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The Problem

Income distribution is of course one of the most important dimensions of social inequality.  No one needs Marx or Weber to tell them that.  Beyond its intrinsic general interest, there are two particularly interesting things about it in the USA today:  Overall
 income inequality in the USA is higher than in most industrial and post-industrial countries, and it’s been steadily increasing since the late 1960s-early 1970s (Kerbo 2008, 31, Table 2-5).  (See also the entire Chapter 2; and various handouts.  See also the Appendix to this note, which updates and confirms Kerbo’s cross-country comparisons.)  In class we’ve touched on some of the factors that are statistically associated with income, and which plausibly may have some causal effect on it.  

What are the factors that seem to explain income inequality?  What determines the income of a person in the United States during the last few decades?  Since much of the research does not permit any proof of causality, we have to re-phrase our curiosity and limit ourselves to some extent to something like “what factors are both statistically associated with higher or lower incomes, and plausibly may have a causal relation to it?”  Also, where possible we will focus on earned income, leaving aside phenomena such as inheritance from wealthy parents, or welfare payments from the government, which obviously increase income.  What really interests us here is the distribution of earnings.

Throughout this note I consider as given the mixed, mainly market economy of the US.  This obviously has major effects on income inequality; compare e.g. the former and the few remaining socialist, command economies where almost everyone is/was poor and (at least in the Soviet bloc) a very few lived like millionaires.  I also don’t explore race or gender.  So the question is really “Given a mixed market economy, what else is behind income inequality in the USA for, say, white males ?”

Kerbo introduces and then quite properly dismisses “functional theorists such as Parsons” who have maintained that “…status inequality produces an unequal distribution of material goods and services as rewards for attaining high status” (Kerbo 2008, 49). Since “status” seems to be measured most commonly by occupation, this would seem to mean that society rewards persons who have succeeded in certain occupations not only by holding them in high regard, but also by giving them high income.  This doesn’t quite explain why CEOs of large companies, some lawyers, etc. earn tens or even hundreds of times the salaries of Supreme Court Justices, the President of the US, Nobel Prize-winners, college professors, etc.  It doesn’t explain why the most successful novelists earn perhaps one-hundredth or even one-thousandth as much as the most successful movie directors.  It doesn’t explain why some lobbyists, today apparently despised as much as war criminals or child molesters, earn so much.  So Kerbo duly tells us that “…more sociologists now reject the causal logic of this functional argument…” and see the causality going the other way, from power and wealth to prestige.  In Chapter 5, Kerbo visits some of Parson’s intellectual descendents, e.g. Davis and Moore, and dispenses with their views on this issue even more definitively.  So much for Parsons and his buddies on this question; people don’t earn more because society admires them.

“Conflict theorists” such as the Marxist and Weberian schools see stratification (which surely includes income distribution as one of its dimensions and/or concomitants) as the result of class struggle.  In other words, the high earners are not the most admired, but are rather the winners in a struggle for those high earnings.  This begins to sound more realistic.  For Marx, the owners of capital get most of the income while the workers get only what’s necessary to keep them alive and healthy enough to work; for Weber there are three major dimensions of class with high but imperfect correlations among them.  One of Weber’s three dimensions, often called “material,” is more-or-less income, and one’s ranking on the other two scales – power and status, especially power – may well have an effect on one’s income.  But neither Marx nor Weber, in the very small amount of their work with which I’m familiar, tells us much about why a particular Mr. A is on top while a particular Mr. B is on the bottom of any of the hierarchies they discuss.  In other words, the question is what characteristics of individuals determine (or, better, are statistically associated with) higher or lower earnings (as well as higher status and more power, although those are not our focus in this note).

This may be the time to note that although individuals want the income that is measured by Gini coefficients, quintile distributions, etc., that income is not the only thing that they want.  It’s trivial but essential to realize that there are other values associated with job or career choice, e.g. obvious ones such as security (tenure for a successful academic or, at a lower skill level, a DC schools administrator), leisure (two-to-three month vacations, rather than two weeks), habit and upbringing (farmers; watermen on the Chesapeake), respectability and regard of one’s peers (public interest attorney rather than corporate lawyer) and many others.  I know a son of the most upper-class New England family imaginable, himself a very smart and capable graduate of Choate and Harvard, who in his 30s divorced his Philadelphia Main-Line wife, left her and their four children, dropped out and became a free-lance carpenter in Berkeley.  (Fussell’s “category X” for sure; see Fussell 1983, Chapter ix).  Tastes differ; few of us strive solely to maximize our monetary income without regard to such other factors.  But this  consideration doesn’t affect our analysis here too badly, because the analysis is general and superficial enough that we can mentally substitute “the package of goodies that a career brings” for “money income” and the analysis will be mostly just as valid.

