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Overview

Rising inequality in earnings is a fact of the U.S. economic landscape. The
rise in earnings inequality has occurred because earnings have become
more unstable in the short term, and because the more stable, or per-
manent, part of earnings has become more unequal in the long term. As
permanent earnings have become more unequal, workers find it harder to
move up the earnings distribution over their careers!

Instability in year-to-year earnings, or earnings volatility, can result from econ-
omywide trends such as increases in unemployment or decreases in work
hours during recessions, or from more microeconomic trends such as changes
in the prevalence of precarious work arrangements, job turnover, or bonuses
and other types of performance pay.> Some volatility, such as receiving a large
bonus or switching to a higher-paying job, is welcome. Yet an unexpected
negative earnings shock can be difficult to manage, especially for low-income
workers facing an involuntary or unanticipated decline in earnings:

Permanent earnings inequality reflects longer-term trends in the U.S. labor
market such as changes in the returns to education and other skills, inter-
national trade and technological change, changes in unionization, and the
value of the minimum wage.* Growing permanent earnings inequality not
only increases persistent disparities in living standards among workers but
also is associated with declines in long-run earnings mobility. The result is
that an increasing number of workers will have persistently low earnings
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while other workers will spend large parts of their working lives at the very
top of the earnings distribution.?

In this essay, we briefly review what recent research suggests about trends
in short-run earnings volatility, permanent earnings inequality, and mobility,
as well as the causes of these trends. We then offer a number of policy rec-
ommendations that we think will help alleviate some of the negative effects
of these recent changes. In particular, we discuss the merits of incentives
and reforms to boost household incomes and savings alongside education
reforms to help today’s workers find good jobs and our future workers be
better prepared early in life to contribute productively over the long term.

Key Takeaways

THE EVIDENCE

B Rising U.S. earnings inequality is due to earnings becoming more volatile
in the short term while the more stable, or permanent, part of earnings
become more unequal in the long term.

B US. workers consequently find it harder to move up the earnings ladder
over their careers. This trend is exacerbated by the growing precarity of
work, especially for less-educated and low-income workers.

THE SOLUTIONS

B US. workers need more accessible and robust public safety net programs
and incentives to increase private savings to buffer short-term declines in
earnings and spells of unemployment, alongside investments in education and
pathways to high-quality employment to reduce long-term earnings inequality
and improve upward earnings mobility.

What do we know about earnings volatility,
permanent earnings inequality, and mobility?

Most evidence shows that year-to-year volatility in men’s wage and salary

earnings increased considerably from the 1970s through the early 1980s as
inequality increased rapidly.® Since the 1980s, short-term earnings volatility
for men is highly cyclical, increasing during recessions and declining during
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expansions, though whether the trend is broadly increasing, flat, or decreas-
ing differs between datasets and studies.’

Earnings volatility is the highest for men with less education and with lower
earnings—that is, for workers who likely have the hardest time maintaining
their well-being during periods of low earnings.® For women, earnings are
more stable than in the past, with falling earnings volatility since the 1970s,
though earnings volatility for women is higher than for men.® Volatility in
family income—which includes both wage and salary earnings and other
sources of income such as transfers from government programs, including
the Earned Income Tax Credit and Supplemental Nutrition Assistance Pro-
gram—is rising over time, and government transfers are less able to buffer
earnings fluctuations than in the past.”®

Even ignoring the year-to-year fluctuation in earnings and focusing instead
on the more constant part of earnings over a lifetime, permanent earnings
inequality is growing rapidly. Much of this increase is driven by an increase
in inequality in earnings early in workers’ careers.” This increase in perma-
nent earnings inequality means that individuals are more “stuck in place” in
the earnings distribution throughout their careers, with smaller chances of
upward mobility than in the past.”

What are the risks that U.S. workers face?

Workers face two distinct types of risk. Despite the relatively flat trend in
short-term earnings instability since the 1990s for all workers, short-term
earnings risk remains large and is growing for less-educated and lower-earn-
ing workers. Unanticipated declines in earnings are particularly problematic
for low-income families and less-educated adults who have little in savings.
Only 29 percent of low-income households have savings for unexpected
emergencies, and 42 percent of adults with a high school degree or less could
not pay their monthly bills if faced with an unexpected $400 expense. These
workers have limited ability to weather earnings shocks because of the weak-
ening of the public safety net, because low earnings make saving difficult, and
because they lack access to formal low-cost credit markets.

At the same time, the vast majority of workers face a new risk: If early-ca-
reer earnings are low, the likelihood that earnings remain low has increased.
Workers with more education are more likely to have high earnings, but
even for these workers, the likelihood of rising up through the earnings
distribution over a career is declining.
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These dual risks necessitate investment in policies that reduce short-run
earnings volatility and enhance workers’ ability to cope with temporarily low
earnings, particularly for workers with fewer resources, alongside policies to
promote careers that provide for long-run upward mobility.

Policy remedies for short-term
earnings volatility

Earnings can be volatile because of both positive changes such as end-of-
year bonuses, or negative ones such as unexpected cuts in work hours. We
focus on policies that address the source and consequences of negative
earnings changes, particularly for families who are less likely to be able to
adequately weather periods of lower earnings.

Policies to reduce volatility

Outside of employment transitions, we know relatively little about the
sources of earnings volatility, which makes articulating policies that reduce
volatility difficult. Reducing employment transitions reduces earnings vol-
atility. We focus on policies to reduce earnings volatility from two specific
sources—poor health and family caregiving responsibilities—that would be
particularly helpful to lower-income families.

