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Abstract

The extant literature on the intergenerational elasticity in income (IGE) presumes that
only permanent income matters. We develop a model which incorporates a role for
transitory income. Our analytical and Monte Carlo assessments of the model’s impli-
cations indicate that if transitory income matters, most (if not all) previous estimates are
biased. Using PSID data we demonstrate that transitory income does matter - explain-
ing about 20% of the IGE - and that its importance varies by the stage of childhood.
These findings suggest a much greater role for government in reducing the intergener-
ational transmission of inequality than previcusly thought.
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1 Introduction

The extent of social mobility is one of three key considerations - along with living
standards and the level of inequality - in any assessment of a society’s economic mer-
its. The intergenerational correiation (1GC) between the incomes of parents and their
children provides a summary statistic of income mobility, where low income correla-
tions reflect high mobility, whilst high correlations refiect low mobility. As such it has
become the primary measure of this variable.! The main alternative measure, in the
forrn of mobility matrices, is unable to provide a single measure of mobility but has
the advantage of capturing variation in mobility across different paris of the income
distribution.”

The extant literature on the calculation of the IGC has been premised on the notion
that ‘permanent income’ is the key variable in the structural equation. In other words,
to the extent that the factors relating parents’ income status to their children’s can be
captured using income correlations, this can be achieved solely through permanent in-
come.> This appears to have been the premise since the earliest calculations of this
measure were made - see for instance (Bowles, 1972)* - but has been especially promi-
nent since the realisation that many of the previous estimates of income correlations (in
the United Staies) appear to have been biased downward by the attenuation bias that
is the outcome of classical measurement esror (CEV). ° The estimates affected by this
attenuation bias had led various authors - most notably Becker (1928) - 10 conciude
that the United States was a society characterised by a high level of social mobility.

Subsequently, a number of studies have shown that using multi-year averages of
parental income dramatically increases the calculated regression coefficients and hence
the correlation coefficient. In addition, it appears that this effect increases with the
number of yzars used, to the extent that with up to sixteen vears the correlation ap-
proaches 0.6 (Mazumder, 2005b) as compared to about 0.4 with four years (Solon,
1992; Zimmerman, 1992), and 0.2 with one year (Behrman and Taubman, 1985).6

More recently the literature has moved-on in two directions: assessing the dynamics
of mobility based on the IGC; and attempting to break the IGC into its constituent

'Although note that correlations amongst other attributes - occupational status, education level, etc. -
might be used in piace of incorie. The former is particularly popular in the sociology literature - see for
instance the survey by Birkelund (2006), and the work by Erikson and Goldthorpe (1993).

*Behrman (1999) is an accessible discussion on the merits and limitations of mobility matrices.

*Notice that there is presently no use of causal notions here, or suggestion that the relevant factors are
wholly captured by income (permanent or otherwise). See the caveats later in this Introduction and the
discussion m section 4.

4 Althcugh Bowles was primarily interested in the effect of education rather than income on children’s
outcomes, his emphasis in considering the latter was very much on: permanent income {Bowles, 1972: Table
2:230)

“We prefer the word ‘realisation’ to ‘discovery’ in this context because in fact the issue of measurement
error appears to have been appreciated from the outset. Becker and Tomes (1986) note that a number of
aathors had by that timz used multi-vear averages to address this concern. That their estimates were still
very low is perhaps indicative of the additional attenuation bias due to relatively homogenous samples (see
the brief discussions in (Solon, 1989, 1992)). In fact, Bowies (1972), referred to previously, appears to have
been the first to recognise this problem as well as the salience of the correlation in the transitory component
of income - see section 4.

6Solon and Zimmerman use different datasets but reach similar estimates: the former uses the University
of Mickigan’s Panel Study of Income Dynamics {PSID) dataset, whilst the latter uses the National Longitu-
dinal Survey (NL3).




parts.” In other words, asking how mobility has changed over time, and what factors
underlie the intergenerational persistence in income/earnings.

Whilst these ars important issues - the latter being particularly critical for policy
purposes - in this paper we initially return to the original problem of estimating the
magnitude cf the intergenerational correlation coefficient. Our fundamental proposi-
tion is that it is not merely ‘permanent income’ that impacts on a child’s future income
but also ‘transitory’ income. In addition, we suggest that iransiiory income may mat-
ter to different degrees depending on the age of the child in the corresponding year.
In econometric terms, the first implication of these propositions is that the variables
being used to proxy for permanent income may actually belong in the main regres-
sion (structural equation). Furthermore, assuming these to be of equal importance -
either as proxies, or even as independent covariates - may itself introduce a bias into
the calculation of the 1IGC.

Neither of these possibilities appears to have been formally accounted for in the
literature to date. This is especially problematic because in decomposing the IGC a
number of researchers have asked the, seemingly counter-intuitive, question: “Does
(parents’) money matter?”. But as we will argue in subsequent sections, the permanent
income model of intergenerational mobility that is used in the literature begs this very
guestion.

Some Caveats in the Interpretation of the IGE

Before proceeding, we should state some important caveats regarding the interpretation
of the intergenerational correlation in incoime.

IGE versus IGC First, we shall, for the rest of this paper, deal primarily with the
IGE (iniergenerational elasticity) rather than the 1GC that we have referred to until
now. Most of the more recent literature (for instance Solon (1992) and Mazumder
(2005b)) assurnes these to be equivalent. In fact, this is only the case if the variance
in the {explanatory) parental income variable is equivaleni to tnat in the (dependeni)
children’s income variable as shown below. If children’s log income is represented by
Yy, parents’ log income by y,. and IGE = 3,, 1GC = p,,, then we have:

p —_ ﬁ Uy'P
y = My
Ty,

So as (Bowles and Gintis, 2002: 6) note, “In effect, the intergenerational correlation
coeflicient p is affected by changes in the distribution of income while the intergener-
ational elasticity is not”. Most authors follow Solon (1992) in assuming that approxi-
mate equivalence between the two is an empirically reasonable assumption - which it
appears to be.

However, the original theoretical contribution of this paper - put forward in section 4
- leads us to propose a conception of the IGE which cannot be cquated to a correlation,
but which we argue is superior to the approach currently used in the literature. For the
rest of the paper we shall therefore focus on the IGE rather than the IGC.

7See d’Addio (2007) for perhaps the most comprehensive survey to date of the literaturc on intergenera-
tional mobility.



Causality A second caveat is that one should not necessarily infer the extent of a
causal relation from the value of the IGE. Whilst this paper challenges the assertion
that there is ro causal relaiion between parental income and children’s economic out-
comes, it is inevitable that the true IGE overstates any causal relation that does exist
because of the correlation between parental income and other explanatory variables
in the structural equation for children’s economic success. Thus whilst the IGE re-
mains a valid and relevant measure of (im)mobility, the details of what determines that
(im)mobility need to be the subject of further enquiry.

Optimality Given that a low IGE implies high social mobility - and therefore po-
tentially lower dynastic inequality - it might seem an obvious step to suggest that the
lowest possible IGE is best by some egalitarian standard. However, as a number of
authors have pointed out, higher mobility is not necessarily desirable.® The idea that
immobility is bad is largely a function of the belief in the importance of equal oppor-
tunity: it seems unfair that some children shouid earn more than others simply because
they were lucky enough to be born to rich parents. And yet. there are few people today
who would argue that the inheritarce of attractiveness or intergenerational transmission
of traits associated with hard work are unfair and should be done away with. Thus the
inferences we make about the desirability of a given society based on its IGE are fun-
damentally reliant on the factors underlying that correlation - which is why unearthing
these factors is such a major concern of the recent literature.

Life-Cycie Bias A final caveat relates to a possible bias in the calculation of the
IGE. This may resuit from the fact that income for parents and their children are of-
ten taken at different stages of the life-cycle; something reinforced by the nature of
panel datasets in which children’s income is often from the beginning of their careers,
whereas parents’ income is observed somewhat later. The standard way of dealing with
this problem in empiricai work is to first regress the variables on a quadratic or quartic
in age, and usc the residuais from these regressions in calculating the intergenerational
correlation - though Jenkins (1987) casts doubt cn the merits of this approach. From
the perspective taken in this paper we will not assume that our variables have been
residualised in this way unless stated otherwise. Since age variation in income can
in some sense be characterised as ‘transitory’, and the fundamental hypothesis of this
paper is that transitory income may have independent explanatory power, it seems in-
appropriate to residualise on age ex ante. (Though we do in fact pursue this approach
in the empiricai work of section 6, but for somewhat different reasons.)

The remainder of the paper proceeds as follows. In Section 2 we discuss the con-
ceptual basis for the proposal that transitory income is of independent importance for
childrer’s outcomes. In Section 3 we outline the standard econometric approach to
calculating the IGE that has been used in the literature to date, including the estimation
issues that have arisen within the bounds of that model. in Section 4, which is the
theoretical core of this paper, we propose an alternative structural model that includes

®In fact there are a number of reasons why one would not want to reach the extreme of complete mobility
represented by an IGE of zero. For instance, Harding, Jencks, Lopoo and Mayer (2G05) suggest that there
are at least three reasons - genes, assortative mating, and ‘cultural ideals and preferences’ - why we would
still caleulate a non-zero IGE even if full equality of opportunity prevailed. For more detatied discussions of
the philosophical issues around mobility and equal opportunity, see Roemer (2000) ard Swift (2005).



parental transitory income as an explanatory factor in the equation for children’s per-
manent income. The consequences for the interpretation of past IGE estimates are then
demonstrated, and we briefly discuss some possible solutions to the problems with past
approaches. Section 5 assesses various estimation options using Monte Carlo simula-
tions, and gives an indication of the extent of the bias in the IGE for different values
of the parameters in the alternative model. Section 6 presents the findings from an em-
pirical assessment of the proposals of the previous two sections using the Panel Study
of Income Dynamics (PSID). Section 7 discusses the ouputs in Section 6, and allays
concerns about our estimation procedures. The results suggest that transitory parental
income does matter for children’s future income, explaining about 20% of the inter-
generational elasticity. Section 8 goes on to consider some important extensions of the
foregoing analysis and arguments, and examines their implications for public policy
based on intergenerational mobility studies. Section 9 concludes.

2 The Problem with Ex Ante Black-Boxing of Trans-
mission Mechanisms

The neglect of the above-mentioned issues in the literature appears to stem from the
view that permanent income is the variable with which we should be exclusively con-
cerned when assessing income persistence. This need not be a problematic assertion
per se, but the concept itself is typically not interrogated to any significant degree. In
the context of the transmission of material well-being, one needs to ask what the envi-
sioned role of parental income is. Most studies black-box this issue on the grounds that
the authors are not interested in the details of the channels of transmission but rather
the gross effect.” The problem, however, is that if we give insignificant attention to
possible causal channels the structural model upon which we base our estimation of
the gross effect may be flawed.

To see how this approach can result in incorrect econometric logic consider two
hypothetical extreme cases. In the first, we have a society in which ail children are to
be sent to state boarding schoois - established in all major towns - from the age of 6
until at least the age of 135. The state covers all costs, but parents can choose to have
their children return home (i.e. leave school) after the child has completed nine years of
schooling. In the second, the society in question is a very poor one, with malnutrition
and disease being common problems - particularly amongst infants and young children.

In the first example it seems perfectly reasonable to expect that parental income
around the period at which the child finishes their ninth year of schooling {and pos-
sibly arcund the time at which the child turns six years old - depending on the extent
of enforcement) will exert a greater effect on the child’s future income, because of
the returns to further education, than that of other periods. This admittedly relies on
the nen-exisience of perfect credit markets, but not on existing credit markets being

“Sometimes this is expressed explicitly when explaining the reason for not including explanatory vari-
ables other than income. (Mazumder, 2005b: 237) for instance states that: “Other covariates are generally
vot included (in the regression equation), because the goal is to obtain a summary measure of all factors
related to income that are transmitted over generations. Therefore p should not be given a causal interpreta-
tion.”



especially imperfect.!” Retaining this assumption, in the second example it is again
plausible to expect that parental income in the first five years of childhcod will have
a greater impact on the child’s future income than income in other years. This could
work(negatively) through children’s ability (proxied by 1Q) and health, as the most
obvious channels.