In Chapter 12 Kerbo tells us a bit more about what seems to determine who earns a lot and who doesn’t.  Most of the analyses covered seem to try to explain (statistically) a person’s job status, industry in which the job is (e.g. agriculture), and/or other things other than earnings.
  “Path models,” at least those cited by Kerbo, try to explain variation in the occupational attainment – not income -- of sons.  They show statistical correlations with some obvious factors such as parents’ SES, the person’s own smarts (“cognitive ability” which in general may include both a kind of basic IQ that is more or less fixed before puberty, and/or knowledge that can be increased by schooling, experience, etc.), performance in school and educational achievement (Did he go to college?  Complete it?), his peers’ value structures, etc.  In an early path model presented by Jencks (Jencks 1972, 339), 69 percent of the variance in son’s income is unexplained.  As Kerbo notes 30 years later on page 425, these factors, at least when using the path model methodology, explain only about 40 percent of the variation in income.  (Nicely referred to by Kerbo as “income attainment.”  Never use one word when two will do…)  

In pages 425-432 Kerbo introduces some considerations from economics and other fields that cite factors such as the structure of markets in which a person sells his labor, and other “structural” factors.  Common sense would agree with the importance of this kind of effect.  But in this discussion, he seems to denigrate models that concentrate on the characteristics of individuals; here common sense tells us that this is wrong.  Not only such things as measured IQ, but also idiosyncratic factors clearly affect one’s earnings – as Kerbo acknowledges elsewhere and as we see below, explored extensively in a review article  (Bowles, Gintis and Osborne 2001).  Whether we are the farmer’s son who stays on the farm, or the illiterate immigrant’s daughter who gets a PhD from Harvard, a tenured position at Berkeley, and after retirement goes to work in New York as a Fellow at the Council on Foreign Relations, surely both our own personal characteristics, and the markets in which we sell our labor (which includes the nature of the buyers to whom we sell it), have something seriously to do with how much we earn.

My engineer-type mind yearns for a statement something like: “Of the total variance in earnings among (say) male adults in the USA, x percent is explained by variable X, y percent by variable Y, z percent by variable Z, and no one has found another measurable variable that can explain the rest of the variance.”  I do not find in Kerbo anything like such a summary overview of what is known, quantitatively, on this question.  My frustration on this point was the catalyst for this note.

Beyond Education, IQ, and Parents’ SES

Noncognitive factors:  The literature, especially in sociology, seems to be full of material about three kinds of variables that plausibly are candidates for affecting earnings and, in one way or another (that is to say, with some proxy variable) can be and are measured in large populations that also measure earnings or income.  These are, of course, SES of the parents, and the cognitive skills (IQ and/or other) and amount of education of the child.  These seem to make sense as possible causal factors, and each is highly correlated with earnings.  But as already noted, even their combined explanatory effects are disappointingly small when statistically estimated.  


That the three “plain vanilla” variables, even with help from some others, can’t explain more than 40 percent of the variance in earnings is not their only problem.  Another is causality: to what extent does a particular variable actually have a proximate causal effect on income, or to what extent is it only a proxy, or acting through intermediary variable(s).  

· A priori, it seems reasonable that intelligence is a proximate causal factor, and that both an IQ-like component and a broader, more changeable component might well be important.  

· Schooling also seems like a good candidate, except that there are a lot of studies that show that what one supposedly learns in school (i.e. the official subject matter) in fact does not show a strong causal effect on earnings.  So the question remains as to what it is about schooling that’s important.  Screening or credentialism seems one good candidate, especially as more and more people get at least a high school, and later in time at least a college, degree.

· Children of higher class parents do seem to earn more -- although one might wonder if the SES of the parents has any independent effects, or if it acts only indirectly through the son’s education, perhaps even intelligence as measured, and perhaps even more intermediating variables.

There is also an impressive and diverse literature about the importance of a fourth factor – or a fourth set of factors – on earnings.  This set, called “noncognitive skills,” is composed of certain personality and behavioral characteristics of the person, not closely related to measured intelligence.  Some researchers (e.g. Heckman, Stixrud and Urzua 2006) claim that a single (latent) variable, in Heckman one based on two measured variables, self esteem and sense of control of one’s life, can capture these effects, while others e.g. Bowles, Gintis and Osborne 2001 allege that these variables are too heterogeneous ever to be well represented by any single variable (measured or latent).  (See below for more details.)  In any case, the results of statistical tests of these different approaches broadly agree that such variable(s) are important – depending on the concept of importance employed, they may be just as important as cognitive abilities or even more so.  