The first policy is to increase access to paid leave for workers’ own healthcare
needs and for family caregiving. Employees’ access to such leave is more com-
mon among high earners than low earners, though eight states, the District of
Columbia, and the federal government for its own employees have enacted
paid leave policies. Access to paid leave may reduce the instability of earnings
for workers who themselves become ill or whose family members (including
infants) require care.

Similarly, access to flexible, low-cost childcare may also promote stable earn-
ings. Such childcare arrangements would provide insurance against unantic-
ipated childcare needs that can disrupt work and would be compatible with
the irregular work schedules that are common for low-income workers.”

Policies to help families cope with downward
earnings shocks

Because unexpected negative earnings changes are inevitable, families must
be able to maintain basic living standards during periods of low earnings.
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The Supplemental Nutrition Assistance Program is one of the most effec-
tive transfer programs to help all families cope with temporary spells of
unemployment or low earnings because benefits through this program

can be obtained quickly.”® Eliminating work requirements for this program
entirely or establishing a national unemployment trigger in which work re-
quirements would be automatically suspended when unemployment is high
would help workers during recessions when short-term earnings volatility
spikes.” Because low-income and less-educated individuals face persistently
volatile earnings, policymakers also should increase the value of benefits—
for example, by accounting for the time required for food preparation and
the geographic variation in food prices—helping those workers who face
volatile earnings in both recessionary and expansionary periods.”

Government policies can also help households save to self-insure against
short-term earnings losses. A suite of small policy changes would facilitate
higher levels of savings for low-income households. First, improving access
to banking services for low-income families would encourage saving. Only 17
percent of households without a bank account report saving for unexpected
emergencies, compared to more than 55 percent of households who have at
least one checking or savings account.” These expansions must encourage
savings vehicles such as no-overdraft accounts to prevent households with
low levels of savings from incurring substantial costs from banking.*

Second, we should provide incentives for individuals to save regularly from
each paycheck or from lump sum amounts from government transfer pro-
grams such as the Earned Income Tax Credit or the child tax credit. Encour-
aging employers to offer nonretirement savings plans to workers though
payroll deductions and for households to receive tax refunds through
direct deposit to a bank account would both help encourage saving.” Ten
states and one city have enacted legislation allowing for state-facilitated
retirement savings programs, some of which feature autoenrollment, and
nonretirement savings plans could follow a similar model.” Direct deposit of
tax refunds from the Earned Income Tax Credit are particularly relevant for
low-income families and are large, worth an average of $2,488 in 2018.

Policy remedies to address long-term inequality
and stagnant mobility over our working lives

Policy proposals to decrease long-term inequality and increase long-term
economic mobility should help young adults start their careers in strong
economic positions. Many of these policies would be cost effective because
the costs of the programs are offset by increased tax revenues and de-
creased transfer payments over the working lives of adults.
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These policies start from early childhood. Expanding access to high-qual-
ity preschool has been shown to increase educational attainment and to
improve income and health in adulthood, particularly for children from
low-income families.** Moreover, these programs have high rates of return:
$1invested in the Perry Preschool program—one of the most successful
high-quality preschool interventions for black children with risk factors of
failing in school—returned $7 to $12 back to society.®

Promoting college graduation is also important for reducing long-term
earnings inequality and increasing long-term earnings mobility. The gap in
college completion between individuals from high- and low-income families
is growing.*® Because college-educated workers have higher levels of long-
term mobility than less-educated workers, and because these workers begin
their career at higher points in the earnings distribution and are more likely
to stay there throughout their working lives, promoting college completion
among children from low-income families is critical.””

There are several policy options to consider. The expansion of Pell Grants,
which target low-income college students, is one such policy. Its costs are
recouped within 10 years.”® Increasing state funding for community colleges
to provide more clear pathways to both associates degrees and four-year
colleges would also improve graduation outcomes for low-income students.”

Because much of lifetime earnings inequality is driven by inequality in ear-
ly-career earnings, and permament inequality is growing even among college
graduates, young adults must start their careers on a solid trajectory.® Assisting
four-year and community colleges to develop programs to teach students how
to conduct a job search to find a high-quality first job or to establish explicit
pathways to apprenticeships for high-demand careers is another step toward
maximizing early-career earnings and improving long-term earnings mobility.?

Conclusion

Workers in the United States face the risks of high short-term earnings
volatility for less-educated and lower-income workers, declining rates of
mobility, and increasing permanent earnings inequality for most workers.
To cope with these risks, workers require a combination of more accessible
and robust public safety net programs and incentives to increase private
savings to buffer short-term declines in earnings and spells of unemploy-
ment, alongside investments in education and pathways to high-quality
employment to reduce long-term earnings inequality. Importantly, increases
in education and high-quality employment—both of which reduce long-



Vision 2020: Evidence for a stronger economy

117

term inequality and increase long-term mobility—also reduce the number
of workers with particularly high levels of short-term earnings volatility, thus

providing a double benefit to U.S. workers.

—Emily E. Wiemers is an associate professor of public administration and
international affairs at the Maxwell School of Citizenship and Public Affairs
at Syracuse University. Michael D. Carr is an associate professor in the De-
partment of Economics at University of Massachusetts Boston.
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