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“Stand ye calm and resolute,
Like a forest close and mute,
With folded arms and looks which are

Weapons of unvanquished war.

“And if then the tyrants dare

Let them ride among you there,

Slash, and stab, and maim, and hew,—
What they like, that let them do.

“With folded arms and steady eyes,
And little fear, and less surprise,
Look upon them as they slay

Till their rage has died away.

“Then they will return with shame

To the place from which they came,
And the blood thus shed will speak
In hot blushes on their cheek.

“Rise, like Lions after slumber

In unvanquishable number—
Shake your chains to earth like dew
Which in sleep had fallen on you—

Ye are many—they are few.”

—Percy Bysshe Shelley, The Mask of Anarchy (1832)
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Preface

In the postwar decades from the 1940s to the 1970s, the job of economists
seemed straightforward: focus on growth, expect the rest to follow, and pro-
vide policymakers with the government revenues needed to soften the
harshest effects of the market economy. Since then, devising economic policy
has become a lot more complicated. Alongside the traditional questions of
productivity and growth are now questions of how to address the increas-
ingly uneven distribution of income and wealth in all their complexity. As
Pll lay out in the pages that follow, a shift is underway in economics that
sheds light on these new concerns, one that must be echoed in how policy-
makers and the public think about the economy.

Even as economics is changing, much of the thinking on the policy side
remains trapped in an old set of ideas which don’t fit current economic
reality. While an emerging generation of economists—many of them fea-
tured in this book—are analyzing more readily available data to discern
new patterns that change our understanding of the economy, policymakers
have yet to get in sync. Too many policy ideas either ignore inequality or
assume that the incentives it creates outweigh the negatives. The repercus-
sions both for individuals and for the economy as a whole are serious. By
using empirical data and following where it leads, rather than deferring to
theory, today’s economists are questioning whether markets work as pre-
dicted. This new body of research now needs to be integrated into everyone’s

Xi
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understanding of how the economy works, including those in the eco-
nomic policymaking community.

Case in point: after serving his home state of Kansas in the US Senate
for two full terms, Sam Brownback ran for governor in 2010 on what he
called a “red state” economic platform. His agenda consisted almost en-
tirely of lowering the costs of doing business. He won. And true to his word,
his first act as governor after being inaugurated in Topeka on January 10,
2011, was to establish the Office of the Repealer. The mission of this
ominous-sounding body was to “identify laws and regulations that are out
of date, unreasonable, and burdensome” on Kansas businesses. Over 2012
and 2013, he signed into law the largest tax cuts in Kansas history. The top
state income tax rate fell from 6.45 percent to 4.90 percent, and taxes on
business profits from partnerships and limited liability corporations (which
passed through to individuals) were eliminated. When his tax cuts became
law in 2012, Gov. Brownback predicted great things: “Our new pro-growth
tax policy will be like a shot of adrenaline into the heart of the Kansas
economy.”!

The new governor of Kansas made big promises, but simultaneously ad-
mitted that putting his plan in place would be “a real live experiment.”?
The hypothesis was that the middle class would be strengthened as lower
taxes and lighter regulation encouraged the wealthy to invest more in
Kansas businesses, creating new jobs and fueling economic growth. For
those in the top 1 percent of incomes—Kansans making more than $400,000
a year—the effect of the tax cuts was to pay about $17,000 less on average.
Meanwhile, the bottom 20 percent, making less than $20,000, would ac-
tually pay an additional $242 in total taxes, mostly due to the elimination
of various tax credits. Brownback told his constituents this new tax plan
would ultimately reduce neither government revenues nor government ser-
vices because it would unleash so much economic growth. These tax cuts
would, he said, “pave the way to the creation of tens of thousands of new
jobs ... and help make our state the best place in America to start and grow
a small business.”’

Once the evidence began coming in, it was clear that Gov. Brownback’s
experiment was failing to deliver on his promises. Instead of reviving the
American Dream, he presided over a continuing trend of lackluster income
gains for Kansas’s working families alongside rising gains at the very top
of the income ladder. Menzie Chinn, a professor of public affairs and
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economics at the University of Wisconsin—-Madison, found that after the
enactment of the tax cuts, economic growth in Kansas fell well below its
pre-Brownback rate. Indeed, by the spring of 2017, job growth in Kansas
was lower than in most neighboring states—and not even half the national
average. The tax changes also did little to spur business formation. For
example, after they were enacted in 2012, the creation of new pass-through
businesses—whose profits were no longer taxed at business rates but at their
owners’ individual tax rates—exceeded its 2011 level for two years, but
then dipped lower than it had been before. To pay for these ineffective tax
cuts, Kansas made cuts to government services in education, pensions, and
infrastructure, with the state’s general fund spending per resident falling
5.5 percent from 2012 to 2016.*

This is only one of many examples of politicians claiming their policy
agendas would restore the American Dream, and not delivering on that
promise. Five years after Gov. Brownback enacted his historic tax cuts, his
own party turned on his ideas. The Republican-dominated state legislature
saw the experiment for what it was: a failure. In the summer of 2017,
opponents gathered a veto-proof majority and rolled back the tax cuts
against his will. Yet this prominent example of a failed program of deregu-
lation plus tax cuts for the wealthy did not put an end to similar experi-
ments. On the heels of the Kansas failure, President Donald Trump in
2017 signed a tax bill that expands the federal deficit by $1.9 trillion over
ten years and gives a massive, permanent tax cut to corporations, along-
side temporary tax cuts to individuals—mostly benefiting those at the top
of the income spectrum. And, like Brownback, Trump is focusing his energy
on eliminating regulations.’

Today, it is more than evident that this mistaken approach to intervening
in the economy has not delivered for the American people. Simple “supply-
side” thinking by politicians such as Gov. Brownback (and President Ronald
Reagan before him and Trump today) reflects a very flawed understanding
of how the economy works and is disconnected from the current empirical
evidence. We’ll see in the course of this book how applications of this inter-
pretation of public policy, in Brownback’s Kansas and in many other ways
across the nation, have been economic and social disasters. Indeed, supply-
side policies have created perfect conditions for income and wealth inequality
to grow and thrive, crimping economic mobility to the detriment of us all. We
must reject this pseudoscience.
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There is a consensus emerging out of the combination of lived experi-
ence and scholarly research examining what drives economic growth and
stability. This body of work shows that, when we enact policies that have
the effect of undertaxing top income earners, or allowing them to ignore
the rules, what we get is not shared prosperity but greater economic in-
equality. To believe that pure market mechanics will produce socially
beneficial outcomes is to take the theoretical logic of Adam Smith’s “in-
visible hand” too far. We need to recognize how economic power trans-
lates into political and social power, and reject old theories that treat the
economy as a system governed by natural laws separate from society’s.

The idea that the economy is embedded in society was put forth three-
quarters of a century ago by political economist Karl Polanyi. He argued
that the idea of free markets is a utopian myth, since all the freedoms that
enable markets to function are secured by a state. In 1944, he critiqued
classical economists’ faulty belief that the economy has natural laws sepa-
rate from society’s institutions and politics. As he put it, “economic society
was founded on the grim realities of Nature” and thus “was subjected to
laws which were 7ot human laws.”® With today’s rise in economic in-
equality and growing sense that the market is not delivering as promised,
his praise for the subsequent “discovery of society” is being revisited. A key
insight of Polanyi’s analysis relevant to today’s economy is that the market
cannot be stripped of power relations. The market, like politics more gener-
ally, is always contested. This stands in opposition to the idea, especially as
it is narrowly interpreted, that market dynamics obey their own laws, sepa-
rate from the workings of society more generally. New data and evidence
on how inequality affects the economy via second-order effects on politics
and society underscore Polanyi’s conclusion.”

The way forward starts by asking the critical economic question of our
time: How can we grow our economy more equitably and sustainably in
the twenty-first century? The following pages offer answers. Drawing on
interviews with top scholars steeped in the latest empirical evidence, this
book presents strategies for delivering strong, stable, and broad-based
growth. My purpose is to make sense of the emerging thinking in eco-
nomics for those who seek to understand these ideas but who are not em-
bedded in the economics community—and especially for those who seek
to take action based on the conclusions these ideas lead us toward.

This book builds on the work of my organization, the Washington
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Center for Equitable Growth. When I took up the challenge six years
ago of launching this research and policy center, I hoped we could inject
evidence-backed ideas about how inequality affects the economy into de-
bates over economic policy. At the time, income inequality in the United
States had reached levels last seen during the Roaring Twenties, yet many
policies and ideas to create more opportunities for children and their parents
were dismissed as “bad for the economy” by Washington policymakers.
Building and leading Equitable Growth was a once-in-a-lifetime opportunity
to bring important ideas and polices to the fore.

For centuries, economists and their ideas have provided the frameworks
that policymakers use in deciding what actions to take. To support explo-
ration of these ideas and ensure that new research is relevant, accessible,
and informative to the policymaking process, Equitable Growth is building
a stronger bridge between academics and policymakers. We seek to ensure
that the policymaking community sees the changes going on within eco-
nomics—and knows how to make use of these new ideas. To that end, we
promote rigorous research on the relationship between economic inequality
and economic growth through a competitive grants program that elevates
both established and new academic voices from economics as well as other
fields, by commissioning papers, and by hosting conferences and conven-
ings. Determined not to leave the policy-relevant research we support sit-
ting on the shelf, we deploy our communications and outreach capacity
strategically to educate policymakers on matters of economic competitive-
ness and mobility.

Over the past six years, our startup has grown into an organization of
nearly forty staff members dedicated to promoting strong, stable, and
broad-based growth by advancing evidence-backed ideas and policies. Our
steering committee includes Nobel laureate Bob Solow, John Bates Clark
Medal winner Emmanuel Saez, and former Federal Reserve Board chair
Janet Yellen, and our Research Advisory Board consists of more than two
dozen scholars working at the cutting edge of economics. Since making our
first academic grants in 2014, we have funded more than 180 scholars
nationwide, giving away nearly $5 million in the pursuit of knowledge
regarding whether and how inequality affects economic growth and sta-
bility. This book summarizes what I have learned from this work, and of-
fers one way to make sense of the emerging findings and what they mean
for economics and policymaking.
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My colleagues and I are guided by a hope that more of economic policy
will be grounded in evidence of how economies can be made to work for
the many, not just the few. This book knits together what has become clear
as we’ve pored over the latest research and worked with the best scholars
in the world. It attempts to tell a story that brings this body of work to-
gether. The past six years have been an incredibly exciting time to be deeply
engaged in economics—as perhaps eras of fundamental change always are.
I hope you will find the debates equally energizing.
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Introduction

All happy families are alike; each unhappy family
is unhappy in its own way.

—Leo Tolstoy

N MARCH 2009, in the darkest days of the economic crisis, the US

economy was losing nearly twenty-six thousand jobs each day. Home
prices had plummeted over the prior three years as the credit-fueled boom
of the prior decade fizzled, destroying the value of what for most families
was their most valuable asset. The burst of the housing bubble left millions
unable to pay their mortgages. As overleveraged homeowners curtailed their
spending, the effects pushed the US economy to the brink of disaster and
reverberated around the world. Long-standing Wall Street institutions at
the pinnacle of the financial market disappeared overnight—along with tril-
lions of dollars of wealth. The global economy was headed, it appeared,
into cataclysmic meltdown.

By the time the crisis reached its end, 8.7 million jobs were gone and
$12 trillion in household net worth had disappeared. Cities and states,
shocked by tax revenue shortfalls, cut back education, healthcare, and other
critical spending, laying off tens of thousands of teachers, nurses, fire and
police department workers, and other public-sector employees. The imme-
diate pain was intense. More enduring is the fact that millions of Ameri-
cans will never make up for that lost wealth and missed income. The trend
toward greater economic inequality continues its seemingly inexorable
march, and the share of the US population whose jobs, family incomes, and
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net assets put them in the middle class remains below the high of the pre-
vious century. The middle class remains mired in debt.!

One group has emerged as strong as ever. Those at the top of the in-
come and wealth ladders have not only fully recovered, but are even better
off than before. In stark contrast to the experience of the bottom 90 percent,
the wealthiest 1 percent of families almost completely regained what they
lost during the crisis by 2012. That year, their inflation-adjusted average
wealth (not including any funds hidden in overseas accounts) was $13.8
million—just 3.5 percent below the 2007 peak.?

Experts had thought this kind of economic crisis couldn’t happen in
the twenty-first century. Nobel laureate Robert E. Lucas Jr., for example,
made the case in 2003 that the “central problem of depression prevention
has been solved.”? The United States had lived through the Great De-
pression of the 1930s, and we believed we had learned the lessons of an
economic catastrophe that left “one-third of a nation ill-housed, ill-clad,
ill-nourished.”* That crisis had also begun with the bursting of an asset
bubble—stocks, in that case—that brought about mass unemployment
and the widespread destruction of wealth. Yet, as the first signs of that
crisis emerged, policymakers dithered. President Herbert Hoover thought
the depression could not be “cured by legislative action or executive pro-
nouncement” and so failed to act as the economy plunged into a down-
ward spiral.®

That the crisis of the Great Depression was eventually resolved owed
much to a set of powerful new economic ideas and a revolutionary effort
to collect data to track economic activity, implemented during the presi-
dency of Franklin D. Roosevelt. The importance of John Maynard Keynes,
who published The General Theory of Employment, Interest, and Money
in 1936, is well known. His ideas on how to spur aggregate demand con-
tinue to serve as a key plank in fiscal and monetary policymaking. What is
less well known is the work, at the same time, by a group of people deter-
mined to provide government with better informational tools to measure
and analyze economic problems. As the Great Depression unfolded, econ-
omists knew they needed a way to translate the suffering they saw all around
them into numbers that would accurately reflect the problem and, with luck,
illuminate the path forward. They embarked on an ambitious plan to
capture complex and vital economic data and, in 1947, the US govern-
ment published its first set of national income accounts. These provided
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Congress and the president with the first comprehensive snapshot of eco-
nomic activity. By the admission of Simon Kuznets, the man who did more
than any other to pull it together, the data fell short of revealing the coun-
try’s overall well-being. But it was a major advance.

From the perspective of 2019, it’s easy to underappreciate how trans-
formative it was to have data tracking the economy. For the first time in
human history, policymakers could design interventions based on a growing
body of reliable economic evidence. The systems put in place over the course
of the 1940s allow economists and policymakers to gauge unemployment
and family incomes and assess how families are faring. For example, we
can know today that everyday people’s consumption comprises about
70 percent of our economy—and that any crisis that rocks that 70 percent
threatens to take down the whole economy.

Equipped with Kuznets’s data and Keynes’s ideas, economists believed
that they had the tools to solve the problem of how to avert crises. Coming
out of the Great Depression, economists developed frameworks and
methods that were seen as effective and, for the most important purposes,
sufficient. Their work was deemed so vital that economists were given their
own agency within the Executive Office of the President of the United
States—the Council of Economic Advisers. No other social scientists were
elevated in this way. There is no Council of Anthropologists or Committee
of Sociologists. Over the course of the 1950s and 1960s, economists churned
out textbooks codifying and refining the data-informed insights that gen-
erations of students would learn and commit to memory. All seemed to be
going well.

The policymaking community coalesced around using Gross Domestic
Product as the most important metric to track economic progress. This mea-
sure of the sum total of all the goods and services produced within a nation’s
borders was an important part of the economists’ data revolution. While not
built to measure well-being—it’s an aggregate measure of income, not people’s
welfare—it quickly became policymakers’ shorthand for the state of the
nation’s economy. In December 1960, when a group of nations came to-
gether in Paris to launch the Organisation for Economic Co-operation
and Development, they named economic growth as its defining goal and
adopted GDP as a key indicator of nations’ economic development. The
prevailing economic doctrine was summed up in a 1963 speech by Presi-
dent John F. Kennedy, when he used the expression “a rising tide lifts all
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the boats.” The belief that when the economy grows everyone benefits
would inform economic policymaking for decades to come.®

The following decades validated this approach: the US economy expe-
rienced solid growth in GDP and the vast majority of Americans bene-
fited. Between 1963 and 1979, US national income grew by an average of
1.7 percent per year and most people saw their incomes rise commensu-
rately. Indeed, this growth lifted the boats of the poorest the most. These
trends led economists and the policymakers who relied on their advice to
the conclusion that a growing economy and good jobs naturally go hand
in hand. The policymaking community began to believe that its job was to
keep growth in output strong and steady. The rest would follow. “The rest”
is what economists call distribution—that is, how the benefits of economic
output are shared—and what everyone else calls living standards.

Policymakers believed there might need to be some policy interventions—
such as Social Security for the aged and disabled, and unemployment
insurance—to ensure that people not able to participate in the market weren’t
left behind. Certainly there would also be continued need for a set of legal
institutions to enforce contracts. But, once those were in place, and as long
as policymakers focused on strong, stable growth, the market would take
care of the rest—or so the thinking went. For all these reasons and more,
economics was hailed as the Queen of the Social Sciences.”

Until it wasn’t.

The economic crisis of a decade ago didn’t come out of nowhere. It had
been brewing for decades. By the time the crisis hit in 2007, it was readily
apparent that living standards were failing to improve for the majority of
people even as great wealth was being created for those at the very top.
The institutions that had supported broad-based economic gains—such as
labor unions and the government agencies charged with ensuring world-class
education, robust infrastructure, and prudent regulation of markets—had
been crumbling for many years.

This process began in the late 1970s, when the US economy experienced
a slowdown in growth and productivity. But this was only the first hint of
a far larger problem. Until the end of the 1970s, everyone’s living standards
grew in line with overall output growth. Then, things changed. Between
1980 and 2016, the bottom 90 percent of income earners—that’s nine out
of ten adults in the United States—experienced income growth that was
slower than the national average, regardless of whether we measure this

printed on 2/8/2023 5:09 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

INTRODUCTION 5

income before or after accounting for taxes and government transfers such
as supplemental nutrition assistance and other family income supports.
Since 1980, workers at the fortieth percentile of the income distribution—
which today includes many home care workers, bank tellers, and preschool
and kindergarten teachers—have seen their incomes grow by just 0.3 percent
per year, from about $26,400 to $29,800 in 2016, in inflation-adjusted
dollars.?

At the other end of the income ladder, over the same period, the richest
have seen their incomes rise sky-high. Someone in the top 0.1 percent, say
a banking executive, would have seen his post-tax income almost quadruple
since 1980—meaning that with one year’s salary, the banker can easily af-
ford to add a holiday home in the Hamptons to his collection of luxury
properties and yachts. As Gene Sperling, an economic adviser to presidents
Bill Clinton and Barack Obama, said, “the rising tide will lift some boats,
but others will run aground.”

Even as most people failed to share the gains produced, the economics pro-
fession was not yet questioning conventional wisdom or coming to terms with
how income inequality affects the economy. Up until the crisis, they—and the
policymaking community that relies on their advice—continued to believe
that, even though the economy was no longer delivering shared growth,
no fundamental rethinking of the advice given to policymakers was re-
quired. How the gains of growth were distributed was important, but not
of overriding concern. Economist and former government official Brad
DeLong once told me that, “when we entered the White House in 1992,”
the winning faction of economists believed that what was most urgent and
doable was “to stabilize America’s public finances and strike a deal with
[Federal Reserve Chairman Alan] Greenspan to keep interest rates low, so
as to enable a high-investment, high-productivity, high-wage-growth re-
covery.”'% Indeed, the research agenda throughout the 1990s and into the
early 2000s focused on why people weren’t seeing income gains—not what
that trend meant for the economy more generally. Was it technological
change? Globalization? A lack of skills? The debate occurred within the
general confines of the framework laid out decades before.

Even that framework, moreover, had narrowed in some ways. The in-
fluence of Keynes and his ideas about the vital role of the government in
the economy had waned. Ideas that rested on faith in the market—sometimes
described as neoliberal—became more influential, fueled in part by
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capitalism’s Cold War triumphs. Within this intellectual context, econo-
mists didn’t see that inequality could have larger—and quite significant—
implications. The Great Recession of 2007 to 2009 thus came as a shock to
the profession. Economists since have had to grapple with how their models
of the economy, to put it mildly, underperformed. We are now learning that
the framework within which we have been thinking about how to prevent
economic crises and generally improve living standards is broken.

Transforming Our Understanding of Economic
Growth and Inequality

This book is about a transformation underway in economics that is thor-
oughly upending the conventional wisdom about how our nation can de-
liver strong, stable, and broadly-shared economic growth. It describes
how economists across the profession are using new tools, such as pioneering
empirical techniques and making use of big data, to describe what is actu-
ally happening in our economy.

I’ve spent the past decade asking whether high and rising inequality is
not only an outcome but in fact a force preventing us from having the kind
of economy that delivers for the many, not just the few. I’ve built an
organization—the Washington Center for Equitable Growth—dedicated
to advancing research on these questions and have had the privilege to
work with and learn from researchers across the country and around the
world using innovative approaches to find answers to the many permuta-
tions of this basic question. In the pages that follow, I’ll showcase what we
can learn from the cutting-edge research exploring different kinds of eco-
nomic inequality—in income and wealth, across firms, by gender and race,
and across geographic communities and regions—and how they affect
economic growth.

A few themes emerge, some well understood and some less so. In the
pages that follow, I’ll describe the extensive and impressive new tools econ-
omists are using to improve understanding of the implications of inequality
for how our economy works. Put together, the evidence shows that inequality
doesn’t just offend our sense of justice and it isn’t merely a nuisance. When
the models and theory are so at odds with the available evidence, we need
to open our minds to the possibility that a fundamental change is in play.
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As University of California—Berkeley economist Emmanuel Saez recently
remarked, “When the theory is contradicted by the evidence, you have to
go with the evidence.”!!

In economic thinking today, change is afoot. We see a rising generation
of scholars, informed by new data and sources of empirical evidence,
coming to conclusions that upend the conventional wisdom. Real-world
observations are undermining the claim that markets left to their own de-
vices reliably deliver socially beneficial outcomes. These analyses are chal-
lenging long-held assumptions about how the economy works and the ex-
tent to which those workings can be understood in isolation from the larger
dynamics of the rest of society. All this is paving the way for a major shift.

The new framework starts from the understanding—grounded in the
evidence—of the ways that inequality obstructs, subverts, and distorts eco-
nomic growth. While Adam Smith’s famous invisible hand pushes the
economy toward broadly beneficial outcomes, economic inequality acts as
a bind, thwarting the idealized market processes as it transforms into so-
cial and political power. A rising tide can’t lift all boats when some can’t
even get launched and others, pushed off course and deprived of navigation
tools, founder on the rocks. Inequality constricts economic growth.

