europe,
the combination of more egalitarian tax and transfer sys-
tems and more compressed wage structures has contrib-
uted to the more equitable standards of living.

Mobility bias in conventional income
inequality data

This research intends to address important concerns
about the role of time when assessing the impact of more
egalitarian public policies. The vast majority of studies
that compare economic inequality across nations have
relied on cross-sectional income data for a sample of
households or individuals whose current or past year’s
annual incomes have been recorded. Thus, conventional
research rests on snapshots of economic inequality in
different nations at specific points in time.

The problem with the study of the cross-sectional distri-
bution of income is that the data do not account for
economic mobility at the level of individuals and house-
holds. This matters because economic mobility may be
an important mechanism that, over time, reduces eco-
nomic inequalities that exist at any one point in time. For
example, some poor or middle-class households may
move up the income ladder, while some middle- or up-
per-class households may move down.

The problem is particularly acute in cross-national com-
parisons of societies that differ in the level of economic
mobility they generate. When countries that appear most
unequal in the cross-sectional data are also those with the
most opportunities for upward mobility over time, sig-
nificant mobility bias may result.

To address this bias, it is essential to use longer-term data
that follow individual and household incomes over time.
The few existing longitudinal studies confirm that eco-
nomic mobility has significant egalitarian effects. For ex-
ample, studies that used a full decade of income data report
that cross-sectional inequality indices overstate permanent
income inequality by 25 percent to 30 percent.’
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Figure 1: Income inequality in the United States and Europe, mid-1990s.

States

[ ] Six-Year Trend

Sources: European Community Household Panel (ECHP) 1994-99; Panel Study of Income Dynamics (PSID)—Cross-National Equivalent File

1992-97, own estimates.

Notes: Working-age population aged 25-54. Average annual inequality is the Gini coefficient for average annual disposable income averaged over
six years, 1991 through 1996 in the United States and 1993 through 1998 in European countries. Six-year trend shows the change in the annual

Gini coefficient over the same six-year periods.

An analysis of economic inequality based on
longitudinal data

To address these concerns, the following analyses use
longitudinal income data from the mid- to late 1990s, the
most recent period for which extensive and comparable
data is available, for the United States and eleven West-
ern European states of the European Union. With this, the
present study includes a more extensive set of countries
than was available to previous studies of economic mo-
bility. The analyses aim to provide a systematic cross-
national comparison of income inequality and economic
mobility for a broad range of countries that differ consid-
erably, both with respect to labor market institutions and
tax, transfer, and social services policies.

This analysis is based on standardized income data from
the 19921997 Panel Study of Income Dynamics (PSID)
and the 1994-1999 European Community Household
Panel (ECHP).% The comparative dataset includes annual
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income information over a period of six years for some
43,000 individuals from the United States, Belgium,
Denmark, France, Germany, Greece, Ireland, Italy, the
Netherlands, Portugal, Spain, and the United Kingdom.’
The key variable of interest is the distribution of each
individual’s real disposable annual income, which serves
as a summary measure of individual standard of living or
well-being.® All income data are deflated to 1995 na-
tional currencies, and the new Organisation for Eco-
nomic Co-operation and Development (OECD) equiva-
lence scale is used to adjust incomes for the economies of
scale in consumption that are associated with household
size. Throughout the analysis, the sample has been re-
stricted to the core working-age population of individu-
als aged 25 to 54.

While the key interest of this article is to assess cross-
national differences in the level and structure of eco-
nomic mobility longitudinally over a six-year period, it is
helpful to begin the analysis with an examination of
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Figure 2: Inequality of annual and six-year real equivalent disposable incomes.

Sources: European Community Household Panel (ECHP) 1994-99; Panel Study of Income Dynamics (PSID)—Cross-National Equivalent File

1992-97, own estimates.

Notes: Working-age population aged 25-54.

cross-national income inequality differences using cross-
sectional data. Figure 1 shows the Gini coefficient for
annual disposable incomes averaged over the six-year
observation window.’ The United States has the highest
level of income inequality, confirming the conventional
wisdom about cross-national differences.

However, longitudinal trends in income inequality
among European countries in the mid- to late-1990s were
quite heterogeneous. In the United States, the growth of
income inequality came to a halt during the Clinton ad-
ministration. This is reflected in a very small increase of
less than one percentage point in the Gini using 1991 to
1996 income data. The only European country with a
similar trend during the 1990s is the United Kingdom.
Among the remaining countries in the analysis, Den-
mark, Belgium, and France had stronger inequality
growth than either the United States or Britain; there was
no change for most of the Southern European economies;
and income inequality actually declined significantly in
Germany, the Netherlands, Italy, and Ireland.