Heckman:  We begin with a recent article by Heckman, Stixrud and Urzua 2006.   Heckman is a Nobel Laureate for work in econometrics, and one of the top experts on our topic as well, and this article shows why.  Using an army of sophisticated techniques, relating the methodology and the results to other relevant work, the authors use only two variables (both latent) to investigate earnings of (separately) males and females in the USA.  Following a huge literature, they construct one variable to represent cognitive ability, but departing from the smaller literature on noncognitive ability they use only one variable for this set of hypothesized factors – as stated earlier, a latent variable based on one measurement of feeling of control over one’s life and another on self-esteem.  Schooling, the authors say, is a choice variable and therefore endogenous, and therefore is eliminated as an independent variable but its effect is assumed to be included in the two that are used.  Parents’ SES is not included.  

The authors also, very usefully, estimate the effects separately for what they refer to as six different “educational markets,” i.e. high school dropout, GED, high school graduate, some college but no degree, 2-year degree, and 4-year degree.  The results are many and fascinating, but for our purposes here we will just present one table, taken from Table 4, page 440 of the article.

Table 1:  Estimated Regression Coefficients for the Log Hourly Wage Model

	
	Males
	females

	
	cognitive
	noncognitive
	total variance explained
	cognitive
	noncognitive
	total variance explained

	Schooling 
	
	
	
	
	
	

	
	
	
	
	
	
	

	HS dropout
	0.113
	0.424
	19%
	0.322
	0.208
	15%

	GED
	0.175
	0.357
	16%
	0.020
	0.242
	6%

	HS grad
	0.259
	0.360
	20%
	0.341
	0.564
	43%

	some college
	0.069
	0.401
	17%
	0.093
	0.569
	33%

	2-yr degree
	0.039
	0.368
	14%
	0.206
	0.279
	12%

	4-yr degree
	0.296
	-0.060
	9%
	0.290
	0.379
	23%


Source:  Regression coefficients from Heckman et. al., Table 4, page 440.  Standard errors from the original table omitted here; most but not all of the coefficients are significantly different from zero.  Total variance explained calculated by the present author.


Just this one table tells us many interesting things:

· Both cognitive and noncognitive abilities are important.

· The two factors together explain at most 43 percent of the variance in earnings (for females with only high school graduation) and as little as 6 percent (for females with a GED, which must be a small population).  For males the range of variance explained is between 9 and 20 percent; for females it is higher.  

· The noncognitive variable has a higher coefficient – explains more of the variance – than the cognitive one for both genders in almost all “markets” – the only exceptions being the highest education market for males and the lowest for women.

· The importance of cognitive ability, for both genders, is most important for those who are high school graduates and four-year college graduates.  This is consistent with the idea that such attainments function (at least in part) as credentials that open doors that would otherwise be closed.  In other words, finishing a particular level increases one’s opportunities to use whatever cognitive ability one may have, whereas not finishing limits one’s chances to exploit that cognitive ability.
  

· This effect is at its extreme for males with a four-year college degree; for this group the importance of the noncognitive factor disappears.  (the estimate of the coefficient, -0.06,  is not significantly different from zero.)  One might guess that this is because males who complete college all have pretty high scores on the noncognitive factor – their self-esteem and their sense of being able to affect their lives are at least moderately high -- so that differences in it have no observable effect.  But, NB, for this group the model explains only a miniscule 9 percent of the variance!

And let’s also note one important general lesson from these results:  The estimates vary quite a bit as between genders and as among educational attainment.  For example, the importance of intelligence for males, relative to its importance for females, varies from over eight times (for those with a GED) to less than 0.2 times (for those with a two-year degree).  We needn’t belabor this with more examples; the point is that if these estimates are anywhere nearly correct, then estimates for both genders combined, or for all educational levels combined, are at best averages over a highly diverse set of relationships.  Which, among other things, can be expected to reduce the extent to which those more aggregated estimates explain the variance in earnings.  And estimates for only one gender, or for only some levels of education, may well not reflect the gender or education levels omitted – as may be true in these results, which for example do not distinguish among people who go beyond a four-year college degree.

I will hazard a rough summary of what this paper tells us about our topic:  Both cognitive ability and noncognitive skills (here, self-confidence) affect earnings; the effects vary as between genders and among educational levels; as a gross approximation we might say that for males the two factors together explain between 10 and 20 percent of the variance in earnings, while for females the range is between 10 and 40 percent, and for the population as a whole it might be said, very approximately, that the importance of each effect is about equal to that of the other.

Possible impacts of two of the three variables highlighted in much of the sociology literature, i.e. schooling and the SES of the parents, are not estimated by the authors.  Schooling is omitted as an explanatory variable because it is endogenous, strongly affected by the two factors that are retained.
  At least some of its effects are accounted for, because there is clear and ample evidence that schooling increases both the measured cognitive and/or noncognitive factors. (It has little effect on IQ-type measures but has large effects on other aspects of cognitive abilities.)  Parent’s SES is simply omitted; both common sense and much other research tells us that it affects both the cognitive and noncognitive factors that are included.  Examples of possibilities here are many, including e.g. schooling as credentialing, parent’s SES as shaping the noncognitive factor, even parent’s SES as a proxy for parent’s intelligence which is to some extent passed on to their children, through both nature and nurture.  One of the results of Heckman et. al. is that schooling affects both the cognitive and the noncognitive attributes, and also that it seems to function as a credentialing or signaling device for them – in other words, employers are rational in their use of educational level as a proxy for skills that matter to them.  (This is consistent with the results and the interpretation of Bowles et. al. in the article discussed below.)

