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WHAT'S INSIDE INTRODUCTION

Economic mobility and inequality remain at the

forefront of public policy conversations and have
influenced presidential campaign rhetoric and debates
both in the United States and around the world.
Popular understanding casts income inequality as a
main deterrent to upward economic mobility. However,
despite some research showing that inequality and
mobility are correlated, a definitive causal relationship
has not been established in the academic literature.
Unfortunately, these terms continue to be used
interchangeably in many of our policy discussions.!

Mainstream policy debates are dominated by a focus
on income inequality, poverty management, and
band-aid solutions instead of policies that will more
permanently increase upward economic mobility and
reduce poverty across generations. With the focus
trained primarily on mechanisms to reduce income
inequality, much of the current academic research
fails to consider potentially important structural



factors affecting both economic mobility and income
inequality. Rather than interpreting the relationship
between income inequality and economic mobility
as causal, these two issues can be influenced by
differences among countries related to structural and
more fundamental variables. There are good reasons
to believe that these more fundamental variables are
as relevant in wealthier nations as they are in those
that are developing. Factors such as the rule of law,
prevalence of corruption, opportunities for innovation,
and a dynamic ecosystem for entrepreneurship are
associated with economic growth and development.
This report establishes
structural factors are associated with both inequality
and mobility.

that several of these

If these associations are causal, then that would suggest
shifting attention from reducing inequality to addressing
the structural factors in order to both reduce inequality
and increase upward economic mobility.

STRUCTURAL FACTORS AND
INTERNATIONAL COMPARISONS

In a seminal paper in the Handbook of Economic
Growth (2005), Daron Acemoglu, Simon Johnson, and
James Robinson distinguish between causes that are
fundamental and causes that are proximate to long-term
economic growth. They state:

[T]o develop more satisfactory answers to questions of
why some countries are much richer than others and
why some countries grow much faster than others, we
need to look for potential fundamental causes, which
may be underlying these proximate differences across
countries. Only by understanding these fundamental
causes we can develop a framework for making policy
recommendations that go beyond platitudes (such
as “improve your technology”) and also minimize
the risk of unintended negative consequences.?

This distinction and framework are essential to making
progress in the economic mobility and inequality
conversation. Regrettably, many current proposals
aimed at improving economic mobility focus on what
could be thought of as proximate causes and solutions.
With this mindset, policymakers typically seek to
enhance people’s income in the short run, for example
through reforming welfare programs, expanding
the earned income tax credit (EITC), increasing the
minimum wage, or mandating paid leave policies. But
while it is worthwhile to improve living standards in the
short term, policymakers should be cautious of negative
long-term effects from short-term policies.

For example, by mandating minimum wage increases
or generous paid leave policies, the labor market
becomes less flexible and it becomes more expensive for
entrepreneurs and businesses to expand employment
opportunities.? As essential as a public safety net is to
helping people get back on their feet after hard times,
it should not generate dependency or a deceptive sense
of economic security that could serve as barriers to
pathways up the income ladder.

A holistic approach is needed, one that focuses on the
causal barriers that hinder upward economic mobility
on all rungs of the income ladder. Academics and
policy scholars should take a step back and analyze the
structural or fundamental factors (and their appropriate
indicators) that could be the key to boosting upward
economic mobility. This approach should model the
one followed by Acemoglu and his coauthors in looking
for the fundamental causes of economic growth. Such
a shift will not be made easily. In this case, economic
mobility is a much more multifaceted phenomenon
and requires a multidisciplinary approach. While more
in-depth research is needed to definitively identify
structural or fundamental causes of upward economic
mobility, there are several areas that stand out as prime
candidates for potential research.



THE GREAT GATSBY CURVE AND
INTERNATIONAL COMPARISONS

One of the most widely used measurements of economic
mobility is the intergenerational elasticity (IGE). This
measure, which usually ranges from o to 1 (but can be
higher than 1 or lower than 0) can be thought of as: the
change in the income gap between adults who grew up
rich and poor. The closer an IGE is to 0, the smaller the
income gaps between adults who grew up rich and poor.
For example, for small differences in parental income,
the IGE has a straightforward interpretation. If the IGE
is 0.3, then two people whose parental income differed
by 10% will tend to have adult incomes that differ by 3%.
If the IGE is 0.45, their adult incomes will differ by 4.5%.

