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Introduction

The focus of the overdl project is on the distributional implications of changesin labor
market outcomes on retirement |labor force participation and income. Rising average red wages
may well have led to earlier retirement and higher benefits for the average members of recent
cohorts. But focusing on the average is likely to be highly mideading. During atime of risng
inequality persons at the bottom of the wage digtribution are unlikely to have retirement
experiences that resemble the average experience.

This project uses adminigrative data to track long term changes in earnings
inequdity of personswho have recently retired. The objective of thisanadyssisto follow
persons who were in the bottom of the digtribution of permanent earnings during their working
lives Our measure of earnings, therefore, covers alonger period than the usua annua
accounting period used in most studies

We use adminigrative data to overcome weaknessesin the commonly used data sets.

The mgor problem with any nationaly representative longitudina data st is that
workers are observed only over ardatively short period. Eventhe PSID, the longest available
nationd longitudina data set, has only 23 years of complete data on earnings and retirement
outcomes'

1 Theincome datafor 1968 and 1969 are in bracketed form. 1993 isthe latest year of final release data.

2 Dataare for accumulated earni ngs measured in 1998 dollars. The sampleincludes malesin the 1996 SIPP
born between 1959 and 1939 who could be matched to the MEF. Since changesin the the FICA earnings
cap can affect measures of inequality we impose a constant real dollar cap in all years. Thiscapis

determined by the lowest binding cap in the years covered.



While such data sets provide rich demogrgphic information there are at least two
interrelated problems with these limited longitudind data sets. First, since these data sets cover
at best asmall part of the working lives of respondents, the resulting histories may misclassfy
persons as low earners even if they had high earnings prior to the period covered in the PSID.
Second, comparing individuds in different cohorts over the same period of their working
greatly reduces sample sze or limits the length of the common period. The sarting age for the
common period of observation must be set high enough o that the oldest cohort is observable
at that age while the maximum age must be sat low enough so the most recent cohort is
observed at that age

The dternative to usng the nationdly representative data sets, such asthe PSID, isto
use adminigrative data. These data offer less demographic detail but cover a much longer
period . They are a0 likely to provide less measurement error in earnings and benefits.

We use the Magter Earnings File (MEF) to place individuals in cohort specific deciles of
the digtributions of earnings based on their FICA earnings over alarge number of years. This
measure comes closer to lifetime earnings than anything available in either the PSID or SIPP.

In this report we present the results of using these files to construct measures of long run
earnings for persons classified by cohort. The earnings are measured over identical age ranges
for dl cohorts.  We examine whether long run earnings were less equaly distributed for more
recent cohorts, as would be suggested by the cross-sectiond evidence of therise in inequdity of
yearly earnings

The second stage of this project will be to exploit the longitudind nature of these data
and the SIPP to study the earnings and retirement dynamics of persons at the bottom of the
didribution of permanent earnings.

M ethodology

We use the 1984, 1990, 1993 and 1996 SIPP pands matched to the Master Earnings
Fileto obtain the FICA earnings garting in 1951. Thisisthefirs year inwhich FICA earnings
areavalable in eectronic form. We focus on maes since it is difficult to distinguish between
low annua earnings that result from low wages versus labor supply decisons for femdes,

epecidly among femdesin early cohorts.



Our measure of accumulated earnings is given by the undiscounted sum of FICA
earnings deflated by the CHI:
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The lower bound and upper bounds for this sum will depend on the particular question
being addressed.

We group dl sample membersinto five 5 year cohorts sarting with those born between
1915 and 1919 and ending with persons born between 1935 and 1939. Members of the

earliest cohort were dready nearing retirement age by the time inequdity started rising. At the

other extreme, the earliest cohort was in their prime earnings yearsin the early 1980's.

The following table gives the ages of each cohort intheinitia year of FICA earnings

(1951), at the start of therisein inequality (1975) and selected years covered by the SIPP.

Tablel
Definition of Cohorts
| Agein
Cohort Y ear of birth 1951 1975 1984 1996 1999
1 |Start 1915 36 60 69 81 84
End 1919 32 56 65 77 80
2 |Start 1920 31 55 64 76 79
End 1924 27 51 60 72 75
3 [Start 1925 26 50 59 71 74
End 1929 22 46 55 67 70
4 (Start 1930 21 45 54 66 69
End 1934 17 41 50 62 65
5 |Start 1935 16 40 49 61 64
End 1939 12 36 45 57 60

These cohorts can be characterized in the following terms:



Cohort 1—Benchmark group whose members were in retirement years before
earnings inequdity started risng. The SIPP, however, can not be used to track their
dynamics between age 62 and 65 since they turned 65- 69 at start of 84 panel
Cohort 2—Members of this group were late in their working lives when inequity
garted increasing (51-55 in 1975). They can, however, be followed through
retirement years usng the SIPP
Cohorts 3and 4-- Key cohorts observed in prime work life (46-50) when
inequdity started increesing. They are dso observed in full-retirement years through
their 60'sin SIPP (cohort 3 is 70-74 and cohort 4 is 65-69 in 1999)

Cohort 5—Cohort who may have been hit hardest by risng inequdities snce they
were young when inequality started increasing (36-40 in 1975) but their retirement
higtories aren’t observed since they turn 60 to 64 in 1999.

Results

Our initid objective isto determine whether recent cohorts have experienced an
increase in the dispersion of “life-time” earnings inequdity. Two factorslimit our ability to fully
answer this question. First, the MEF does not cover the full-careers of these workers since the
avallable data does not gtart until 1951. At this date personsin the oldest cohort were dready
between 32 and 36, so their early labor market experiences are not observable. Second, by
1999 the most recent cohort is too young to observe member’s earnings past 60. Thus, while
we will use the full histories when making comparisons within a cohort, for &l cross-cohort
andysswewill limit our andlyss to the accumulated earnings between 36 and 60.