This framework exposes dynamics more complex than the conven-
tional economic wisdom of the past can explain. That’s the purpose of this
book. While it is tempting to embrace the simple tale that a rising tide lifts
all boats, we need a more nuanced account. We need to make sense of a
large body of evidence, much of which has focused not directly on the
question of how inequality affects economic growth but rather on how in-
equality affects mechanisms that in turn drive investment and productivity.
The reasons that economic benefits are not flowing to families may be dis-
parate, but there are many common themes—which, once fully traced, can
reveal new patterns to guide better economic thinking and policymaking.

The idea that trends in inequality bear on the workings of economies is
fast becoming the consensus view. In 2014, Thomas Piketty’s Capital in
the Twenty-First Century hit bestseller charts worldwide. A profound ex-
posé and critique of inequality, the book touched a nerve, selling more
than two million copies in more than forty languages and winning the
author what journalists called “rock star” status. Piketty is, of course, a
special case. How many economists become international celebrities? But
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Piketty is not alone in charting a new course forward for economics. In the
pages that follow, I'll show how he’s part of a paradigm shift, to use
Thomas Kuhn’s famous term, that has economists increasingly recognizing
inequality as an important feature of how our economy works, with impli-
cations that reverberate across our political institutions and processes and
throughout society more generally. Kuhn, a philosopher of science who
studied how scientific revolutions happen, argued in 1962 that in any
given era and scientific field, knowledge is accrued and ideas developed
within a prevailing paradigm—that is, a set of basic assumptions and
respected practices shared by the scholars working to advance that field.
According to Kuhn, scientific knowledge isn’t accessible as absolute truth;
it develops only through the consensus of scholars in a particular field,
whose work is occasionally upended by scientific discoveries that challenge
existing frameworks and force the paradigm to shift. Groundbreaking,
data-driven discoveries are causing just such a revolution in economics
today.!?

Emblematic of this is the work being done by one of the world’s most
important organizations dedicated to economic policy: the International
Monetary Fund. Economists there have conducted a series of research
studies showing the link between higher inequality levels and more frequent
economic downturns. They find that when growth takes place in societies
with high inequality, the economic gains are more likely to be destroyed by
the more severe recessions and depressions that follow—and the economic
pain is all too often compounded for those at the lower end of the income
spectrum. '3

Indeed, a number of scholars arguing that economists must take in-
equality more seriously have backgrounds in the economic issues facing
developing countries, where inequality has tended to be higher than in
the developed world. Prominent among them are the Massachusetts In-
stitute of Technology’s Simon Johnson and Daron Acemoglu, Columbia
University’s Joseph Stiglitz, and the University of Chicago’s Raghuram
Rajan and James Robinson. Each has explored how high inequality af-
fects macroeconomic and institutional outcomes. Their work also chal-
lenges the presumption that economic and political instability is some-
thing that nations naturally outgrow as they develop; to the contrary, it
may be par for the course in the advanced political economies of the
world.™
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One thing that is clear from the emerging evidence is that economic in-
equality reinforces differences in political and social power, and these in
turn affect market outcomes. This directly contradicts the postwar conven-
tional wisdom, based on a narrow interpretation of ideas handed down
from Adam Smith, that the workings of a market economy can be isolated
from those of surrounding political and social institutions—that is, that
economies operate by natural laws that transcend institutional settings. It
also marks a contrast with much of what economists have claimed over
the past half-century, as they’ve spent untold hours documenting how so-
cial and political institutions and practices impede the natural functions of
the market. The new evidence tells a very different story about the influ-
ence of political and social institutions. While they may have been ignored
by standard economic models, these institutions created the potential for
markets to deliver broadly shared economic growth from the 1940s through
the late 1970s—and have allowed them to create rising economic inequality
and instability since then.

I don’t want to leave the impression that there’s been nothing in eco-
nomic thinking between Adam Smith and Thomas Piketty. All along the
way, groups of scholars both within and outside of economics have at-
tempted to come up with a more realistic portrait of the economy and how
it functions. This has often entailed looking deeply at institutions. Karl
Marx sat in the British Library and pored over all the factory reports;
Thorstein Veblen did deep studies of the emerging consumer society; John
Commons wrote about social policy at the state level in Wisconsin—and
the list goes on. But, especially since the Cold War, these ideas have been
outside the center of the mainstream.

Case in point: In the early 1990s, David Card and Alan Krueger devel-
oped empirical methods that showed that when policymakers in New
Jersey raised the minimum wage, employment in fast food restaurants did
not decline relative to neighboring states. Their research was not only
groundbreaking and had real-world implications, it directly contradicted a
basic tenet of economics—that when a price rises, demand falls—bringing
to the fore profoundly unsettling theoretical questions. Card won one of
the most prestigious awards in economics—the John Bates Clark Medal—
in 1995, the same year that this research was published as a book. Yet, he
recalls pushback and hostility from the profession, grounded in the bias of
a set of theoretical ideas handed down for generations. In his words, “my
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belief was that this was purposefully to try and defend the [American Eco-
nomic Association] from criticism that we were a bunch of left-wing nuts.”!’
Indeed, when Krueger passed away in March 2019, his obituary in the
Washington Post quoted an observation by University of Chicago eco-
nomist and Nobel laureate James J. Heckman in 1999: “They don’t root
their findings in existing theory and research. That is where I really deviate
from these people. Each day you can wake up with a brand new world,
not plugged into the previous literature.”'® Decades later, Card and Krueger
are being celebrated as the leading edge of scholars whose research and
methods have fundamentally changed the profession.

Card and Krueger’s research is just the tip of the proverbial iceberg. From
across the profession, evidence continues to mount that we must change
our understanding of how the economy works. It’s becoming clear that
we need to adopt a new framework, one that starts from the premise that
unequal access to resources translates into political and social institutions
able to obstruct, subvert, and distort the processes that should produce
strong and stable improvements in economic productivity and output.
Economics must now confront the real-world economy with models that
take into account the complexities of economic inequality. There is an
urgency to this shift as many economists and other social scientists have
pointed out the limited usefulness of prevailing macroeconomic models,
and blamed their flaws and omissions for the fact that, even as a grave
economic crisis was looming in the mid-2000s, economists lacked the fore-
sight to discern it. Nobel laureate Paul Krugman, now at the City Univer-
sity of New York, summed up the problem, explaining to readers of the
New York Times Magazine that “economists, as a group, mistook beauty,

clad in impressive-looking mathematics, for truth.”!”

The Evolution of Smith’s Invisible Hand
into Natural Laws of the Economy

Scientific paradigms are grounded in the prevailing consensus about what
the evidence shows. The prevailing one—based on the idea that the economy
has natural laws—stems from ideas laid down centuries ago by Adam
Smith. Smith, living and working in Glasgow, Scotland, in the mid- to late-
eighteenth century, had a front-row seat to the Industrial Revolution. Fac-
tories were being built as wealth that had been tied up in entailed estates,
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handed down from eldest son to eldest son, was freed up and invested in
nascent industries. People were moving to towns and cities—forced, in
many cases, off land their ancestors had plowed for centuries. The old feudal
order was unraveling. Smith’s imagination was sparked especially by the
scientific discoveries and inventions that were raising living standards and
allowing vast fortunes to be built. How was this new wealth being cre-
ated? Would industrialization benefit everyone or only the rich? In An
Inquiry into the Nature and Causes of the Wealth of Nations, he laid out
the dynamics of the modern economy rising up during his lifetime as he
saw them.'®

Smith’s metaphor of the invisible hand remains influential today. At the
core of Smith’s theory is an honest assessment of people’s desire for wealth.
“An augmentation of fortune,” he wrote, “is the means by which the greater
part of men propose and wish to better their condition.”'” His innovation
was to show how individuals’ pursuits of profits yield overall social bene-
fits because their self-interest motivates production that would otherwise
not happen. Smith put it this way: “It is not from the benevolence of the
butcher, the brewer, or the baker that we expect our dinner, but from their
regard to their own interest.”?? This pithy example packs a punch. In this
one sentence, Smith made a compelling case for why, in a market economy,
economic growth and well-being for all flows from the incentives of per-
sonal gain. When people have the liberty to engage in the economy and
pursue their own financial gains as they make the most of their skills and
talents, this benefits the whole society, not just those individuals.

For their own selfish reasons, Smith’s craftsmen make, sell, and profit
from their work. As a butcher, brewer, or baker grows richer, others are
inspired to find opportunities to generate the same kinds of profits in the
marketplace. Take the brewer. Eager to make an income, he invests his cap-
ital in a brewery, hires workers, and sets a price for his beer. Whatever
profit he turns is his reward for taking on some risk and working hard. The
townsfolk gain the pleasure of drinking the beer.

Note that if there were only one brewer in town, he might be able to
charge extremely high prices and take home a lot of profits. This might
create or exacerbate inequality between the brewer and townsfolk. Eventually,
it might lead to economic and political instability. Recognizing this, Smith
specifies the other key element of a successful market economy: competition
among sellers. In the competitive market economy he describes, there is free
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entry and exit of people and capital and no single actor has power over the
others. In such an economy, other wealth-seeking people are able to see
how much money the brewer makes and can spot the opportunity to build
their own brewery (assuming they can access the capital to do so) and lure
customers away from their rival by selling their beer at a lower price. Both
brewers will profit less than the original one did before, and inequality
will be capped. In the words of one economic historian, Robert Heil-
broner: “It was Smith’s great achievement to show how the mechanism of
competition would bring about a state of economic provisioning as de-
pendable as any provided by state command, and a great deal more flex-
ible and dynamic.”?! This notion of competition is not the same as the
so-called perfect competition theory of today’s economics textbooks;
Smith made use of a more commonsense understanding of what happens
when sellers are allowed to compete for profits. This, in a nutshell, is
Smith’s invisible hand.??

It would be difficult to overstate the revolutionary nature of Smith’s
ideas. By celebrating the positive public outcomes of self-interest—constrained
by market competition—he turned the third deadly sin, greed, from vice to
virtue. This was a sharp departure from the prevailing Christian ideology
of the day. Smith argued in The Theory of Moral Sentiments that the Deity
instills in human nature certain passions, including a passion for wealth
accumulation that exceeds purely rational considerations, which invisibly
motivate people to act in ways that advance the interests of society
“without intending it, without knowing it.”?3 Eager for the products of the
butcher, brewer, and baker, we “address ourselves, not to their humanity
but to their self-love, and never talk to them of our own necessities but of
their advantages.”?* It turns out that, as the character Gordon Gekko puts
it in Oliver Stone’s 1987 film Wall Street, “Greed, for lack of a better word,
is good.”?S In Smith’s free market, the selfish pursuit of wealth is socially
beneficial.

It’s also difficult to overstate the appeal of Smith’s ideas. The bare-bones
story is beautifully simple and intellectually satisfying, connecting individual
liberty to collective progress in one complete, logical system. Smith devel-
oped a theory of how allowing markets to work freely delivers broad-based
improvements in living standards, so that economic growth and distribu-
tion go together.
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In the two centuries since the publication of The Wealth of Nations,
economists have formalized Smith’s ideas of the natural laws of the economy
into mathematical models. Starting with the actions of individuals, they de-
veloped a set of theorems showing that market forces left alone to operate
would generate outcomes that were in some sense economically optimal
and generally seen as fundamentally fair. The notion that the market had
its own rules that were both logically consistent and socially beneficial came
to be treated as scientific fact. In the late 1800s, American economist John
Bates Clark, whose name is attached to one of the highest honors in eco-
nomics today, gave the economics profession the “marginal productivity
theory of distribution.” It predicts that, in a competitive economy, individ-
uals’ wages will be proportional to their productivity. As a result, Clark
wrote in 1891, “what a social class gets is, under natural law, what it con-
tributes to the general output of industry.”?¢

In the 1950s, economists Kenneth Arrow and Gérard Debreu provided
the math to support Adam Smith’s idea that there is a general equilibrium
corresponding to an optimal allocation of resources. In an ideal world, their
equations showed, when the butchers, brewers, and bakers all produce and
sell in competitive markets, social welfare increases for them and for the
consumers they sell to. In a set of mathematical proofs now known as the
two fundamental theorems of welfare economics, they established that a
perfectly competitive market would arrive at a point where no further im-
provement could be made to any person’s outcome without leaving some
other person worse off. At that point it would reach its “Pareto efficiency,”
named after the nineteenth-century Italian economist Vilfredo Pareto, who
pioneered the study of income distribution in an economy. They also found
that, under some conditions, any Pareto-efficient allocation of economic re-
sources can be supported by a competitive equilibrium with transfers to
those who are worse off. The Pareto efficiency principle implies that the
market can deliver optimal outcomes (assuming we agree with the mathe-
matician’s definition of optimal) and that we should judge the best outcome
to be the one that achieves an overall maximum, so that no individual’s
outcome could be improved without making someone else worse off by a
greater degree. Extending this theorem to the scenario where economic
equilibrium incorporates transfers to those who are worse off, the implica-
tion is that the best way for governments to reduce economic inequality is
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to provide one-time, lump-sum transfers, after which the market can work
its magic.?’

Around the same time, economist Robert Solow at the Massachusetts
Institute of Technology and Australian economist Trevor Swan separately
published growth models showing that, for any economy, there is a path
along which growth can proceed at a stable rate with capital and labor each
benefiting proportionally. While other economists argued that the econo-
my’s path was inherently unstable and would require government interven-
tions to sustain growth and avoid crises, the Solow-Swan model showed
that the economy could, on its own, grow indefinitely with the factors of
production—both labor and capital—seeing earnings proportional to their
contributions. When the economy is in its steady state, capital accumula-
tion leads to a constant ratio of capital to output.?®

To be sure, every economics student is taught that these lessons have their
limits. The proofs behind these ideas are based on a set of stringent as-
sumptions that are understood to be an abstraction of the real world. In-
deed, students who go on to study economics in graduate school spend years
developing tools to address these limitations; much of the research in eco-
nomics today is about what happens when the assumptions are relaxed,
and whole subfields of the profession are focused on these imperfections.
Even with these caveats, however, the mid-century data aligned with the
theory that inequality did not interfere with outcomes that (ultimately) ben-
efited the nation overall. Economists seemed to have settled a core tension.
The market was ruled by a set of natural laws that were both self-regulating
and (generally) socially beneficial.

Smith revealed a kind of order in a chaotic new world. Ever since, econ-
omists have advanced the idea that there are natural laws governing the
economy that push it toward socially beneficial outcomes—and seen it as
their job to uncover those laws. His ideas became the launching pad for
generations of scholars seeking to reveal the natural laws and universal
truths driving the economy. Along the way, Smith’s understanding of the
economy was reduced to a set of simplistic ideas—stripped of nuance
and social and historical context—that he, and many classical econo-
mists, wouldn’t recognize. Economists began to see their responsibility
as explaining and protecting the market rather than the people of the
society. As these ideas infiltrated politics, policymakers likewise began to
see government not as the protector of people and society but as a source
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of impediments to the market’s natural functioning. The conventional
wisdom became that the way to realize broad prosperity gains was for poli-
cymakers to promote the productivity and growth that would lift all boats,
not to focus on the mechanisms of distribution itself in fostering economic
gains more generally.?’

The work of two economists in particular—one focused on data, one
on policy—was central to the conventional wisdom of the mid- to late-
twentieth century about how policymakers should think about inequality
and economic growth. The first was Simon Kuznets. In his 1955 presi-
dential address at the American Economic Association, he presented what
would become known as the “Kuznets Curve”—his novel hypothesis that,
as economies become more developed, inequality shrinks. Kuznets, whose
work in general was instrumental in creating data to measure economic
output, had been working with US tax return records. He used trend data
from the United States, the United Kingdom, and Germany, and compared
their income distributions in the postwar period to those of India, Ceylon
(now Sri Lanka), and Puerto Rico. The paper begins by walking readers
through the data issues that complicated the research, but ultimately posits
that economic development happens along a predictable path. As a nation
begins to industrialize and workers move from agriculture into manufac-
turing, income distribution becomes more unequal because manufacturing
output does more to enrich owners of capital. Then, as the nation advances
toward high-value-added manufacturing and services and more of the
population begins to participate in higher-productivity industries, that
trend toward greater inequality reverses. Kuznets readily admitted that
his paper was “perhaps 5 per cent empirical information and 95 per cent
speculation, some of it possibly tainted by wishful thinking.”3? But his
work did much to create optimism that the US economy would generate
growth for all as it became more productive.

The second key economist was Arthur Okun, who gave policymakers a
way to think about the economy and those left behind. Okun served in
President Lyndon B. Johnson’s administration as chair of the Council of Eco-
nomic Advisers in the mid-1960s. He addressed what he named as a funda-
mental challenge for policymakers: deciding how to improve the lot of those
at the bottom of the income ladder with the least disruption to the optimal
conditions for economic efficiency. In a short, widely-cited book published
in 1975, when he was a scholar at the Brookings Institution, Okun put it
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this way: “To the extent that the system succeeds, it generates an effi-
cient economy. But that pursuit of efficiency necessarily creates inequal-
ities. And hence society faces a tradeoff between equality and effi-
ciency.”3! When policymakers tax the rich to provide benefits for the
poor, redistributive programs have “an unsolved technological problem:
the money must be carried from the rich to the poor in a leaky bucket,”
such that the total amount of money in productive use is reduced after
redistribution.3?

For decades, Kuznets and Okun have influenced how policymakers think
about the relationship between economic growth and the well-being of
America’s middle class. Policymakers absorbed two basic lessons from the
research into how the economy works. The first had to do with economic
inequality’s role as an incentive. It was accepted that earning more is the
reward for innovation, talent, and hard work, and that greater wealth is
the reward for investing in ways that lead to greater productivity and
growth. This first lesson taught them that, while they might need to ad-
dress the circumstances of the very unfortunate, the market in general would
deliver fair enough outcomes. The second lesson was that, in so-called per-
fectly competitive markets, the share of the gains from growth distributed
to a given actor is generally commensurate with the value created by that
actor’s input to generating the growth. These two ideas point to the con-
clusion that, as long as the market economy functions as modeled, the ben-
eficial aspects of inequality will be enhanced, the negatives contained, and
the distributions (mostly) determined by economic contributions.

At the three-quarters mark of the twentieth century, the data indicated
that these ideas were valid. After that point, not so much.

A Rising Tide No Longer Lifts All—or
Even Most—Boats

By the end of the twentieth century, a fundamental shift was underway in
the practical workings of the US economy. Growth began to slow and, at
the same time, the gains from overall growth accrued to a narrower slice
of the population than they had in the preceding three decades. The results
were sharp rises in income and wealth inequality and a decline in economic
mobility. A new generation of economists has since made use of freshly
available data and more powerful computing capabilities to develop an up-
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dated understanding of how the economy works. Their research asks
whether and how rising income inequality and wealth inequality affect out-
comes such as economic mobility, and how the effects shift over time as
political and social circumstances change. Let’s go through these trends one
by one.

Rising income inequality

In the early 2000s, economists Emmanuel Saez at the University of
California—Berkeley and Thomas Piketty at the Paris School of Economics,
along with many coauthors, began to document income trends. They fo-
cused on earners at the very top of the distribution, building on work Pik-
etty had done using French tax data. Their first joint academic publication
was the now-famous 2003 article in the Quarterly Journal of Economics
where they looked at US income tax data and showed that incomes were
rising for the top 1 percent of earners but not for the rest—a finding that
Piketty described as the “vertiginous growth of income of the top 1 percent
since the 1970s and 1980s.”33

While the use of income tax records to track trends in economic
inequality was not unprecedented—Kuznets relied on them, too, when he
laid out his famous curve showing declines in inequality as economies
developed—Piketty, Saez, and their coauthors were the first in many de-
cades to use this data source. In the decades between, economists studying
incomes had turned instead to survey data, which had become more ac-
curate and easier to access. The advent of personal computers, in partic-
ular, allowed researchers to crunch data conveniently in their offices that
in the past would have required a special computing center. Surveys also
offer the advantages of covering members of a population who don’t file
taxes, and being able to capture demographic characteristics and income
sources not included in the tax data. Yet, these new, more in-depth surveys
also have their downsides. They don’t cover the years prior to World War
IT and, to preserve confidentiality of those with very high incomes, they are
“top-coded” (all incomes higher than a certain threshold are overwritten
with the income cap), making it impossible to track the incomes of very
rich households. Using public-use files and aggregate tabulations of the tax
data allowed Piketty and Saez to trace incomes back to 1913 and examine
the trends for the very rich.3*
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Since this groundbreaking study, they, along with Gabriel Zucman at the
University of California-Berkeley, have matched the income tax return data
to national income accounts data to devise a way to consistently measure
how growth in national income is distributed in the United States. They
find that, ironically, the publication of Okun’s agenda-setting book coin-
cided with both the delivery of the fullest promise of the American Dream
in the US economy and the nadir of overall income inequality. Writing in
1975, Okun correctly noted that “the relative distribution of family income
has changed very little in the past generation.”3* (See Figure I.1a.) Since the
1980s, however, overall growth has been slower—keeping an annual pace
of 1.3 percent versus 1.7 percent in the decades before—and those at the
top of the income ladder have experienced far greater gains than those in
the bottom 90 percent. Between 1980 and 2016, those in the top 1 percent
saw their incomes after taxes and transfers rise by more than 180 percent,
and those in the top 0.001 percent saw their incomes grow by more than
600 percent, while those in the bottom half saw only a 25 percent rise. To
be very clear, they show that it truly is only those at the very top that have
seen disproportionate gains.*¢ (See Figure 1.1b.)

The unequal distribution of income exhibits inequalities by gender and
race, as well. Those who occupy the highest rungs on the income ladder
are much more likely to be male and white, which means that women and
people of color are less likely to wield the economic and political power
that higher incomes confer. Piketty, Saez, and Zucman show that women,
even though they make up nearly half the labor force, comprise just
under a third of the top 10 percent of income earners. It gets more unequal
the further up you go. Only about 16 percent of the top 1 percent are
women, and only about 11 percent of the top 0.1 percent are women. Dis-
parities by race are also large. The US Census Bureau reports that about
30 percent of white households earn $100,000 or more—about double the
16 percent of black households. Meanwhile, about 20 percent of black
households make less than $15,000, compared to about 10 percent of
white households.3”

In the latter decades of the twentieth century, economists who were
seeing higher inequality in earnings and incomes sought to incorporate these
trends into existing understandings of how the economy works—the natural
laws laid out in the decades before. Three explanations were proposed by
scholars. The first claimed there was skill-biased technical change; its pro-
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Figure I.1 a. Average growth is used to represent most Americans’ experience
Average annual income growth for earners in each percentile of the US population,
1963-1979.

b. Only the top 10 percent have seen above-average income growth Average annual
income growth for earners in each percentile of the US population, 1980-2016.