In his work on the relationship between economic
mobility and income inequality, Miles Corak (2016)
correlated income inequality, as measured by the
Gini coefficient (a standard measurement of income
inequality), and economic mobility, as measured by
the IGE.4 Corak found that countries with low rates
of economic mobility also tend to have higher rates of
income inequality. That relationship was presented
by Alan Krueger in a chart dubbed “The Great Gatsby
Curve.” The curve shows that there is a statistical
relationship between inequality and mobility. However,
researchers still don’t know much about the extent to
which that association reflects a causal relationship.5
Other fundamental or structural factors may affect both
variables at the same time. So, despite the possibility of a
causal relationship between the two, researchers should
consider a scenario in which both of these variables are
endogenous with respect to potentially the same set of
variables.

There are very important differences across the
countries shown in the Great Gatsby Curve. Some of the
differences in mobility and inequality are not necessarily
related to public policy, and it can be difficult to make
an international comparison due to history, culture, or
political processes. Such issues are clearly relevant and
should not be discounted. Studying these areas more
closely is an essential part of a holistic conversation
around the potential determinants of economic mobility.

Additionally, lower-income countries have structural
problems that make comparisons more difficult. But
it is precisely those structural problems in low-income

countries that might provide the most informative
explanations about barriers to economic mobility
and which have been overlooked in much of the most
recent literature. Conducting a broader analysis of the
relationship between structural factors and economic
mobility can offer important clues to understanding
why even some developed countries, such as the United
States, are struggling to increase upward economic
mobility.

Using the database of countries assembled by Corak
(2016), this analysis focuses on how both economic
mobility and income inequality are related to structural
factors like the rule of law, business friendliness,
and economic competitiveness. This analysis uses
the aforementioned IGE , which is only one of many
measures of economic mobility; a lower IGE means that
there is more economic mobility. To measure income
inequality, this analysis uses the Gini coefficient, where 1
means complete inequality, with one person receiving all
the income within a country, and o means no inequality,
with income distributed evenly among everyone in
society. I compare those indicators of economic mobility
and income inequality to various international indices of
the rule of law, prevalence of corruption, ease of doing
business, and general economic competitiveness.

RULE OF LAW, CORRUPTION, AND
ECONOMIC MOBILITY

A well-documented economic finding is that excluding
individuals from access to well-functioning political,
economic, and legal institutions is detrimental to
economic development. This point has been researched
and confirmed by many leading scholars, such as
Douglas North, Ronald Coase, Andrei Shleifer, and
Daron Acemoglu.® Those insights are no less relevant
when it comes to analyzing the issues of economic
mobility and income inequality.

The Importance of Structural Factors in Understanding Economic Mobility



Every nation has some level of income inequality, but
the reason for that inequality matters just as much as
the level, if not even more. The inequality of income
resulting from disparities in effort and hard work
are vastly more tolerated than when inequalities are
perceived to be a result of unfairness.” An international
survey of 60 countries, conducted by the Archbridge
Institute in 2017, confirms that most people in most
countries believe that it is more important to ensure that
people have a fair shot of climbing the income ladder
rather than address income inequality.® However,
inequalities due to corruption, weak institutions, and
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cronyism are detrimental for societal stability and foster
further social and economic exclusion of those at the
bottom of the income ladder.

Because rule of law and corruption are abstract
concepts, there have been few attempts to measure
them. One is the Rule of Law Index, calculated by the
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World Justice Project, which measures the rule of law
through nine broad categories (each with its own sub-
categories). These include absence of corruption, civil
justice, criminal justice, regulatory enforcement, and
many others. This analysis uses the latest available
rankings of each index.

Figures 1 and 2 show the relationship between rule
of law (as measured by the Rule of Law Index),
economic mobility, and income inequality. A lower
intergenerational income elasticity (IGE) signifies more
economic mobility. A lower Gini coefficient means less
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inequality. These figures clearly show that countries that
rank better (closer to 1) in rule of law measurements
also tend to have more economic mobility and less
inequality.

These figures clearly show that countries that rank
better (closer to 1) in rule of law measurements also tend
to have more economic mobility and less inequality.

Interestingly, the top performers in the rule of law
ranking are Denmark, Finland, Norway, and Sweden,
countries that are also—according to the academic
literature on economic mobility—the four countries that

PAK @

PER @
ARG @

BRA @ @ CHN

FRA @ CHL @
SA @
SGP o GBR @
sw1 @
0.4 0.5 0.6 0.7 0.8

Intergenerational Elasticity, Corak (2016)

PAK

K 9 ¢e®

(]
NAN ¢
0.3 0.4 0.5 0.6

Gini coefficients, World Bank (latest available data)



perform the best in terms of economic mobility and less
income inequality.