A question also remains: for each of these two much-discussed factors (schooling, and the SES of the parents), how much if any effect do they have directly, and/or through other not-included intermediary factors, on earnings?  In other words, if they could have been well measured and included in the study, and were not too highly correlated with the cognitive and noncognitive variables to make good estimates impossible, would they have added to the overall explanatory power of the model, and if so by how much?   For example, a path model presented by Jencks (1972, page 339) attributes less than 1 percent of the variance in earnings of white males to the direct influence of the father’s occupation.  This is about 3 percent of the (not very high) explanatory power of the entire model.  As to schooling, we know from the success of Head Start, and from anecdotal episodes such as that recounted in “Stand and Deliver,” that schooling could in principle make a big difference.  But the sad fact is that for almost everyone growing up in the US, their schooling reflects the socio-economic conditions of their families more than it acts to help the students move up the social scale.

Bowles and Gintis:  The next step in our exploration, which expands the view of the noncognitive factor, is a 2001 review of the literature by Bowles, Gintis and Osborne 2001.  As Bowles and Gintis have done in earlier papers, the authors present their claim (consistent with Heckman et. al.) that noncognitive factors are important determinants of earnings.  They depart from Heckman, however, in presenting several different such factors, heterogeneous, and in explicitly rejecting the claim that any single latent factor can adequately account for the effects of the different heterogeneous ones.  

Their review is cast as an attempt to answer four puzzles, of which three are:

· Peoples’ age, years of schooling, years of labor market experience, and parents' SES explain less than half of the variance in their earnings.

· Seemingly irrelevant personal characteristics, including beauty, height, obesity, and even whether one keeps a clean house, are often robust predictors of earnings.  For example, one standard deviation difference in the measure of home cleanliness is estimated to affect a change in earnings over half as large as a standard deviation difference in years of schooling. 

· Pouring more money into schools seems not to affect student’s measured IQ (e.g. Coleman Report), but does seem to affect students’ later earnings.  

The article is long, rich, and not easy to read or to summarize.  The authors found a variety of evidence in the literature, from many different kinds of studies, of several kinds of factors that that help to explain the three “puzzles” cited above.

One important individual factor is labeled the ability to exploit disequilibria.  Traditional economic analysis of labor markets assumes that they are in equilibrium.  Josef Schumpeter pioneered analysis based on the obvious fact that this assumption is often significantly false. There are continual shocks as technical change, product innovation, changes in business organization models, etc.  In the last few decades, globalization has been changing many aspects of labor markets.  In this conception, individuals differ in their ability to identify and capture the returns that such disequilibria create, and the personal dispositions and capacities contributing to success in this regard may not correspond closely to productive skills, educational attainment, or generalized intelligence.  

Pre-quelling Heckman et. al., the authors introduce the degree of self-directedness, the belief that one's own actions are effective in determining outcomes -- "internality" as opposed to "fatalism" and adduce research that suggest the importance of this kind of personality on earnings.

The authors also discuss evidence for what may be a contrary effect in some labor markets.  They cite one study that used a peer-rated set of personality measures of members of work groups in both private and public employment to predict supervisor ratings of these workers.  A parallel investigation with a distinct sample used the same peer-rated personality variables to predict grade point averages of students in a high school controlling for SAT (verbal and math) and IQ.  The studies found that being judged by their peers to be "perseverant," "dependable," "consistent," "punctual," "tactful," "identifies with work," and "empathizes" was positively correlated with supervisor ratings, while those judged to be "creative" and "independent" were ranked poorly by supervisors.  Virtually identical results were found for the high school students:  independently of the student's cognitive level, schools rewarded with higher grades exactly the same traits that were found to predict favorable supervisor ratings. Similarly, teachers and employers in these samples also penalize the same personality traits.   The authors also cite studies that suggest that the schools not only reward, but actually successfully inculcate these valued traits, which they have elsewhere characterized as “docility.”  Thus schooling may have a positive effect on earnings through its promotion of one of the noncognitive factors – as well as its function as a screening or signaling device.  Work by Kohn (which I have not had the time to look up), mentioned in the last class, studied whether children were raised in a mostly authoritarian (“Do what I say!”) or internalization (“These are the reasons why you shouldn’t try to kill your younger brother”) style was related not so much to social class, as is commonly believed, but rather to the degree of authoritarianism in the parents’ work places.  In other words, the parents were teaching their children some noncognitive skills that were appropriate for the parents’ jobs.