These examples demonstrate our two key points, that:

1. Transitory income could well be important for child outcomes and hence also
their future incomes

2. The extent of this importance may vary by the stage of childhood.

Note that in the above we are assuming the interest in analysing income correla-
tions to be a general one i.e. not confined to particular societal contexts or levels of
development. The broader intuition can nevertheless be translated into more familiar
contexts: replace the decision to stay in school with the decision to enter tertiary edu-
cation; and replace early childhood malnourishment and disease with non-participation
in preschool, and the relevance of the argument to estimates based on developed coun-
try dataseis becomes more apparent. In the case of education, Cameron and Heckman
(2001) in fact suggest that - based on their analysis of US data - family income matters
primarily for education decisions prior to college enrolment.''

Permanent fncome

Since the analysis that follows hinges on the above arguments, it is worthwhile con-
sidering the notion of permanent income in a little more detail. Essentially, the propo-
sition, made by Friedman (1957), is that invesiment and savings behaviour will be
premised on long-term income or expectations thereof rather than simply year-by-year
variations. Consumption and expenditure are also expected to be smoothed over a
multi-year period, possibly an entire lifetime. Some authors assume that the only real-
world factor which prevents the realisation of this model’s predictions is the absence of
perfect credit or capital markets (and possibly also the absence of perfect foresight). In
addition, from an empirical perspective, there is the possibility of inaccuracies in the
reported income captured in surveys.

If these assumptions of perfect markets and perfect measurement do not hold, then
using one year’s income will imperfectly measure ‘permanent’ income - provided an-
nual (realised) income varies to some degree over an individual’s lifetime - and hence
the associated investment, savings and consumptiion decisions. To the extent that
parental permanent income affects children’s income via any of these channels, and

10The assumption of non-perfect credit markets should not be controversial given that it is in some sense
implicit in claims that ‘measurement error’ is a serious problem. Later in this paper we make use of the
empirical output of longitudinai studies that decompose the variance in income into a permanent component,
and transitory white noise and serially cortelated components. Although some of the the transitory variance
may be attributable to measurement error from data capture it seems unlikely to all be of this sort. Mazumder
(2001, 2003} attributes the variance from the white noise component to this, but does not provide his basis
for deing so.

' Cameron and Heckman study the effect of family income on children’s education and find that “(the)
evidence suggests that it is family incore at earlier ages and not later ones that matters ini explaining college
attendance” (Cameron and Heckman, 2001: 488).



in the absence of controlling for factors such as parental ability that it proxies for, us-
ing one year of parental income to calculate intergenerational income correlations will
result in estimates subject to attenuation bias. This is the rationale for the approaches
taken in most estimates of intergenerational relations in the economics literature over
recent decades.

The model used in the intergenerational mobility iiterature is typicelly more crude
than that envisioned in theory. In part this is because the notion of permanent income
in its original form is notoriously difficult to pin-down empirically: How are we to
define income expectations? On what basis and over what peried are they formed?
And how, for instance, do we incorporate these into estimations of intergenerational
eiasticities? One way around these complications is to suggest - as Mazumder (2003)
and others do - that permanent income and average lifetime income are equivalents,
allowing us to use the laticr as our ‘ideal’/preferred explanatory variable. There are
two reasens to be sceptical of such a formulation. First, actual income is merely a
realisation of some underlying, possibly transmissible, earning potential. Since it is
this potential that we in fact want to capture, it is more plausible to view actual income
as imperfectly proxying for this fundamental, but inherently unobservable, variable.
Second, individuals’ income expectations are likely to be over iimited horizons. So in
fact permanent income is not likely to be constant either. !

There is a large literature spread across the sub-disciplines of decision theory, be-
haviourai economics and experimental economics which suggests that individuals may
consume in ways quite different from such idealised, lifetime smoothing even without
credit constraints. As Thaler (1990) points out, “a consensus seems to be emerging
armong economists that consumption is too sensitive to current income to be consistent
with a lifetime conception of permanent income”. That being the case, there is good
reason to believe that estimates of intergenerational income relations based on the sim-
plistic standard model, as well as similarly-founded attempts at determining a causali
role for such income, are likely to be flawed.

One should also note that under the permanent income hypothesis different goods
are likely to be associated with different conceptions of permanent income. The ‘in-
come horizon’ that influences consumption of perishables is likely shorter than that
which influences the consumption of durables: “there seems no reason why the hori-
zon should be the same for all individual categories of consumption and some reasons
why it should differ systematically. For example, it seems highly plausible that hous-~
ing expendiiures are planned in terims of a longer horizon,and so a different concept of
permanent income, than expenditures on, say, food.” (Friedman, 1957: 207-208).

This point is particularly important for the proposals in this paper. Analyses of the
time-series properties of individuals’ income only identify one ‘permanent component’

2Friedman himself actually makes both these points. On the first: It is tempting to interpret the perma-
nent components as corresponding to average lifetime values and the transitory components as the ditference
between such lifetime values and the measured values in a specific time period. It would, however, be a
serious mistake to accept such an interpretation for two reasons. . . the experience of one unit is itself but a
small sample from a more extensive hypothetical universe, so there is no reason to assume that transitory
components average out to zero over the unit’s lifetime. .. more important. it seems neither necessary nor
desirable to decide in advance the precise meaning to be attached to “permanent’. The distinction between
permanent and transitory is intznded to interpret actual behaviour.” (Friedman, 1957: 23).



which one might view as in fact being the permanent component associated with the
longest horizon length. In a developed country like the United States where virtuaily
the whole population is above a basic level of nutrition - whether through their incomes
or state support via food vouchers - we would not expect transitory income to aifect
children’s development to a great degree via any differences it might make to food con-
sumption. However, in a poor country this may be a primary channel of transmission.
We shall return to this issue, but note that in general one might expect that consider-
ation of transitory incomes in estimating persistence will increase the IGE by more in
poor countries than richer ones. This is because fluctuations will influence the con-
sumption of goods with shorter horizons at a level at which - in a developing country
- they continue to have impact on children’s outcomes, and this effect will be further
reinforced by the relative absence of credit markets.'

In response to these concerns two alternatives present themselves:

o Develop a more nuanced model of permanent income which incorporates income
expectations and their horizons, and use this to estimate the IGE in income;

¢ Or extend what we shall call the ‘standard model’ for estimating the IGE to
incorporate a role for ‘transitory’ parental income in influencing children’s future
: 14
income.

In the rest of this paper we will pursue the second of these options. This has a num-
ber of advantages. It allows us to clearly link the model we develop to the preferred
model in the literature. At the same time it requires no ex ante assumptions about the
precise structure of income expectations and the associated consumption behaviour.
Finally, it means that we are able to use the results from decompositions of variation in
longitudinal income - e.g. Baker and Solon (2003) - as existing estimates of some of
our model parameters. At the end of the day, as Friedman notes, the fundamerntal ob-
jective is the explanation of actual behaviour; provided the conceptualisation achicves
this it has served its purpose. Section 4 outlines a model which we suggest covers a
sufficiently broad range of possibilities to satisfy that criterion.

3 The Standard Model

Before developing our alternative model it may be useful to formally review the econo-
metric structure of the standard model discussed above, as well as the technical devel-
opments that have taken place within the boundaries of this structure.

The main structural model used in the IGE literature to date is one which assumes
children’s permanent income to be a function of parents’ permanent income and some

i3 Aithough there has been important progress in the provision of credit to the poor (particularly the rural
poor) in some countries, recognised for instance by the awarding of the 2006 Nobel Peace Prize to Muham-
mad Yunus the founder of Grameen Bank, this remains the exception rather than the norm.

14The scare quotes around ‘transitory’ are intended to indicate that this is not necessarily transitory income
as envisioned by Friedman (1957) but rather transitory income in the sense of variation not explained by a
permanent fifetime component of income variation (which is assumed in the literature to be equivalent to
actual permanent income as envisioned by Friedman).



random noise.'” The annual income of both parents and children is assumed to be a
function of their respective permanent incomes and other, transitory, factors. These
assumptions are represented in the following equations.

Yois = Yoi T Wois + Vois (h
Ylit = Y1 + Wi + Ve 2)
Yii = pYoi+ ¢ (3}

Where yp,;, represents parental income in year s and yy,¢ represents the child’s
income in year t. Following Mazumder (2003) these are each expressed as functions
of a permanent component (y, and ), transitory component (wgis and wy;;) and a
white-noise component (vy;, and v, ) respectively.'®

Within the bounds of this structural model, two problems were identified (see Solon,
1989): bias due to homogenous samples, and that due to measurement crror. The
former has been neglected in the more recent literature because of tie increased aveil-
ability of nauionally representative datasets, but it is important in as much as it serves
o explain why earlier estimates that corrected for the problem of measurement error
by using averaged parental income still calculated correlations much lower than subse-
quent estimates. We will not, however, discuss this bias any further in this paper.

it is the problem created by the transitory factors in the latter two equations that
have been the concern of more recent attempts at estimating the true IGE. In particular,
it is well known that in this type of case one can show that a calculation based on
one measure (year) of the explanatory variable (parental income) will be subject to
attenuation bias and hence be lower than the true value.

plim p = pAp {4}

Where 2
At = ' -
a3, +(1/T)adg, + (1/T)ot,

ow,.dv, and oy, are the variances of the transitory, white noise and permanent
components respectively.

o represents the effect of serial correlation in the transitory component. We show
below that if there is no scrial correlation - as assumed above - then ¢« = 1. So in
(4) A is the attenuation factor, with 0 < Ay < 1. The attenuation problem can be
mitigated by averaging over T such measures (years), as indicaied by the terms in the
denominator.

“*Previous studies have typically focused on fathers’ income rather than parental income as a whole, due
ir. large nart to the empirical complications of using mothers’ income. Our zmpirical analysis in Section 6
makes this assumption for similar reasons, but since family income is arguably a more reievant measure -
particutarly if one bzlieves that there is a causal influence of income on children’s outcomes - we assume for
this and the next section that the independent variable represents family income.

161 fact, Mazumder discards the white-noise component in a later paper (Mazumder, 2005b) as it doesn’t
add much to his main results. It may however be rather important for the concerns of this paper, and hence
we retain it.



A more plausible assumption - following Bowles (1972). Solon (1992), Zimmer-
man (1992) and Mazumder (2005b) - is that there is serial correlation in the transitory
component of income, in which case we have:

Wois = GWois—1 + Sois (5)

if this is the case, then o in our attenuation factor A can now be expressed as:

o= [ (T )

Whilst it is true in both cases that increasing the number of years in the average
will decrease the bias, in the latter case the correlation between the transitory compo-
nents serves to mitigate this. This can be easily seen by noting that o > 1,¥8 > 0.
Mazumder’s innovation is to note the implications of this result for the extent of atten-
uation remaining after taking four- or five-year averages (as Solon (1992) and Zimmer-
man {1992) did). By taking averages over much longer periods (Mazumder, 2005b),
and using a new technique to account for this possibility (Mazumder, 2003), he ar-
gues that the correlation coefficient in the United States is around 0.6, rather than the
previous estimates of 0.4.

