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The Role of Education and Household 

Composition for Transitory and 

Permanent Income Inequality

Evidence from PSID Data

Abstract

Transitory and permanent shocks to income have been shown to be important 
determinants of household consumption. This paper shows that there are signifi cant 
diff erences in the development of transitory and permanent inequality of household 
income between demographic groups since the 1980s. Using data from the Panel Study 
of Income Dynamics the educational attainment and the composition of a household 
are found to play a key role. While permanent inequality increases steadily for educated 
households, it is fl at over large parts of the sample period for the less educated 
households. Transitory inequality increases for all households headed by couples 
whereas it is constant for single households. Taken together, permanent shocks explain 
on average a larger part of the income variance of educated households whereas 
transitory shocks are relatively more important for the less educated. These results 
that can be explained by changes to skill demand and an increased female labor force 
participation are potentially able to explain empirical fi ndings on the transmission of 
changes in income inequality to consumption inequality.

JEL Classifi cation: D31, E24

Keywords: Income inequality; transitory and permanent inequality; income dynamics

March 2014

1 RGS Econ and RUB. – The author is grateful for helpful comments and suggestions by Francesco Figari, 
Dirk Krueger, Michael Roos as well as by the participants of the 4th Ruhr Graduate School Jamboree 2013 and 
the 6th Italian Doctoral Workshop in Applied Economics 2013. – All correspondence to: Johannes Ludwig, Chair 
of Macroeconomics, Building GC 2/159, Ruhr-University Bochum, 44780 Bochum, Germany, e-mail: johannes.
ludwig@rgs-econ.de







































0.00

0.05

0.10

0.15

0.20

0.25

0.30

0.35

0.40

1975 1980 1985 1990 1995 2000 2005 2010

Var PermVar TransVar

Var_Simul78 PermVar_Simul78 TransVar_Simul78


