This does not begin to summarize the article.  Other noncognitive characteristics are also mentioned, i.e. risk aversion or its opposite, conscientiousness, industriousness, and perseverance; an ability and a habit of manipulating other people to one’s own advantage.  As Bowles and Gintis say in a different paper (Bowles and Gintis 2000, 133):   “…additional schooling [also] enhances the labor-market value of individuals in ways other than enhanced skills…  These effects of schooling work by altering the behavioral response of the employee to the employer’s incentives and sanctions.”  

For our purposes it may be sufficient to say that Bowles and his colleagues give us reason both to accept the importance of the “noncognitive” factor used by Heckman et. al., and also to go beyond the latter in recognizing that there are more than only one such factor, that they cannot all be reduced to one latent factor, that these (like the one used in Heckman) operate differently in different labor markets and for different genders, and that therefore the estimates of Heckman for noncognitive factors (emphasizing the plural) are underestimates.  Intelligence remains important but now seems clearly less important than the various noncognitive characteristics.  By how much, we cannot tell but my feeling is that it could be perhaps double or even more.

Others:  MacLeod, Murray, and Jencks:  The anecdotal evidence in Ain’t No Makin’ It illustrates these conclusions clearly.  Endowed with a wide range of cognitive skills, the lower-class subjects of the study uniformly had noncognitive skills (or lack of same) that didn’t work for most of them, either in school or later in the labor market.  The two most successful became self-employed businessmen, “no accident” as the authors say, where they do not “…need to worry about winning the approval of … supervisors.”  And both work in a milieu where their willingness to resort to violence, and knowing how to show that in order to gain advantage, as they learned on the street while growing up, can be useful for them from time to time (MacLeod 2008 third edition, 423-26).  Their success is due in part to their finding niches where their characteristics worked for them; the failures of most of the others reflects their inabilities either to do the same, or to change their characteristics.

Still more on noncognitive factors: Ironically, in 1997 the great champion of the importance of IQ uber alles, Charles Murray (with psychologist Richard J. Herrnstein the author of the notorious The Bell Curve) anticipated these more careful demonstrations that IQ is not the supreme determinant.  In an article (Murray 1997) in which he presents striking evidence of big differences in income between siblings with different measured IQs, he concludes as follows;

A final thought: I have outlined the inequalities that result from siblings with different IQs.  Add in a few other personal qualities: industry, persistence, charm, and the differences among people will inevitably produce a society of high inequalities, no matter how level the playing field has been made.  Indeed, the more level the playing field, and the less that accidents of birth enter into it, the more influence personal qualities will have. 

The importance of such noncognitive factors is recognized by other students of the topic as well, e.g. Jencks 1979 who mention the ability to throw a ball very fast, to look someone in the eye when talking with them, etc.  Writing before the work of Bowles et. al. and Heckman et. al. discussed above, on pages 214-216, Jencks et. al. note the statistically robust effects of father’s occupational status on son’s occupational status.  The authors touch on the idea that this may be in part due to the parents’ training the child in the kinds of attitudes and behaviors that are appropriate to that status level, but don’t really get into that possibility.  E.g., “Parental attitudes and values may be important…”  On page 221 they cite research that “…suggests that …  [tests of cognitive ability] may predict [earnings] largely because they are proxies for stable underlying aptitudes, not because they measure skills that are themselves directly useful.”  On page 222 we read that other research “…suggests that … the combined effects of many different measures [of personality traits] were typically as strong as the combined effects of the different items that we used to measure cognitive skills...[on predicting earnings]”

I am convinced by all these results of the importance of these many “noncognitive” factors, and moreover by the general finding that different sets of such factors have different effects for different people, for different occupations, and perhaps for other varying dimensions of the universe that we are trying to understand.  This implies – one could say that it definitely shows – that the more a statistical model attempts any degree of generality over these dimensions, the less it will be able to explain, and that this loss of explanatory power may well be quite large.  In other words, no model may ever explain more than about half of the variance in earnings unless it focuses only on some micro parts of the labor force. 

Bottom line on factors that may determine earnings:  

Based on these studies, and some gut feeling on my part where parts of the puzzle are incomplete, I would venture a guess that the determinants of lifetime earnings of an adult white American male today are something like the following:

At the first instance, looking at the characteristics of the individual only:

· Cognitive abilities, measured at adult age, would explain something around 15 percent of the variance in earnings.  Within this 15%, both some kind of basic intelligence, fixed by around age 10, and what is learnt from parents, peers, in school, other training, and experience would be important.

· A heterogeneous set of non-cognitive personality and behavioral characteristics would explain about 30 to 35 percent.  The strength and even the direction of the effects of these traits would vary widely according to education and occupation.  Defining the universe more narrowly can be expected to increase the amount of explanatory power of these variables, but they will be different for different parts of the universe.