From the above it should be clear that in the literature to date on calculating 1GEs
in income, transitory components have been seen as mere nuisance terms - obscuring
the true relation between the incomes of children and that of their parents. Hence
the efforts to remove their influence through averaging. In the next section, following
our discussion in Section 2, we examine the implications of children’s income being a
function of the permanent and transitory components of their parents’ income.

fa

4 Implications of an Alternative View

As noted in the previous discussion of permanent income, the idea of transitory in-
come affecting child outcomes - and hence their incomes - is quite plausible. What it
does require is an acceptance of a causal link between parental resources and child out-
comes. The model above implicitly assumes no correlation between the transitory and
permanent components. The latter will capture the impact of such constant factors as
parenta) education, traits, genetic attributes and any causal role of the permanent com-
ponent of income itself. Hence if transitory income is to have any effect it must be via
a direct, causal effect on children’s outcomes. Those unfamiliar with this particular lit-
erature might be surprised to discover that the possibility of income of any sort having
a causal effect is not widely accepted. Shea (2000) for instance, in his article entitled
“Does parents’ money matter?”, finds that parental income has a negative relation to
their children’s incomes once other factors are controlled for. And Mayer (1998) con-
cludes her investigation into what parents” money can buy for their children’s futures
by stating that “although children’s opportunities are unequal, income inequaiity is not
the primary reason”(Mayer, 1998: 156)."”

{7 A remarkable aspect of Shea’s paper is that he does not seck to justify the highly counterintuitive finding
of negative, rather than merely insignificant or very small, coefficients on parental income. However, his
instrumentation strategy is - as has been noted by Solon (1999) - not wholly convincing.



There are at least two authors (see Mazumder, 2005b; Heriz, 2005) who have dis-
cussed the possibility that income matters. (Hertz, 2005: 10-11) states that he prefers
“the residency criterion to the biological criterion”, and therefore uses averages of
parental income carned during childhood (or at least when the child was resident in
the household) rather than from other periods. Mazumder does not explicitly do this
in his estimations, although given the breadth of his averaging he probably inciudes
most childhood income. However, he does have a fairly detailed discussion (2005b:
251-253) on the possible import of borrowing constraints. The salient point here 1s
that such constraints imply an inability to fully smooth the usage of income over the
lifecycle, and hence can be captured as a deviation from permanent income.

The problem with both these papers is that their discussions are strictly speaking
disallowed by their structural models; characterised by equations (1) - (3), which only
allow for a relation between children’s permanent income and their parents’ perma-
nent income. The result is a lacuna between work of the kind done by Cameron and
Heckman (2001) mentioned previously, and that of Mazumder, Solon and others. Even
worse. as we will argue in Section 6, it may result in petentially sericus flaws in the
conclusions drawn from disaggregating the intergenerational correlation.'® Te discuss
the salience of transitory income in a rigorous fashicn reguires that we allow for the
possibility in our structural models.

4.1 An Alternative Model

The necessary modification to the basic model above is shown in (6). The second term
allows children’s permanent income (3;) to be a function of deviations from parents’
permanent income { zp, ).

Y1i = pYoi + Z Bqzoig + (6)
Y

Where  2oiq = Yoig — Yoi = (Woiqg + Voig)
and e, s€5.QCS

Two things are noteworthy here. First, ¢ indexes years of childhood. We will as-
sume henceforth that there are twenty-one such years, including the year preceding the
child’s birth.!® s indexes all years of parental income (see equation (1)). Second, the
coefficient on these years - represented by 3 - is allowed to vary by year of childhood.
In other words, transitory income may have a differenit impact depending on what stage
of childhood it is experienced in. (This is something we will return to in subsequent
sections.)

5We refer to the IGC rather than IGE here because it has tended to be the former which is dealt with in
these decornpositions (see Bowles and Gintis, 2002).

9The issue of which years are salieat is in fact an empirical question. One might think that the lower
bound cannot be extended further - though see the resuits in section 6 - but there may be good reasons for the
upper bound to be extended; the possible importance of parental income in assisting job search, or keeping
children in tertiary education, amongst others.



This model can be classified as having a ‘mechanical’ rather than ‘economic’ struc-
ture, in as much as it does not explicate the the details of the relational mechanims (see
discussion in 7.3). Under it we continue to have the problem of correctly estimating the
impact of unobservable permanent income, but in addition we now need to estimate the
independent impact of the transitory components as well. it seems appropriate to first
investigate the implications of our model for the estimations carried-out in previous
studies, and on the basis of this we will then suggest some aiternative approaches.

The True IGE

Before we can do this there is one fundamental question that needs to be answered:
what is the frue IGE under this alternative model? Initially one might think that it is
p + > By where the betas are summed over all T years of childhood. However, this
is incorrect. Given that permanent income is - by definition - present in every year, it
would be a mistake to add the betas without adding rho for each year. Thus we have:

* /pT'FZBq . Zﬂq
o= —‘EF*) L

Henceforth, when we refer to the ‘true IGE’ we are referring to p*.

4.2 Estimation of IGE Using One Year of Parental Income

As noted in the introductory discussion, many earlier estimates of the IGE were based
on regressions using a single year of parental income. One might wonder what the
probability limits on these coefficients would be under our alternative model. In par-
ticular, we are concerned with the extent to which these estimates would pick-up the
impact of transitory income if it exists.

An important point to make at this stage is that for any estimations conducted in
the context of the alternative model proposed above it is necessary to be explicit about
whether the parental income used is from within childhood, or outside it; where we
have assumed ‘childhood’ to include the year in which the child is in utero until they
are twenty years of age (though see footnote 19).

4.2.1 Income earned outside of childhood

If the single year of income is taken from a period outside of childhood we can charac-
terise the probability limit of the coefficient as follows:

2 4 .2 ] —k
/)O-YO l UVVO Zq [,(!5“1 |

oo
plimB™ = 5 5 5
Ty, T 0w, T Ty,

()

Note that we use k to index the year(s) used in the estimation.
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The denominator in the expression above is the same as that in (4) - with the appro-
priate cxpression for « (here, @ = 1) - but the numerator now has a second term. It
represents the sum of the coefficients on transitory income for each year of childhood,
each weighted by a value (5/~*!) which is a function of the correlation in the transitory
component wy (i.e. 4), and the proximity of that particular year to the year used in the
estimation (lg — k!). Notice that this is dependent on the assumption thet § £ 0. If
there was no serial correlation in transitory income the plim would be identicat 10 (4)
with & = 1, so using a year outside childhood would pick-up none of the impact of
transitory income.?® The resuit is that in this model higher autocorrelation can actually
play a positive role of sorts with respect to capturing the importance of the transitory
component.”!

4.2.2 Income earned inside childhood

Assuming that we do have access to childhood income, using any one year of it in
our regression will produce an estimate with the probability limit given below (the
derivation of this resuit, and subsequent ones, is provided in the Appendix).

2 .2 2 sla=k| o g .2
el POy, T Oy, Lq 30 + oy, ,
plimDB* = 5 = 5 (8)
Ty, + O, T Oig

Using childhood income means that the impact of the white noise term (vy ) for
the particular year used becomes part of the calculated coefficient. Note in addition
that the ‘k” in this case will be different from the ‘k” in (7) - it will be closer to child-
hood income and (based on our assumption of equal importance for those years) the
second term in (&) will be larger than the equivalent term in (7). To give an idea of
the relative importance of the various components of income, Mazumder (2003) sug-
gests the following values (based on a number of studies of longitudinal income data):
3 ay,
ozt =03, »* = 0.2and —* = 0.5.

Vo Yo G;;H

The ditference between (7) and (8) implies a testable prediction of our alternative
model: estimates of the intergenerational correlation based on within-childhood in-
come should be higher than those using non-childhood income. At least one paper in
the literature has made such a comparison (Behrman and Taubman, 1990), ostensibly
to test for credit market constraints, and found that mobility was generally lower (that
is. the IGE was higher) when estimated using childhood income - as predicted by our
model. (We test this implication more thoroughly in section 6).

Two recommendations follow from this for empirical work using single-year esti-
raation procegures:
1. Ideally use income earned during childhoed,

2. If this is not feasible at least try to use a year that is as close to childhood as
possible. The extent to which the calculated coefficient picks-up the impact of

20Note however that even if § is, for instance, 0.5, if the year in question is more than ten years away from
childhood 619~ %! 2 0. We make use of this fact in sectior 6.

21 Though once one takes averages an additional atienuation effect due to the serial correlation - represented
by o - enters this model as it did in the standard one; see section 4.3, equation (9).



transitory income will depend on its distance in years from the childhood ones,
and the size of 4.

4.3 Estimation of IGE Using Multi-Year Averages of Parental In-
come

As a result of the increased awareness of the attenuation bias problem few authors now
use only a single year of parental income to estimate the IGE. Rather, the preferred
method is to use an average of parental income over as many years as is feasible.?>.
In this section, we characterise the probability limit of the coefficient in the seemingly
ideal case where we have data on all years of childhood income and we use an average
of these as our explanatory variable. In actual fact, the plim for the coefficient on muiti-
year averages varies depending on the nature of the overlap between the years used and
the years of childhood. However, in the same vein as the results above for single year
measures, since we expect the coefficient to be highest where we use the maximum
amount of childhood income data we restrict ourselves to this case for the purpose of
expesition.?

If we estimate the IGE using an average of all childhood income, the probability
limit of the ccefficient can be expressed as follows:

pl’iml?* - pO%O + (1/T)03V02q ﬁqu + (1/T) >:q ,Bqa'%/o‘
0%, + (1/T)acd, +(1/T)o3,

)

Where

q=

1-20

( T--0T~1+6"
=<14+26
G =)
r is the earliest year used in the regression and m the latest - in the particular case

analysed here these correspond to the first and last years of childhood respectively (see
Appendix for full details).

_ Slg—rl+1 _ slg—mj+1
N <1+5 5 5 )

and as before,

It is not easy to see what this expression implies for the estimated intergenerational
correlation coefficient relative to its true value. If the true IGE were represented by p +
>~ 3, then using an average of all childhood income would understimate the coefficient

2 8,

of interest. However, if as we suggest the true 1GE is equal to p + ===, then using

an average of childhood income as the independent variable will likely overestimate
the true coefficient. In the next section we use Monte Carlo simulations to show this
for certain parameter values. This can however be seen directly from (9), by noting

“2Note that in many cases it may not be desirable to use the maximum number of years available because
of the reducticn this causes in sample size

BLet K and Q represent the sets indexing the years used in the average, and the years of childhood
respectively. Then there are seven possible types of overlap that are relevant for the calculations. The first
three are where K ¢ @, K D @, or K = Q. The other four are for the case where K N Q) = 0, and
K N Q # 0. The expression in (9) in fact cover cases 2 and 3.
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that for the parameter values cited in 4.2.2, and § = 0.5, we will have pliml?* =
ocy + Za 8,09t where ¢; 2 0.95 and 1.518 £ ¢o S 2.087. So that the overall IGE
may be substantially overestimated (depending on the magnitude of the 5, ).

4.4 The Lubotsky-Wittenberg (LW) Estimator

Another method for estimating the IGE is that proposed by Lubotsky and Wittenberg
{2006). They propose a new method of utilising multiple proxy variables, which in-
volves weighting the coefficients of the various proxies derived from a simple OLS
regression in which they are the explanatory variables for the dependent variable of
interest. The optimality of this approach is demonstrated under particular conditions,
one of which is that the proxies do not belong in the structural equation.?*

Of the two applications of this technique in their paper, one involves the calculation
of the effect of family income on children’s reading comprehension scores. The objec-
tive of using the LW estimaior in that instance is to reduce the noise in the independent
variable - which in the structural model is permaneni family income - in such a way
that accounts for the variation in this noise (i.e. relative magnitude of the variance due
to transitory factors) in earnings over the life-cycle, ard which is therefore optimal.”
The parameter is estimated using a three-step procedure:

1. Regress test scores separately on each individual year of family income, and
calculate a set of weights for each measure (proxy) by dividing each estimated
coefficient by the largest such value estimated.