Source: Author’s analysis of Thomas Piketty, Emmanuel Saez, and Gabriel Zucman, “Distributional National
Accounts: Methods and Estimates for the United States,” Quarterly Journal of Economics 133, no. 2
(May 2018): Appendix tables II: distributional series, available at http://gabriel-zucman.eu/usdina/.
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ponents argued that a higher demand for highly skilled workers raised their
wages relative to less skilled workers. The second claimed that globaliza-
tion had put less-skilled workers into competition with labor forces all over
the world, lowering their wages. While these two explanations focused on
why there were rising incomes for those with college degrees relative to
other workers, a third theory pointed to the rapidly escalating incomes of
“superstars”—those highly successful senior executives at the top of public
corporations, big private companies, and private equity and venture cap-
ital firms who, like rock stars and sports phenoms, found they could turn
incremental performance advantages into exponential compensation gains
relative to their peers.3$

None of these explanations for rising income inequality, however, could
account for what Piketty, Saez, and their coauthors were documenting in
the United States and around the world. By the early 2000s, rising income
inequality—especially at the very top—had become so striking that attempts
to cast it as consistent with natural laws of the economy that would even-
tually benefit society more generally rang hollow. Further, while each of
these three productivity-related explanations should apply to all countries
at a similar level of economic development, the extent of the rise of incomes
at the top was unique to the United States. This raised another question
for economists: Why were trends in the United States so much starker than
in other countries?

Rising wealth inequality

Income is the flow of money, while wealth is the stock of accumulating
assets—money, but also property, stocks, bonds, and other kinds of capital.
The distribution of wealth across US households follows the same U-shaped
curve as income—but it is even more severely unequal. Recent research by
Saez and Zucman documents that in the 1920s, the share of wealth owned
by the top 1 percent of households by wealth reached 51 percent. As with
the share of income owned by the top 1 percent, this fell during the middle
of the twentieth century, hitting a low of 23 percent in 1978. Since then,
however, wealth gains at the top have grown even faster than income; those
in the top 1 percent now control 42 percent of all wealth in the US economy,
and the top 0.1 percent control more than 22 percent—three times as
much as the late 1970s. To put this into raw numbers, there are 160,000
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Figure 1.2 Wealth is increasingly concentrated at the top
Shares of total wealth in the United States, 1913-2012

Source: Emmanuel Saez, and Gabriel Zucman. “Wealth Inequality in the United States since 1913: Evi-
dence from Capitalized Income Tax Data.” Quarterly Journal of Economics 131, no. 2 (May 2016): 519-
78. DOI: 10.1093/qje/qjw004.

families in the United States who held more than $20 million in 2012,
the most recent year available, and their average wealth was $72 million.
This group’s share of wealth was equal to that of the bottom 90 percent of
Americans.?® (See Figure 1.2.)

What’s more, this massive wealth gap is almost certainly much larger
than the data shows. Economists don’t have access to wealth data compa-
rable to what’s available on incomes because the United States does not tax
net worth. Instead they have to rely on self-reported survey data. And even
if tax-return data were available on wealth, there would still be a problem:
much of the wealth of those at the very top is hidden and difficult to track.
Zucman has extensively researched the use of tax havens by corporations
and the ultra-rich to shield their profits and wealth from taxation. He esti-
mates that $8.7 trillion in wealth, or 11.5 percent of world gross domestic
product, is held in offshore accounts. Of the total value of offshore wealth,
he estimates that 80 percent is owned by the top one-tenth of a percent.*

The gaps by gender and race are even larger in terms of wealth than they
are in income. Columbia University economists Lena Edlund and Wojciech
Kopczuk find that, from the late 1960s to 2000, the share of women in the
top 0.1 percent and top 0.01 percent of wealth-holders in the United States
has decreased from around half to approximately one-third, in no small
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part because of the declining role of inherited wealth. Duke University’s
William Darity and Ohio State University’s Darrick Hamilton find that,
among those in the top 1 percent of the nation’s wealth distribution, white
families make up more than 96 percent, while black families make up less
than 2 percent. To get a granular picture of the racial wealth gap, Darity
and Hamilton have conducted surveys in a number of cities across the
United States, finding large racial and ethnic disparities in wealth even
after accounting for the groups’ varying average ages, education levels,
and marital status. In Los Angeles, they find that black and Mexican
households collectively hold 1 percent of what white households do. In
Boston, they looked at the wealth of households making up the twenty-
fifth percentile of various groups. For Puerto Ricans, that wealth level
was zero. For Dominicans, it was negative $20,000. Only among whites
do Boston households in the twenty-fifth percentile have positive net
worth.#!

Less economic mobility

This brings us to the next major trend: the decline in absolute upward mo-
bility in the United States. Harvard University economist Raj Chetty and
his coauthors David Grusky, Maximilian Hell, Nathaniel Hendren, Robert
Manduca, and Jimmy Narang looked across generations and found that
when people born in 1940 were in their prime work-age years, more than
nine out of ten—92 percent—had incomes higher than their parents at the
same age. But when those born in 1980—the Reagan-era children—hit their
thirties, only half of them had incomes higher than their parents at the same
age. Those born in the middle of the income spectrum in 1980 have expe-
rienced the largest decline in the share of children out-earning their par-
ents. That’s a remarkable decline in Americans’ upward mobility in a very
short time frame.*> (See Figure 1.3.)

This team of scholars goes on to show that had income inequality not
increased, this would have closed 71 percent of the decline in absolute mo-
bility; had growth not slowed, the gap would have closed by 29 percent.
The upshot: the idea that inequality is contained according to the natural
laws of the economy isn’t consistent with what’s happening in the US
economy. There is economic growth, but this is not leading to upward mo-
bility; most of the gains are being reaped by those at the very top of the
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Figure 1.3 Recent generations are less likely to earn more than their parents
Percent of US children in each cohort with incomes that are greater than their
parents

Source: Raj Chetty, David Grusky, Maximilian Hell, Nathaniel Hendren, Robert Manduca, Jimmy Na-
rang, “The Fading American Dream: Trends in Absolute Income Mobility Since 1940 Science 356 (6336):
398-406,2017.

income ladder. Raj Chetty put it this way in a 2018 talk at the Brookings
Institution:

Two-thirds of what’s going on is that the way in which GDP growth has
been distributed is very different today than it was in the past. In the past,
we had much more equal growth across the income distribution. Today . . .
much of the growth goes to people at the very top of the income distri-
bution. As a result, fewer kids across the income distribution—in the

middle class and at the bottom—end up doing better than their parents
did.*

In short, for people to be able to move up (and down) the income ladder,
the gap between the incomes of those at the top and bottom must narrow.**

These groundbreaking, data-rich analyses are causing many to question
long-standing ideas in economic theory. Recall that this is how Thomas
Kuhn said that scientific fields advance: major shifts occur when researchers
bring forth new evidence that doesn’t comport with the theories at hand.
Thomas Piketty, in Capital in the Twenty-First Century and much of the
other work he’s done with coauthors over the past two decades, observes
that income inequality is an economic trend in and of itself—and one that
appears to be increasing without constraint, to the detriment of both
economy and society. He argues that, as long as the rate of growth is below
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the rate of return to capital, inequality will rise unconstrained by market
forces, providing a new framework for understanding the implications of
high inequality.**

Key to this new understanding of economics is seeing how trends in in-
come, wealth, and mobility interact. Income and wealth reinforce each
other: from the one side, higher incomes can be saved into stocks of wealth;
from the other, having substantial wealth makes it possible to invest in ways
that yield higher incomes, and lacking wealth cuts children off from many
advantages that could boost their future earning power and upward mo-
bility. Piketty focuses on this interplay, describing how high incomes are
saved and solidify into stocks of wealth, which then continue to reproduce
themselves. This happens both because higher rates of return can typically
be achieved from investments requiring greater capital outlays and because
highly concentrated capital translates into high inheritances. Chetty and
his colleagues focus our attention on how inequality limits opportunity
for those not already at the top. Getting ahead in life often requires some
investment of capital—whether an entrepreneur is starting up a new busi-
ness, a student aims for a college degree, or a family must weather a medical
emergency—yet increasingly, people of average means find such goals out
of reach.

The Path to Equitable Growth

Understanding how economic inequality affects economic growth and sta-
bility is now an urgent research objective. Smith’s pared-down account of
the butcher, brewer, and baker doesn’t capture how private, self-interested
pursuits add up to—or undermine—broad-based improvements in living
standards in today’s economy. Today’s coders, chefs, and caregivers have
to find their way in an economy marked by high and growing economic
inequality—and today’s economists are increasingly seeing the need for a
shift in their thinking about what inequality means. As Nobel laureate
Robert Solow said in 2013, “I really do think that this question of equi-
table growth is certainly one of the, if not the central economic issue of
our time.”*¢

Changes in the real world are leading economists to work through what
new data and evidence mean. As philosopher of science Ian Hackling put
it in the foreword to the fiftieth anniversary edition of Kuhn’s book, “All is
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well until the methods legitimated by the paradigm cannot cope with a
cluster of anomalies; crisis results and persists until a new achievement re-
directs research and serves as a new paradigm. That is a paradigm shift.”+’
This appears to be happening in economic thinking right now—and needs
to happen in policymaking circles, too.

The foundations of our theories as to how economies deliver income and
wealth gains were laid during an era of economic transformation when new
technologies were profoundly changing what was produced and how. Smith
observed and wrote as the old order was disintegrating around him. The
feudal system was fading as upstart industrialists were creating massive
wealth, disrupting the established elite. Yet his expectations of the ascen-
dant economic system may have been too tempered. It was still a far-fetched
idea that the nouveau riche of his era would come to be as entrenched as
the feudal aristocracy that had been in place for centuries.

We, too, are living in an era of rapid technological, economic, and so-
cial change. In factories across the country—and the world—robots are re-
placing humans. As automation progressed over the twentieth century,
fewer workers were needed in manufacturing and more in services. In the
1970s, roughly every fourth worker in the United States was employed in
manufacturing, compared to only about one in twelve in 2018. Now, while
job growth is fastest in services, these jobs are also being rapidly automated—
in fast-food restaurants, warehousing, tax preparation, even legal ser-
vices. We’ll soon have driverless trucks dotting the highways and byways
and flying drones delivering goods that may never touch a human hand—
already, there’s a robot delivering takeout dinners to folks in my neighbor-
hood. Over the past two decades, the caring professions have been expanding
rapidly, creating jobs for home health aides, childcare workers, pre-K teachers,
and nursing assistants—in part because these jobs are difficult to turn over to
robots. But this is little consolation for workers in many other sectors of the
US economy.*

As the Industrial Revolution did, today’s economic transformation is cre-
ating great wealth and a new cohort of economic elites, while consigning
many others to slow or no economic gains. Many of today’s newly minted
billionaires made their money in technology-related endeavors. Looking at
the top ten in the 2017 Forbes 400, five made their money by advancing
new technology in innovative ways. Bill Gates (#1) made billions inventing
the personal computer operating system at Microsoft. Jeff Bezos (#2)
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created the e-commerce giant Amazon.com. Mark Zuckerberg (#4) cre-
ated Facebook. Larry Ellison (#5) founded commercial software giant
Oracle, and Larry Page (#9) and Sergey Brin (#10) launched the Google
search engine now housed within Alphabet. While these men have acquired
phenomenal wealth, America’s middle class struggles to keep up with the
cost of living.*

We need to revisit old ideas with a fresh perspective, grounded in what
we’re learning from the latest empirical research. The place to start is to
redefine the goal and measure what matters. What does a successful economy
look like? How can we measure economic progress that benefits everyday
families? We can see in the data that the one-metric approach, focusing solely
on GDP growth, is insufficient. We must stop using aggregate economic
growth as our single most important metric. Instead, we must disaggregate
growth, always being mindful of who gains and who loses when output rises.

Then, we must focus on breaking inequality’s grip on our economy. We
can start with the most straightforward work of removing the obstructions
it creates. For too many, economic fates are determined by who their par-
ents are and in what neighborhood they live; high inequality and the ability
of those at the top to hoard opportunity leaves them with no path upward.
As a result, too many people and their families are blocked from fully con-
tributing to the economy and our society. At the top of our priority list
should be policies to ensure all boats are launched with the proper tools,
for example, ensuring universal access to high-quality childcare and pre-
school, funding public schools better, and prioritizing infrastructure in-
vestments that improve public health.

Yet, we will not be able to clear the obstructions unless we also fight the
subversions that come with inequality. A true resolve to limit the ability of
those with economic power to subvert fair processes and manipulate eco-
nomic growth in their favor would translate to a long list of policy recom-
mendations, from reining in monopoly power to raising government reve-
nues and boosting the collective bargaining power of workers. Without
addressing the social and political ramifications of economic inequity, we
cannot deliver strong, stable, and broadly-shared improvements in living
standards. We must recognize that no entity other than government has the
ability to act on behalf of the public interest and create a bulwark against
the economically powerful.*°
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Meanwhile, as we counter inequality’s obstructions and subversions, we
must also fight the distortions it causes to macroeconomic processes that
would otherwise yield positive social outcomes. Here, too, economists have
many ideas for using the power of our democratic government institutions
to make sure that economic incentives push the economy toward the most
socially useful purposes. Examples include policies to provide jobs with
good pay and working conditions for all who need them, and to discourage
certain uses of capital such as investments in financial products that don’t
fund productive activity, or in credit products that contribute to instability.

To conquer today’s high inequality, we must enact policy changes that
do much more than tinker around the edges. We may need to revisit fun-
damental constitutional questions—as the rounds of reforms during the
Progressive and New Deal eras did in the twentieth century. As economists
increasingly engage with political scientists and constitutional law scholars,
it’s very likely that the years to come will see more constitutional battles
over economic issues, particularly as they relate to inequality. More than a
Council of Economic Advisers, our nation’s leaders will find themselves in
need of a Council of Political Economy Advisers.

How inequality affects economic growth and stability is a big, far-reaching
question, and there are hundreds—probably thousands—of research studies
addressing multitudes of issues relevant to it. It would be impossible for
me to summarize them all. Instead, the subsequent chapters focus on just a
handful of economists whose research is emblematic of the cutting-edge
scholarship on inequality and the new paradigm. Each chapter begins by
introducing someone’s central ideas and explains why their work is both
groundbreaking and shifts our understanding of how to promote eco-
nomic growth that is strong, stable, and broadly shared. It then explores
the wider ramifications of their research and ideas for how to repair the
damage caused by high and rising economic inequality.

Before we begin, two caveats. First, this book’s focus is on evidence from
the United States and from research conducted after the turn of the century.
Think of it as a case study. Examining how high inequality affects the func-
tioning of our economy in various respects will reveal where empirical reality
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bumps up most against conventional wisdom, and suggest where eco-
nomic policy interventions could be most fruitful in general. Second, this
book does not address the potential impacts of climate change, even though
that existential planetary crisis is the context in which all of the twenty-
first century’s social and economic policies will be formulated. It is my con-
viction, however, that just as the problems of inequality and climate change
intersect, there are solutions that can address both realms. Reducing eco-
nomic inequality and improving our environmental stewardship are not
competing priorities, but can—and must—go hand in hand.
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Who are the twenty-first century equivalents of Adam Smith’s butcher, brewer,
and baker? Can we test the relevance of his invisible hand in an economy now
populated by coders, chefs, and caregivers? Embedded in this question is an-
other one, of whether all of us get to pursue careers that suit our particular skills
and talents. | enjoy spending days working with spreadsheets, so economics is
a good match for me. But I'm not very good at growing things in my garden, so
if the only path available to me had been the life of a farmer, I'm not sure | would
be thriving.

Workers finding their right fit is the foundation for economic growth not only
because it allows them to do what they like but also because it allows the
economy to gain most from their efforts. One of the great things about a market
economy is the greater access it affords to opportunity. Whereas feudalism—
like most other ways of organizing an economy—features strictly defined classes
of people playing assigned roles, our economy invites people to try their hands
at whatever roles they choose. This creates enormous incentives for people to
find realms of work where they can be most successful, to commit to improving
their skills, and to work hard. But success also hinges on the rewards one
can gain through merit and hard work; the system crumbles when people are
obstructed from pursuing or earning those rewards.

Today, income inequality—Ilike inequality rooted in racial, gender, or geograph-
ical discrimination—translates to unequal access to skill acquisition and to the
rewards that talent and hard work should earn. Standard economic theory tells
us that market competition will drive out any firms—and people—who favor one

29
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group over another for reasons other than productivity. No economically irrational
obstruction can be sustained. On this principle, companies harboring men who
sexually harass the women they work with, or refusing to hire black people,
should be less successful than those hiring and rewarding employees based on
their merits. Markets can and will deliver the most optimal outcomes if we just
let them work. Allow professionals to compete, and the most talented and hard-
working among them wiill be rewarded.

Yet the logic of this theory fails to map to a real world in which economic in-
equality creates all kinds of obstructions in the marketplace and across the
broader economy. Imagine a woman who has an idea for a game-changing tech-
nology. Will she have the opportunity to realize that dream, or will she face dis-
crimination? Is someone bound to recognize her talent, skills, and passion and
hire her? What are her chances of accessing capital to launch a startup company?
How will her ingenuity be rewarded in the market? Sadly, it increasingly depends
on where she and her family started out on the wealth and income ladder.

There is growing evidence that economic inequality hinders productivity and
growth by blocking the flows of people, ideas, and new capital. The research
paints a picture of those at the top of the economic ladder hoarding the best
economic opportunities, ensuring that their good luck solidifies into ongoing
privilege by putting up barriers to upward mobility for others. Economists and
policymakers—and increasingly, everyday consumers—are learning that, as Adam
Smith's invisible hand attempts to push the economy to “advance the interest
of the society,” high inequality powerfully blocks it.

The next two chapters describe this body of research. Chapter 1 starts at the
beginning, with the work of economist Janet Currie at Princeton University. It
focuses on how children’s economic circumstances when they are very young—
even still in the womb—~have lasting implications for them, their families, and
the economy. Children’s development is affected by the health and nutrition of
their parents, the levels of stress they face, and the access they have to re-
sources. Thanks to work by Currie and many others, we now see the links be-
tween factors such as children’s varying birth weights and their different levels
of school performance, job-holding, and earnings as adults relative to others with
similar skill sets. We have a better understanding of the dynamics—which play
out in complex ways across race, gender, and geography—that bar people from
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gaining the skills they need to realize their full economic potential and block new
ideas from being brought to market. We have greater awareness of how in-
equality drags down national productivity by making our workforce less capable
than it could be, and our economy less innovative.

Further evidence shows that, even when children have access to skills, in-
equality obstructs their contributing to the economy to the best of their abilities,
and the obstructions hinder productivity and growth. Chapter 2 highlights re-
search led by Raj Chetty into a surprising area where people’s talents don't
prove more important than their parents’ income. Starting with a database of
decades of patent applications, Chetty and his colleagues added data from the
applicants’ childhoods: their parents’ incomes and grade-school test scores.
The correlations point to a disturbing conclusion: the richer the family, the more
likely the child will be to gain a patent. More broadly, Chetty comments that,
"kids from lower-income backgrounds are no longer experiencing the same
prospects of moving up in the income distribution and getting those pay raises
that people at the bottom were getting in the past.”" If a child who shows aptitude
early on cannot make it up the ladder, then there's something broken in the way
our markets work. Inequality has blocked the process.

Americans are routinely taught that opportunity follows merit—that, with a
little talent and a lot of hard work, anyone can learn how to make delicious fried
chicken and waffles and launch a restaurant chain, or create the next great app
downloaded by millions. Yet research shows that your chances of being able to
put your talent and skills to best use are affected by who you are and how wealthy
your parents are. Economists can easily show that opening up professions to a
diverse array of workers improves innovation and productivity, and therefore
growth. Yet this truth doesn’t translate into markets where rewards necessarily
reflect merit. This disconnect is a direct result of the obstructions caused by in-
equality, and it threatens economic growth and stability.
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N 2012 AND 2013, when Kansas Governor Sam Brownback enacted a key

part of what he called his “red state” economic platform—the largest tax
cuts in state history—he said the move would create unprecedented pros-
perity and state government surpluses. Instead, massive budget shortfalls
led school districts across Kansas to cut programming and, in some cases,
shorten the length of the school year. In a December 2017 op-ed, Dayna
Miller, president of the Kansas Association of School Boards, laid out the
numbers: “Since 2009, total funding per pupil has fallen more than $700
million behind inflation through 2017. Between 2010 and 2017, average
teacher salaries when adjusted for inflation decreased nearly 8 percent. Kan-
sans are investing a lower percentage of personal income in K-12 educa-
tion than they have for more than twenty-five years.” The cutbacks were
larger in low-income neighborhoods.!

About eight hundred miles to the northeast, a community hit by a budget
crisis of another kind was dealing with its own dire consequences. In Feb-
ruary 20135, the Environmental Protection Agency reported that the water
in Flint, Michigan, had toxic levels of lead. Flint had fallen far from its
heyday in 1978, when eighty thousand people were employed building cars
there, mostly for General Motors. Over the ensuing decades, the auto com-
pany cut its workforce to eight thousand, and Flint’s population fell dra-
matically. The predominantly black population saw their incomes fall far
below the national average. By 2011, the city had a $25 million budget

33
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deficit and the state had taken control of Flint’s finances. In a cost-cutting
move in April 2014, the state-appointed mayor ended Flint’s fifty-year his-
tory of contracting with Detroit for its water supply. While a new pipeline
to Lake Huron was being constructed, the city pumped in water from the
Flint River. Almost immediately, citizens reported that the water smelled
foul. Tests showed it had high levels of fecal matter and E-coli bacteria. It
would take nearly a year for the state to tell people that the water was poi-
soning them and their families with lead.?