· Most of the remaining 50 percent of the variance would remain unexplained.  Luck, genetic randomness, idiosyncratic life experiences – whatever.

· There may be some effects of credentialing, contacts, etc. from both the parents’ SES and the child’s schooling that are not captured in the above.  Such effects are probably greater than zero but seem likely to be small. 

Going back a step to look at the effects of the parents:

· The cognitive and noncognitive characteristics of the parents – acting on the child through both nature and nurture, the latter importantly including the parents’ incomes – would have a strong impact on those characteristics of the child -- perhaps in the neighborhood of 40 percent of the variance for each of the two parental traits.  This estimate for cognitive skills is at or near the center of the accepted values today, but the estimate for noncognitive skills is my own guess, supported qualitatively by Heckman et. al.  and many studies they cite.
 

· The parents’ SES would depend significantly on their own cognitive and noncognitive skills.  Additional effects of their SES on the child, independently of the effects of their cognitive and noncognitive skills, would be difficult to determine but I expect that they would be small.  In other words, I allege that the reasons that SES of the parents is in fact seen to be statistically associated with the child’s earnings is mostly a spurious correlation, with SES being not a causal factor in itself but rather another result of the skills of the parents, which act on the child through both nature and nurture, including the earnings and occupational status of the parents which in turn were affected by their skills.

· The 20 percent variance in the child’s cognitive and noncognitive skills not explained by those of the parents would remain unexplained.

Looking at the transmission of earnings levels across generations, these numbers imply that the influence of the parents on the child’s earnings is something like more than half of half – something over 25 percent.  This is broadly consistent with conclusions of scholars such as Christopher Jencks.  Writing in the 1970s, Jencks concluded that every  characteristic of family background that he found measured, taken together, explained only about 22 percent of the variance in a son’s income.  He found that income differences among brothers are almost as varied as those among men in general. (Jencks 1972, 226).  However, these models did not include the noncognitive skills dimension, which would appear to be the most important explanatory factor and which is surely transmitted across generations, to some degree.  That is why my guesstimates, above, imply somewhat greater effects of parents’ characteristics than Jencks’s 22 percent. 

A simplified view of this model is shown in Chart 1.

Chart 1: Simplified Path Model of Income Inequality

[image: image1.jpg]CREDE p—nm.s,

L0 NTACTS,
Exec

PARENTS' S CAoOLL M-

CRARHCTERLSTLCY 2
(VATUCE. -t NURTUREY

COGN ITIVE.
AND

NOU Co6NI\TIVE
L S«lLLS [

A L Tﬂ/m

ONEY PLE) NED

e———




Perhaps we can conclude, as Heckman et. al. say (pages 413-414):

A large body of research establishes] that parents play an important role in producing both the cognitive and noncognitive skills of their children.  More able and engaged parents have greater success in producing both types of skills.  Because [these] abilities are shaped early in the life cycle, differences in [them] are persistent;… gaps among income and racial groups begin early and persist.
Thus, even in a society where there were not huge and widespread differences in socio-economic class, few or no badly dysfunctional families with toxic child-rearing practices, no racial, gender, or other prejudices, no “dominant discourse” to discourage the lower classes from attempting to rise (e.g. as discussed by Bourdieu (MacLeod 2008 third edition, 13-16) and no differences among schools, but where occupations and earnings were determined in the market much as they are in the US today (except for the differences just mentioned), earnings inequalities would be reduced but by no means eliminated.  Genetically-related and nurture-related variations in both cognitive abilities and skills, and in many personality traits, would generate variance in years of schooling, and all three factors would then generate considerable variance in earnings.  Equal opportunity may be an ethical value as such (I hope it is!), but as everyone from Murray on the right to Bowles on the left, and including Heckman and Jencks, explicitly agree, achieving it would not come anywhere near eliminating inequality of results.

And How About American Exceptionalism?

Early in this note we mentioned two characteristics of income inequalities in America:

· Inequality decreased for about 25 years after the Second World War, and has been increasing pretty steadily in the 35 or so years since then.

· Inequality is greater in the USA than in any other advanced industrial country.

Have we learned anything in this note that might help to understand or explain these two facts?  Only a little.  Most of the explanations for these phenomena lie in changes in market structure, and differences in cultures

World War II and the first 25 years thereafter saw a great democratization in the USA: the war and the complete mobilization itself, women working, after the war African Americans moved out of the rural south, huge worldwide economic growth with demand for US products growing both domestically and abroad; the GI bill and the growth of higher education following it, the smaller cohort of working age due mostly to the lower birth rates of the 1930s, etc.  So greater equality may have been in part a result of  the spread of education, and the beginnings of greater opening of good jobs to blacks and women.  But I think it can be seen, basically and with some oversimplification, as the floating of all boats by the rising tide of economic growth.  With strong labor unions in manufacturing, capital was forced to share the riches with labor, and because there was almost no competition from abroad, domestic oligopolistic industries were willing and able to raise prices and thus increase the returns to both capital and to labor.  The history of  our “Big Three” automobile industry is an extreme, very clear instance of this phenomenon.