2. Run a multiple regression of test scores on all the proxies entered seperately.

. Weight the multiple regressicn coefficient for each proxy by the weight calcu-
lated for it in stage !, sum over all proxies and divide by the average of the
weights.

L2

Usiang this method the authors find a substantially higher coefficient: “Using family
income when the mother is 22 to 39, the effect from using the optimally weighted co-
efficients is 2.2, compared to only 1.6 when income is averaged prior to the regression,
an increase of 31%.” (Lubotsky and Wittenberg, 2006: 558). Since the measurement
error problem here is similar to the one we would face if we were trying to calculate
the IGE (in which case the dependent variable would just be a measure of children’s
income), the method used should, ceferis paribus, give a more accurate measure of this
coefficient too. %0

The key point the authors make is that the LW estimator is a better estimator than
that which averages income prior to the regression (which, as we have seen, is the
norm). or that which utilises a multiple regression and takes a simple average of the
estimated coefficients. Were we using the standard model of Szction 3, and there was
iife-cycle noise in the data, the LW estimator would certainly be better. But notice that

24See Lubotsky and Wittenberg (2006) for the full technical details.

23The premise being that the earnings in earlier years are a more noisy measure of permanent income than
later ones; an assumption widely accepted within the literature.

26We say ‘similar’ rather than ‘identical’ since there are arguably other children’s outcomes important for
their future income which will be affected differently by income as a causal factor, as well as being related
to the permanent factors proxied by the permanent component of income to a different degree.
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our alternative model implies that one of the assumptions of the procedure is violated
- namely the assumption, mentioned above, that the proxies do not have a direct effect
on the dependent variable.

Nevertheless, we might still wonder what the nature of the LW estimate would be
in this case and whether it would be an improvement on the other approaches. As it
happens we can use the results above to give an idea. In particular, the weight (‘p’)
applied to an individual year can be represented by:

Where Bj comes from estimating y1;; = J;Yo:; + €, and similarly for Bi which is here
assumed to be the largest estimated coefficient so that we set p; = 1.

Using our previous result from (8) we can show that

B plim(ﬁj) B p(ri",o + O—%VO Zq ’chsquji + }3}_0“2/0
plim(él) pa%’o + O%Vg Zq ﬂqéi(ﬁi' + 6,;0”‘2/0

plim(p;) (10)
In words: On the assumption that equations (1), (2), (5) and (6) are valid, the LW
estimator will weight the multiple regression coefficients on the individual years of
childhood income by their relative importance (3; in the numerator versus j3; in the
denominator), and their relative proximity to years of relatively greater importance
c, 3,619 versus > $3,6197i). On the basis of this one might therefore expect
that if transitory income matters the LW estimator will be closer to the true IGE, and
therefore higher than estimates based on the typical approaches outlined above. We
confirm the latter intuition in our Monte Carlo simulations in Section 5. However,
given our discussion in 4.1 regarding the true IGE under our alternative model, closer
inspection suggests that the WL estimator is likely to overestimate the true IGE since
this is comprised of the average of each year’s 3 - not a weighted average. Section 5
confirms this intuition as weil.

4.5 Better Estimation Methods?

The implications -~ outlined above - of using ditferent approaches to estimating the IGE
suggest that, if transitory income matters, past estimates may be flawed.?’” Given this,
there are two things we wish to do:

& Characterise the nature of the problem (under- or over-estimation) and the ex-
tent of it. In this way we may make some inference about the validity of past
estimates.

¢ Determine a more accurate alternative to the approaches used to date.

2TNote that here we are concerned only with estimating the correct magnitude of the IGE. The equally
important issue of the IGE’s true composition in terms of permanent and transitory income, which is the
other concern of this paper, is deferred for the moment.
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Leaving issues of data availability aside, one might think that using an average ot all
=

Lq ~aq

years of parental income would yield the true intergenerationa! elasticity (p + —T——).

Indeed, in the context of the standard model of Section 3, accepting the notion that
perimanent income can be equated to average lifetime income (as assumed for instance
by Mazumder (2003, 2005a)) implies that using such an average as the explanatory
variable wil/ capture the true IGE. Our redefinition of the coefficient of interest as being
p* rather than p, as well as the result in (9) suggests however that this intuition may
be flawed. An alternative would be to explicitly exploit the fact that transitory income
outside childhood plays no role in the structural equation for children’s permanent
income. For instance, one could run a regression on all years of childhood income
entered as individual regressors, along with an average of all non-childhood mcome.
We expect that that the ceefficient on the latter in a simple regression will be akin to
that in (9), but with the second term in the numerator being relarively smail and the
third being equal to zero.”® This suggests that entering it intc the multiple regression
would provide an effective control for p, thereby allowing us to estimate > g 3 (and
therefore, by simple division, the average of this sum).

It is perhaps worth mentioning at this point that in this paper we ignore attempts to
instrument for permanent income (see for instance Solon, 1992; Zimmerman, 1992).
We do so because it should be fairly clear that the use of instrumental variables will
not resolve the problem that results from the exclusion of transitory income from the
structural model.

In the next section we examine the merits of the speculative solutions presented
above, using Monte Carlo simulations, and confirm, for various parameter values, the
earlier assertions in this section regarding the bias that may result from using the con-
ventional estimation approaches.

S Simulation Methodoelogy and Results

For the purposes of this paper we fix all parameters in our simulations except for the

relative importance of permanent and transitory factors, and the relative magnitude of

the betas. As noted in section 4.1.2 we will follow Mazumder (2003) and assume thai:
-2 - '2; ‘2» - 2 .. .

—ig—f = 0.3, ;og‘ﬁ— = (.2, (—05?9— = (.5and & = 0.5.°0 In addition, we will assume that
T You "ot

B,

the true IGE is fixed at 0.5. That is, p + Z; = 0.5.

The simulations work as follows: First, we generate lifetime incomes {over 45years)
for 10,000 hypothetical parents. The first year is generated by taking draws for the
permanent, serially correlated and white noise components from normal distributions
in such a way that the variance in annual income explained by the components corre-
sponds to the parameter values above. The subsequent vears of income are generated

28The reason for this is apparent in the derivation of that result - see the Appendix.

2The very premise of instrumenting in this context is that there is one underlying latent variable - perma-
rent income - which is the sole variable of interest. This presumption is precisely what we dispute in this
paper.

3950lon (1999) makes similar assumptions.
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based on this one, incorporating the fact that wy is correlated across years. We then
generate one year of children’s income (for 10,000 children) as a function of the per-
manent component of parental income (yg) and the deviations from this in individual
years of parental income from chiidhood (zp4). The former is weighted by our assumed
value for p and the latter by our assumed values for the 3,’s, which for the first of these
simulations are assumed to be equal so that if Zq Bq = X, then G, = —2—)—(1—, Yq (we relax
this assumption somewhat in two subsequent simulations). Note that in all simulations
we assume that childhood lasts 21years.

This provides us with a set of data satisying the assumptions of our alternative model.
Having done this we then run a set of regressions on the generated data. The first set of
these are aimed at giving a numerical characterisation of the bias that results from what
were until recently the most popular approaches to estimating the IGE. The second
set explore approaches based on subsequent developments (Mazumder, 2005b; Lubot-
sky and Wittenberg, 2006), as well as possible alternatives discussed in the previous
section. Each is iterated 10,000 times.*!.

The results of our estimations are shown in Table 1. This reports the results of re-
gressions of children’s income on: 1. A single year of parental income from far (twenty
years) outside childhood, 2. A five-year average of income outside of childhood, 3. A
single year of income earned in the middie of childhood and, 4. A five-year average
from mid-childhood.?> Recall that in all cases the true coefficient is 0.5.

The results confirm the well-known fact that the coefficient on the permanent com-
ponent is heavily attenuated when using single-year measures of parental income, and
as Mazumder (2005b) has demonstrated, even averages (of non-childhood income at
least) using five years of income substantially understimate the true coefficient. in the
context of the model proposed in this paper it is particularly notable that there is a strik-
ing difference between the coeflicients estimated using a single year of childhood, and
non-childhood, income; with the latter being lower as expected. (If the magnitude of
the former coeflicient appears implausibie it may be worth noting that Solon estimated
coefficients on single years of income as high as 0.4 (Solon, 1992: Table 3), as did
Zimmerman (Zimmerman, 1992: Table 3: 418)).

For the first parameter set, using one year of non-childhood income underestimates
the true IGE by about 65%, whereas using a year within childhood underestimates
it by slightly more than 20%. The results for the five-year averages are similar, and
the estimated coefficients for the second parameter set indicate that the extent of the
difference depends inversely on the magnitude of the betas. Whilst this demonstrates
the dangers of using non-childhood income, even utilising income from childhood in
this way does not necessarily yield a good approximation of the true IGE. The resulis

31 The Stata .do files are available from the author on request

321n the second regression the average begins ten years outside childhood (s=31) and finishes four years
hence (s=35). The reason for noting this detail is that since 0 < § < 1, we can assume that the second
term in the numerator of (7) will effectively equal zero if |¢ — k| > 10,Vk. This serves to accentuate the
difference between using childhood and non-childhood income since the latter picks-up none of the salience
of transitory income.
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for the last two parameter sets indicate that the relative importance of different periods

in childhood is almost as important as whether the income is from childhood at ail.*?

For this reason we turn to the second set of estimation approaches. These regress
the child’s income on: 5. An average of all childhood income, 6. An average of all
non-childhood parental income, 7. An average of a// parental income. 8. Caleulates
the Lubotsky-Wittenberg estimator discussed 1n Sectior 4.4, and 9. and 10. contain the
outputs from regressing the child’s income on all years of childhood income entered
separately whilst controlling for an average of all non-childhood income. (9. contains
the summed coefficients of the individual years whilst 10. gives the coefficient on the
control).

The results in row 5 merely confirm our counter-intuitive, analytically-derived con-
clusion of Section 4 that using an average of all childhood income may overestimate
the true IGE for certain parameter values. By contrast, using a full (twenty-year) av-
erage of non-childhood income underestimates the IGE by 25-40% depending on the
importance of transitory income. Confirming our concerns about the appreaches advo-
cated by Mazumder (2005b) and Lubotsky and Wittenberg (2006) respectively, row 7.
shows that using an average of all parental income may underestimate the IGE. On the
other hand, 8. shows that the Lubotsky-Wittenberg estimator may provide spuriously
inflated estimates of the IGE if transitory parental income does matter for children’s
permanent income.>* Finally, the results in row 9. and 10. are not particularly promis-
ing. The sum of the coefficients on the individual years of childhood income is clearly
capturing the sum of the betas (equal to 4.2, or 2.1 for the second parameter set) but
only to a relatively small degree, whilst the coeflicient on the centrol overestimates p
and understimates the true IGE.

These simulations do help us to characterise the nature of the bias for various ap-
proaches, but no obvious solution emerges. At best we can say that - for plausible
parameter values - the true IGE is bounded below by estimates based on averages over
all years of parental income, and above by those over only pareatal income earred dur-
ing childhood. In an empirical setting this fact provides another test of the alternative
model: if adding a number of years of non-childhood income to an average initially
only over childhood decreases the coefficient, this supports the claim that transitory
income matters.” We discuss this possibility further in the next section.

The fundamental point that emerges is that if transitory income matters all existing
estimates of the intergenerational correlation in income are biased in ways dependent
on:

e The extent to which they have utilised income from childhood

e The relative importance of transitory income (i.e. the magnitude of the betas)

33 As noted in the table header, the 3; for the thrid parameter set start at 0.4 and then decline to 0, whereas
for the fourth set they start at 0 and then increase to 0.4. The years used in the average are the first five years
of childhood - hence the large ditference in the estimated coefficients.