Cross-national differences in economic
inequality, the longer-term view

The longitudinal data underlying Figure 1 also allow us
to address cross-national differences in income inequal-
ity while using cumulative incomes over a longer (six-
year) observation window, thus taking economic mobil-
ity into account. Figure 2 shows the outcome of this
analysis, comparing the findings using the six-year ob-
servation window to the average annual income figures
shown in Figure 1.

Figure 2 clearly shows that the Gini coefficient for six-
year incomes is consistently smaller than that for single-
year incomes. For the United States, the Gini for the six-
year period falls by a full three percentage points to .315,
which suggests that 10 percent of U.S. income inequality
that exists at any point in time is eroded over just six
years. Decreases of similar magnitude between average
annual inequality and six-year cumulative inequality are
found in all 12 countries. The ratio between the Gini
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Figure 3: Life-cycle trends in log real equivalent incomes, age-specific slope parameters.

Sources: European Community Household Panel (ECHP) 1994-99; Panel Study of Income Dynamics (PSID)-Cross-National Equivalent File

(CNEF) 1992-97, own estimates.

Notes: Working-age population aged 25-54. Lowess-smoothed age-specific income trend parameters (bandwidth h = 0.25).

coefficient for six-year incomes and the Gini coefficient
for single-year incomes (a measure of inequality persis-
tence also known as Shorrock’s R) ranges between .85
(Denmark) and .93 (Ireland). Thus, between 7 percent (in
Ireland) and 15 percent (in Denmark) of point-in-time
inequality is equalized by mobility within just six years.'
The United States, where 10 percent of annual average
income inequality was eroded over the six-year period,
falls well within this range. The data thus provide no
indication that European economies that feature strong
safety net institutions would systematically generate any
less mobility than the United States, with its smaller
safety net programs and less robust labor union protec-
tions.

American exceptionalism revisited, or, Why is
there so little mobility in the United States?

It is surprising that so little economic mobility is evident
in the U.S. data, particularly given the weaker nature of
American labor market institutions and more laissez-
faire public policies compared to those of most European
countries.

36

To shed some light on this issue by examining the struc-
ture of income dynamics in greater detail, we used a
regression model to decompose the data into a permanent
income component (individual’s average income over
the six-year period) that we use to show age-specific
lifestyle trends; a linear person-specific trend in indi-
vidual income over the six-year observation window; and
a transitory variance component that captures random
fluctuations around an individual’s income trend.

The U.S. pattern of economic mobility is clearly distinct
from that of many European economies in all three in-
come trend components. With respect to life-cycle pat-
terns of economic mobility, the age-specific trend esti-
mates in permanent income provided in Figure 3 show
that, in virtually all European nations, there is a pattern
of declining disposable incomes (relative to average in-
come growth) during an individual’s thirties and increas-
ing incomes (again, relative to average income growth)
during their forties and fifties. The U.S. pattern is just the
opposite: an individual’s standard of living rises
throughout their thirties, but declines sharply afterwards.
The degree to which older American workers fall behind,
compared to older European workers, is noteworthy.
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Figure 4: Trends in log real equivalent incomes (bi) by permanent income position.

Sources: European Community Household Panel (ECHP) 1994-99; Panel Study of Income Dynamics (PSID)-Cross-National Equivalent File

(CNEF) 1992-97, own estimates.

Note: Working-age population aged 25-54. Arithmetic means of individual-specific income trends (parameter bi). Income deciles derived from the

distribution of permanent incomes y0.

Another clear-cut U.S.—European difference is evident in
the analysis of individual mobility across the income
distribution. Figure 4 illustrates the average individual
income trend parameter separately by deciles of the dis-
tribution of permanent incomes over the six-year obser-
vation period. On this measure, economic mobility over
time decidedly works to the advantage of the poor in
most European countries, as incomes in the lower parts
of the income distribution rise disproportionately relative
to overall income growth. In contrast, in the United
States, those at the bottom of the income distribution
experienced income growth significantly below average
(in fact, they experienced actual income losses), while
incomes grew well above average for those at the top of
the distribution.

Finally, the United States is exceptional in terms of the
level of transitory income dynamics, that is, the level of
random income change over time. In that sense, income
instability in the United States is about three times as
high as in European countries like Denmark, Germany,
or France, and economic prospects for individuals and
families are correspondingly much less predictable.

Summary

Taking a longitudinal perspective does not fundamen-
tally alter the conventional wisdom about cross-national
differences in income inequality. During the 1990s, the
United States continued to be the country with the high-
est level of income inequality in the industrialized world,
and this outcome holds regardless of whether inequality
is measured cross-sectionally at a single point in time, or
longitudinally following the same households over a
number of years. This finding is explained in part by
cross-national differences in life-cycle patterns of eco-
nomic mobility and by the polarization of the income
distribution over time, both of which seem to be follow-
ing more equalizing patterns in European countries than
in the United States. If economic inequality is at least
partly a matter of public policy, then the evidence sug-
gests that strengthening labor unions and public safety
net programs in the United States would promote greater
economic equality. B
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"Austria, Finland, and Sweden joined the European Union in 1995,
yet are not considered in this analysis as respective ECHP data have
only been provided since 1996.