Sound institutions are clearly an important piece of this
puzzle, and prevalence of and susceptibility to corruption
are also key indicators of the health of institutions.
In the latest edition of Transparency International’s
Corruption Perceptions Index, the impact of
corruption on inequality and social exclusion is clearly
demonstrated.? Their more recent study concludes that
“corruption leads to an unequal distribution of power
in society which, in turn, translates into an unequal
distribution of wealth and opportunity.” Figures 3 and
4 show how corruption is linked to economic mobility
and income inequality. Again, a higher ranking on the
Corruption Perceptions Index (closer to 1, meaning
less corruption) is related to higher levels of economic
mobility (a low IGE) and less income inequality (a lower
Gini coefficient).

THE ENTREPRENEURIAL ECOSYSTEM

One of the most often-overlooked structural issues
in the economic mobility and inequality debate is
the strength and prevalence of entrepreneurship and
job creation, which enable more upward economic
mobility. It is undeniable that entrepreneurship leads
to more opportunities for upward economic mobility.
This is true both because, as research points out,
entrepreneurs whose businesses survive for more
than five years have higher incomes than their peers
who are wage earners, but more importantly, because
entrepreneurship spurs job creation and a wider array
of opportunities for people to climb the income ladder.*°
At the end of the day, the best way to climb the income
ladder is through a job.

Among the most damaging forms of exclusion is
being excluded from the market economy and from
networks of productivity. The pioneering work of
Peruvian economist Hernando de Soto has been
tremendously influential in uncovering the harmful
effects of excluding the poor from formal markets. His
research, which started with The Other Path and, later
on, The Mystery of Capital, led to the development

of many groundbreaking studies. That research
ultimately inspired the creation of the influential
Doing Business Index, produced by the World Bank.*
It persuasively demonstrated how barriers to business
creation and entrepreneurship lead to more informality,
corruption, and the exclusion of people from the
opportunity to improve their lives through economic
participation.

Extensive research from other authors such as Nobel
Laureate James Heckman and IDB economist Carmen
Pages has also shown how more regulation and a more
inflexible labor market lead to more inequality.*?

To assess a country’s ecosystem of entrepreneurship,
two indices are used in this analysis. The first is the
Doing Business Index ranking. Through this index, the
World Bank has assembled a vast amount of academic
literature on the impact of each variable included in the
index on poverty, economic growth, and productivity—
all essential variables in improving upward economic
mobility.®3

Figures 5 and 6 show a significant relationship between
better economic mobility and a higher ranking (closer
to 1) in the Doing Business Index.

A more detailed analysis of this relationship reveals
that countries such as Denmark, Norway, and Sweden
(the best performers in terms of economic mobility) are
also in the top 10 of this index, with Denmark being
the third best country in the world for doing business.
These countries are also leading the pack in such
sub-indicators as ease of starting a business, ease of
paying taxes, and ease of trading across borders. Other
countries that have high mobility rates also excel in
this index or in its subcategories. This is the case for
New Zealand, the top ranked economy in the index.
Similarly, Canada and Australia are top performers in
measurements of ease of starting a business, obtaining
building permits, and contract enforcement.

The second index used to analyze the ecosystem for

The Importance of Structural Factors in Understanding Economic Mobility
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entrepreneurship is the Global Competitiveness Index
(GCI) produced by the World Economic Forum. This
index seeks to capture the long-term factors and
institutions that determine economic growth. The GCI
is comprised of three principal categories (sub-indexes)
and twelve policy domains (pillars).

Figures 7 and 8 show that a higher ranking in the
Global Competitiveness Index (closer to 1) also means
more economic mobility and less income inequality.
Importantly, countries that fare better on economic
mobility also show high ranking in the subcategory of
institutions in the GCI. This category measures “the
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legal and administrative framework within which
individuals, firms, and governments interact.” According
to the study’s authors, this framework determines the
quality of the public institutions of a country and has
a strong bearing on competitiveness and growth. It
influences investment decisions and the organization
of production and plays a key role in the ways in which
societies distribute the benefits and bear the costs of
development strategies and policies.