3 This is not to suggest that the results in Lubotsky and Wittenberg (2006) are necessarily spurious, but
it does indicate that there may be another factor at play other than the life-cycle noise with whick they are
concemned.

35 Notice that this holds most strongly for the addition of many more years of non-childhood income.



6 Empirical Evidence

6.1 Data

In this section we examine the implications of the alternative model empirically. Our
data source is the University of Michigan’s Panel Study of Income Dynamics (PSID)
dataset (Panel Study of Income Dynamics, 2007a), which has been one of the primary
sources of intergenerational mobility data in the literature.*® The PSID is an ongoing,
nationally representative, longitudinal survey of households in the United States that
has been conducted annually since 1968 and bi-annualiy since 1997. It began with
4,800 families and has subsequently conducted follow-up surveys with these families
and individuals who moved out to form their own households. Because of the addition
of newly-formed households to the sample, by 2001 it had grown to 7,000 families.’’
In this way it provides excellent data on intergenerational income mobility which is
unavailable from cross-sectional surveys, as we have access to the income data of both
children and their parents over a substantial period.

With such a survey, sample attrition is inevitably a concern. For the purposes of
this study we take the data at face value, and make no pre-analysis adjustments in
this or any other respect (though we do use the relevant weignts provided with the
PSID data). Fitzgerald, Gottschalk and Moffitt (1998a,b) have conducted a thorough
analysis of attrition in the PSID. Although it had lost almost 50% of its original sample
through attrition by 1989, Fitzgerald et al. (1998a) find that despite this it has retained
“continued cross-sectional representativeness” (1998a: 296) for the first generation
of respondents. The same authors’ analysis of the affect of attrition on the second
generation of respondents Fitzgerald et al. (1998b) has more measured conclusions as
to whether this attrition is likely to bias the estimates of intergenerational relationships.
This is in part due to the limitations placed on their analysis by having to estimate
attrition effects within the sample itself (since there is no comparable survey against
which to check these figures), which leads them to state that: “All that we can conclude
is that our analysis has not uncovered evidence of statistically significant attrition bias
in estimates of the intergenerational relationship between fathers” and sons’ eamings”
(1998b: 336). The finding theretore cannot be taken as categorically demonstrating
that attrition bias is not likely to be a problem. However, for the purposes of this study
we suggest that it should not be a problem for two reasons:

e We wish to contrast our results with those in the literature, most of which have
been derived from similarly raw data

o Our primary interest is not the magnitude of the IGE per se but the composition
of this figure and the trends within it, which - given their nature - we suggest are
less likely to be distorted by non-random attrition (see discussion in 6.3).

We therefore attempt no corrections for attrition other than the use of the PSID-
provided weights.

361t is such a popular source for intergenerational mobility analyses that the PSID Datcentre recently
released a full tutorial on their website which guides the reader through the - somewhat arduous - process of
compiling an interegenerational dataset (Chiteji, Gouskova and Stafford, 2007).

37n fact, it had grown to more than 8,500 families in 1996 but the sample was subsequently reduced (see
Panel Study of Income Dynamics, 2007b).

19



W do vevertheless restrict our sample of parent-child paies in two wavs. First we
wse only fatherson pairs. Second. the paits are limited 1o those 1w hich the child wes
yutingrar than 20 in 1968 (ineluding those vot yer born), and obder than 25 n the viar in
which wi reguire their mconee dara, L he first restriciion is mor ideal - since if ineome
plays a cawsal role our primary variable of interest shookd be off household ingome - but
we make itin onder o avold complicarions telaring to women s changing toli in socicly
amd the details of marriage markels. Thi second is 5o that we have ofdifdren s ineome
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are fnal Lhe coclficieats on childhood vears appeer Le be somewhat higher, and the
downward lrend i later years is mote pronounced, in the 1997 regressions.™ There
15 2 possibiliny that ths could be due to the inclusion of more individuals in their nnd-
twentics 1 the =ample who were inftially Delow the age cu-off in 1997, though e
quartics in age we use should accounl for such Iite-cycle biases, Nevertheless, the
resulis helow do not appear itporlanly setsitive to our chotee of year,

6.2 Resnits

Hecall thar ewr main objective in this section (= o investipare the role of ransitory
parental ineeme mattirs ot children’s future permanent incoms, Fased on ous deriva-
tions and discussion in 4.2 we do this by estimating the clasticity of son’s incone 1n
O] weith respect 1o father’s income camed at dilferent apes ol the son. The output s
preseated in Fieure 2,
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Gon's Age

The smallest santple siee we wse 18 96 {when the sons are 40} and the lareest 15 Dl
{when thoy are 199, The resulls appear to strongly support 2 causal role for income,
The single-yeur 16GEs wsing father's ncome mae than two vears betore bisth and when
the son s in kis mid- and late-30s are of a sinilar mapnitude fo those found in some
uf the earliest caleulations of this variable (Behrman and Taubman, 1985), whilst they
are hiphest - as much as 0,47 - when using income from early childhood, The magni-
tude and pattern of Lhese dillerences cohere with the assertion that whilst 1GEs based
on incore eutside of childhood captune the (attenuated) import of the pecmanent -
ponent of meotie, they fil to caprure the cansal importance of income {(ransitory o
purminent ).

Lecall that ane of our pardincier 5215 in the previous scetions included g case where
the betas where highest (0,39 at birlh and decreasing linearly thereafter, It is Inleresting

M e 19U T resutts are availalile From rhe audhor




to compare the graph in Figure 3 of the single-vear 1GEs For those 1000 renlications
tor our empinica] estimates here?

TFIGURL 3. IGE ESTIMATES FROM SIMULATIONS WITIT A DOWNWARD
LENLAR TRLENIY IN BETAS
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The few authors 1o the Lterature to aflempl an assessment of the cansal rale of -
come {discusaed in 8.2 have typically used comparisors ol 10Es bused on mult-year
averages rather then single years of parensat income. Corsequently. in Figuwe 4 we
provide 1GE estimates based on five-vear averares, ordered by the earliess vear used in
tha average,

A uneapeeied eseln s that the fivst yeur of childbuod meume 0 the sinlations 15 e the ame with the
highest coviliviend, daspine the fact tha w the: data aenetanms process it gaericd the Lighest octicient value
LA The rasmzen tod thic is Deednse oy we noled i Section 4, 10 i 2008 the imporance of 3 miven vear s
wall 4% its proyferioe (6 wodls of tipertanee (hal will Jeternine the mapniteds of the eatimuted coecienl,
The sinilatien cosull sy e pactly doe Lo our arlihcal ceesering ot thet distributom, however it dies sigpest
hat e lesser rupmitwdie ot the soe fcwent on vears ol snd mmsaedistaly atier, 2irth inoer comimeal anualvsis
iy I slightly msleading, Coofhoemts on yowes g cither 2ad of the sansal renge for pereatal insome are
likely &1 he dweeard-hiased relarve 1o orher yands it rthat fanee,




FIGURE 4, IGE ESTIMATES USING IVLE-YLAR AVERAGES
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Although these results also appear to demonstrace that income in carly childbood
15 mosl inyportant, the magnitudes of the differences are substandally redueed ¥ The
aleernative model of Scetion 4 woueld sepeest thal this 15 due on the one hand to the
decreased attemuation of te permanent component {o), combined with a smoothing of
the eocihieicnt on transilery incoma (5, 10 veat ) by virtue of averaging the betas over
multiple years. Cheste clearly, this approach is more Likely to refule the oonon thae
g, Incowie matters moce 1o some periods than others; b, On the basis of this, thal
transitory meeme has any cagsal fole whalsoever,

6.3  Estimation Concerits

One might be concemed that our reslts in Figere 2 are driven by Lhe sample attntion
shown in Figure b T this attotion is systematic il coold bas the individoal eshmates,
und therefore also any comparisons of these, by lite-gyele trends in meeme over the
age of the child, hudeed this may be a valid comgemn; since Gathering o chold is more
likely at some wges than others and fathers” income 15 Known (o be prone (o such life-
evede cffecls, we wounld expect something of a correlation. By this theory it is not
surprising to find that income falls as ome measures i owell betore chibdhood or long
atter clildbood, This 15 one reason o control for 2 quantac in the age of fathers, which
we do i our extimations, One might alse be concerned that there may be selection
cifels anwngal chiidren since only children borm in certain yeurs will Bave partcalar
vears of income (e two yours before birth) available. To control for this also we
includs o guartic in children’s sge !

Howeever, this does not fully deal with the problem. 1t may be that the coctficients
ure declining as they do because o samples are geiting progressively lomogenous,

MThe shorer range of tess @ sirale 35 die (0 the rodiection in sanple sz thit vesili o regisnng a
conlinueus five years of peeentul income J:ks,
AT his is wyuivulent o controtling for the chidd s year ol binh
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so that our estimations are suffering from the arlenoation hias noted by Solon | 1489)4
Wooallay this fear we mipht like to make a detwled comparison of the sub-samples by
variainles such as race. gender, education level, ete Another wav of making such an
assessmment thoueh 1w Lo make comparisons within S-year intervals of notable chanpes
i the HGE for a fved sample. (The PSID sample docs not allow us to lix a sumple
of suffictent size to make this computison over moach longer penods). We conduce
analysis on such subsets and find broadly similar resubts (not shown) in terms of the
trends. although the mugnide of 1he coefficients from the subsets differs al times
frem that o the fll-sample esimstions - a5 one might expect ziven that the factors
influencing the IGL can vary over time (see the discussionin 8.1

Perhaps the best way of ulluying concerns thul our resolts ure due 1o biases resulling
frem samiple seleciion, 1s w consider the patlern in Figure 1 1 the results In Figure
2 were driven by [nereasing sampie homogeneity doe to uge-based ‘aulrition’ m cue
sumple then we would expect the highest 16Es 1o be associnted with the lanresr sanple
sizes. However, whilst the sample sizes poeak at sge 19, the single-year iGEs poak at the
are of 3. On the basis of all these arpumenrs we reject the possibaliny that our resules
arc driven by blases: eirler relating (o lite-cvele effects or homogenous sub-samples.

7 Discussion

The results above are consistent with a number of plausible hypotheses,

s That parents who plan their clildren are likely to huve children who ure better ofT
(rellecied by the miporiance of parenial income up to three yeurs before hirth?,
over and shove the fict that iy is ap wieobote cepicaliy assoclated with hisher
Ineome brackers.

s That parental income during childbhood generally matters more than inccme out-
side ol childhood.

s And rhat, consistent with the carly cheldhood development leeature, inceme
appears 1o matter more 10 the early stages of chitdhood ™

7.1 The Direction of Averaging

There is one imporiant predicton of the model presented 1n section 4, und discossed in
previeus secliens, thul we ace unable 10 test heee becuuse of our small sample sizes. By
virtue of the fact thal childheod meome mrulters more than nen-childhood meome, the
trend in the TGE when the independent yariable is averaged over longer periods of tmwe
should depend o the dirccteon of the averspmg. Consider Fiowre 3 reproduced from
Mazumder (200134

*2 A5 disensscd prevausly, Mis manlts fiom usine unte prescatarively homingenens samplas tn caleulate the
IGE.