Flint and Kansas are particularly vivid examples of how economic in-
equality obstructs opportunity. In Flint, parents know this disaster will affect
their children’s futures. There is no safe level of lead exposure, and its effects
are particularly pernicious for young children; ingestion leads to develop-
mental problems, affecting the brain and nervous system. Flint’s parents also
know they had no way of avoiding this toxic exposure without help. No
smell or color indicates when water contains lead, so there’s no way to detect
contamination without testing. Flint’s people know that their community
lacked the political power that could have prevented this tragedy.>

In both places, state leaders had decided to cut back on public expendi-
tures in favor of tax cuts and, in both cases, the outcomes were worse for
low-income and communities of color. Governor Rick Snyder of Michigan,
like Brownback, argued that economic growth would follow if those with
money were not overly burdened by taxes and regulations. Also like Brown-
back, he chose cutting tax rates over ensuring access for the people in his
state to resources they needed to be, and become, the kinds of workers who
could drive future improvements in economic productivity. Investing in
children—through educational funding or through ensuring a safe water
supply—isn’t only a family concern. These investments have effects on the
US economy’s future productivity and growth because they affect human
development. The two Republican governors were fixated on creating finan-
cial incentives to boost investment in businesses. Meanwhile, many econo-
mists were arguing that the best investments a nation could make to promote
economic growth were early childhood interventions to protect health and
ensure access to high-quality education through post-secondary school.*

Janet Currie, an economist at Princeton University, is among the most-
cited economists in the world. Her research has reshaped how we think
about human capital—that is, people’s economically-relevant skills and
training—and she is highly respected for her groundbreaking empirical in-
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vestigations into how policy affects low-income children. And Currie
hasn’t just been a researcher. She’s been a leader. In 20135, she was awarded
the Carolyn Shaw Bell award for her mentorship of the next generation of
women economists.’

Currie was trained as a labor economist and began her career focusing
on unions and collective bargaining, but she became increasingly interested
in understanding what goes into human capital. Up until she earned her
degree and took her first appointment at the University of California-Los
Angeles, she told me, “people had thought about human capital in kind of
a limited way, captured by things like: How many years of education did
you have? Did you go to high school? Did you go to college?” Through
those years, economists focused a lot on formal schooling and workplace
training, fitting these indicators into what economists call the “Mincer earn-
ings equation”—after Columbia University economist Jacob Mincer, who
first developed this empirical technique in the 1950s and 1960s. It’s a work-
horse equation that remains among the most used in all of economics.®

Over recent decades, in no small part due to Currie’s scholarship, econo-
mists have focused on compiling data and analyses that trace the implications
of early-life experiences for adult economic outcomes—factors established
long before the educational attainment and experience that informs the
Mincer equations. The most important papers on these implications have
been written since the late 1990s and mark a sharp break with the past in
terms of how economists think about the role economic inequality plays in
what kinds of skills people have. A highly influential 1999 study that Currie
wrote with Rosemary Hyson at the US Bureau of Labor Statistics marked a
key moment. It found that children’s health at birth correlates with health
issues far into adulthood. They tracked seventeen thousand children born in
the United Kingdom during one week in 1958 and compiled data on them
through adulthood. They found that children born healthier were more
likely to pass their high school exams—their English and Math Ordinary
Levels—and more likely to have a job by age thirty-three.”

This study stands out because Currie and Hyson were among the first
economists to show that what happens in a mother’s womb interacts with
other forms of economic inequality to have long-lasting economic effects.
They used cutting-edge data and empirical techniques to account for all
kinds of differences known by economists to affect employment outcomes—
such as a child’s family circumstances, family income, and race—and
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demonstrated causality from low birth weight to adult employment experi-
ences. Causality is notoriously difficult to prove, but Currie and Hyson
succeeded in showing it.

This research is emblematic of the rigorous work now being done in
many quarters to explain varying employment and earnings outcomes that
is both changing economics and the discipline’s policy recommendations.
It’s long been accepted within economics and policymaking circles that
providing universal access to primary, secondary, and even higher educa-
tion is important to keeping our nation’s workforce among the most pro-
ductive in the world. Harvard University’s Claudia Goldin and Lawrence
Katz summarize findings to date about how education spurs innovation
and higher productivity in The Race Between Education and Technology.
Strong evidence also suggests that the United States’ early investment in
widespread education was the key factor propelling the US economy
throughout the twentieth century. Currie and her colleagues find that we
need to look further back in people’s lives than previously understood. If
we can determine that inequality blocks opportunity very early—and admit
that there’s nothing an infant or toddler can do to overcome it—then we
have our proof that society must step up its support for them.?

To be sure, the purpose of child-rearing is not solely to produce the best
future workers. Yet, if we care about the future of our economy, we as citi-
zens need to close the large and growing gaps in resources available to
young children and their parents, and remove the obstructions created by
socioeconomic inequality. This is especially imperative because skill gaps
found among even the youngest children can persist across lifetimes. Invest-
ments in young children pay off in higher productivity and growth for de-
cades to come.

The Opportunity of a Lifetime

One of Currie’s contributions is a series of comprehensive reviews of the
growing literature about long-term effects of early childhood experiences,
laying out what’s known and where questions remain. In 2011, she and Co-
lumbia University economist Douglas Almond published a 171-page sum-
mary of the available research on early childhood learning and how it affects
adult outcomes. Summing it up, they conclude that “child and family charac-
teristics measured at school entry do as much to explain future outcomes as
factors that labor economists have more traditionally focused on, such as
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years of education.” This literature review highlights how the “credibility
revolution” in economics has changed the profession’s conclusions. Despite
its newness, Currie and Almond argue that the evidence on the importance of
early childhood is compelling because researchers have by now conducted so
many studies showing causality running from certain childhood experiences
to particular adult outcomes. The research could be done in a rigorous way
only because of the emergence of new data and methods.°

A particularly strong example is an early paper Currie wrote with Duke
University economist Duncan Thomas, reporting that children’s test scores
at age seven can explain 4 percent to 5 percent of the variation in employ-
ment at age thirty-three. They also found that, all else being equal, among
thirty-three-year-old men in their study, those whose reading scores at age
seven had been in the bottom quartile had lower wages by 20 percent than
the men whose scores had been in the top quartile. For women, the differ-
ence in wages was 26 percent. The study made clear that economists had
been focusing too much on people’s later education and not enough on the
early years.!!

Many of the studies Currie and Almond review are of the type econo-
mists consider the gold standard of research: controlled experiments. In a
controlled experiment, the researcher starts with a population of similar
people and intervenes by giving one group of them the “treatment”—whether
that be a new drug in medical research or, here, access to a high-quality
preschool program. The remaining subjects make up the “control group”
that does not receive the treatment. Researchers then measure outcomes for
both groups, having already established relevant baseline information about
subjects before they experienced the treatment. Assigning otherwise similar
children to treatment groups and control groups means that researchers can
be confident that any statistically significant differences in outcomes can be
attributed to the treatment, rather than some other factor.

More than a half-century ago, a study was conducted at a preschool in
Ypsilanti, Michigan—the High/Scope Perry Preschool Study—that would
turn out to be one of the most famous controlled experiments. Researchers
studied a group of 123 children from low-income, African American fami-
lies who were considered to be at high risk of school failure. At ages three
and four, about half of the children were randomly assigned to a high-
quality preschool program, while the rest did not attend preschool. Re-
searchers have tracked the outcomes for this population since. Around the
turn of the century, when the subjects turned forty years old, those who
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Figure 1.1 Early childhood education has important lifetime outcomes
Major findings of the High/Scope Perry Preschool Study.

Source: Lawrence J. Schweinhart, Jeanne Montie, Zongping Xiang, W. Steven Barnett, Clive R. Belfield,
and Milagros Nores, “The High/Scope Perry Preschool Study Through Age 40: Summary, Conclusions,
and Frequently Asked Questions.” High/Scope Press, 2005.

had attended preschool were found to rate higher on a variety of success
measures. Greater percentages of them had completed high school, attended
college, had stable housing arrangements, and invested in savings accounts.
On average, they accrued higher earnings, had significantly fewer arrests,
and had better relationships with their families.!? (See Figure 1.1.)

A few other such experiments have yielded similarly incontrovertible evi-
dence that participation in high-quality preschool programs improve
people’s lifelong outcomes. This kind of research cannot be done in the same
way today, however, precisely because social scientists are now more at-
tuned to how dramatically preschool can affect subjects’ later lives. Just as
medical scientists today would not conduct a controlled experiment on the
effects of levels of lead in children’s drinking water, it would be unconscio-
nable to stage an experiment that deliberately denied to some toddlers a
factor that researchers now know to be vital to their development. Fortu-
nately, scholars have developed more ethical ways to gather the data needed
to show causality, including through so-called natural experiments.!3

The effects of early-childhood programs weren’t immediately obvious
to researchers. During the 1970s and 1980s, a series of studies—including
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analyses of the Perry Preschool data—found that while these kinds of in-
terventions appeared to have immediate positive effects in boosting skills,
these advantages faded over the course of children’s elementary and sec-
ondary schooling. Newer and more detailed research, however, showed that
while the effects may fade for a while, they show up again later in life.
Currie was a key player in this academic debate. Along with Duncan
Thomas and Eliana Garcés, a former deputy chief economist of the Euro-
pean Commission, she reexamined early findings from a study of the Head
Start program in the United States, which had shown the positive effects
on reading and math test scores fading over time. This was a natural ex-
periment because many children had been eligible for the program in the
1960s, but not all of them were enrolled. Currie and her coauthors com-
pared the adult experience of people who had participated in Head Start
to people who had been eligible for the program but did not participate.
The Head Start participants, they found, had higher rates of high school
graduation and college attendance, earned more on entering the job market,
and were less likely to have been charged with a crime.!

While much of this research on early childhood interventions focuses on
poor children, there are also indications that universally-available programs
do good. In Oklahoma, for example, Tulsa’s universal pre-kindergarten pro-
gram has been shown to have significant, positive effects on students’ aca-
demic outcomes and well-being through middle school. A long-term study
of the program by Georgetown University professors William Gormley and
Deborah Phillips and Sara Anderson at West Virginia University reports
that, eight years after pre-kindergarten, participating children performed
better on standardized math tests and were more likely by six percentage
points to be enrolled in an honors class.!’

Studies like these have made researchers curious about just what hap-
pens in the preschool years. Is it that children learn basic things—such as
the alphabet—that lay the foundation to acquire skills like reading and
writing earlier? Or is it more important that preschool teaches them how
to sit still and focus, so that they enter elementary school better able to learn
in general? Or is it both kinds of skills? To explore this, University of Chi-
cago economist James Heckman introduced the concept of “non-cognitive
skills” into econometric modeling and the measurement of human capital.
These skills include behavioral habits, social strengths, and emotional ten-
dencies such as a child’s perseverance or ability to get along with others.
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According to Heckman, non-cognitive skills develop early in life and, be-
sides being important on their own, support later acquisition of the skills
economists more traditionally study. A child who can delay gratification,
for example, or who displays grit and tenacity, is better equipped to learn
and acquire other, measurable skills, even if that advantage doesn’t show
up yet in school testing. While the term is uncommon in other disciplines,
economists use it to distinguish between skills that can and cannot be mea-
sured by standard cognitive assessments.'®

Currie takes issue with this framing, arguing that it’s not a useful way
to think about the question of human capital, especially because it isn’t
clear what exactly is covered by the term non-cognitive skills. “Do you
mean somebody’s mental health?” she asks. “Do you mean something
that’s constant over time, like a personality trait?” She knows that “what
people have in mind when they say cognitive is something like an IQ test.”
But her point is that those tests have always been confounded by other
variables: “if  was to give you an IQ test when you were really hungry and
tired, you would get a different mark on it than if I gave it to you when
you had just eaten well and were well rested and were in a good mood. So,
there is a distinction there, but it shouldn’t be as rigid as people like to
draw it.” Given what we know about human development, Currie gener-
ally believes that distinguishing between cognitive and non-cognitive skills
isn’t “very meaningful.”!”

In her view, a better question to ask is: How far back in a person’s life
can researchers go as they attempt to link measurable adult outcomes to
identifiable differences in the childhood experiences of otherwise similar
people? Currie points to David J. Barker’s “fetal origins hypothesis”—the
idea that adult health outcomes have their origins in experiences in utero—
which triggered an explosion of research in his field of epidemiology. As
she says, “It’s a sea-change in the science, as well. So, things like under-
standing epigenetics as well as genetics—I would say that’s all in the last
twenty years that we’ve understood that.”!® Barker was a physician as well
as a clinical epidemiologist, and was one of the first scientists to challenge
the prevailing wisdom that many disorders were primarily the result of bad
genetics and bad lifestyles. One of his most compelling and commonly cited
studies was a 1993 Lancet article describing how undernutrition during ges-
tation increases likelihood of disease in adult life—and emphasizing the
role of maternal nutrition in determining fetal health. He and his coauthors
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discovered that a child’s birth weight is not just an indicator of infant health
but also a key predictor of future health; in particular, relationships were
shown between birth weights and increased rates of cardiovascular disease
and diabetes in later life. Currie and Almond would later write about an
important implication of this fetal origins hypothesis for human capital de-
velopment: if the objective is to help children throughout their lives, then
policies that focus on pregnant women (and more generally, women of
child-bearing age) may be more effective than current policies that direct
most resources to the sick."”

Six years after publishing their first literature review—a short time for
academic research—Currie and Almond, along with University of Sydney
economics professor Valentina Duque, again surveyed the latest research
on early childhood learning. They found a multitude of new studies by econ-
omists confirming and extending the early findings highlighted in their first
review. One study exemplifies the work being done; it finds that a 10 percent
increase in birth weight increases a child’s probability of graduating high
school by a little less than 1 percent, their earnings by about 1 percent, and
their height by three quarters of a centimeter by age eighteen. Currie, Al-
mond, and Duque find the body of research so compelling that they open
with a declaration: “That prenatal events can have life-long consequences
is now well established.”?’

This is not to say that people’s life paths are set before they’re even born.
Later interventions can and do matter and, even for the very young, policy
can and does make a difference. “I think it is hard to talk about prenatal
influences or fetal influences without sounding deterministic, but it isn’t ac-
tually deterministic at all,” Currie told me. “And one way that you can see
that is that the same shock will typically have a much greater effect on a
poor person than on a richer person. What that tells you is that there is
something that can be done about it—and the richer parents are doing it,
whatever it is. So, if you could find that and put it in a bottle or put it in a
program, then you would be able to mitigate the effects of these early-
childhood insults.”?!

As of now, the United States ranks twentieth out of thirty-one member
nations of the Organization of Economic Co-operation and Development
in the share of infants and toddlers in formal childcare, and ranks twenty-
ninth in terms of children enrolled in preschool. Now that we know more
about whether and how inequality affects children’s access to resources

printed on 2/8/2023 5:09 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

42 HOW INEQUALITY OBSTRUCTS

early in life, we need to be asking how policy could improve outcomes

across the income spectrum.??

Income and Wealth Inequality Obstructs Children from
Having Access to Resources

As researchers document how important it is for children, parents, and
parents-to-be to have access to resources, the economic trends have been
discouraging. In recent decades, economic inequality in the United States—
in income, in wealth, and across neighborhoods—has risen markedly. In
many homes and neighborhoods, there’s not enough food to eat or books
to read or afterschool programs to attend. In others there’s a bevy of food
options, books and quiet places to study, heat in winter and ways to cool
off in the summer, access to prenatal care, high-quality teachers, and extra-
curricular lessons and activities. These economic circumstances affect
children’s development in everything from their health and ability to focus
at school to their educational opportunities—and these, in turn, affect
their economic outcomes as adults.

At some level, this is all about money. A comprehensive literature survey
by London School of Economics researchers Kerris Cooper and Kitty Stewart
looked at thirty-four relevant research studies from 1988 to 2012 and drew
this conclusion: “Poorer children have worse cognitive, social-behavioral and
health outcomes in part because they are poorer, not just because low income
is correlated with other household and parental characteristics.”?? Case in
point: University of California-Irvine’s Greg J. Duncan, New York Universi-
ty’s Pamela A. Morris, and Columbia University’s Chris Rodrigues find that a
$1,000 increase in annual income among parents increases young children’s
achievement by 5 to 6 percent of a standard deviation. Their results, they
write, “suggest that family income has a policy-relevant, positive impact on
the eventual school achievement of preschool children.”?*

Policy can address inequality and improve children’s outcomes by simply
giving low-income families money. Economists Gordon B. Dahl of the
University of California-San Diego and Lance Lochner at University of
Western Ontario use an innovative method to study the impact of income
changes on children’s development outcomes focusing on a population of
low-income families with at least one person in the workforce. They looked
at changes in the amount of money families could receive from the Earned
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Income Tax Credit (EITC), a federal tax credit to working low-income fami-
lies. They find that a $1,000 increase in the EITC has a causal effect on
children’s performance in school, at least in the short run, raising combined
math and reading test scores by 6 percent of a standard deviation. Univer-
sity of British Columbia economist Kevin Milligan and INSEAD professor
Mark Stabile look at expansions in the Canadian child-benefit program and
find the same positive effects of extra income on children’s test scores there.?

Policymakers can also give families access to resources—such as high-
quality public schools, pre-kindergarten programs, libraries, parks, safe
neighborhoods, and safe drinking water—that close the gaps created by eco-
nomic inequality. In a recent paper, economists Hilary Hoynes at University
of California—Berkeley and Diane Whitmore Schanzenbach at Northwestern
University looked at the research on whether children’s varying access to
safety net programs—nutrition, cash payments, and health care—affects
adult outcomes. They found compelling evidence that safety net programs
have lasting effects on the lives of poor children. “We’ve started to accumu-
late a body of evidence,” Hoynes recently told me, “that all points to the
fact that providing more assistance when children are young seems to lead
to important improvements in where they end up in adulthood.” This gives
them the confidence “to say something—while it’s still a young and emerging
literature—about the potential benefits of protection in the long run.”2¢

Other research by Hoynes and Schanzenbach, with Almond, found that
children whose mothers had access to the Supplemental Nutrition Assis-
tance Program (formerly food stamps) when they were in utero were born
healthier. This study linked the receipt of this nutrition benefit by a child’s
family to the child’s later outcomes in terms of health and economic well-
being as an adult. Adults whose families had received the benefit were
significantly less likely to have “metabolic syndrome”—that is, a combina-
tion of obesity, high blood pressure, and diabetes. They were more likely,
by 18 percentage points, to graduate from high school. They were also less
likely to receive the benefit as an adult. The early investment in their well-
being seemingly led to economic outcomes that meant fewer of them needed
such supports later on. These add up to economywide implications.?”

The time parents spend with their child during a child’s earliest years is
also critical and the evidence indicates that this may be just as important
as monetary expenditures. Using detailed information on the time children
spend in activities with both parents, economists Daniela Del Boca at the
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1. Children from low-income families receive some public assistance and
community support but... 2. children from wealthy families have more
resources available to them.

University of Turin, Christopher Flinn at New York University, and Mat-
thew Wiswall at Arizona State University find that both mothers’ and
fathers’ time is critical to a child’s development. They focus not just on
family income but on what money means for a family. They conclude that
while monetary expenditures on children affect their cognitive development,
this impact is modest compared to other factors. This is consistent with re-
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search by University of Wisconsin—-Madison professor Lawrence M.
Berger, Brown University president Christina Paxson, and Columbia Uni-
versity professor Jane Waldfogel. They examined data from the Fragile Fam-
ilies and Child Wellbeing Study, which tracks a cohort of five thousand
children in several large US cities born between 1998 and 2000. While pa-
rental income has an effect on children’s outcomes, they found that what
is important is what that income buys and what this means for a child’s
home environment.?®

Parents with higher incomes and more advanced education seek to make
the most of their time with their children by investing in parenting tech-
niques to boost their children’s skills development. Child development ex-
pert Ariel Kalil at the University of Chicago’s Harris School of Public Policy
shows that, over the past few decades, big differences have emerged in how
rich and poor parents interact with their children. While some environ-
mental characteristics have improved for low-income families, particularly
with regard to literacy, rich families have pulled ahead in terms of their
children’s school-readiness activities. High-income parents, for example,
read to their children more than low-income parents do, and engage their
children in cultural activities, such as visiting zoos and museums, at a higher
rate than low-income parents. University of California-San Diego econ-
omists Garey Ramey and Valerie Ramey argue that the increased time
college-educated parents spend caring for children is due to the heightened
competition around college admissions. In what they call the “rug rat race,”
they see parents driven to do ever more to help their children get into
better-ranked colleges.”’

To be sure, one aspect of economic inequality is that most parents do not
have access to the work-life scheduling policies and support they need to ad-
dress conflicts between work and caring for young children. Among the
world’s most advanced economies, the United States stands alone in not pro-
viding paid family leave to all parents nationwide, and neither does it ensure
that parents have family-friendly schedules that allow them time to care. Its
lack of such supports disproportionally harms lower-income families.°

Money can buy a family solutions that reduce stress. There is evidence
that the greater stresses associated with lower incomes lead to worse out-
comes that stay with the children of over-stressed parents over time. The
psychology literature shows that economic hardship is associated with
parental emotional distress and conflict, as well as harsh parenting and
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behavioral problems for children. Economists have applied this knowledge
to economic questions. Ann Huff Stevens at the University of California—
Irvine and Jessamyn Schaller at the University of Arizona find that when a
parent loses a job, this increases the chances that a child is held back a grade
by 15 percent. University of California—Berkeley professor Rucker C.
Johnson and his colleagues look at the stress of inflexible workplaces. They
find that children of working mothers exhibit fewer behavioral problems
when their mothers experience job stability, relative to children whose
mothers’ work arrangements are unstable.?'

There is also evidence that economic stress blocks parents’ access to
the services they need for their children to be healthy. The Great Reces-
sion led families to sharply curtail spending as the collapse of the housing
bubble led to both high unemployment and declines in home values—for
homeowners, usually the family’s most important asset. Currie asked what
the lifelong implications might be for children in such economically stressed
families. In places with more home foreclosures, she found increased num-
bers of urgent and unscheduled hospital and emergency room visits. Ac-
cording to her research with Erdal Tekin at American University, much of
the increase in urgent care was due to cutbacks people made on other kinds
of doctor visits, such as preventive care or care for chronic conditions.
Currie and Tekin showed this wasn’t just a consequence of unemployment;
urgent-care visits increased at the beginning of the crisis, as home values
began plummeting but long before unemployment rose.3?

One often overlooked aspect of parents’ financial resources is how they
determine the neighborhoods in which families live. In the United States,
inequality across neighborhoods explains a great deal of the variation in
children’s access to high-quality education and public services. As Raj
Chetty’s Equality of Opportunity project shows, children who grow up in
communities with less income inequality, less residential segregation, better
primary schools, and greater family stability are more likely to be up-
wardly mobile. In a paper with Harvard economist Nathaniel Hendren,
Chetty shows that neighborhoods have causal effects on children’s out-
comes—or, to put it another way, some neighborhoods obstruct children’s
ability to be upwardly mobile. A child who moves from a low-mobility to a
high-mobility neighborhood is more likely to earn higher income as an
adult, all else equal, and the younger that child is when her family moves,
the larger the effect.?? (See Figure 1.2.)
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Figure 1.2 Moving to a different US neighborhood as a child affects income in
adulthood

Source: Raj Chetty and Nathaniel Hendren, “The Impacts of Neighborhoods on Intergenerational Mo-
bility: Executive Summary,” April 2015.