Some of the sub-indicators in this category that are
relevant for further exploration as they relate to
economic mobility include property rights, ethics,
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corruption, protection of investors, and judicial
independence.

Both the GCI and the Doing Business Index include
many variables that can have various impacts on
economic mobility.

Taken together, these relationships strongly suggest
that a friendly ecosystem for entrepreneurship and
innovation is an important part of achieving more
upward economic mobility.

These relationships and institutions translate into higher
levels of labor force participation, lower unemployment
rates, and higher youth employment rates in the more
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economically mobile countries of Sweden, Denmark,
and Canada.“

Further specific research on the relationship between
economic mobility and many of the sub-indicators
used in these entrepreneurship-related indices
would be helpful in better understanding how they
are connected. Better yet, research examining both
causality and the impact that specific categories have
on economic mobility could help policymakers address
the fundamental factors regarding economic mobility.
Such specific research falls outside of the scope of this
analysis, but research on these topics should play a
much bigger role in the economic mobility literature.

The Importance of Structural Factors in Understanding Economic Mobility



ECONOMIC MOBILITY IN THE UNITED STATES

The United States is a compelling case because it
illustrates the potential importance of structural
factors in increasing upward economic mobility, even
for developed economies, as a nation that has been
under the spotlight for its lackluster economic mobility
in recent decades. Using a database on tax records,
the pioneering work of Raj Chetty and his team at the
Equality of Opportunity Project has shown a decline of
absolute intergenerational economic mobility in recent
decades.’ Other studies from scholars focusing on the
current state of economic mobility in the United States
show a less alarming (but nonetheless serious) picture
of stagnated economic mobility.** Even though the
situation may not be as dire as once thought, there is
still plenty of room for improvement.

In their previous research, Chetty and his coauthors find
that a lack of economic mobility was closely associated
with inequality, family structure, segregation, strength
of social networks, and quality of public schools.”
Unfortunately, other factors that bear consideration as
potentially related to better understanding economic
mobility (such as the structural factors analyzed in
previous sections) remain uncovered by Chetty et.al.

Data related to entrepreneurship in the United
States does not suggest a healthy ecosystem for
entrepreneurship. There has been a steep decline in
the rates of business dynamism in the United States, as
documented by economist John Haltiwanger and his
coauthors.'® In their own research across metropolitan
areas, Robert Litan and Iain Hathaway show similar
trends.” Furthermore, as research from the Kauffman
Foundation confirms, startup density—the number of
startup firms per 1,000 firm population—has declined
from 165 startups in 1977 to just 85 in 2016.2°

Setting aside the many possible reasons why this is
happening, this trend is clearly relevant in the economic
mobility discussion. As research from the Economic
Innovation Group (EIG) shows, “new businesses
are responsible for nearly all the net new jobs in the
U.S. economy.” According to their research, these
businesses added 2.9 million net new jobs on average
every year between 1992 and 2014, while incumbent
companies older than one year “actually shed more
workers than they hire in most years.” Job creation
generated by startups provides more new jobs by

introducing much needed dynamism to the economy.
Additionally, increased levels of new business formation
offer more and diverse opportunities for people to climb
the income ladder.

Other research from the EIG explored the link between
the economic mobility data from the Chetty et al. studies
to their own Distressed Communities Index. This index
includes several variables, two of which (change in
business establishments and change in employment) are
directly related to entrepreneurship and job creation.
Their index is fairly strongly correlated with mobility.2

Research from Haltiwanger et al. shows that the
regulatory burden on would-be entrepreneurs have
increased, including increased government regulations
and the proliferation of occupational licensing.2s
Research on occupational licensing requirements
conducted by the Institute for Justice and President
Obama’s administration confirms the case against
occupational licensing.2

Approximately one in three occupations currently
requires a license today, compared to just one in 20
during the 1950s. Using the data from Chetty and his
co-authors, our own research, conducted by Dr. Ed
Timmons and his team at St. Francis University, has
recently confirmed a significant relationship between
lower rates of economic mobility and the growth in
occupational licensing at the state level.?? Growth in
state licensing laws is associated with between a 1.7%
and 6.7% reduction in absolute economic mobility at
the county level and an increase in county level Gini
coefficients ranging from 3.9% to 15.4% in the United
States.

As it relates to the indices discussed in this analysis,
the World Bank’s Doing Business Index ranks the



United States in fifty-first place in the ease of starting
a business category, despite its seventh-place overall
ranking in the index. According to the World Bank’s
own report, the ease of starting a business category
is the second most important variable that correlates
with a country’s position in the rankings.