* A5 we have noted previoosly, these hypotheses are ikely 40 be dilferenl for o country wah o Jower
Ievel nt develapmens. En thae gase nne mdghe eepeot that income acocnd the perod of biclh would be mose
impomiant, and poebans alsa incamc a1 the age of firss schonl ancndance

Hitdarumler. XM Fionre 3}




FIGURE 3. (MBECTION OF MAZUMDER 'S AVERAGING
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We would expect that the shape of the plotred lme wikl depend on the first year
wsed as well as the order of the sunsequent vears. For instance, if one were to bazin
with 3 year of parcatal meome utter childhond und then include more years from earlier
in life we would expect the slope W be steeper than 16 the fiese vear was from within
childhood and some ol the subsequett vears were nol. MNodee thet under the crude
pormatient incoie approach it should ot matter which vears are inciuded, or 1 what
crder, since the merease i1 the cocfficiant should be solely due to decreased atrenauticn
bias ¥

One Teason this might not emerge from an analysis such as Marumdzr's is that -
as we have goted - authors rarely pay attention o Lhe age of the child when income
was camed, but tend rather 1o focus oo the age of the adull. Although there 15 a de-
mograplic relation between fie two, s not clear ev anfe what form this will rake,
There ace some cases where ooe can infar the uge of children lor the particwlar years
being used, This is true of both Solon{ 1992 and Zimmerman( £9928 The former’s
chotce uf cohort and years of purental meome tneans that for the fiest year s sample is
aced &-16years, becoming 12-2years by the last vear used. Oue cannut be as specific
about Zimmerman’s sumple, excepl o aay that the average age in the firs vear used
is | % (Zimmearrnan, 1992 4b6) becomung 23 in the last. In bath authors® analyses of
the inlergenctational relation berwcen fiuthers” and sons’ wiges, the magnilude of the
individual-vear coethciants docreases a5 lajer years of parental income are used* Be-
cause of their upproach, thes coincides with these yvears moving (for some of the sample
el teast) eutside of cildhond - which is precisely the result our model woold prediet,

The broader point 15 that 1o rest whather the direction of averaging matlers, voars
must be vrdered by the age of ohservation; thal i, urdered by the age of the child when

“* e are mmplivity essutming hare that ary bisscs duc o other feelers - such as Bfe-iyele effeces - bave
bean zatisfactoriiy dealt walh,

Wrgalar, 1052 34017 and (Zimmenman, 1992 Tahle 3, 414]. Ome shouid add Bue coveal i e decrease
i net whelly ueiform, aod the pallem in Zimerasan’s gsuits using sz meowsurcs sbeh as log hourly
eurmngs i quite ditferent
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the parental income was earned. And to do this comprehensively for a leng period
will likely require access to social security and income tax datasets of the kind used by
fazuinder (2005b), and Corak and Heisz (1999).

7.2 Determining the Magnitude of the Betas

In addition to demonstrating that transitory income matters, we would also like to as-
certain just how much it matters. In particular, what proportion of the true IGE is due
to transitory income and what proportion is due to permanent income? To answer this
we may turn to the derivations in section 4. In particular, note that if we use a year of
income from well outside childhood the resulting coefficient will not pick up any of the
impact of transitory income. However, it should, ceteris paribus pick-up as much of
the effect of permanent income as a year in childhood. Hence if we subtract the former
coefficient from the latter (equation (8) minus equation (4) with T=1), we get only the
attenuated effect of transitory income as shown below.*’

2 sig—ki . 2
Tivs 2 o 8349 + BTy,

2 2 L2
Tyy T Tivy T O

* ~
non-—childhood =

PlimB i 1ahood — PlimB (11)

Plugging-in our earlier parameter values and assuming the simplest scenario in which
all the betas are of the same individual magnitude, the the term on the right-hand side
approximately equals the true beta of the childhood year in question. In the eveat that
some years are more important than others - as the data suggests - this approach will
underestimate the magnitude of the largest betas and overestimate it for the smaller
ones. For our estimates we may therefore put the range of the betas conservatively at
somewhere between 0.05 (in the late teens and carly 20s) and 0.25 (in early childhood).
The contribution to the total IGE is equal to the average of the betas and appears to be
in the order of about 0.11. Thus about 20% of the intergenerational elasticity in the
United States over this period is due to transitory income.**

7.3 Policy Censiderations

The implications of these findings go beyond transitory income. It should be clear from
all the preceding analysis that if transitory income matters for children’s outcomes and
later income, we may use variation in single-year income elasticities (the IGEs) to as-
certain whether income is more important at some ages than others. If only permanent
income mattered this would be impossible since - in the crude version of this hypothesis
- permanent income by definition is constant over the lifecycle. Notice that even though
we could not tess this using income, that would not preclude the empirical possibility
that differences in permanent income could matter more at some ages than others.*’

47 As emphasised atready, this does rely importantly on the assumpiion that the non-childhood years are
well outside childhood. The closer they are to childhood the more likely it is that the correlation in the
transitory component will mask differences between years.

“*This assumes a true IGE of 0.5. As noted earlier, the accuracy of IGEs calculated by the likes of
Mazumder will depend on a number of factors and could be either over- or under-estimates.

“If that were the case, testing this would require analysing the importance of certain childhood outcomes
- likely to be affected by differences in permanent income - for their future permanent income. Which to
some degree is what Cameron and Heckman (2001) do in their analysis of children’s educational outcomes.

o
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What transitory implies about permanent

It is possible, however, to make inferences about the varying importance of permanent
income from the varying importance of transitory income. If transitory income matters
more at a particular age then it is very likely that, to the extent that permanent income
has a direct causal role, it too will be more important at such ages. In fact, one would
expect that the consumption of goods which importantly influence children’s outcomes
will be higher from permanent income than it is from transitory income. Thercfore one
expects that the former will be at least as important as the latter.

We should therefore clarify a point about our two examples in Section 2 relating to
education and malnutrition. If parents only consume from the permanent component of
their income, and the purchase of education and nutrition affects children’s outcomes,
then it will be true that differences in income matter more at the respective periods
of childhood Lut nor that transitory income matters. Those examples are intended to
iflustrate sorue extreme situations in which income might matter in a causal way at
a particular period. If the notion of permanent income in the mobility literature was
conceptualised in a more sophisticated way - a la Friedman, as discussed in Section 2 -
then the argument for the salience of transitory income might be less persuasive. Since
they are not, and the literature on the components of longitudinal income takes a similar
approach, we argue that transitory income conceptualised in this way is important.

From a policy perspective, the implications may go beyond income itself.*® Since
it appears that the causal effects of income are greater at some ages rather than oth-
ers, policy interventions need not take the form of income transfers but can instead
be targeted at important developmental factors in those years (such as attendance at
pre-school). Indeed, direct interventions of this sort may be more efficacious (not to
mention being easier to sell to sceptical taxpayers).

There is an important caveat to these comments. Implicitly we are assuming that the
relationship beiween transitory income and the consumption of goods that influence
children’s outcomes is fixed. Although not an unreasonable assumption, if wrong it
could affect any policy conclusions and we shouid therefore be a littie circumspect.
For instance: If the goods that influence children’s development in early childhood are
more responsive to transitory income than those in later childhood, then it could seem
that income is not causally important in later childhood; whereas in fact it is only tran-
sitory income that this is true of, and there may still be a case for policy interventions.
As an example, there could be thresholds that determine certain important develop-
mental experiences such as college attendance. If transitory income is insufficient in
magnitude to take families over some such thresholds, then it may appear - and will in-
deed be the case - that transitory income does not matter in these periods, even though
the decisions taken in those periods may have great impact on future outcomes and be
income sensitive.

SONote that in this section we are implicitly presuming a model of human capital accumulation of the kind
outlined by Case, Lubotsky and Paxson (2002). Whilst this is arguably the most plausible explanation for the
empirically-demonstrated importance of transitory income, the mechanical nature of our model in section 4
means that we cannot prove this assertion conclusively.
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8 Further Issues and Extensions

8.1 The Empirical Yfmportance of Social Context:
Developing vs. Ddeveloped Countries

The preceding sections provide support for the alternative model presented in sec-
tion 4, and suggest a number of ways in which it could be tested using longer data
sources in order to reach a more categorical conclusion. Although we hypothesise that
the differences between IGEs calculated using this model and the standard model are
likely to be significant in most cases, it is important to note that this wiil vary across
societies. As is well known in the literature on intergenerational moblity, more devel-
oped societies in which there is substantial public provision of heaithcare, education
and other social services will be ones in which the importance of income of both a
transitory and permanent nature is mitigated. Furthermore, such societies are likely to
have better credit markets which are accessible to a greater proportion of the popula-
tion, and be characterised by employment opportunities of a less volarile nature than in
less developed societies. The result is that we would expect the bias arising from the
standard model’s exclusion of transitory income in the structural equation for children’s
permanent income to be greater in less developed societies.

Indeed, although both Mayer (1998) and Shea (2000) argue that parental income 1s
not an important causal factor for children’s economic success in the IJnited States,
they acknowledge that:

1. This may be due in large part to the presence of “programs such as Food Stamps,
housing subsidies, and Medicaid (which) have helped most American families
meet their basic material needs” (Mayer, 1998: 148).

2. As aresuit the conclusions might be very difterent in less developed countrics.

Shea therefore notes that Duflo’s (2003) demonstration of the importance of pension
income for children’s outcomes in South Africa does not necessarily contradict his
findirgs since, “the impact of parental resources on children may be higher in devel-
oping countries than in the contemporary US, where public investments in schooling
and child health are relatively high” (Shea, 2000: 160). Or as Solon puts it: “the
steady-state intergenerational earnings elasticity depends positively on the strength of
the mechanical heritability of income-generating traits and the earnings return to hu-
man capital investment, and it varies inversely with the progressivity of government
investment in children’s human capital (for example, through public provision of edu-
cation or health care)”(Solon, 2002: 65, my emphasis).

A recent piece of work (Karlan and Zinman, 2007), also reported in the Economist
(2007), supports the notion that transitory income has a substantial impact in devel-
oping countrigs in the absence of credit. Karlan and Zinman find that marginal loan
applicants whose applications were randomly approved were 19% less likely to be in
poverty 6-12months later than those whose applicaticns were rejected. This despite
the fact that loans had to be repaid within 4months at an annual interest rate of 200%.
If transitory income can impact poverty levels to this degree it is quite plausible that
it thereby affects consumption of items that influence children’s outcomes and future
incomes.



We emphasise the broader point for two reasons. The vast majority of datasets avail-
able for making detailed analyses of intergenerational moblity of the kind we have
been discussing are from highly developed countries. Whilst these present excellent
opportunities for testing and confirming the theoretical assertions of this paper - as we
do with the PSID in the previous section - it is important to emphasise that the social
contexts these datasets represent are the ones in which the results from our alternative
model are Jeast likely to differ from those of the standard model. Nevertheless, it is
important to emphasise - as we did in sections 2 and 4 - that the alternative model is
theoretically superior to the simplistic permanent income model, requiring as it does
fewer initial restrictions on the process of intergenerational tranfer. For that reason
alone we argue that the former is simply the more correct way to conceptualise the
IGE. The second reason is that, as data becomes available, researchers attempting to
estimate the IGE in developing countries should be particularly cautious when drawing
conclusions from estimates based on methods associated with the standard model. As
demonstrated in section 3, these could be substantially biased in either direction.’'

8.2 The Importance of the Age of Observation

One of the primary motivating factors for the proposal that transitory income matters
was that it seems plausible to believe that parental income may be more or less impor-
tant for children’s outcomes depending on when it is earned (recall our two extreme
examples in section 2). This was the reason that we first used J, rather than simply
G in (6) to characterise the importance of transitory factors for childhood income. In
Section 5 two sets of simulations were constructed to incorporate a simplified version
of this possibility, and in section 6 we attempted to explore the matter empirically. Our
results, presented in Figure 2 and 3 - seem to provide strong support for this hypoth-
esis. Other authors - some also using the PSID - have reached different conclusions
however. In this subsection we examine the reasons for the difference.