Table 1 presents summary measures of the distribution of accumulated earnings for each

of our five cohorts’. The second row in the table shows the years during which the earnings of



members of each cohort were being accumulated (i.e. the years in which members of the cohort
were between 36 and 60). For example, the oldest member of the earliest cohort was 60 in
1979. Members of the most recent cohort were in this age range between 1971 and 1998.

Figure 1 plots the mean and median accumulated FICA earnings between 36 and 60 for
our five cohorts. The subgtantia impact of economic growth is dearly visible in these summary
measures. The mean accumulated earnings increases from $416,000 for the earliest cohort to
$619,000 for the most recent cohort. The median aso increases but not as fast, which dready
suggests that inequality of accumulated earnings was aso higher for more recent cohorts.

Figure 2 provides direct evidence that inequality of accumulated earnings was higher for
more recent cohorts®. The top line shows ratio of the 90™ percentile to the 10" percentile of
accumulated earnings.  Since these may be affected by extreme changes & in the tails of the
distribution we also show the ratio of the 75™ to the 25" percentiles. These series show that for
the cohort born between 1915 and 1919 the person at the 90™ percentile had accumulated
earnings that were 5.9 times the accumulated earnings of the person at the 10" percentile. For
the most recent cohort (born between 1935 and1939, who worked during the period of risng
inequdity) the ratio is 7.5 which confirms that accumulated earnings grew increasingly unequdl.
When we focus on the ratio of accumulated earnings at the 75" percentile relative to the 25™
percentile we find asimilar increase in inequdity (an increase from 1.7 to 2.4) which indicates
that therisein inequality was not confined to the extremes of the distribution.

Since more recent cohorts had higher means but greater dispersion, it is possible that
those at the bottom of the distribution may have had low earnings rdlative to persons at the top
of their cohort specific distribution, but that they had higher absolute earnings than persons at the
same percentile pointsin earlier cohorts. Thiswould occur if the greater mean offset the higher

3 Notethat if all theincreasein inequality reflected an increase in the variance of the purely transitory
component of earnings then the cross-sectional inequality would increase there would be no increase in
inequality of accumulated earnings since year to year changes in earnings would cancel out for each
individual.

4 Note these are the same changes shown in Table 1.



disperson. To explore this possbility we plot the cohort specific percentile relative to the
percentile of persons born between 1915 and 1919. For example the 10" percentile of
accumulated earnings for personsin the cohort born between 1935 and 1939, is 28 percent
higher than the 10™ percentile of accumulated earnings for the 1915-1919 cohort. Theseratios
are shown in Figure 3. Since, by definition thisratio is equa to one for the earliest cohort the
values can be read as the percentile for each cohort relaive to the same percentile for the base
cohort. The patterns are clear. The earnings at the 75™ and 90" percentile rose sharply for
each successive cohort. The 50™ percentile was substantially higher for the cohort born
between 1920 and 1925 than for the earlier cohort, but the changes in the median are small for
further cohorts.* Likewise the 10" and 25™ percentiles rose sharply between our first and
second cohorts but stagnated for further cohorts. Thisindicates that the risein the average
earnings just offset the increase in inequality. Asaresult the person at the 10 percentile of
persons born between 1935 and 1939 had accumulated earnings no higher than persons born
15 years earlier.

Since the occupations covered by FICA have changed over time some persons with
low accumulated FICA earnings may have low reported earnings because they have unreported
earnings from uncovered sectors.  Specificdly, members of the early cohorts with low
accumulated FICA earnings may been working in uncovered sectors. Whileit isimpossible to
fully correct for this changein coverage, one way of partialy deding with thisissueisto limit the
sample to persons who report FICA earningsin each quarter. While this does not deal with the
fact that occupationa coverage changes over time, it does diminate artificialy low earnings of
persons who have no FICA earnings in some quarters. The results, presented in Table 2, show
patterns that are remarkably smilar to thosein Table 1, which include quarters of zero earnings.
From this we conclude that our results are not being driven by persons who did not work in
covered sectors in some quarters.

Thus far we have shown summary measures of the digtributions of accumulated earnings

for each cohort.
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Birth Cohort

Earnings Years

Mean
Percentiles

P10/P50
P90/50
P90/P10
P75/P25
obs

P10
P25
P50
P75
P90

10
25
50
75
90

1915-19
1951-79

415,957

101,356
312,261
488,331
541,444
598,117

0.208
1.225
5.901
1.734
2,814
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Table 2

Distribution of Accumulated Earnings

1920-25
1956-1984

510,189

123,371
379,053
595,937
683,712
711,929

0.207
1.195
5.771
1.804
3,780

1.217204704
1.213897989
1.220354637
1.262756629
1.190283841

All Persons

1925-29
1961-89

560,803

127,231
383,008
648,802
777,870
815,956

0.196
1.258
6.413
2.031
4,294

1.255288291
1.226563676
1.328611126
1.436658269
1.364208006

1930-35
1966-1994

592,184

116,327
362,827
663,576
858,109
922,035

0.175
1.389
7.926
2.365
4,123

1.147707092
1.161935048
1.358865196
1.584852727
1.541562938

1935-39
1971-1998

619,187

130,231
378,100
684,985
892,000
980707

0.190
1.432
7.531
2.359
4,637

1.284886933
1.210846055
1.402706361
1.647446458
1.639657458