The World Justice Project’s Rule of Law Index ranks the
United States eighteenth in the world. The Perceptions
of Corruption Index from Transparency International
ranks the United States in the twentieth position.
Some of the broad categories where the United States
underperforms many of its developed peer nations are
in the areas of civil justice and criminal justice. One of
the worst sub-indicator rankings of the United States
is in access and affordability of civil justice—a state of
affairs which certainly stacks the deck against those at
the bottom of the income ladder.

Even though rule of law and corruption play an
important role in economic development, researchers
should further explore whether and how they directly
impact economic mobility. Broadening the scope of
what classifies as “corruption” and focusing on issues
that might be called codified or “legal” corruption
to include concepts like rent-seeking, cronyism,
and distortionary market practices will be crucial
in improving this debate. Although much academic
and policy research has yet to include these concepts
in the economic mobility discussion, the concepts
themselves are gaining prominence—not least from
a spate of recently released books that discuss these
issues from various perspectives. These books include
Richard Reeves’ Dream Hoarders, William Mellor and
Dick Carpenter’s Bottleneckers and the most recent
book by Brink Lindsay and Steven Teles, The Captured
Economy.2°

These books have focused on the policy barriers put
into place that restrict entry to markets and create
unfair competitive practices. Topics covered in these
publications include land use regulations, occupational
licensing, regulatory capture, and manipulation of laws
and regulations to unfairly redistribute income upwards
while also holding back economic growth.

Most of these practices might not be considered
outright corruption in the same sense as when a law
is broken, but they represent what William Baumol
defined as “unproductive entrepreneurship.”?” This is a

helpful reminder that the exercise of entrepreneurship
can sometimes be unproductive or even destructive,
and this depends heavily on the structure of payoffs
and incentives at play within an economy—which are
defined by the rules of the game. Baumol’s definition can
be synthesized with recent research as the “enterprising
use of the legal system for rent-seeking purposes.”2®

All of these concepts point to instances where rent-
seeking and rigging the rules of the game generates
unfair inequalities and further raises barriers to upward
economic mobility. Many of the barriers are not easily
overcome, especially by those at the bottom of the
income ladder. But such barriers can be identified and
confronted by people with access to power and wealth.
Building on this line of work in the future will be an
essential step toward uncovering the links between the
rule of law, corruption, and economic mobility.

Despite this evidence, current policy discussions on
economic mobility still focus more on increasing
minimum wages, mandating paid leave policies, or
even implementing a universal basic income. Yet, it
is unclear whether these solutions would improve
economic mobility in the United States, especially in
the long run. Many of these policies create more barriers
for entrepreneurs to work around and will likely reduce
business dynamism. It’s important to acknowledge
the relevant tradeoffs when pursuing policy solutions.
Occasionally, solutions that appear to be in the best
interest of one group of people at a certain point in time
can unintentionally hurt those same people at the very
bottom of the ladder.

CONCLUDING REMARKS

This analysis highlights the importance of key
structural factors in assessing economic mobility and
income inequality across the globe, even for developed
economies such as the United States. Although this
analysis presents some interesting correlations, it raises
more questions than answers. Future research should

The Importance of Structural Factors in Understanding Economic Mobility



also explore how each individual country’s structural
factors are affected by local and cultural circumstances.
There is a need to delve deeper into each of these broad
categories of structural factors and have a more nuanced
debate on which of these variables might be important
to explore in the context of economic mobility.

Causal mechanisms are still far from being agreed upon,
but it seems likely that these factors are affecting both
economic mobility and income inequality. This suggests
that research should focus at least as much on those
issues as on the relationship between mobility and
inequality.

Focusing on solutions to reduce inequality such as
higher taxation for redistribution (both on a corporate
and individual level), higher minimum wages, or
specific paid leave mandates ignores the tradeoff or the
unintended consequences that such policies are likely
to have on entrepreneurship, business dynamism,
and labor market flexibility. Pursuing such policies
in the name of reducing income inequality can end
up destroying the opportunity for upward economic
mobility for those at the very bottom of the income
ladder or even create more inequality.

Expanding opportunities to climb the income ladder,
particularly for those at the bottom, should be the main
focus of the inequality/mobility debate.

The Importance of Structural Factors in Understanding Economic Mobility
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