A particular feature of low-income neighborhoods is that they are more
likely to have higher levels of air pollution and other pollutants. “Whether
it’s air pollution or factory emissions or living near a busy highway or
water pollution,” Currie says, “almost anything that I’ve looked at, more
disadvantaged women are more likely to be exposed to it.”3* Currie and
University of Zurich economist Hannes Schwandt document that when
pregnant women are exposed to high levels of pollution, their children
have a higher-than-average chance of having low birth weights. Thus, a
child’s neighborhood can have a detrimental effect on her well-being that
carries into adulthood. For this study, the catastrophic September 11,
2001, terrorist attack on New York City created the conditions for a
natural experiment: data could be compiled on pregnant women who
were exposed to the air pollution caused by the collapse of the twin towers.
Compared with their older siblings, children born in the aftermath of the
attack were more likely to be born early, to be in the neonatal intensive
care unit, and to have low birth weight.3’

More generally, Currie and her colleagues find that exposure to pollu-
tion could explain up to six percent of the gap in birth weights between
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infants of white, college-educated mothers and infants of black mothers
who didn’t finish high school. This is especially high because black families
and low-income families are more likely to live in communities near high-
ways and traffic congestion, and less likely to have sufficient insulation in
their homes. Compared to children of white, college-educated mothers,
children born to less-educated mothers and mothers of color are simply

more likely to be exposed to pollution in utero.3¢

Educational Inequality Blocks Opportunity at All Levels

The message of Currie’s work is that, if we want to remove the obstruc-
tions to children’s development that inequality causes, we need to focus on
families with the youngest children—even families as they plan to have
children—and particularly, families of color. The findings of this revolu-
tionary research are reshaping our understanding of how education invest-
ments affect people’s lives as they grow up. While we’ve long known that
education matters for future economic outcomes, this new body of schol-
arship sheds light on how and where policy can have the largest positive
effects.

The United States became an economic powerhouse in no small part
because it was first to use tax revenues to provide free, universal primary
education—ensuring that not only wealthy children but all children had
access to skills. In the late nineteenth and early twentieth centuries, the
United States trailed only Norway, the Netherlands, Sweden, Canada, and
Switzerland in average years of education for those fifteen years and older;
by the mid-twentieth century, the United States led the world in secondary
school enrollment and graduation rates, and trailed only Switzerland in
literacy and numeracy. In economist Claudia Goldin’s words: “The rate
of increase was nothing short of spectacular and the levels attained were
unequaled by any other country until much later in the century.”3” Yet,
today’s high inequality is creating serious obstructions to maintaining
this lead.?*

Comparing different neighborhoods, one of the most important out-
comes of inequality in family incomes is the varying quality of public schools.
In the United States, roughly 45 percent of funding for public schools comes
from local sources—mostly from property taxes—which means that higher-
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income neighborhoods typically have better-funded schools. For a long time,
the economic research was mixed on whether these large gaps in public
school financing mattered to children’s outcomes. The past few years have
brought important research using newly available, long-term data. Now
able to examine whether the amount of money a school has affects educa-
tional outcomes, researchers are discovering how some lifelong outcomes
are rooted in economic inequality, and where children grow up.?’

Schanzenbach, with University of California—Berkeley economists Jesse
Rothstein and Julien Lafortune, have examined what these differences in
financing mean for children’s outcomes. They studied student achievement
across high-income and low-income school districts by making use of a
natural experiment. In more than twenty-five states over the course of the
1990s, court orders and legislative reforms led to sharp, immediate, and
sustained increases in spending in low-income school districts. This allowed
the researchers to compare high-income and low-income districts within a
state before and after the change in policy, using test score data from the
National Assessment of Educational Progress. They found that financial
reforms led to a slow but steady rise in test scores of students in low-income
school districts. Their results indicate that addressing school financing could
be one of the most important tools available to policymakers to improve
student outcomes. As Schanzenbach notes, “there are just not that many
tools at policymakers’ disposal at a large scale to be able to move student
achievement.”*0

In a related study looking at the effects of school financing reforms, econ-
omists C. Kirabo Jackson at Northwestern University, Rucker C. Johnson
at the University of California—Berkeley, and Claudia Persico at the Uni-
versity of Wisconsin—-Madison examine the long-term economic outcomes
for children. They find that a 10 percent increase in per-pupil spending each
year across twelve years of public school leads to 0.3 more completed years
of education, 7.3 percent higher wages, and a 3.7 percentage-point decrease
in the annual incidence of adult poverty. They also find that the effects are
much more pronounced for children from low-income families.*! (See Fig-
ures 1.3a and 1.3b.)

The effects of economic inequality on children’s educational attainment
don’t end with secondary school; inequality in parental income also affects
children’s college attendance. University of Michigan economists Martha
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Effect of school spending changes on adult poverty
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Figure 1.3  School spending levels matter for adult poverty
Note: Estimates for a predicted 10 percent increase in school spending. Shaded
area depicts +/— 1 standard error.

Source: C. Kirabo Jackson, Rucker C. Johnson, and Claudia Persico, “The Effects of School Spending on
Educational and Economic Outcomes: Evidence from School Finance Reforms,” Working Paper (National
Bureau of Economic Research, January 2015).
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Bailey and Susan Dynarski have documented that the fraction of children
attending college has risen markedly among children of high-income fami-
lies, but far less among children of low- and moderate-income families. Fur-
ther, the most selective colleges tend to draw students from the very top of
the income distribution. In their recent study, Chetty and Hendren estimate
what percent of students in colleges across the United States come from the
top 1 percent of families by income. They also calculate how well colleges
do at moving lower-income students up the income ladder. Their findings
are striking: Ivy League colleges enroll more students from the top 1 percent
than from the entire bottom half of the income distribution. While some
top-end colleges enroll sizable numbers of low-income students, state uni-
versities tend to do better at delivering upward economic mobility.*?
Inequality’s effects on children attending college may also be about the
social and cultural capital held by higher-income families. Caroline Hoxby
of Stanford University and Christopher Avery of Harvard’s Kennedy School
wondered how much of the college education gap could be attributed to
adults in low-income children’s lives being unfamiliar with the college ap-
plication process. They looked specifically at low-income students whose
achievements would likely mean that selective colleges would not only admit
them but provide financial aid generous enough to make attendance
affordable—perhaps even more affordable than attending a less selective
school. The majority of these high achievers did not even apply to selective
schools. The authors surmise that many students were simply uninformed
about their college options given their qualifications. For others, social and
cultural concerns held them back from applying to selective colleges despite
knowing they were qualified. In a similar vein, a research team led by the
University of Michigan’s Susan Dynarski recently found that a group of low-
income students who were encouraged to apply and promised free college
tuition submitted more than double the number of applications of a group
of students who were not contacted. More than a quarter of the additional
students who applied would otherwise not have attended college at all.*3
Getting into college, of course, isn’t enough. A student also needs to
graduate. There is growing evidence that economic inequality not only plays
an important role, but that, increasingly, college students from less-
privileged, low-income backgrounds are less likely than others to finish their
degrees. Bailey and Dynarski compare two cohorts—one of people born
around 1960 and the other of people born around 1980—and find that gaps
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Figure 1.4  College completion gaps persist and grow
Share of students completing college in the United States by income quartile and
year of birth.

Source: Martha Bailey and Susan Dynarski, “Gains and Gaps: Changing Inequality in US College Entry
and Completion,” National Bureau of Economic Research, 2012.

in college completion have not only persisted but grown. In the top quartile,
college completion rates increased from 36 percent to 54 percent, while
completion rates for the bottom quartile increased minimally, from 5 percent
to 9 percent. Inequality in both college entry and completion between the
top and bottom is greater compared to two decades ago, even among stu-
dents with the same measured cognitive skills.** (See Figure 1.4.)
Inequality in access to higher education has been magnified in recent
years as for-profit colleges have focused their recruitment strategies on
lower-income students. For-profit colleges, which grew rapidly in number
and size from the 1970s until they received greater scrutiny under the
Obama administration, are run by private, profit-seeking businesses and
rely on their students’ federal financial aid for the vast majority of their
revenues. Tressie McMillan Cottom, a sociologist at Virginia Commonwealth
University, has both worked in the for-profit college industry and studied
it. According to her, for-profit schools prey upon disadvantaged demo-
graphic groups and their hopes that higher education is a ticket to a better
life and fulfillment of the American Dream. These colleges use highly aggres-
sive sales tactics targeted at low-income people, but they don’t deliver on
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their educational and career promises. On average, they are 30 percent to
40 percent more expensive and have four-year degree completion rates
12 percent to 19 percent lower than their not-for-profit peers. Students
who graduate from for-profit colleges are also more likely to suffer bouts of
unemployment six years after graduation than those who graduated from
not-for-profit schools.*®

To be sure, schools are not the only factor explaining differences in up-
ward mobility and labor market outcomes across places. “The educational
system plays only a small role in explaining differences between high- and
low-opportunity areas,” Rothstein argues. “Labor market institutions—such
as minimum wages, the ability to form and join unions, the career structures
of local industries, and other determinants of earnings inequality—are likely
to play much larger roles and are also likely to be more powerful levers

with which to promote equality of opportunity.”*¢

Loosening Inequality’s Grip on Our Economy
by Investing in Children

Economic inequality in a variety of manifestations creates obstructions in
children’s ability to have access to the opportunities they need to be suc-
cessful later in life. From the womb to early adulthood, a child’s position on
the income ladder determines her access to resources and education, with
effects that can affect adult employment and earnings. The common view
in America has long been that inequality is not worrisome as long as there
is ample economic opportunity. To the extent that Horatio Alger’s classic
stories still applied—that people could by their own efforts rise from rags
to middle-class stability—the American Dream remained alive and well.
Indeed, it provided the incentive to work hard. But the body of research
profiled in this chapter makes clear that, if Alger’s characters were created
today, they would need to start their determined climb upward from the
womb, or at least from toddlerhood—which certainly isn’t reasonable.
The evidence today points to the conclusion that there is no generational
“reboot” putting everyone at an equal starting position. We must imple-
ment new policy to make that a reality. By showing that investments in early
childhood are a cost-effective way to improve children’s outcomes as adults,
the research presented here underscores the folly of Gov. Brownback’s ed-
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ucation cuts and the tragedy of Flint’s water crisis. The studies are so rig-
orous and, by now, so numerous that this conclusion is beyond reasonable
debate. Fortunately, they are generating a broad consensus that investments
in education—especially early childhood education—are in the national in-
terest. The US Chamber of Commerce has weighed in, as have former Fed-
eral Reserve Chair Ben Bernanke and many others. Even so, there is too
little action.*”

Today, we need a national commitment not only to ensure equal access to
primary and secondary school, but to end unequal access to early childhood
education and care. We will need a range of policies working synergistically.
Currie put it this way: “I'm not sure that you can even identify policies that
only affect one aspect [of human capital] and not affect other aspects. By
their nature, there’s going to be a lot of spillover and overlap in the effects of

748 To this end, the federal government should establish a standing

policy.
working group to coordinate efforts across government to ensure that all
children have access to adequate resources. They should start by considering
how environmental factors—from lead in the water to smog to climate
change—harm the next generation and exacerbate inequality, and imple-
ment ways to ensure that all children have access to a healthy environment.

To ensure that all children—rich and poor alike—have access to the re-
sources they need to thrive, policymakers must focus their attention on a
number of areas simultaneously. First, the United States should embark on
a plan to ensure that every child has access to safe, affordable, and enriching
early childhood education. This should be set up in a way that recognizes
that most parents now hold jobs outside the home; in other words, these
programs must address not only children’s educational needs, but also par-
ents’ childcare needs while they are at work. There are plenty of models to
choose from. In Washington, DC, all children are entitled to two years of
free, full-day preschool across the city’s public schools and some private
programs, and this program currently serves nine out of ten of the city’s
four-year-olds and seven out of ten of its three-year-olds. As well as im-
proving outcomes for children, the program, rolled out in 2009, has in-
creased mothers’ labor force participation rate by about ten percentage
points. Many other states and local governments offer variations of pre-
school programs, but access to high-quality preschool should not vary based
on a family’s zip code.*’
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The benefits to families and the economy are substantial. Currie has
found that universal pre-kindergarten and quality childcare helps all children,
but helps those from disadvantaged backgrounds the most. It both im-
proves later earnings and reduces the likelihood that a child will grow up
to live in poverty or commit a crime. Economist Robert Lynch at Washington
College and former Washington Center for Equitable Growth research ana-
lyst Kavya Vaghul estimate that if a public, voluntary, high-quality, universal
pre-kindergarten program were made available to all three- and four-year-
olds across the United States, it would address significant social and health
problems and more than pay for itself over time. It would take just eight
years for the total annual benefits of such a program to exceed the costs,
and within thirty-five years, the surplus would total $81.6 billion—more
than double the costs.>®

Early childhood education must be paired with a sensible policy on
childcare. In the United States, there is too little quality care available and
where it is available, it’s too expensive—especially for the youngest children.
Policies to both improve quality and ensure affordability need to be fully
integrated into the early childhood education agenda. Louisiana, for ex-
ample, offers tax credits to low-income families who enroll their children
in high-quality childcare programs, and to businesses with childcare ex-
penses. A tax credit program, however, doesn’t help parents with up-front
costs or ensure that childcare workers receive good pay and benefits—which
is necessary to ensure high-quality care. The primary source of federal
funding for childcare subsidies for low-income working families is the Child
Care Development Fund, but this reaches only about one in six eligible
children—and the eligibility thresholds mean that many who could use it
are ineligible. Ideas for improving access to childcare include expanding
subsidies to ensure that no family pays more than a reasonable share of its
income—perhaps seven percent. This would improve the wages of child-
care workers, and in doing so boost quality. We must also expand current
programs that we know are effective, like Head Start, so as to reach more
children.’!

Early childhood education will take families only so far. All parents need
access to workplace policies that allow them time to care for their children.
Six states have put in place statewide paid-family-leave programs (and soon
the District of Columbia will join them), which ensure that any parent, not
just one at a high income level, can spend time with a new baby or a seri-
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ously ill child and have income support. Families also need new rules
governing work hours. In the United States, we have a federal limit on
overwork for some workers, but no rules requiring schedules to be family-
friendly or mandating paid time off to care for loved ones. In 2014, San
Francisco enacted the Retail Workers Bill of Rights to limit the ability of
employers to set unpredictable and last-minute schedules. Soon thereafter,
in 20135, eighteen states and municipalities introduced similar work-hour
legislation.*?

One thing is clear: where a child lives affects what resources they have
access to, from clean water to good schools. When policymakers increase
elementary and secondary school spending broadly, with larger increases
in low-income districts, the absolute and relative achievement of students
in low-income districts rises. This evidence counters claims that school
spending increases are spent inefficiently. The research also shows that the
average low-income student does not live in a particularly low-income
district, meaning that increases in funding aren’t enough—we need poli-
cies designed to tackle achievement gaps within districts between high- and
low-income (and white and black) students.*3

There is evidence that removing obstructions to educational opportu-
nity will improve children’s skills and future macroeconomic outcomes. Ac-
cording to the internationally conducted Program for International Stu-
dent Assessment test, as of 2015 the United States is ranked thirty-first out
of the thirty-five OECD countries in mathematics, twentieth in reading, and
nineteenth in science. Lynch finds that if the United States could bring test
scores for US high school students up to the average of other developed
economies, this would generate a cumulative increase in US gross domestic
product of an estimated $2.5 trillion by 2050—more than 12 percent of
US GDP in 201754

Time and time again, we see that having a more productive and more
innovative workforce comes from providing widespread access to educa-
tion and training. This is one conclusion that economists are in general
agreement upon—and have been for a long time. Economists have recog-
nized the importance of human capital at least since the 1960s, when Nobel
laureate Gary Becker published Human Capital. In it, he laid out how
investments in people—through education, training, and care—are as
important to the economy as physical capital. What we know now is that,
to ensure every child has opportunity, we must focus on addressing in-
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equality’s gaps down to the youngest ages. These findings underscore how
we need both policies that are universal—giving every child the opportu-
nity for an education—and policies that are targeted toward those at the
bottom of the socioeconomic ladder. This is especially important given our
nation’s stark divides by race.>
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Skills, Talent, and Innovation

N THE FALL OF 2017, #MeToo lit up the internet. Women—and some

men—shared their gut-wrenching stories of sexual harassment and assault
in the workplace. The catalyst for the national conversation was the alle-
gation that famed film producer Harvey Weinstein had sexually assaulted
and harassed women who had reason to fear his power over their Holly-
wood careers. According to a number of women, Weinstein had been using
his industry clout to compel actresses to succumb to his lechery, rewarding
those who did and punishing those who did not. As well as being morally
repugnant, behavior like this is economic discrimination; people were pun-
ished in the marketplace for non-economic reasons. Actress Ashley Judd
filed a lawsuit against Weinstein saying that he “torpedoed” her career after
she refused his advances. For example, Weinstein told director Peter Jackson
that he’d had “a bad experience” working with her. This, her suit alleges,
prevented her being cast in the Oscar-winning trilogy The Lord of the
Rings.!

The #MeToo moment provides a dramatic reminder that the market
doesn’t always reward talent, skills, and hard work. If the market for ac-
tresses worked in practice the way it does in introductory economics text-
books, then Weinstein would have been driven out long ago by competitors
whose casting decisions were based solely on assessments of whose talent
shone brightest onscreen. This should have been the case especially because
Weinstein’s behavior was an open secret. During the 2013 Oscar ceremony,
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host Seth MacFarlane followed his introduction of the nominees for best
supporting actress with a joke: “Congratulations, you five ladies no longer
have to pretend to be attracted to Harvey Weinstein.” The Hollywood-
insider audience responded with uncomfortable laughter.? Yet the market
neither corrected Weinstein’s behavior nor punished his production com-
pany, Miramax. Instead, it took the pressure of social media—and the
bravery of many willing to speak up—to end his reign of terror.

The #MeToo movement is not, of course, only about the film industry.
Across the economy, workers in all kinds of jobs have to deal with on-
the-job harassment. And that’s only one kind of discrimination rearing its
ugly head in the United States. These kinds of obstructions have large eco-
nomic costs. If firms are profit-seeking enterprises, they should simply want
the most productive workers; if investors wish for higher returns, they
should be searching for the most innovative people to invest in. For these
reasons, Nobel laureate Kenneth Arrow went so far as to say that, with the
erosion of legal structures that promote discrimination, exclusion along
the lines of race and gender would disappear. Yet that hasn’t happened. The
market on its own hasn’t eradicated discrimination, even though it is eco-
nomically irrational. Indeed, a few years before #MeToo, the famous in-
vestor Warren Buffett reflected on how economically dumb it is to discrimi-
nate against women: “we had all this marvelous progress in the time we
became a country until today. It’s incredible what’s happened. And for over
half of that period, we wasted half our talent.”’

Empirical evidence supports Buffett’s view. One study by researchers at
the University of Chicago’s Booth School of Business and Stanford Univer-
sity shows that the entrance of women and people of color into a wider
array of jobs, after the passage of the Civil Rights Act, was responsible for
much of the economic growth the United States saw in the latter half of
the twentieth century. They found that as historically marginalized groups
were able to enter professions in which they could thrive, there was an im-
proved allocation of talent across the economy, accounting for roughly
one-quarter of the growth in output per person over the half-century they
studied. Similarly, in a speech at Brown University in May 2017, then Fed-
eral Reserve Chair Janet Yellen estimated that more female participation
in the workforce accounted for about a half percentage point of economic
growth every year between 1948 and 1990 in the United States (years over
which the share of women in the workplace grew sharply).*
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These findings are consistent with Adam Smith’s economic story that the
profit motive and competition push economic actors toward productive
ends. But, for his invisible hand to deliver win-win outcomes, incentives
must encourage activities that are economically beneficial—such as brewing
a better-tasting beer by inventing a better brewing vat—and people, ideas,
and capital cannot be blocked from opportunities to participate fully in the
marketplace. Workers must be able to get jobs that will make the most of
their skills and interests and allow them to contribute most to the produc-
tivity of the nation. What happened at Miramax—and in so many other
workplaces across the country—signals that this doesn’t always happen.

Whether talent and skill are fully rewarded in the market or whether
economic inequality of one variety or several (based on gender, race and
ethnicity, education, consumption, income, or wealth) gives some people
or institutions the power to block Smith’s invisible hand is an empirical
question—one that has been explored by Raj Chetty, a founding member
of the steering committee of my own organization, the Washington Center
for Equitable Growth. When I asked for his thoughts on the links between
economic inequality and economic growth and stability, he was eager to
share his research. New analysis based on better data “provides some of
the first sharp microeconomic evidence on issues related to inequality and
growth,” he told me. I could hear the excitement in his voice as he went on
to say, “I think we’ll be able to make a rigorous case that inequality and
lack of mobility clearly dampens innovation and ultimately growth.” The
set of data he shared that day showed that, in a group of people with sim-
ilar aptitudes, those who grew up in higher-income families are more likely
to hold patents.’

This was especially intriguing to hear because economists have long ar-
gued about what leads people to come up with innovative ideas for building
a better mousetrap—or genetically engineering a better mouse, or program-
ming a more compelling mouse emoji. What’s different now is that econo-
mists such as Chetty and his colleagues have access to more data and better
methods to evaluate whether and how inequality obstructs economic oppor-
tunity and, with it, talent, productivity, and economic growth. What we’re
learning is that the standard economic model’s hypothesis—the math which,
in an earlier era of economics, John Bates Clark used to show that, in a com-
petitive economy, people’s wages are proportional to their productivity—may
not represent what actually happens. Where children grow up, the color of
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their skin, their gender, and who their parents are all have profound effects
on what kinds of economic rewards come their way.

Chetty’s data and analyses on patents—like the proliferation of stories
tagged #MeToo—pose serious challenges to the idea that the economy re-
liably rewards the talented and skilled. If all it took were financial incentives
to connect talent to opportunity, then family income should not have a sig-
nificant effect on whether a child grows up to be an inventor. If the market
for labor worked as advertised, then sexual harassment in the workplace
would be stamped out. The extent to which someone is rich or poor, expe-
riences discrimination, or grows up in an opportunity-rich or opportunity-
poor neighborhood definitely affects future economic outcomes. That’s
precisely how economic inequality blocks the processes that lead to
productivity gains, which ultimately drive long-term growth—and why
unblocking requires more than relying on the market alone to deliver
solutions.