Then after the early 1970s, revolutions in communication and transportation meant much greater international competition in both product markets and labor markets (note also the baby boomers’ effect on enlarging the labor force, also increasing competition for jobs) while capital, conversely, found an ever-greater range of opportunities as countries opened their doors to foreign investment.  In the US, overall household income growth slowed (except for the richest) as inequality increased.  US companies were less free to raise their prices, except in industries where technological change was rapid and hence there was less competition, and the share of labor took a bigger hit from this competition than did the share of capital, mostly because it was not mobile abroad but capital was increasingly so.

One handout shows the Gini for “family income” falling from .375 in 1945 to a low of about .350 around 1968, and rising to about .448 in 1995 where the data end.  The percentage changes corresponding to these numbers were:  the drop was 7% -- not much -- but the increase was 28% -- quite a bit.  (for some perspective: in Mexico during the period 1963-1977, a period of rapid development and social change, although only about half as long as that during which the rise  in the US Gini was observed, estimates of the change in the Gini of disposable household income are in the range of –6 to +3 percent – i.e. apparently much more stable than the 28 percent increase in the US.)

A piece by two economists at the SF Fed is worth quoting.  (my emphasis added):

One particularly striking feature of the data [beginning in 1967] is that the income gap has widened most between the top and the middle of the distribution, while it has remained relatively stable between the middle and the bottom…   Economists have pointed to three particularly important drivers of the recent trends in income inequality: offshoring and immigration, both of which are related to globalization trends, and technological advances that favor skilled workers (often referred to as "skill-biased technological change" or SBTC). Offshoring could help explain the stagnation of wages at the middle of the income distribution, while immigration could push down wages at the bottom. SBTC could help account for the surge in income at the top of the distribution…   [Our] analysis of [household income] suggests that offshoring, immigration, and SBTC all likely played important roles in the divergent trends of top-half and bottom-half income inequality in the U.S. over the past four decades. However, the statistical associations we have uncovered are not necessarily causal, and there are other possible factors we did not explore, such as the increase in the female labor force participation rate and the increase in capital income, including dividends, capital gains, and interest income, relative to labor income. (Regev and Wilson 2007)
The increased share of capital and decreased share of labor since around 1970 is almost surely due to some significant extent to globalization, which favors mobile capital against mostly immobile labor.  Including capital gains would also, likely, have increased the observed trend towards greater inequality.  Finally, the changes in tax policies of the US government during the post-WWII period have also, almost surely, made the contrast even more extreme than is shown by the before-tax data used in this analysis; see e.g. the “Figure 2.5” in one of the handouts, “Tax Savings by Income Group.”  Personal income taxation in the US has tended to get considerably less progressive during the post-WWII period as a whole, and effective corporate income taxation has fallen.  (Household income is measured as money income excluding capital gains, before personal income tax, social security and Medicare contributions, etc.  Welfare payments in kind such as food stamps or subsidized housing are also not included.)


I would speculate that the changes in inequality just described happened not so much because the factors behind income distribution changed, but rather because the markets in which people sold their labor changed.  Above all, globalization, especially tremendous advances in transportation, communication and entertainment media caused the returns to the best performers to rise far more than average returns, while the returns to unskilled labor in high-income countries fell through the floor.  The differences and the rankings were qualitatively the same, but quantitatively they were hugely magnified.  Not only the CEOs of the big companies, but the best opera singers, the best soccer players, the best designers, were capable of earning increasing rents as the markets that supported them grew in scale and in wealth, while their costs were stable (or, in a few cases, perhaps even falling).  

What of the greater inequality in the USA than in other rich countries?  One plausible explanation would be the greater inequality in education and in many of the noncognitive characteristics of the American labor force.  Those in Europe may be more homogenous; in Japan they certainly are.  As Kerbo notes, education is much more equal in Japan than in the USA.  Apart from this possibility, I see no explanation from the explanatory variables that have been discussed in this note.  The explanations need to be sought elsewhere, in US social mores that see high rewards as more appropriate than those in other countries. And also, perhaps, in the earlier and greater globalization effects in the USA than in the other rich countries – most of which have participated reluctantly, not opening their economies as much or as quickly.