8“Real disposable income” refers to post-tax, post-transfer income.

°The Gini coefficient is a standard statistic for measuring economic
inequality. It ranges from O (when all individuals have identical
incomes) to 1 (when all income is received by a single individual).

In addition, this statement even applies in case of a conservative
measure like the Gini coefficient that is most sensitive to mobility
around the mode of the distribution. The Shorrock’s R coefficients
are between .65 and .80 for the MLD, and .66 and .84 for the Theil
coefficient, both inequality measures that are more sensitive to the
tails of the income distribution.

In the next issue of Focus:

Articles based on the forthcoming book Changing Poverty

Changing Poverty continues the seminal book series on poverty policy and research, which includes Fighting Poverty (1986),
Confronting Poverty (1994), and Understanding Poverty (2001). The book will be edited by Maria Cancian and Sheldon
Danziger, and published in 2009 by the Russell Sage Foundation.

Intro. Changing Poverty in the Context of a Changing Economy, Changing Society, and Changing Public Policies
Section I. Economic Changes, Demographic Changes, and Trends in Poverty

Section Il. Mobility and Its Consequences

Section Ill. The Evolution and Scope of Antipoverty Policies

Section IV. The Politics of Poverty and Its Meaning in a Rich Country

Versions of all book chapters were presented at an IRP conference held at the University of Wisconsin-Madison May 29-30,
2008. All conference papers are currently available as IRP Discussion Papers at http://www.irp.wisc.edu/publications.htm.

Coming soon from IRP:

Fast Focus Briefs

We are creating brief summaries of important IRP conferences and papers to keep you up-to-date on
our latest poverty research between issues of Focus. The briefs will be sent by e-mail to anyone who
currently receives e-mail notification of IRP publications, and will also be available on IRP’s Web site at
www.irp.wisc.edu. This is a “green” initiative; we will not be printing or mailing hard copies. If you are
not currently on the IRP Publications Alert list but would like to receive Fast Focus Briefs, please send a
message to irppubs@ssc.wisc.edu with the subject line “Fast Focus Briefs.” Please include your name,
affiliation, and mailing address along with your email address. The first Fast Focus Brief will be sent later
this fall.
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IRP Publications

Access to IRP Information via Computer: The World Wide Web Site and Listservs

IRP has a World Wide Web site, http://www.irp.wisc.edu/, which offers easy access to Institute publications and
to a subscription link for IRP listservs (electronic mailing lists). From the Web site, many Discussion Papers and
Special Reports and all issues of the Focus newsletter are available for immediate viewing, electronic searching,
and downloading in Adobe Acrobat (PDF) format.

The IRP Web site also provides information about the Institute’s staff, research interests, and activities, such as
working groups, conferences, workshops, and seminars. The Web site offers an annotated list of affiliates, with
their particular areas of expertise, and information about IRP’s outreach, funding, and training and mentoring
initiatives. It offers an extensive set of links to poverty-related sites and data elsewhere on the Web.

Subscribe or unsubscribe to IRP listservs:

Please indicate in the subject line of your message which listserv(s) you would like to subscribe or unsubscribe
to and email it to irppubs @ssc.wisc.edu.

IRP Publications Alert: Periodic notification of and links to recently released Discussion Papers, Special
Reports, and issues of Focus

What’s New at IRP: Periodic messages with IRP news, including recent publications, seminar schedules,
conferences, IRP Affiliates’ awards and honors, and other general Institute news

IRP Announcements: A semi-monthly compilation of poverty-related employment and research opportuni-
ties prepared as a service to the larger poverty research and policy community

Poverty Dispatches: Biweekly messages with links to Web-based news items dealing with poverty, welfare
reform, and related topics

IRP’s home page on the Web can be found at: http://www.irp.wisc.edu/

Support Focus

For over 30 years, the IRP newsletter, Focus, has informed individuals, organizations, libraries, and members of the
media about important research into the causes and effects of poverty and about policies to ameliorate it. Focus is
distributed free of charge to institutional subscribers and posted in full on the IRP World Wide Web site.

We encourage those who wish to support Focus to send contributions to the UW Foundation/IRP Fund, using the
form below. We are grateful for your support.

Institute for Research on Poverty

I wish to support the IRP newsletter, Focus.

Enclosed is my giftof $___ .
Name
Address
City State Zip

Please make check payable to UW Foundation/IRP Fund
Address: Institute for Research on Poverty, 1180 Observatory Drive, Madison, WI 53706
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