Within the existing framework there appear to have been at least three attempts - by
Mayer (1998), Case et al. (2002) and Hertz (2005) - in the literature to asscss whether
there is some difference in the importance of parental income at different ages of the
child. Hertz {2005) estimates the IGE using three-year averages of family income
taken at different ages of childhood (1-3years, 4-6ycars up to 16-18years), and further
compares these over a period of 25years (1950-1975). Although there are clearly dif-
ferences (sometimes substantial) between the estimates within a given year, no obvious
pattern emerges. (Mayer, 1998: 72-75) also makes an attempt at assessing something
akin to the effect of the age at which income is earned, by testing the null hypothesis
that increasing parental income over childhood has a beneficial impact (controliling for
the actual level of income over the period). She finds the gradient to be insignificant in
her regressions and takes this as support for the assertion that ‘parental income doesn’t
matter’. Finally, Case et al. (2002) attempt to assess whether it is permanent or current
income that affects children’s health status. They do this by comparing the coefficients
on averages of log income from different stages of childhood.*.

51South Afiica, for instance, is just beginning its first National Income Dynamics Study through the South
African Labour and Development Research Unit (SALDRU) at the University of Cape Town. Within a
decade this will begin providing data with which we may make estimates of intergenerational mobility.

521n actual fact, it appears that the authors take logs of the averages rather than averages of the logs (Case
et al., 2002: Table 5: 1321)
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There are various problems with all hese siudies, stemming from the faet dad none
have an alternative model which actualiy incorporates the transitury income whose cf-
feel they wish o test. Maver™s approsach is prublematic in part because the struciurn:
she 1mposes on the varying salicnee of ransitory neoIne Is go resticlive. The lnear
siructitte resembles the one conmstrucied nooor simuelations in section 3 for illusimtive
purpuses, [Towever, as we pout oul 0 Section &, this secms unbikely 1o represent g
irue paltern. Given our clearly pun-linear eraph in Section 6, it is therefore hardly
surprising that she finds no sipnificant resole In addition, it s not clear wheather ber es-
timation method of regressing children’s ouiconss on the pradient of parental income,
whilst intuitively appealing, is econometrically valid,

By contrast, the assessment by Case 1 al (2002: 15211322} 15 much maore mianced
in this respect, [n ordered probits of health status they compare the coefficients on
averages of buusehold neome trom different pertods of early childhood (-3vcars, 4-
Eyears and 9- L 2vearsy as woell as that on ah everaae of income From Gyears belore birth.
Finding no seatistioglly significant dilference belwoeen these they then compare the co-
efficients on longer averages over: the child's bfetme (6. 29years on averagey: their
ltfetime plus Gyvears befare binh; thewr bifsime plos $years belore bicth. In this case the
coefficients on the second average are significantly higher tha on the {irst, bur do not
ineridse signiftcantly when three further years ot pre-childhuod ineame are inchudad,
The authors b this as an indication that, “our measure of permanent ipeome heeomaes
less notsy when we use these addinengl vears of da™ (Case ot 1l 2002 1322 In
fact, howewver, pone of these reaalis are incompanble with the possibaliy of transitory
incume heing important for the oulcomes undey investigation.

Ta begin, note thac the iniidal sct of averages are taken vver different lengths of lime
- fromt three Lo feve years - which striviy speaking makes them tmcomparable given the
efteet this is likely ta have on reducing the aftenuation in the permanent componcot.
Furthermare, the une average that is taken vuside of childhood s sUll relatively close
to that period. bguaion (99 1n section 4 demonstrates thar, by virme of the serial cor-
relation in the transitory campanent, mere peosidtity (o vears of importance can fabscly
wflate the cocthicents on averames aver less imporiant years. Lo addioion aur resulis im
section 6 sugoest that wansirory income may be impartant up ta three vears before birth
fthough in that case the importance need nod be o cansal one). Furthermore, the resules
in the second set of extimatvong cancwr with the asserton o sections 4 and 6 {supported
by the resnles in section Y that the direction ol averaging maters. If it were tue that
vnly permanent income mallered, then by Mazumder's analysis discussed previously
there should be substantial benefits to incroasing the gverage bevond a lenprh of only
twelve vears.™ Under his mudel this hwlds tue fur incwme rom awy period. By con-
trast, il transitory income marters as we suggest, then adding vears of non-childhocd
income 1o an average wlich already comraing a number of vears from childhood may
have little effect and may even decrease the coellicioot.

The stghificance of tmnsitory lneome s it Hertz's explicit interest (thoagh he seems
1o helieve that it does matter by indicating a preference tor ncome earned whilst chil-
dren were resident m the houschuld). Nevertheless, oue part of his paper - reproduced
fiere as Fipure 6 - 15 very stmilar 80 our ahalysis 10 seciiun b,

This is uclually the ax-:raéc lebpth of the averages used by Cuse ot al. {2002) beeassz the chulilren m the
sample were of different apes. but te broader palnt remains valid.
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Hurlz combings the caleulation of the IGE using income from differeot stages of
chiidhood with & comparison of 10Es goross time. In tenns of the fonmer it 1s hard to
seg any consistenl pattern withfin any piven cohor - wheh cootrasts with oor resals.
(He makes no wssessment of the importance of noon-childhood income and ;. there-
fire unable 1o consider whether incomae within childbood is more impertant than that
otatside 1thWe supaest that there are two likely ressons for this;

o Mymzmics and poblic policy: Due o chanees 1o public policy aod social structure
poe capects - as per the discussion in 7.1 - there 1o have been chanpss in the
salicnee of income at different ages. A g result, the luck of 4 clear pattem
botw eeil cohorts over a twenty-live year pericd is probahbly misleadmy,

« Sample size: Whilst restrictiog the analysis to individual cohorts is appealing
as 11 deals with any comcerns about variarion - amongst ese groups and over
ume - it is highly detmmental w e sample size in the regressions (which =
precisely why we did s do thus in section 6} Hertz notes that cobort sizes
lhemselves rangs from 308 to less than L0 but, as we feund, these are Lypically
reduced substuntially when the avalabulity of income dara i5 considered, Thus
une suspeets thal the noise i his estimares (s just that

The main peint vegarding all these studics is that w assess wiether ansitory meomie
matlers it is preferubls to compare cocllicients on years well ourside childhood (prefer-
ably by at least fen veurs) 1o Lhose widun it. This broader issue should not be confused

S remedace here dne o elf of Heetz's Fyore 8. The second Lell siply adds & eendline based on
the wvcrape ufuli his eslinates; since we are not intrested inoisaes of dvoumics here. soe esclude this put
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with assessing the relative importance of income at different periods in childhood,
which is a different - more complicated - matter.

8.3 Decomposing the Intergenerational Correlation

As noted in the Introduction, a primary concern of the current literature is with de-
composing the calculated intergenerational correlation in income; that is, determin-
ing the channels through which this correlation 1s being generated, and ascertaining
their relative importance.®> This can be done by estimating the relation between the
variable representing the channel of interest (years of schooling for instance) and chi/-
dren’s income in a multiple regression including variables representing ail hypothesised
channels, then multiplying this by the correlation between the channel and parental in-
come.”® By doing this we are breaking the IGC down into the ‘direct’ and ‘indirect’
effects of parental income.

Some channels which have received particular interest are those relating to the trans-
fer of genetic ability (generally using twin and/or sibling studies), educational attain-
ment and personality traits.>’ A consensus has yet to emerge howsver on even these
three channels. For instance, Loehlin (2005) finds that personality traits explain little
of the correlation, whereas Mayer (2005) in the same volume suggests they do explain
a relatively large portion of it. In addition. some authors such as Grawe and Mulli-
gan {2002) - following the models of family investment and intergenerational transfer
of Becker and Tomes - emphasise the distinctive implications of economic models of
transmission, whilst others (see Goldberger, 1989; Bowles and Gintis, 2002) take a
more ‘mechanical’ approach.®

There is also a tendency to use analyses of these channels to infer the existence, or
importance, of a causal relationship between parental income and children’s outcomes
{and hence income). One example of this sort is Solon’s finding that the GC only ex-
plains 0.16 of the 0.4 correlation between brothers’ incomes and therefore that “of the
40% or so of permanent earnings inequality that arises from the family and commu-
nity background factors shared by brothers, probably only a minority share 1s related
to parental income” (Solon, 1999: 1784). This argument is based on Solon’s decomn-
position of the sibling correlation in earnings (1999: 1777, eq.21). But the logic is
potentiallly problematic because if the estimated IGC (0.4 in this example) is underes-
timated then it will be biased toward the conclusion that parental income per se is not
particulary important.””

35 Again it is important to emphasise that we are talking of the generation of the coivelation rather than
children’s outcomes, since if anything the majority view appears to shy away from the notion of a causal
relation.

56Where it is assumed that all variables are normalised. See Bowles and Gintis (2002) for a full discussion
of the details.

*7See Solon (1999) for a survey of studies on sibling correlations in income and their relation to the
intergenerational correlation.

*#+Unlike the models of parental and child behavior accounting for persistence pioneered by Becker and
presented in this issue by Grawe and Mulligan, our approach is more diagnostic, not giving an adequate
causal account of the transmission process, but indicating where to look to find the causes."{Bowles and
Gintis, 2002: 9-10).

391n fact, based on Solon’s decomposition, an IGC of 0.6 would explain (0.6)2 = 0.36 of the 0.4 corre-
lation between siblings leading to a very different conclusion.
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Furthermore, in this instance there may be an additional problem: that calculated
correlations in sibling income do pick-up the impact of transitory parental income to a
greater degree than the IGC to which they are compared, thereby increasing the like-
lihood that we underestimate the salience of parental income as a causal factor. Until
we have greater confidence in our estimates of the IGC (or - as we have suggested - the
IGE) and, in particular, until we have accounted for the possible importance of tran-
sitory income it wouid be advisable to be somewhat cautious in the inferences drawn
from such comparisons.

8.4 Implications for Public Policy

There are a number of reasons why we should be interested in intergenerational mobil-
ity from a policy perspective. Perhaps the primary one is that we may be interested in
achieving, to the greatest degree possible, a society characterised by equal opportunity
{with the caveat noted in the Introduction). To the extent that a high IGE indicates a
failure in this regard it suggests the possible need for government intervention. The
main point made in the literature on this subject is that one can only determine whether
this is the case by decomposing the intergenerational relation into its constituent chan-
nels and making ethical determinations of their desirability. Swift (2005) puts forward
one set of criteria in this regard which, though they may seem extreme to some, are
appealing in as much as they take popular conceptions of what constitutes “fair” trans-
mission channels to their logical conclusions.

These arguments are based on the notion that intergenerational transmission occurs
through permanent income. An additional appeal of considering transitory income is
that if we can identify it to have a significant effect, the policy implications would ap-
pear to be more immediate. Essentially: if transitory income affects children’s future
economic status this demonstrates that income per se is affecting a child’s opportu-
nities, which is something that is generally incompatible with even relatively weak
formulations of equality of opportunity. Thus the greater the importance of transitory
income relative to permanent income, the stronger the case for government interven-
tion. In addition, as we note in 7.3, the importance of transitory income implies a
causal role for permanent income too - further strengthening the case for governnment
income support of needy families.

The study by d’ Addio (2007) clearly indicates an increased awareness amongst pol-
icy makers of the importance of intergenerational mobility, and by implication a greater
role for mobility studies in influencing policy. Given that the explicit motivation for
that study is derived from the statement by OECD Social Policy Ministers that: “the
OECD should identify which interventions atleviate and will contribute to the even-
tual eradication of child poverty, break the cycle of intergenerational deprivation, and
develop the capacity of children to make succesful transitions through the life course”
(d’Addio, 2007: 10), it is quite clear that the role for mobility analyses from a policy
perspective is going to be identifying the optimal areas for government intervention.
The kind of problems identified in this paper that result from neglecting the impor-
tance of transitory income could well affect the validity of any such recommendations.
But on a more positive note, as per the discussion in 7.2, they also present the possi-
bility of identifying both the stages of childhood that are most important for children’s
eventual outcomes, as weli as the relative extent of this importance.