Obstructing Potential Innovators

In “Who Becomes an Inventor in America?,” Chetty and economists Alex-
ander M. Bell, Xavier Jaravel, Neviana Petkova, and John Van Reenen
provide evidence that income inequality obstructs the process of becoming
an innovator—and thus, constrains innovation itself. Chetty and his col-
leagues looked at a child’s aptitude for becoming an innovator and asked
whether he goes on to become an inventive adult, measured by whether he
is ever granted a patent for a new idea. To do this, they matched the names
of everyone who applied for a patent in the United States between 1996
and 2014 to their parents’ federal tax return data when they were children,
and to the applicants’ own incomes later in life. From this, they created
the early drafts of the figures Chetty shared with me. They showed that
someone from a family in the top 1 percent of income earners was ten times
more likely to hold a patent than someone whose family was not rich.® (See
Figure 2.1)

Figure 2.1 tells us only that parental income matters; it tells us nothing
about why. Does income inequality block talented children from becoming
innovators? What if rich parents are simply more likely to have innovative
offspring? Econometrics can illuminate what’s really going on, and Chetty
and his team have the skills and talent to do the analyses. In 2013, at age
thirty-three, Chetty was awarded the John Bates Clark Medal, an honor
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Figure 2.1 Patent rates vary with parents’ incomes
Note: US citizens in the 1980-1984 birth cohorts. Parent income is mean
household income from 1996-2000.

Source: Alexander M. Bell, Raj Chetty, Xavier Jaravel, Neviana Petkova, and John Van Reenen, “Who
Becomes an Inventor in America? The Importance of Exposure to Innovation,” National Bureau of Eco-
nomic Research, November 2017. DOI: 10.3386/w24062.

bestowed by the American Economic Association every year to an out-
standing American economist under age forty. At the time, the committee
said that he had “established himself in a few short years as arguably the
best applied microeconomist of his generation.””

For this paper, Chetty assembled a superstar research team, built a
data set from a variety of original sources, and then used cutting-edge
methods to show causality, not just correlation, on an economically and
socially important question. He and his colleagues found a measure of
children’s aptitude for innovation—test scores across grades three through
eight for over two million children who attended New York City public
schools. Adding these scores to their data set on incomes and patents, they
found that children who scored high on their third-grade math exams were
more likely to grow up to be innovators, confirming the commonsense no-
tion that children who show an aptitude for math are more likely to invent
things as adults. They also found, however, that income played an impor-
tant role. Among children who scored high on their third-grade math exams,
those from families in the top 20 percent of the income spectrum were four
times likelier to hold a patent as an adult than those who came from fami-
lies in the bottom 80 percent. Inequality indeed obstructs.®
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Source: Alexander M. Be, Raj Chetty, Xavier Jaravel, Neviana Petkova, and John Van Reenen, “Who
Becomes an Inventor in America? The Importance of Exposure to Innovation,” National Bureau of Eco-
nomic Research, November 2017.

The research team also found that the obstructions aren’t only about in-
come, they are also about a child’s race and gender. Among adults who
had scored high on their third-grade math tests, whites were roughly three
times more likely to hold a patent than blacks—and eight times more likely
than Hispanics. For blacks, there remains a gap even once the researchers
account for family income—among the high-scorers, whites are almost
twice as likely to become inventors after adjusting for income differences—
and the gap between Hispanics and whites stays the same. There are sim-
ilar gaps by gender: among those in the 1980 cohort of children who had
the highest scores, men were about four times more likely than women to
be inventors.” (See Figure 2.2.)

Based on their findings, Chetty and his colleagues decry the number of
“lost Einsteins” in the United States—the smart kids who aren’t lucky
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enough to have been born into rich families and never get to make the most
of their talent, skills, and hard work. (Einstein himself worked in Switzer-
land’s patent office and, in addition to developing his groundbreaking theo-
ries of physics, held nineteen patents, giving society his new ideas to im-
prove refrigeration, camera technology, and even a blouse.) Chetty and his
coauthors argue that there are many children who could grow up to deliver
valuable ideas to the world, if only they had the same opportunities as
richer children. They say the economic effects are shockingly high: “if
women, minorities, and children from lower-income families were to invent
at the same rate as white men from high-income (top-quintile) families, the
total number of inventors in the economy would quadruple.”!?

Somewhere along the line, children from lower-income backgrounds are
thwarted as they try to make their way in the US economy. They experi-
ence discrimination in the form of unequal power relations and the fact that
hiring and capital investment decisions are persistently dominated by cer-
tain groups of people—many of them unwilling to open opportunities to
people against whom they are biased. Given that those at the top of firms
are disproportionately non-Hispanic white, male, and straight, workplace
inequality often looks like discrimination based on race and ethnicity,
gender, or sexual orientation. Similarly, those with power in the workplace—
be they owners of auto repair franchises or heads of Wall Street investment
banks—often hail from particular socioeconomic and educational back-
grounds and carry implicit socioeconomic biases with them into their firms.
Recent research has done much to expose the implicit biases that all of
us carry—Dbiases that infect decision-making and cause unfairly disparate
outcomes. Even so, many have a hard time accepting that discrimination
exists.

Discrimination is hard to measure. Economists typically start from the
premise that discrimination is the gap in pay or other aspects of employment—
hiring or promotion rates, for example—that’s left unexplained once all
the productivity-related factors have been accounted for. Chetty’s research
is compelling because he and his colleagues looked at multiple aspects of
people’s backgrounds—some of which should reasonably affect the work
they go on to do and some of which should not—and then tease out the
difference in outcomes attributable to each. While the study cannot tell us
exactly where, it proves that discrimination does enter the picture somewhere
along the path from childhood to becoming an innovator.
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To be sure, this way of uncovering discrimination makes two big assump-
tions about merit: that it can be identified in data, and that it should and
does get rewarded in the market. Basing policy on the idea that those with
more talent—for example, with higher scores on third-grade tests—are
more valuable to society because we hope for more inventors might well
have unintended consequences. It’s easy to imagine a new class structure
emerging, with some people thinking they deserve all they have and looking
down on others, alongside another class of people raised to think of them-
selves as losers. Linking market value too tightly to merit also runs the risk
of devaluing those people who choose to work in the public interest even
though doing so does not maximize their earnings. When talented and
skilled people opt to, for example, run homeless shelters or become
teachers, they certainly do not become less important to our society.!!

These are important issues and add to the concerns about trends in
the markets for labor and entrepreneurship and what they mean for our
society. If evidence shows that talent and skill are obstructed from being
rewarded in the market, this means we need to do more to understand
how economic inequality translates into social and political power. Chetty
continues to look into the details of why so many children with the poten-
tial to become inventors don’t wind up developing and applying their
talents. Is it usually because they don’t have money for college? Or is it
something else? At what point in their lives would interventions do most
to improve opportunity in the US economy and society?

Obstructions in the Market for Entrepreneurs

It’s difficult to name the one biggest thing blocking would-be inventors from
opportunities to participate in the marketplace, but Chetty told me that he
and his team have a hunch: “our leading hypothesis, and there’s evidence
to support this, is that this is about differences in environmental exposure
to innovation.”'> While Janet Currie and her colleagues have been showing
how inequality blocks opportunities at the beginnings of children’s lives,
Chetty is more focused on the point when children begin to gain awareness
of career options. Others have suggested that policymakers focus their at-
tention on different life phases. At a Brookings Institution event to discuss
Chetty’s research, Anthony Jack of the Harvard School of Education said
“we need to focus on when people are most developmentally malleable”—
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that is, early in life. Yet, there are other views—Reshma Saujani, founder
and CEO of Girls Who Code, insisted “it’s never too late to invest in
people.”!3

Let’s start with the perspective that emphasizes what happens once a
child has grown up and is considering a career possibility—perhaps to be an
entrepreneur. There’s evidence that women who want to become entrepre-
neurs experience a harder time tapping into funding sources. The Diana
Project, founded in 1999 by a group of scholars to track the success of
women-owned businesses, found that many female entrepreneurs had
the required skills and experience to lead ventures with high growth
potential—yet they were “consistently left out of the networks of growth
capital finance and appeared to lack the contacts needed to break through.”'*
According to TechCrunch, which covers startups, only about 8 percent of
partners at top venture capital firms are women. If women aren’t in the
rooms where investment decisions are being made, this may affect their
access to seed capital.'’

Looking at the data, it’s hard not to conclude that venture capitalists
prefer financing startup projects pitched by men. According to Fortune, in
2016, 80 percent of companies that received venture capital funding were
founded by men, and 15 percent had founding teams made up of men and
women. Only 5 percent were purely female-founded. That translated to
venture capital investments of $58.2 billion in companies with all-male
founders versus $1.46 billion in companies launched by women.'®

Scholars are documenting that bias may be driving these outcomes. At
Harvard Business School, Paul A. Gompers and doctoral student Sophie Q.
Wang find it makes a difference if senior partners in venture capital firms
have daughters. Whether a senior partner has a daughter is a random vari-
able that should not affect firm performance—but this doesn’t mean it
can’t affect the behavior of people in firms. The research shows that firms
with senior partners with daughters have a “significant and economically
meaningful increase in the proportion of females hired” and that this, in
turn, has a causal, positive effect on business performance. Gompers and
Wang also find that firms with women achieve on average higher deal and
fund performance—yet another piece of evidence that discrimination is
economically irrational.!”

The data also indicates that, when people of color want to start a busi-
ness, they face more obstacles to accessing capital. According to a 2010
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1. Companies with male founders have little trouble getting venture capital
investments but... 2. just 5 percent of companies that receive venture
capital are female founded.

study commissioned by the Minority Business Development Agency, there
are “large disparities in access to financial capital.” The agency pulled
together data from the US Census Bureau’s Survey of Minority-Owned
Business Enterprises and the Survey of Business Owners and found that
minority-owned businesses pay higher interest rates on loans, are more
likely to be denied credit, and are less likely to apply for loans due to con-
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cerns that their applications will be denied. What’s more, minority-owned
firms “have less than half the average amount of recent equity investments
and loans than non-minority firms.”!$

A 2013 report commissioned by the US Small Business Administration
found that entrepreneurs of color are more likely to finance their compa-
nies out of their own wealth and, again, that part of what makes them less
likely to apply for external financing is their expectation of being turned
down. The fear is justified, this study found, because people of color are
more likely to be denied loans than whites, even after controlling for various
factors, such as credit scores, college degrees, and professional certificates.
Considering the enormous wealth gaps between people of color and whites
laid out in the Introduction, this creates a large disadvantage for people of
color going into business."’

Overall, whether entrepreneurs have access to wealth appears to deter-
mine whether they will ever start a new company. Global Economics Group
economist David Evans and New York University economist Boyan Jo-
vanovic found a positive relationship between wealth and the probability
of becoming an entrepreneur. Further, World Bank economist Camilo
Mondragdn-Vélez shows that budding entrepreneurs below the top of the
wealth distribution face capital constraints at the early stages of starting a
business. Probably not coincidentally, there’s been a long-term decline in
the share of firms that are startups: since the late 1970s, the number of
startups relative to the population of all firms has trended downwards from
about 160 startups per 1,000 firms down to about 80. The growing wealth
gap in the United States over the past four decades could well be a key im-
pediment to innovation. This brings us back to the other recent economic
reality in the United States—the lack of a generational reboot.?°

Even so, not all the evidence points to obstacles. Economists Lisa Cook
and Chaleampong Kongcharoen at Michigan State University pulled to-
gether data on the gender and race of US patent holders and found that
those women and people of color who do hold patents are almost as likely
as men and whites are to commercialize their ideas into new products and
services. Their data spans three decades and shows that between 2001 and
2008, women and black inventors commercialized 79 percent and 77 percent
of their inventions, respectively, compared to 80 percent for all US inven-
tors. This encouraging news may indicate that addressing problems earlier
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in the pipeline can have a real-world effect, encouraging more women and
people of color to join the ranks of innovators.?!

Obstructions in the Workplace

If the US economy worked as advertised, everyone would be able to find
the economic roles that best suited their talents and skills. There is strong
evidence—even within the most innovative professions—that those with
economic power often block this process and prevent people from accessing
the jobs and opportunities that could spur greater productivity and growth.
Harvey Weinstein’s alleged actions to keep talented actresses—and actors,
directors, and others who called him on his behavior—from working is only
one of many examples of such bias in action. Even for inventors, the un-
certain struggle to get a job can determine whether they get to pursue their
vision, since seven in ten are not entrepreneurs on their own but work at a
fairly large firm.?

Of course, some biases are trickier to root out. Society’s biases make pos-
sessing a specific trait that ought to be unrelated to merit genuinely rele-
vant, or at least seem to be genuinely relevant. For example, 30 percent of
male CEOs of the biggest US companies are at least six foot, two inches
tall, compared to 4 percent of the American male population. Leaders are
supposed to be commanding, and many people perceive tall people as more
commanding, all else being equal. So companies disproportionately “select
tall” in their search for strong leaders. Author Malcolm Gladwell calls this
bias the “Warren Harding Error,” after the twenty-ninth US president. His-
torians say he was elected because he had the looks for the part, not because
he had the chops. When we mistake charisma for capabilities, we can over-
look people who are actually best suited for the job.?3

One novel piece of evidence documenting this kind of discrimination in
the labor market was published in 2000 by economist Claudia Goldin of
Harvard and Cecilia Rouse, now dean at the Woodrow Wilson School at
Princeton. Prior to 1980, in every one of the five top orchestras in the United
States—Boston, Chicago, Cleveland, New York City, and Philadelphia—
women made up fewer than one in eight members. Since then, many repu-
table orchestras in the United States have since switched to blind auditioning
for new musicians, meaning that audition committees and music directors
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are unaware of the musicians’ physical attributes, at least in preliminary
rounds. If the market always rewarded merit, the number of women in or-
chestras should not have risen after blind auditioning was introduced, since
what a person looks like shouldn’t affect the assessment of their musician-
ship or the audience’s enjoyment of it. But it did. Goldin and Rouse found
that orchestras using blind auditions hired more female musicians. This
means that, for decades, audiences didn’t get to hear the best musicians
because of the biases of orchestral hiring committees.*

Many studies since have used other methods to expose bias. In some
cases, researchers send out resumes that are identical except in some re-
spect that cues the reader to believe something about the job applicant’s
demographic traits. Then they see how the variation affects invitations to
interview. In others, researchers give survey respondents information about
job or promotion applicants and ask them how they would rate them as
candidates. Across many variations on these kinds of studies, researchers
find that varying the information about a candidate’s race, gender, or some
other characteristic subject to bias causes that candidate to be rated lower
on average.

Here is just one of many examples. A recent study focused on whether
job applicants with black-sounding names were less likely to be called in
for job interviews. The researchers, Marianne Bertrand at the University of
Chicago and Sendhil Mullainathan at MIT, replied to actual help-wanted
ads in Boston and Chicago for sales, administrative support, and customer
service jobs by sending in fictitious resumes—some with ”black-sounding”
names, others with “white-sounding” ones. The applications submitted
under black-sounding names received 50 percent fewer invitations to in-
terview than those with white names, and this gap was consistent across
job types, industries, and employers. Measured by the response rate, a
white-sounding name provided an advantage equivalent to eight additional
years of experience.?®

The research evidence resonates with the news stories we read seemingly
every day. Take the stories now coming to light about widespread harass-
ment and discrimination in Silicon Valley’s most profitable startups and
in the online gaming world. The early-stage venture capital firm Binary
Capital imploded following reports that one of its partners, Justin Cald-
beck, had sexually harassed six women. Dave McClure, who founded
the incubator 500 Startups, resigned after the New York Times reported
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he sexually harassed a woman applying for a job; the ride-hailing com-
pany Uber fired twenty employees—including its founder—after an internal
investigation discovered rampant sexual harassment at the company. The
list goes on.?¢

These are all data points that add up to an undeniable reality. A recent
project entitled “Elephant in the Valley” surveyed more than two hundred
women, all of whom had worked in Silicon Valley for over a decade. The
survey uncovered a dizzying—and disgusting—amount of gender and sexual
discrimination. Women reported a variety of experiences that seemed more
akin to television’s Mad Men era of blatant sexism than what we like to
think is normal today. Nearly half reported being asked to order the food
or take the notes at meetings, or perform other housekeeping tasks that
were not requested of their male peers. As for sexual harassment, 60 percent
had been on the receiving end of unwanted sexual advances—two-thirds
of which from their supervisors!—and 90 percent had witnessed sexist be-
havior in the workplace.?”

The fact that complaints about technology sector working conditions are
increasingly being aired publicly could mean progress for those currently
excluded from one of our nation’s highest-profile and most cutting-edge
professions. Certainly there’s lots of evidence that obstructing people from
doing jobs for which they’ve trained or have the aptitude isn’t economically
rational. There is also evidence that companies that embrace diversity see
higher productivity and, thus, stronger economic outcomes. According to
Vivian Hunt, Dennis Layton, and Sara Prince at the global consultancy
McKinsey and Company, the most diverse companies in terms of race and
ethnicity are 35 percent more likely to see above-average financial returns,
while the companies most inclusive in terms of gender are 15 percent more
likely to experience above-average returns. Those in the bottom quartile
for gender, racial, and ethnic diversity are less likely to achieve above-
average financial returns. Innovation thrives on diversity.?

Obstructions in Particular Places

Raj Chetty’s family immigrated to the United States from New Delhi, India,
when he was nine years old. As he tells it, he always knew he was lucky.
His parents believed that if he, his brother, and his sister grew up in the
United States they would have great opportunities. His parents were skilled
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professionals, each being “the one” in their family given the gift of higher
education. In a conversation with George Mason University economist Tyler
Cowen, Chetty reflected: “I see through the generations the impact that that
has had, not just on their outcomes—my mom’s a physician, my dad’s a
statistician and an economist—but on the subsequent generation with my-
self and my cousins. The opportunities I’ve had were dramatically shaped
by those decisions many generations ago.”?’

Chetty grew up mostly in Milwaukee and the data he and Hendren have
compiled shows that Milwaukee County is the kind of place that limits op-
portunity; out of the hundred largest counties in the United States, it has
the ninth worst rate of upward mobility. To make their comparisons, the
researchers use the US Department of Agriculture’s delineation of “com-
muting zones,” which divide the entire country into geographical areas clus-
tered around metropolitan areas. Their analysis shows that up to 80 percent
in the variation of children’s outcomes can be explained by where they are
raised; children who grow up in commuting zones with higher incomes
have higher incomes as adults, all else being equal.3’

Chetty’s parents didn’t need such well-constructed studies to see that
geography mattered. They sought to overcome neighborhood effects by
sending him to an “outstanding” private college prep school: the Univer-
sity School of Milwaukee. Chetty took a crosstown bus to get to his school,
and the neighborhoods he rode through didn’t compare favorably to the
acres and acres of pristine grounds surrounding its campus. In his words,
“you could feel the degree of segregation. . . . seeing those disparities made
me wonder how much of where I will end up in life happens to be because
of having the opportunity to go to #his school as opposed to going to some
other school within that city.”3!

Chetty’s study on inventors showed that exposure to a community of
scientists and innovators was an important factor in some children’s suc-
cess pursuing ideas that led to patents. Specific places—and the people living
there—nurture innovation. Children from low-income families are far less
likely to be exposed to role models and opportunities that allow them to
see their full range of options, especially if they live in low-income neigh-
borhoods. Chetty and his coauthors estimate that “if girls were as exposed
to female inventors as boys are to male inventors in their childhood [com-
muting zones|, the current gender gap in innovation would shrink by half.”
Perhaps unsurprisingly, they also found that individuals were likely to
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pursue patents in areas of research connected to the place they grew up.
People who grew up in Minneapolis tended to pursue ideas related to med-
ical devices, while those who grew up in Boston or Silicon Valley pursued
ideas connected to information technology. Other research confirms that if
a parent works in a particular industry, a child is more likely to start a firm
in that industry.3?

Tatyana Avilova at Columbia University and Claudia Goldin at Har-
vard have been working to remedy this place- and gender-based inequality
within the field of economics itself. In 20135, they launched the Undergrad-
uate Women in Economics Challenge as a randomized control trial to eval-
uate whether better career information, mentoring, and encouragement,
along with more relevant instructional content, could encourage more
women to enter economics. They randomly selected twenty schools to adopt
the treatment, and identified more than thirty control schools. While their
trial is still in the field, they reported early findings at the American Economic
Association annual meetings in January 2018. Consistent with Chetty’s
conclusions, they are finding that mentorship matters: exposing women
to female economists and to economics more generally increases women’s
likelihood of pursing the field.?3

Place matters in another way, as well. There is evidence that communi-
ties that welcome families such as the Chettys see greater economic gains.
In one study, economists Ufuk Akcigit and John Grigsby at the University
of Chicago and Tom Nicholas at Harvard Business School show that, his-
torically, places with more immigration also register more innovation. Areas
that experienced more immigration over the period from 1880 to 1940,
such as New York and Illinois, saw more patenting and higher growth from
1940 to 2000. This suggests that places that are more open to immigrants
see higher rate of patents—and the economic growth that follows. Over
the earlier time period, in the top ten most inventive states, about one in
five inventors were foreign born, compared to fewer than one in fifty in the
least inventive states. In another study, this same group of scholars found
faster long-term growth, higher population density, lower slave ownership
(pre—Civil War), more developed financial markets, and higher social mo-
bility in the more inventive regions.>*

There’s a long history in the United States of some places having less
economic opportunity than others. Many historians and contemporary
thinkers believe that slavery created a climate where white elites sought to
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limit both low-income white workers and black slaves from accessing
education—and obviously, slavery prevented millions of black people from
making the most of their innate talents. This was an argument made by
Abraham Lincoln—the only US president to date to be a patent-holder, by
the way, having invented a “manner of buoying vessels.” In a speech in 1858
at the Wisconsin Agricultural Society, Lincoln made the case that universal
education would foster “economic creativity,” and that the South’s way of
using enslaved people—and workers more generally—worked against in-
novation and growth. Lincoln said that Southerners saw workers as “a blind
horse upon a treadmill” and educated workers as “not only useless, but
pernicious and dangerous. In fact, it is, in some sort, deemed a misfortune
that laborers should have heads at all. Those same heads are regarded as
explosive materials, only to be safely kept in damp places, as far as pos-
sible from that peculiar sort of fire which ignites them.”3*

There is evidence that this affected the economy—and not in a good
way for the South. In the decades just before the Civil War, the North was
a wellspring of innovation. Northern states far outpaced Southern ones in
securing new patents; they even outpaced Great Britain. By 1860, just
before its secession, the South accounted for just 5 percent of all US pat-
ents, although it was home to 30 percent of the nation’s population. The
same geographic trend holds for schooling: most counties in the North
had a higher share of children attending school, ranging from 60 percent
to 90 percent, while across the South, only a handful of counties had
school attendance of more than 50 percent of free children—and, of course,
enslaved children were denied an education by law in many southern
states.’®

What economists are finding is that, while the market dictates outcomes,
those outcomes are also very much affected by the institutions the economy
is embedded in. Based on their research, Chetty and Hendren document the
five most important factors about a place that affect children’s chances of
doing better than their parents. They show that a child who wanted to
move up in the world would do well to ask his parents to raise him in a
community that is less segregated by race and income; has a strong middle
class and less income inequality; has better schools with higher funding
levels, smaller classes, and better test scores; has fewer single-parent fami-
lies; and has more social capital—as measured by indices of the strength of
social networks and relationships as well as engagement in community
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organizations. It’s too bad, of course, that children don’t get to tell their
parents where to raise them.3”

A New Understanding of the Markets for Labor
and Entrepreneurship

If people are blocked from doing jobs they are qualified to do—or from
accessing the skills they need to get those jobs—then the markets for people
and ideas don’t work in reality like they do in the bare-bones textbook
model. This means that differences across the income spectrum affect market
outcomes—both labor markets and entrepreneurship—in profoundly
important ways, and that potential productivity is being left untapped. It
also has implications for how economists understand the workings of the
labor market.