Later chapters of Kerbo, not discussed in class, deal with Japan and Germany as case studies, contrasted with the USA.  Kerbo does mention the greater equality in education in these countries, especially Japan, and the greater power of unions in Germany.  The greater socio-ethnic homogeneity of both countries, especially before the merger with East Germany and the influx of foreign “guest workers” and then their children born in Germany, clearly give rise to a complex of social values that favor more equality.  As MacLeod says in his first paragraph, “…the achievement ideology [is] the reigning social perspective…[It] sees American society as open and fair and full of opportunity.  In this view, success is based on merit, and economic inequality is due to differences in ambition and ability.” (MacLeod 2008 third edition, 3) The much more heterogeneous population of the USA may make its ruling classes more ready to tolerate, or even to celebrate, greater inequalities; the poor are seen as “them,” not “us” as they would be in Scandinavia, Germany, or Japan.

Appendix: Update on Cross-Country Comparisons of Inequality 

Just to complement the data in Kerbo:  The latest and complete data show that the USA has the highest Gini coefficient (that is – the most unequal distribution) of the twenty-two most developed countries in the world.  See Table A-1 below. 

Keep in mind that developed countries have less inequality than less-developed ones; most African countries, many Latin American ones, and even many Asian ones have Ginis well above .400 and even above .500.  

Table A-1: Latest Gini Coefficients for Household Incomes, Developed Countries

(in order of increasing inequality)

	country

	Gini

		Country

	Gini


					
	Denmark

	0.227

		Switzerland

	0.337


	Japan

	0.249

		Greece

	0.343


	Sweden

	0.250

		Ireland

	0.343


	Norway

	0.258

		Spain

	0.347


	Germany

	0.283

		Australia

	0.352


	Austria

	0.291

		Italy

	0.360


	Netherlands

	0.309

		UK

	0.360


	Korea

	0.316

		New Zealand

	0.362


	Canada

	0.326

		Portugal

	0.385


	France

	0.327

		Israel

	0.392


	Belgium

	0.330

		USA

	0.408



	


Source;  (World Bank 2007, Table 2.7).  The data are for the latest available years as of about 2006, and generally refer to the early part of the 2000 decade.  Sources, concepts and methodology differ across countries and so the numbers are not strictly comparable.
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� Thanks to Prof. James Foster at Harvard for guidance and encouragement.  Any errors or other weaknesses are of course my own responsibility.


� By “overall” I mean across the entire range of incomes, from the poorest to the richest.  We have also seen some evidence that the USA has more inequality within the top quintile or decile.


� Kerbo articulates these questions well on page 414, but with regard to status rather than to earnings.


� Kerbo does note that some people inherit more material wealth than do others, and that in the USA this factor is more important than it used to be, and more important than in five other advanced countries.  Not very surprising.  Note that these data are about wealth, not about earned income, which is our central concern in this note.


� There is a lot of research that shows an interesting asymmetry:  the returns to being smart increase with more education (as illustrated in Table 1 here), but the returns to education do not increase (much if at all) with more intelligence.  See e.g. Ashenfelder and Rouse 2000 who say “…we find no evidence that the return to schooling differs significantly by … the measured ability of the student.”  To exaggerate for clarity: you don’t have to be smart to benefit from more education, but you do have to be more educated to benefit (fully) from being smart.


� MacLeod’s whole book demonstrates this endogeneity of the effects of schooling.  He erects what must, or at least should be, a straw man of theories that allegedly say that either the person (“agency”) or the environment (“structure”) explain everything and then triumphantly demonstrates the obvious, that as e.g. Giroux says, they are both important. (MacLeod 2008 third edition, 21)


� For example, a sophisticated analysis by Feldman et. al. (Feldman, Otto and Christiansen 2000) gives a range for just the genetic portion of heritability of IQ between 23 and 42 percent, and the genetic portion for some behavioral traits as similar.  So an estimate of 40 percent for both the genetic and the environmental effects of parent’s cognitive skills on those of their children seems quite reasonable.


� Just as I was finalizing this draft, an article appeared in the  that said, in part:  “Today, those who study personality tend to rank people on several scales, often called the Big Five: openness, conscientiousness, extroversion, agreeability and neuroticism (some theorists identify them by different terms, but these offer the advantage of an acronym, Ocean).  These are the characteristic ranges that people all over the world have called upon again and again to evaluate themselves and others: do you tend to be interested in new ideas or closed-minded? Organized or irresponsible? Outgoing or shy? Affectionate or unkind? Easily rocked or buoyant in emotional tides? And in what combinations? … Researchers estimate that about half the variation in our personalities reflects our genes, based on studies comparing, say, adopted siblings or fraternal and identical � HYPERLINK "http://topics.nytimes.com/top/news/health/diseasesconditionsandhealthtopics/twins/index.html?inline=nyt-classifier" \o "Recent and archival health news about twins." �twins�.  The rest is shaped by environment, though how is harder to know. Birth order may have something to do with it…” (emphasis added; Zernike 2008)  No authority is cited for the estimate of “about half…”
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