33



One caution is that whilst transitory income may matter, this does not necessarily
mean that government transfers will have the same effect. On the individual level the
use of different ‘mental accounts’, and at the household level the complications of
intrahousehold distribution of resources, can result in transfers being spent differently
to income that is usually received.®” In the South African context, for instance, Duflo
{2003) and other authors such as Case and Deaton (1998) have found that government
pension transfers are most beneficial for children’s outcomes when they are received
by female pensioners.®® As always, the construction of policy upon analytical work
must be done with due sensitivity to the assumptions involved in moving from the one
sphere to the other.

9 Conclusion

In this paper we argue that the structural model which underlies the literature on in-
tergenerational correlations in income is incomplete, because it fails to allow for the
influence of transitory parental income on children’s permanent income. In Section 4
we present an alternative model, and derive the probability limits of the estimators used
t¢ date in the context of these assumptions. Our simulation results in Section 5 confirm
that inferences of the magnitude of the true IGE from empirical estimates derived us-
ing the standard methods in the literature, and using the logic of the crude permanent
income model, are likely to be flawed. Section 6 and 7 use the imphcations of cur
alternative model to empirically ascertain the role of transitory income.

The primary objective of the paper is to provide a model which a/lows us to ask
whether (transitory) income matters - as opposed to the rather unsatisfactory, ad hoc
manner in which the question has been addressed in the literature to date. The answer
to the question is, of course, to be found in empirical analysis. Evidence from PSID
data which we present in Section 6 appears to support the notion that transitory income
matters in the United States - to the extent that approximately 20% of the true IGE
in the US may be due to transitory income. Furthermore, income - both transitory
and permanent - may matter more at different stages of childhood; with our results
suggesting that income in early childhood may be up to five-times as important as
income in other periods.

Given that studies of intergenerational mobility appear likely to inform future gov-
ernment policies, the issue is not merely an academic one. The existing model is biased
toward the conclusion that parental income is not a key determinant of children’s future
economic status, and whilst that conclusion cannot yet be categorically refuted without
further evidence, the foregoing arguments and evidence suggest a much greater causal
role for parental income than the recent literature implies. Considering the concomitant
implications for redistributive social policy, we suggest that confirming this fact - and
the broader validity of the complete model! - should be a priority for future research.

60Useful references are Thaler (1990) - referred to previously - and Alderman, Chiappori. Haddad, Hod-
dinott and Kanbur (1995), respectively.

61 Although Case and Deaton (1998) did fird that aside from the irpact of the gender of the household
head, pension income was spent in much the same way as other income - allaying concerns about the effect
of mental accounts in that context.
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Appendix

In this appendix we provide the derivations of the equations used in the text. We begin
with the equations characterising the alternative model outlined in section 4, renum-
bered for this appendix.

Yois = Yoi + Wois + Voie (12)

Yt = Y1i + Wit + V14t (13)

Wois = OWois—1 + Sois (14}

Yii = pyos t+ Z Fq(z0ig) + € (15}
q

In these equations y;, represents parental income in year s and yi;¢ represents
the child’s income in year t. Following Mazumder (2001) these are each expressed
as functions of a permanent component (yq; and y,;), transitory component (wqis and
wq4) and a white-noise component (v, and v;¢) respectively.

Where  20iq = Y0ig — Yoi = (Woiq + Voig)
and gEQ,s€5QCS

The second term in the fourth equation allows children’s perimanent income () to be
a function of deviations from parents’ permanent income (2g;4).

Q is the set indexing childhood income, so that {ge @ a<qg<hQCX}
K is the set indexing years used in the regression,so  {k € K| r<g<m.Q CN}

And the number of years used in the average are: T =m — 7

Estimating the IGE using a Single-Year

If we estimate y1;; = 5*yoix +€ under the above assumptions, what is the probability
limit of our estimated coefficient? We know that the regression coefficient 3* can be

2. Y1ity
. 5 Y13t Yoik
written as: §* = &= 200

22 Yoin
. plim (Y yrieyoir)
so plimfB* = . ~
plim (3 o)
o plim(1/n) (3 yriroik)
plim(1/n) (3" vi.,)

Because we are using only one year of parental income we know aat:

. Y 9 2 - 2
pllm(l/n) 2_, y;))/k = 0-,7/0 + (’ri)n + 0-1"0



$o it remains to determine piim{>_ y1:+Yoir ):
Substituting equations (12) and (13) into equation (15) gives us:

z YritYoik = Z(pin + Z Ba(woiq + voiq) + wiit + v1st) (Yoi + Woir + vok)
q

Multiplying out this term, and eliminating combinations of independent variables
we get:

H

plim(l/n)(z Y1itYoik )

T

= pUZO + ﬂkoﬁu + plim(1/n) Z (Z 5qwoz‘qwoik>

plim(1/n) (Z(ﬂyéz + Z Bywoigwoik + Z ﬁqv()iqUOik))

pa—;o + ﬂko’%o + Z 6‘1 (pli7n(1/n)u”()iq'w()ik)

From equation (14) note that in general:

s—k—1
woig = 819 Mo + Z 8" E(s—r)
r=0
)
s—k—1
plzm(l/n) Z w()iqw()im - plzm(l/n) Z{é!qikiu’(z)ik + Z 57'£(s—r)w01lk:}
i r=0
= 6|q'k|03)0 +0
therefore
Z Bg(plim(1/n) Z Wik Woig) = Z ﬁqdiq_k'dio
and
plim(1/n) Zyutyom = paso + /J’kazo —+ Zﬁqé‘q_mo;‘;o, ifke@
= po’i0 + z By0 |q—k|03)0 , if k is not a year of childhoed income
A po‘jo , 18 2 0.5 and minjg — k| = 10

The first and second instances above are the basis for equations (7) and (8) in sections
4.2.1 and 4.2.2 respectively.
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Estimating the IGE using a Multi-Year Average

If, instead of using one year of parental income we instead use an average of all
parental income during childhood (where childhood is defined as being from year ‘r’

Z Yoiq
q ) . . i
=4~ 4+ ¢ the regression coefficient can be
e —r

Zk yom’c)

to year ‘m’ ) and estimate yy;; = 3*

represented as:

m-—r

Ziylit (

> (L}_’O_zk_)Q

m-—r

g =

2

so plim3* = plim(1/n)y ( ! ) (ymZymk) + plim(1/r) > < = )2 (Z qo>
; K

m =7 =T
k

rrom reproducing Mazumder’s resuit (Mazumder, 2001)%* we know thai:

T~0‘T~1+5T\}

2
. 1 2 2 o L 5%

plim(1/n) Z (ﬁ) (\zﬂ: ink> = Uyo+(1/T)UUo+<1/[I>gwo {1 + 20 ( T(1—6)2 )
So we need to determine:

, —~ (1
plim(1/n) 2.4 <—1:> (ym Z y()ik\
i ’ k /

As in the previous section we substitute for yg;. and y1; using equaions {12) and
(13) respectively:

Z (ylit Z yom) = Z(ﬂyoi -+ Z 8y (Woiq + voiq) + Wiir + v1t) (Yoi + Woik + Toik)
i k q
= Z Z (Z BewoisYoi + Z BgWoiqWoik - Z Bawoigvoik+ pygf +
ik

PYCWoik + PYoiToid T Wil + Wiirtroie + Wt lnik -F Crirtoi

- .
ULitWoik - U1itVoik + g 3yvoigyoi + E, FqVoigWoik + ) Fqloigto

. \ e — / : k
and plzm(l//z) Z (yli[ Z ymk) = plzm(l/n) L Z k;’ﬂ,g? + Z /3,]11‘0“1 wWaik -+ E: ﬂqlfgiqvol‘k )
i\ k ik '
= Tp(f;o + Z Z 3q plim{1/n) Z WoiqWoik + Z Srol, VkeQ
k q 2 k

Asnoted in 1.1 above :

62The details of this calculation are available from the author.
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3 clg=Fkl 2
plzm(l/n)g Woiktng = 69 ,“Oﬂ»o

i

>: Z Byplim(1/n) Z WoikWoig = Ouy Z Z B, (8l
k - -
= anO Zﬁqz(ﬂ%k!
k

and recall that k € K and ¢ € @ (see the earlier definitions of these index sets).

We can then write this as:

A, 58,5 = 02, T eSS g g
k

There are seven possible scenarios in terms of the overlap between the sets of child-
hood income (Q) and the years of income used in the regression (K). For the present
purpose - and because in the text we are interested in the contrast with the case where
one year of parental income is used - we shall focus on the scenario in which all years
of childhood income are used in the regression so that K = Q. ® In this instance the
summed series in brackets above is increasing and then decreasing in §14=%!,

So we have:

Zﬁq(é!q—r[ + 6\(1—1'—1] _'_51(1—7”—2\ 4 50 454+ 5[(1—m+1| + 6\(17711,‘;)

For a given year ‘q” we split the sum in brackets into two finite geometric sequences
as follows:

(1 > lq—r|
T—1= —m |+
5!-’1*7‘i____5____ + (5“%)

1-4

51(1__1'_1—" 1— 6|q—ml+1
6—1 1-96

s(ola—mt — 1) Sla—ml+1 _ 1
é&—1 §—1
145 — 6;t;—~r|+1 _ 55(1—m\—5—1
13

63The reader is left to determine the remaining scenarios.
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So we have:

{ (146 -l glamnd
2 slg—k 2
R IED MLEEE S -
k

Putting all this together :

: { N s e a som o (L glaiE gl mity
plim(1/n) Z kym Z Yoik | = fpa,;o +Z ‘13;\.(7;04—(7;0 Z‘ g ( T ]
i k ’

/

And thus:
146 — gla—ri+l _ gla—mi+1
[t DS, st TS L
plimB*™ = ‘ —F
. . . - T—-6T—1+96
rjfh +(1/T)Uéb +(1/T)oy, {1+25< T o) )}

This is equation (9) in the text, where we substitute as follows:

A, =

1-4 /]

{1 4+ 6 — gla—rl+1 _ \,)‘lq—mH»l N
\



TABLE 1. OUTPUTS OF IGE ESTIMATIONS ON SIMULATED DATA

PaRAMETERVALUES | BX83  TRd e e e

INDEPENDENT VARIABLE

Single-year Outside Childhood 0.174 0.232 0.174 0.174
Syear Average Outside Childhood 0.232 G.31 0.232 0.232
Single-year from Mid-Childhood 0.397 0.343 0.397 0.397
Syear Average from Earliest Childhood 0.498 0.441 0.70 0.296
Full Childhood Average 0.617 0.536 0.614 0.609
Fuil Average Outside Childhood 0.289 0.377 0.28 0.297
Full Average over All Years 0.453 0.467 0.45 0.457
Lubotsky-Wittenberg Estimator 0.643 0.545 1.394 1.382
Childhood Years Seperately with Full 2.489 1.315 2.489 2.489
Non-childhood Average as a Control 0.452 0.459 0.452 0.452

Notes:

O O AWN -

. Ali simulations are for a sample of 10,000 parent-child pairs, with 10,000 repetitions.
. The dependent variable in each case is one year of child's income.
. in each case the true IGE ( p + ZB,) is equal to 0.5.
. No controls are used in the regrassions. Life-cycle variation is not incorporated into the generation of the hypothetical income data.
. The permanent, transitory and white-noise components of income are assumed to explain, respectively, 0.5, 0.3 and 0.2

f the overall variance in children's and parents’ income (see the discussion in Section 5).
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