Economists don’t have to look far to find evidence that the labor market
doesn’t always reward talent and hard work. One of their own favorite
haunts, the popular job-hunting website Economics Job Market Rumors,
was the focus of a 2017 study by Alice Wu, then an undergraduate at UC-
Berkeley. She scraped the site’s data and conducted a textual analysis of how
economists and economists-to-be talked on the site as they anonymously
discussed, debated, and dissected who was hiring and who was applying.
The analysis picked out the most common words used by this online com-
munity to comment on men and women candidates. Among the top twenty
for male candidates were mainly descriptors of their professional focus and
strengths, such as adviser, pricing, and mathematician. Among the top
twenty for women candidates were hotter, tits, anal, marrying, pregnant,
gorgeous, horny, and crush.’®

One could dismiss this outrageous vocabulary as the bad behavior of a
small group of anonymous trolls, but it needs to be taken more seriously
given other evidence from the profession. There are far fewer women in
economics than men. As female economists move up the career ladder, they
have fewer and fewer female peers. Women make up about 30 percent of
assistant professors in economics, but their numbers drop to 23 percent
among associate professors and fall to less than 14 percent among full pro-
fessors. To be clear, it’s not that women cannot handle the math. Women
account for more than 40 percent of undergraduate math and statistics
majors—and have been a large enough share of math majors for long

printed on 2/8/2023 5:09 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

78 HOW INEQUALITY OBSTRUCTS

enough to thoroughly reject the argument that economics has a paucity of
women because the math is too hard.3* And it is important to note that
gender is not the only problem facing the profession. The percentage of
nonwhite undergraduate economics students is about 15 percent, and this
number declines considerably as careers advance.

There’s growing evidence that the lack of gender diversity is rooted in
bias within the profession. As in many academic fields, in economics, people
move up the job ladder by getting their research published in top journals.
New evidence shows that women have to work harder than men to get
their work published. Economist Erin Hengel of the University of Liver-
pool finds that female economists are held to higher standards than men.
Papers by women submitted to academic economics journals take longer
than those by men to make it through peer review, by about six months.
This slows the women’s productivity rates and makes it harder for them to
get tenure. Over time, women realize their papers simply have to be better
than the men’s.%°

Even accomplishing that might not help much. While still a PhD candi-
date in economics at Harvard, Heather Sarsons found that women in eco-
nomics also have to do more work on their own. She gathered data on
publications by economists at top US universities over the past forty years
and found that, compared to men, women were less likely to get tenure if
more of their publications were coauthored. Women are as likely to pub-
lish in top journals as men, but over this time frame, women were about
30 percent less likely to get tenure. The evidence suggests that when a
woman works on a team and the individual contributions of participants
aren’t clear, economists discount her contribution. To the extent this is dis-
crimination, it damages productivity within economics.*! (See Figure 2.3.)

These biases don’t only obstruct women’s careers, they carry real-world
implications for our nation’s economic policy agenda. There is growing
evidence that social scientists—including economists—bring implicit bi-
ases into their framing of research questions and their interpretation of
evidence. Marion Fourcade of the University of California—Berkeley, a so-
ciologist who studies economists, finds that their varying policy recom-
mendations depend significantly on where they live and work. US econo-
mists tend to be “more favorable to economic ideas based on free trade
and market competition” than their British, French, or German peers.
Along the same lines, a recent survey of American Economics Association
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Figure 23 Women in economics are held to higher standards
Increase in probability of earning tenure from authoring one additional research

paper.

Source: Heather Sarsons. “Gender Differences in Recognition for Group Work,” Harvard University, No-
vember 4, 2017, https://scholar.harvard.edu/files/sarsons/files/full_v6.pdf?m=1509845375.

members finds that male economists are more likely than female econo-
mists to prefer market solutions to government intervention, are more
skeptical of environmental protection regulations, and are (slightly) less
keen on redistribution. And Zubin Jelveh of New York University and
Bruce Kogut and Suresh Naidu of Columbia University find that political
ideology affects the outcomes of economic research.*

Given the failure of even the economists’ job market to work as text-
books describe, we need to challenge our assumptions of fairness in the
labor market. We need to be especially concerned about high economic in-
equality. Naidu cautions that if your success in a workplace is contingent on
the whims of another, then you don’t have economic freedom, even if you are
free to move from job to job. He likes to call this the “Don’t have to laugh at
unfunny jokes of superiors” test. In many fields, the relative productivity of
workers is subject to interpretation; whether a research paper is good or bad,
or one actress better than another for a specific role, is a more subjective call
than which mousetrap is more effective. This means we need to be especially
vigilant about identifying and removing blockages caused by inequality.*3

All of this accumulating evidence leaves economists and policymakers
with profoundly unsettling questions about whether we truly understand
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labor markets. The research outlined in Chapter 1 showed that economists
need to look earlier in life than educational attainment to understand human
capital; this chapter concludes that we cannot assume that pay—or
opportunity—reflects the underlying talent or skills of the individual. All
the more disquieting for those who believe labor markets respond purely
to supply and demand is that this is not the only contrary evidence.

Loosening Inequality’s Grip on the Labor Market

People and their ideas drive innovation, but inequality means that too many
are blocked from finding their best fit. Governor Brownback of Kansas as-
sumed that if financial constraints were lifted—if taxes were cut and regu-
lations eliminated—then this would free up innovation and investment in
his state. But that’s not enough. Not by a long shot. Indeed, research shows
that changes in top tax rates are highly unlikely to affect innovation. Chetty
and his coauthors tested whether policymakers could increase innovation
by increasing children’s exposure to innovators, by expanding access to
internship programs to reduce barriers to entry, or by cutting the top tax
rates for inventors to increase private returns. Their model predicts that
the first policy—increasing exposure—does far more than the other
two.*

So what should policymakers do? The reality is that the market is not
inherently perfect. It is embedded in a society full of institutions that allow
inequality to obstruct some people, and these constraints on their contribu-
tion to labor markets or ability to become entrepreneurs have widespread
economic implications. We need to move beyond blind faith in Smith’s in-
visible hand to ensure that the barriers to opportunity are eliminated. A
top-of-mind concern for policymakers, based on the evidence, should be to
address the skills and employment pipeline itself, not only the flow of people
seeking to move through it. Beronda Montgomery, a biochemist at Mich-
igan State, puts it this way: “Pipeline—great, let’s get more people. But it
gets in the way. When you have trouble with your pipes at home, you don’t
try to push more water through, you get a plumber to find out what is the
structural defect.”*

Policymakers should design and fully embrace policies to eliminate dis-
crimination in the labor market. The 1963 Equal Pay Act prohibits sex dis-
crimination, and the 1964 Civil Rights Act prohibits discrimination along
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the lines of race, color, religion, sex, and national origin. Back when these
were passed, the United States was a global leader on equity statutes, but
we’ve since fallen behind. To catch up again, policymakers can start by
giving themselves—and the American people—the tools to see the struc-
tural problems. This requires collecting firm-specific employment and pay
data by gender, race, and ethnicity. If it isn’t clear how to do this, there are
models we can look to. Quebec, for example, requires that employers audit
their pay practices to ensure that compensation within firms is equitable;
Iceland imposes fines on firms that take no action to ensure equal pay. In
2016, the US Equal Employment Opportunity Commission announced that,
starting March 2018, it would require the collection of summary pay data
and hours worked by pay bands and by gender, race, and ethnicity from
employers with more than one hundred employees. The Trump adminis-
tration stopped this action, however, before the policy went into place but
soon after—in March 2019—a federal court ordered the EEOC to reinstate
the pay data collection requirement. There are still open questions as to how
and when employers must report their data.*

To address the structural defects, policymakers have a variety of options.
There are simple steps, such as implementing blind application processes,
and there are more complex steps, such as thinking through how to better
match people with skills to good opportunities. One thing is clear: discrimi-
nation follows people over time. Imagine that, at your first job, you were
paid 5 percent less than similarly qualified colleagues. If, when you applied
for your next job, the hiring manager used salary history to decide what
salary to offer you, that first shortfall would rob you again. You might never
make up the gap. To remedy this, eleven states (including Massachusetts,
California, Oregon, Delaware, and New York), nine local jurisdictions (in-
cluding San Francisco, Pittsburgh, and New Orleans), and the US territory
of Puerto Rico have passed measures banning employers from asking about
previous wages during the job application process, as of the end of 2018.4”

To stimulate entrepreneurship, policymakers must expand access to cap-
ital, particularly among minority entrepreneurs who have less personal
wealth that can be used as seed capital or loan collateral. One example to
consider: state-run capital access programs that pool and match contribu-
tions from borrowers and lenders to create a reserve fund that lenders can
claim against to cover losses on loans. These programs have had a good
track record in helping small businesses obtain credit. They got a boost of
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$28 million in federal investment under the US Treasury’s State Small Busi-
ness Credit Initiative, part of the 2010 Small Business Jobs Act. Yet only
California, Michigan, New York, North Carolina, and Massachusetts, all
of which already had similar programs, were able to use the investment suc-
cessfully to operate the capital access programs at scale.*® Research also
shows that universal access to affordable health insurance can be key in
encouraging entrepreneurship. A study on health care reforms in Massa-
chusetts, which predated and were similar to the Affordable Care Act, found
that they supported self-employment in the state by expanding access to
all types of insurance. The Kansas City Fed researchers found that while
the self-employment share of total employment in other Northeastern states
and in the United States as a whole continued to drop, the self-employment
rate remained flat in Massachusetts after the state health-care law was en-
acted in 2006.%

The private sector has to step up to address these issues. Economist Byron
Auguste and his team at Opportunity@Work are seeking to do just that.
Their basic premise is that the way firms hire tends to prevent people with
the right skills and talent from finding the best fit. Too many people with the
skills and potential to be successful are turned away in today’s labor
market, which drags down productivity and growth. To fix this, Opportu-
nity@Work works on creating pathways to meaningful careers through
partnerships with employers, community organizations, and job seekers.
They provide ways for employers to find skilled people without over-
looking those who “screened out” based on pedigree, not skills.*°

Given what we know about the importance of early childhood, as well
as how place matters, another logical place to start is by ensuring that every
child gets a strong start in life. This means addressing gaps in access to early-
childhood education, as well as gaps in access to high-quality primary and
secondary schools, as outlined in Chapter 1. This will take public resources
and investments in public education, which as the next chapter will show,
have broad popular support. Unfortunately, the elites who control the po-
litical debate tend to prefer giving themselves big tax breaks. Making sure
that every community has opportunities for children—whether their par-
ents are rich or poor—is the only way to ensure that inequality doesn’t
block children from finding their best fit in the economy later on in life.

And, of course, one of the best ways to create opportunity is full em-
ployment. In 2018, as the unemployment rate hovered below 4 percent, em-
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ployers turned to some groups that often have a hard time getting work
(which is also what happened during the low unemployment years of the
late 1990s). Even though unemployment rates for blacks and Latinos re-
main higher than for whites, less skilled workers, those with a history of
incarceration, and others have been able to find economic opportunities as
employers searched for workers.!

Policymakers can think of this agenda as one that breaks down the di-
vide between those looking in and those already inside. This is how Chetty
describes his own realization of what inequality meant when he was young.
As he told Tyler Cowen, when he was about eight or nine, his parents took
him to visit the famous seventeenth-century mausoleum the Taj Mahal:

Seeing the Taj Mahal is a striking experience in its own right because the
monument is so majestic. But what struck me was the incredible contrast
between the monument itself and what was outside. It was one of the
most impoverished areas in India, in Agra. Just seeing that incredible con-
trast between the tourists and the people who were begging for food . ..
left a mark on me. I think back to that experience, wondering why things
were so different on the inside versus the outside.*

If every policymaker started from this same state of wondering, we’d make
progress addressing inequality’s obstructions.
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Part | examined the supplies of people, ideas, and capital to the market. Part Il
turns to the institutions that support a well-functioning market. In the simplistic,
bare-bones framework, our coders, chefs, and caregivers don't need the gov-
ernment to embark on collective endeavors. If our coder and her team, for ex-
ample, need their customers to have broadband, some private investor will spot
that gap and jump in to fill it. That market model doesn’t allow for a situation
where it is the public provision of broadband that creates the market the coder
takes advantage of. Yet, in reality, public investments do drive private ones. This
makes it all the more worrisome that the United States lags behind other coun-
tries in a variety of public investments. The shortfalls show up in areas from the
quality of our schools to the coverage of our broadband to the state of our trans-
portation infrastructure.

For the economy to function, the public sector needs to function, and func-
tion well. America’s early promise was supported by government. In the nine-
teenth and twentieth centuries, as America grew, we implemented policies that
launched many families with a solid set of tools, including the Homestead Act,
the estate tax, universal primary and secondary schools and land grant col-
leges all across the nation, and the GI Bill. Not everyone had access to these
policies—the Homestead disproportionately gave land to whites, black veterans
were denied access to Gl Bill benefits, and black people couldn’t attend many
land-grant institutions that were segregated—yet they showed that the federal
government could embark on big agendas to reduce inequality. These kinds of
programs must be more inclusive, but now they aren’t even happening; there is
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emerging new evidence that growing inequality is subverting the public institu-
tions and the policymaking process we need to support our economy. It discour-
ages a focus on the public interest and promotes what economists call “rent
seeking”—the efforts of firms to take home larger profits than truly competitive
markets would allow.

The ramifications of rent-seeking are widespread. Firms are able to manipu-
late the functioning of the marketplace because economic inequality gives their
owners the financial wherewithal to wield political influence. They can exert
pressure on political processes in our country to benefit them above all, they
can minimize the taxes on firms, owners of capital, and top-salaried workers,
and rewrite laws and regulations in their favor. This is why the increased con-
centration of economic power in the United States reduces market competition,
lowers productivity, and drags down economic growth and stability: it under-
mines sustained investment in public goods and services such as broadband
(for the coder), food safety (for the chef), and laws that ensure competitive wages
and benefits (for the caregiver).

Inequality is not just about a few at the top getting a bit more than their fair
share. By subverting our economy in various ways, it undermines confidence that
institutions of governance can deliver for the majority. There is an argument that
the United States is on the cusp of being, or has already become, an oligarchy—a
society where economic elites have been able to amass and manipulate their
economic and political power, focusing on enriching themselves. As those insti-
tutions focus more on protecting those at the top than supporting equitable
growth, this erodes the ability of public institutions to do even the most basic
functions, stymying economic growth and stability—and our trust in government
to act on behalf of working people.!

It requires a huge lift for a society to get to the point where government is
capable of making sure that monopoly or oligopoly interests don’t run amok every
night, taking more effective control of our complex twenty-first-century global
world. The United States achieved this big lift during the Progressive and New
Deal eras in our history, but now we are in danger of unraveling all that's come
before. Inequality in wealth and power is thwarting us from taking on collective
endeavors that provide the foundation for broad-based growth, while promoting
the interests of monopolists and oligopolists over others.
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The next two chapters focus on how inequality subverts institutions and the
market process. Chapter 3 looks at how economic power undermines our de-
mocracy and our ability to generate the revenues necessary for broad-based
economic growth. It starts with the research of Emmanuel Saez on how to think
about structuring the tax system to generate sufficient revenue to make the in-
vestments necessary to deliver on the American Dream. Saez and his col-
leagues show that lower taxes on those at the top of the income ladder do not
lead to the kinds of beneficial outcomes some suggest—indeed, the evidence is
that when the rich pay less in taxes, this encourages them to act in unproduc-
tive ways.

Chapter 4 dives deep into how our economy is increasingly dominated by a
few firms. Harvard Business School economist Leemore Dafny has studied
what's going in healthcare markets and found evidence that the biggest health-
care companies are increasing their stronghold in the market by merging and then
charging higher prices. This in turn leads to higher profits for managers and
shareholders and less affordable—and sometimes lower-quality—healthcare for
everyone else, alongside lower wages for those working in increasingly monop-
olized jobs.

What's happening in health care is emblematic of changes across our
economy. When a firm has too much power in its product market, it has mono-
poly power, which means it can raise prices with impunity and stymie competi-
tion. Indeed, there is evidence that concentration sits at the core of the problems
that inequality poses for the level and stability of economic demand. To make
matters worse, there is evidence that dominant economic power is reinforcing
itself in the political world, further entrenching those at the top, shutting everyone
else out, and subverting the market process.

The implications are clear: To revive our democracy, and with it our invest-
ments in public endeavors, we need to rebalance the strength of the voices. It
also means we have to think about markets that benefit a few, such as platform
firms that dominate major sectors of the US economy today. If we live in a
world where those with the loudest voices stand to gain the most then we need
to be very thoughtful about ensuring that the rules of the market don’t only ben-
efit them, to the detriment of the economy more generally.
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ANSAS GOVERNOR SAM BROWNBACK'S tax cuts reduced the state’s

individual income tax by over $800 million annually between fiscal
years 2015 and 2017—a drop equal to more than 11 percent of the state’s
annual total tax revenue. What he called his “red state” experiment meant
state policymakers had no choice but to make spending cuts. Most of the
options weren’t popular. Within the first two years of the tax cuts, the state’s
funding levels for schools, healthcare, and other public services fell by
8 percent and the state transferred almost $1 billion from its Highway Fund
to its General Fund, postponing numerous transportation projects indef-
initely. That was only the beginning; more cuts were necessary in later years
as tax revenue continued to fall. As a result, in 2015, in a wildly unpopular
move, schools across Kansas closed a week to twelve days earlier than usual,
affecting the educational progress of children throughout the state and
leaving working families scrambling for childcare.!

Waves of frustration rippled across Kansas. By 2016, more people in this
very Republican state reported being “very dissatisfied” with Republican
Gov. Brownback (53 percent) than with Democratic President Obama
(43 percent). As Dinah Sykes, a Republican state senator from a suburban
district, told the New York Times, “Email after email after email I get from
constituents says, ‘Please, let’s stop this experiment.’”? In response to the
public outcry, the Republican-controlled legislature sought to undo the tax
cuts. The governor, however, held fast to his theory that the tax cuts would
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lead to broad-based economic gains. He twice vetoed legislation to reverse
most of them, in February and June of 2017. This did not improve his
standing with the public. By the summer of 2017, his 27 percent approval
rating made him the second-most unpopular governor in the United States,
falling behind only Governor Chris Christie of New Jersey. Ultimately, what
happened in Kansas was a failure of Brownback’s theory to match reality.?

While paying taxes is probably no one’s idea of a fun thing to do, people
understand that to provide public goods, government needs tax revenue.
This leads to two basic questions: How much revenue is necessary? And
how can government optimally raise those funds? The first depends on need.
Government helps to provide all the things required for the economy to
function, from good schools and access to healthcare to transportation in-
frastructure and the rule of law. At the top of the list are the desperate
needs laid out in Chapter 1: our nation must make more public investments
in education, especially to provide early-childhood programs and access to
high-quality childcare, and it must ensure economic opportunity across the
income spectrum, including access to affordable healthcare, nutrition, and
safe housing. Also key are public investments to keep essential infrastruc-
ture, including our water supply, safe and in working order. To fuel growth,
governments need to spend wisely and regulate—not cut and run.

Studying the economic effects of taxation and the tradeoffs involved is
generally the domain of public finance economists. In the 1970s and 1980s,
a theory emerged in policy circles claiming that cutting taxes would actu-
ally increase revenues. In 1974, Arthur Laffer, then at the University of Chi-
cago, met with President Gerald Ford’s deputy chief of staff, Dick Cheney.
Trying to explain the logic of how a reduction in taxes can spur economic
growth to the extent that revenues actually increase, he pulled out a pen
and drew a curve on a paper napkin. The “Laffer Curve” on that little
napkin started a revolution in policy circles. There was no solid empirical
evidence from economics research supporting the claim that cutting taxes
would increase revenues would hold true in the US context. Still, conserva-
tives began arguing that we could have it all—lower tax burdens and more
of the public goods people want and need—if policymakers cut taxes for
the rich. Brownback adhered to this same idea.*

Nearly a half a century later, there’s still no evidence that lowering taxes
on those with the highest incomes leads to the kinds of behavioral responses
Laffer suggested. It doesn’t require sophisticated econometrics (although
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this chapter will provide some) to see that Laffer got it wrong; we can simply
look at what happened in Kansas and in the United States more generally.
Lowering taxes on the rich always means less revenue. Tax cuts don’t pay
for themselves; instead, the tax-cutting mania we’ve seen in the United States
has left us highly indebted and falling behind in public goods investments
relative to the past and to our economic competitors.’

The public is clamoring for government to do more and better—and is
willing to pay for that—but keeps seeing taxes and services cut. The evi-
dence is growing that taxpayers up and down the income ladder are in favor
of paying more for public investments as long as they believe that tax dol-
lars are being put to good use and the tax system is fair. For example, the
spring of 2018 witnessed teachers in a number of states walking off the
job to protest not only their pay but also cuts to school funding—and gar-
nering widespread public support even in Republican-dominated regions.
In another example, surveys at both the state and national level also show
that vast majorities of voters are willing to see payroll taxes rise to fund
paid leave insurance programs—and in the states that have established such
programs over the past decade, there has been no notable backlash from
workers or employers after implementation.®

Rising economic inequality has subverted our political system and is
behind a growing imbalance between what people want and the outcomes
of policymakers’ decision-making about government revenue and public in-
vestment levels. This is confirmed by a large and growing body of political
science research showing that growing inequality makes it harder to get
anything done in Washington, DC, and in statehouses and town halls around
the nation. Worse still, the things that do get done tend to align with the pri-
orities of the wealthy, and don’t necessarily support the growth of the whole
economy. Increasingly perceiving that the political system can’t be trusted to
respond to the democratic will, people grow more frustrated: in a recent poll
of taxpayers, a majority of taxpayers said it bothered them “a lot” that
some corporations and wealthy people don’t pay their fair share.”

What can we do about all this? We can start by rejecting the long-told
story that it would be counterproductive to raise taxes on the wealthy. In-
deed, we must do so, both to pay for investments and to improve trust in
the fairness of the system. Traditionally, as economists analyze different
types of tax systems, they stress the degree to which taxes create disincen-
tives for people to work, save, or invest. Emmanuel Saez suggests that this
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thinking is too simplistic, and there are other factors to take into account.
Saez argues that policymakers need to focus much more on what taxes
buy: “you can’t judge taxes purely on the tax side. You have to see what
you do with the taxes and [whether it is] worth spending or not.”8

The emerging evidence has changed the minds of some of the earliest
proponents of the supply-side hypothesis. Bruce Bartlett was on New York
Representative Jack Kemp’s staff in the 1970s, then served as executive di-
rector of the Joint Economic Committee under Iowa Senator Roger Jepsen
in the 1980s. He helped lay out the economics behind the Reagan tax cuts of
1981 and 1986. But while he wrote the book (literally) on supply-side
economics—publishing Reaganomics: Supply Side Economics in Action in
1981—he now argues that the more recent rounds of tax cut fever have
gone too far. In September 2017, Democrats on the House Ways and
Means Committee held a forum about President Trump’s proposal to cut
taxes by $1.5 trillion by lowering the top rate from 39.6 percent to 35 percent
and reducing the tax on capital income to below that of labor income. “Give
me a break,” Bartlett said. “How many incentives could that possibly
create?”?

What's the Best Way to Bring in Tax Revenue?

Saez is probably best known for his work with Thomas Piketty documenting
the dramatic rise in high-end income inequality in the United States since
the early 1980s. They showed how the income of the top 1 percent had
been growing, while that of bottom 50 percent had not. While that work
is certainly important, economists associate Saez more with the field of
public finance, in which he is one of the world’s preeminent scholars. When
he was awarded the John Bates Clark Medal in 2009, the committee em-
phasized these contributions: “Through a collection of interrelated papers,
he has brought the theory of taxation closer to practical policy making, and
has helped to lead a resurgence of academic interest in taxation.”!°

A question he has asked in particular is whether the trend toward greater
income inequality is a cause or consequence of changes in tax policy. At
the time that Saez embarked on his career, the United States and other coun-
tries around the world had seen many years of tax reductions for those at
the top of the income ladder. Back in 1945, the top US income tax rate was
94 percent; twenty years of tax cuts brought that top rate down to 70 percent
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by 1965. Then came the Reagan administration’s two rounds of tax cuts,
which set the top income tax rate at 28 percent in 1988, and also reduced
the rate of taxation on capital gains.!!

Saez starts from the observation that each time taxes were lowered, pro-
ponents argued that this would spur sustained growth, which, in turn,
would generate additional tax revenue so that there need not be any harmful
cuts in services or needed investments. Yet, standard economic theory re-
jects this simplistic idea—and the data never materializes to support it.
The United States case is shown in Figure 3.1—a simple graph showing
the top marginal tax rate and economic growth, as measured by gross
domestic product—from 1948 to 2018. A quick glance over the past fifty
years reveals no strong or simple relationship. If the idea that lower taxes
lead to sustained growth is true, then the evidence is extremely elusive.!?

To the contrary, it’s clear that tax cuts for the top haven’t paid for them-
selves. Successive rounds of cutting the top marginal tax rate and capital
gains taxes have been followed by higher federal budget deficits. With too
little tax revenue to cover the federal spending needs identified by Congress,
the federal government has deferred spending cuts and increased its debt
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Figure 3.1 There is no obvious relationship between top tax rates and growth
rates
Top marginal tax rate and GDP growth rate in the United States, 1948-2017

Source: US Internal Revenue Service and US Bureau of Economic Analysis.
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load. By 2022, the US federal deficit is projected to hit $1 trillion—4.5 percent
of GDP—the largest peacetime revenue gap ever. States, on the other hand,
are generally constrained by balanced budget amendments. When their tax
cuts don’t lead to more revenue, they are quickly forced to cut back on
spending.'3

A question for economics to answer is whether the higher incomes of
those at the top are only deserved rewards for the hard work that tax cuts
incentivized, or whether something else is going on. There is a large body of
economics research on how people respond to changes in tax rates as scholars
have tried to discover their effects on levels of work, investing in businesses,
saving, tax avoidance, and tax evasion. But all that research hasn’t addressed
the real rationale behind the repeated calls for tax cuts. “A number of studies
have shown large and quick responses of reported incomes along the tax
avoidance margin at the top of the distribution,” Saez and Nobel laureate
Peter Diamond point out, “but no compelling study to date has shown sub-
stantial responses along the real economic responses margin among top
earners.”!* In other words, the research does not show whether lowering
taxes on high-income earners actually boosts economic growth.

In search of answers, Saez, Piketty, and Harvard economist Stefanie
Stantcheva model a wider range of responses to lower taxes using data
from across OECD nations from 1960 to 2010. Their research takes ad-
vantage of the variations in tax policies and economic outcomes as Euro-
pean countries have followed the US model by reducing taxes over time.
They conclude that, first, in terms of work effort, the response of those in
the top 1 percent to tax rate changes is relatively small; top earners do not
appear to work substantially harder (or, in economics parlance, to “vary
their labor supply”) in response to tax rates. Second, those in the top
1 percent do not tend to use the tax-avoidance tactic of changing the types
of income they receive. Examining US income data, the researchers find
relatively minimal evidence of this type of behavioral response, though
this does not rule out other types of tax avoidance.

What Saez and his colleagues conclude is that the most important reason
incomes are rising at the top is that the wealthy can get away with it, not
because falling tax rates encourage behavior that leads to higher produc-
tivity. Perversely, lower tax rates seem to encourage those at the top of the
income ladder to bargain for even higher pay since that extra effort will be
more richly rewarded. For this to be true, those at the top would need

printed on 2/8/2023 5:09 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

PUBLIC SPENDING 95

to have some—or even a high level of—control over their pay, which is con-
sistent with the evidence. About four in ten of those in the top 0.1 percent
are executives who tend to sit on interlocking boards of directors, and
there is strong confirmation that they vote to increase pay for each other
in mutually beneficial ways.!S

There is no logical reason that being paid more because you can get away
with it leads to stronger economic growth or provides more opportunity
for those not already at the top to realize the American Dream. Indeed, this
manipulation of pay subverts market forces since it focuses the attention
of the rich on collecting more for themselves rather than investing their
firms’ money in other, more productive ends. It turns out that Gov. Brown-
back isn’t wrong: taxes do affect behavior. But his policymaking focused
on only one channel through which lower taxes could affect growth. Reality
is much more complex.

This reminds us that pay isn’t the only motivation for hard work, a point
understood by the writers of the AMC television series Mad Men, set in
the 1960s. The show revolves around highly-paid advertising men living
luxurious lifestyles of three-martini lunches, illicit affairs, and gorgeous
Manhattan apartments. In one episode, perpetual striver Harry Crane gives
a colleague the following advice on the level of pay to ask for: “Do you
understand there’s no point ever in making over forty thousand when you’ll
be taxed 69 percent? You’re working for them! And God forbid you really
make it—everything over seventy grand is 81 percent!”'® Crane urged his
colleague to focus on what mattered: the high status of an important job
title. It’s only fiction, but it resonates with a truth we all know: even if taxes
are high, go-getters are wildly ambitious in the workplace (and capable of
living perfectly decadent lives).

We are left with a story where the effect of taxes on incentives to invest
are just one small piece of the puzzle. Further, there are serious concerns
that lower taxes lead to unproductive responses as the rich respond to tax
hikes with sophisticated tax-avoidance moves. As Saez told me:

when you look at taxes on the rich and how the rich respond to taxes,
you realize that it’s very hard to find good evidence that taxes have a real
impact, say, on work, savings, business formation decisions of high-
income people. But what you see very clearly is that, when the tax system
changes, the rich are really good at finding ways to avoid taxes if there
are tax avoidance opportunities in the tax code—that is, loopholes.!”
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For researchers, then, an obvious first step policymakers should take is to
close the loopholes. On that front, the Kansas experiment also provides an
interesting case study because it created a loophole by eliminating state in-
come taxes on so-called pass-through entities. Recall that these are a form
of business organization where income is passed through to the owners and
taxed only at the individual owners’ level, not at the corporate level.
Research by J. M. DeBacker of the University of South Carolina Darla
Moore School of Business and colleagues finds that the first effect of Kansas’s
tax reform was to induce some small business owners to recharacterize their
earnings as pass-through income in order to lower their taxes rather than
because of other business-related reasons.!®

The conclusions of Saez and his colleagues add to the accumulating evi-
dence that inequality subverts the way the economy works. In the 1980s,
when growing inequality began to show up in the data, economists sought
to explain the new trend using productivity-related arguments, starting from
the premise that there must be an economic rationale for those at the very
top of the income ladder to earn such higher pay. Otherwise, why would
firms keep paying them so much? While many of the theories they devised
had some explanatory power, none could explain the full extent of rising
inequality. As a result, notes Nobel laureate Paul Krugman, thinking grad-
ually changed: “Some—by no means all—economists trying to understand
growing inequality have begun to take seriously a hypothesis that would
have been considered irredeemably fuzzy-minded not long ago. This view
stresses the role of social norms in setting limits to inequality.”!® Since that
observation in 2002, scholarship has produced evidence that social norms
and bargaining power can drive increasingly unequal compensation—to
the extent that a few, already highly-paid managers at the very tops of firms
are able to garner, along with the firms’ majority shareholders, the majority
of the gains from corporate growth due to these firms’ organizational
structures.?’

Given the lack of clear correlation between top tax rates and economic
growth, Saez, Piketty, and Stantcheva ask why we wouldn’t raise tax rates
at the top rather than continue to cut them. They estimate that, for the top
1 percent of income earners in the United States, a rate as high as 83 percent
might be the optimal tax rate—that is, the rate that would deliver to the
federal government the revenue it needs without discouraging too much
productive activity. To be sure, their proposal is a speculation based on
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extrapolations from the data. Rather than the last word, it is meant to
shake economists—and those who listen to them in making policy—out
of the habit of focusing narrowly on how one theory predicts taxes at
the top affect private-sector investment. To understand a tax system’s
contribution to economic growth, we need to take a lot more into account
than that.?!

The High Price of Low Taxes

Over the past forty years, we’ve seen the implications of Laffer’s mis-
guided theory as the public debate has focused too much on the rate of
taxation and how government distorts growth and too little on how
public investments in infrastructure and processes that support growth. In
2013, I had lunch with Harvard University economic historian Claudia
Goldin in Cambridge, Massachusetts, and asked for her take on what
makes the US economy grow. We talked about a mantra often heard in
Washington: since economic growth comes from investments that boost
productivity, and since the rate of taxation drives investment, lowering the
top marginal tax rates should promote long-run economic growth. “Has
any historical research shown that?,” T asked her. Goldin replied that al-
though high taxes could potentially stifle productivity, “no serious eco-
nomic historian believes that the marginal tax rate is what drives produc-
tivity,” she told me. To understand productivity and growth, we have to
focus on the government’s provision of public goods—things such as uni-
versal access to education and healthcare, transportation infrastructure,
and the legal system.??

Increasing or decreasing public investments in education and other in-
vestments in human capital may have even greater consequences in an era
of high economic inequality; indeed, ramping up public investments may
be the only way to undo the obstructions that inequality creates. A paper
Goldin wrote with Harvard University economist Lawrence Katz and Uni-
versity of California-Berkeley economist Brad DeLong makes this argument
based on historical analysis. “During the twentieth century, America’s
investment in education was a principal source of its extraordinary perfor-
mance,” the authors conclude. “Projections indicate, however, that the in-
crease in the educational attainment of the American labor force is slowing.
A renewed commitment to invest in education is probably the most important
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and fruitful step that federal, state, and local officials can take to sustain
American economic growth.”??

The United States has a long history of making big, game-changing public
investments. Consider the GI Bill of 1944 and its subsequent enhancements,
which have allowed millions of military veterans to receive the benefit of
higher education—although whites benefited much more than blacks, lim-
iting the bill’s effectiveness. Now, even though the United States remains a
very rich nation, our government is not only failing to make these kinds of
investments inclusive, we are failing to make them at all. Case in point:
after a century of providing high-quality college education free of charge
to California residents, the University of California system abandoned its
commitment to zero tuition in 1975, after then-Governor Ronald Reagan
began significantly cutting funds to the UC and community college systems
in 1966. Between 2000 and 2012, state spending per student almost halved
from $23,000 to $12,000 per student, and California public funding now
covers less than 40 percent of the UC system’s budget. The lagging state
support also continues as California’s population and need for skilled
workers grows, threatening the university system’s enrollment capacity
and education quality.?*

The lack of public investment follows the long-term decline in revenue,
powered in large part by an increasing anti-tax sentiment that spread across
the country decades ago—a trend in which racial animosity played a large
role. In communities across the country, there was widespread frustration
among high-voting, middle-class homeowners as real-estate values soared,
property taxes rose, and local governments accumulated revenue, along-
side a sense that government programs were benefiting some, not all. In
1978, California Republicans Howard Jarvis and Paul Gann capitalized on
homeowner anger to reverse the higher public-spending trend in their state
by putting forth Proposition 13, a measure that caps property taxes at a
mere 1 percent of value and annual assessment increases at 2 percent. This
law, which was approved by two-thirds of Californians and is still in effect
today, set off the modern tax revolt across the country, as many states also
passed measures to constrain state and local taxes and spending. More re-
cently, during the late 2000s, tax revenue fell due to the Great Recession,
which meant, among other things, sharp cuts in funding for public educa-
tion at all levels.?®
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Government investments that make economic growth possible include...
1. transportation infrastructure for shipping and other commerce, 2. education
to train the workers of tomorrow, and 3. investments in public health.
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Education is, of course, not the only form of government investment that
spurs economic growth. Spending on infrastructure—roads and bridges,
public transportation, safe drinking water, sewage systems that don’t
foul waterways, energy-efficient electricity generation, access to air clear of
pollutants—is essential to strong and stable economic growth. A city
pumping out lead-laden water to its citizens, as happened in Flint, Michigan,
threatens not only the immediate well-being of residents through poisoning,
but also future economic growth as lead accumulation affects the health and
development of the children who will become our next generation of workers.
In a city with a dysfunctional public transit system, the fact that employees
are regularly late to work drags down productivity and leads to grumpiness
all around—as we learned recently in Washington, DC, when the Metro
system experienced major challenges. In other places, infrastructure has
failed catastrophically. In Minneapolis, for example, in 2007, an eight-lane
bridge packed with evening commuters collapsed into the Mississippi River,
killing thirteen people and injuring 145. None of this seems consistent with
the United States’ standing as one of the richest countries in the world.?®

The costs to our economy and society of failing to make these invest-
ments are both immediate and long-term. The management consultancy
McKinsey and Company finds that $150 billion a year would be required
between now and 2030 (about $1.8 trillion in total) to meet all the coun-
try’s infrastructure needs. A 2018 report on America’s sixty-year-old Inter-
state Highway System, prepared by the National Academies of Sciences,
Engineering, and Medicine, estimates that federal and state governments
would have to more than double their current annual spending of $25 bil-
lion to avoid worse traffic congestion, higher maintenance costs, and re-
duced safety. Interstates account for one percent of public road mileage but
a quarter of the country’s vehicle miles traveled. Investment in them, how-
ever, has been insufficient, and backlogged structural and operational defi-
ciencies have mounted over time; one-third of interstate highway bridges
are more than fifty years old, for example, and need to be repaired or re-
placed. Another area ripe for public investment is broadband infrastruc-
ture, which is uneven across the country and inadequate overall. Close to
one in four Americans live in low-subscription neighborhoods, where less
than 40 percent of residents have access to broadband. To be cut off from
the benefits of high-speed internet connectivity is increasingly limiting in

our digital economy.?”
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There are other long-term costs, as well. It’s now well documented how
government investments pave the way for private-sector innovation and
growth. Many of the biggest advances in economic productivity, innova-
tion, and technological capacity have been the result of government action.
Take the internet—originally a Department of Defense funded project—or
the many breakthrough technologies of the space program. University Col-
lege London economist Mariana Mazzucato notes about Apple, one of the
most successful firms the modern world has ever seen in terms of both
market capitalization and profitability, that much of its value derives from
government investments in fundamental research. Leslie Berlin, in Trouble-
makers: Silicon Valley’s Coming of Age, points to Global Positioning System
technologies and touchscreen capabilities as immensely valuable discoveries
that required such large investments of resources, and offered so little
certainty that the research would lead to anything commercially important,
that no private sector business pursued them.?®

Without revenue, however, governments cannot make these investments,
a scenario that economists have shown is bad for long- or even short-term
growth. The same goes for education. As Saez put it in a recent conversa-
tion, “the evidence shows that mass education can only be something that’s
provided by government. There’s no example of private institutions able to
really provide mass education.” He said the same thing about meeting the
needs of aging people for retirement resources: “these are almost always
provided through the government, or through institutions that are quasi-
governmental, that had people essentially save for retirement.”?’

For too long, market fundamentalists—from Reagan to Brownback to
Trump—have repeated Laffer’s claim that tax cuts will generate so much
growth that revenue will not fall. That’s a nice theory, but it doesn’t hold
up in practice. Instead, we must figure out the best way to tax to bring in
enough revenue for needed investments—the investments that will support
strong, stable, and broadly-shared growth.

The Public Is Willing to Invest for the Public Good

A century ago, one of the most important investments communities made
were in high schools, which quickly spread across the country. According
to Goldin, “when the high school movement got under way in the nation,
by the 1910s, it exploded in some areas that are even today very sparsely
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settled. Places like Iowa, Nebraska, Kansas, Oregon, Washington, and Cal-
ifornia.” She argues that success story depended on the ability of local com-
munities to tax wealth: “So what ties all these places together? One thing
is that all had relatively high wealth per capita that was taxable. Land in
the prairie states was . . . highly taxable wealth and it was extremely fer-
tile, and thus valuable, agricultural land. Plus, education is governed by very
small communities, just about throughout America, and small communi-
ties responded to the desires of parents and civic leaders.”3? In Goldin’s
telling, the ability of communities to make investments for the common
good hinged on their governments’ ability to capture the large economic
gains at the very top.

People continue to be willing—and often eager—to pay taxes for invest-
ments in their communities. When asked, citizens say they would like to
see more investment in public goods, including schools, alongside infra-
structure, such as transportation and water and sewage systems. A ma-
jority of Americans believe that poorly maintained schools are a threat to
our children, and a majority think that all Americans are endangered by
the poor quality of our drinking water infrastructure. A Harvard-Harris
Poll in 2017 found, more emphatically, that 84 percent of Americans want
to see more investment in infrastructure, and 76 percent agree that govern-
ment should be at least partially responsible for that investment.?!

Research by Vanessa Williamson, a fellow in the governance studies pro-
gram at the Brookings Institution, finds that Americans almost universally
support spending in their local communities. Infrastructure and education
are especially popular across the political spectrum. Where there is opposi-
tion to social safety-net spending, it is driven by a misperception that low-
income people and immigrants do not pay taxes. Williamson’s detailed
quantitative and qualitative evidence on Americans’ attitudes toward tax-
ation reveals that Americans see paying taxes as an ethical act. She cites
survey data from the IRS oversight board showing that Americans from all
walks of life believe that contributing to the common good is their “civic
duty.” They understand that their tax dollars buy things that are important
to their families, communities, and the national interest.3?

This shows up in the voting booth and in people’s policy preferences.
The rate at which voters approve tax increases at the ballot box has gone
from one in five in the late 1970s and early 1980s to over half in the past
decade, Williamson reports. In her book, Read My Lips: Why Americans
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are Proud to Pay Taxes, she explains that the anti-tax sentiment presented
by much of the media as commonsense thinking is no longer true. In the
late 1960s, when tax rates on those at the top were much higher than today,
Gallup reported that nearly seven in ten Americans thought the amount of
federal tax they had to pay was too high. Now, Gallup finds that fewer than
half think so.33

People’s attitudes about taxes are affected by what their tax dollars buy,
and they are most willing to pay taxes—and less likely to avoid them—
when they approve of where their money is going. Lab experiments con-
ducted by Harvard Business School professor and psychologist Michael
Norton and various colleagues reveal that giving taxpayers any choice about
how their money is spent reduces anti-tax sentiments. In one experiment,
for example, they found that when taxpayers were able to signal to the
government how they would like their taxes spent, they were 15 percent
less likely to express willingness to take advantage of a dubious tax loop-
hole when filing their tax returns.?*

Case in point: over the past fifteen years, six states and the District of
Columbia have put in place statewide programs to give workers paid family
and medical leave. These have been paid for by new payroll taxes, the
highest of which are less than a percent. While businesses actively cam-
paigned against these, people were willing to raise taxes on themselves to
cover this new cost. A 2018 survey by the National Partnership for Women
and Families found that 84 percent of voters are willing to pay for a na-
tional paid leave program through payroll deductions. Asked to respond
to specific levels of tax increase, seven in ten were willing to pay at much
higher rates than a comprehensive national program would actually cost.
Similarly, a 2018 Cato Institute survey of Americans found a majority—354
percent—willing to pay an extra $200 per year in taxes for a federal paid
leave program.3’

The single biggest complaint Americans have about taxation is that they
don’t believe the rich and corporations pay their fair share. In Williamson’s
survey, about 80 percent of respondents think the rich pay too little in taxes.
The percentage goes even higher when citizens are given facts about how
much of their income poor people pay in taxes or how extremely wealthy
the rich are. According to research by political scientists Benjamin Page at
Northwestern University and Lawrence Jacobs at the University of Min-
nesota, more than half of Americans think the government should apply
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“heavy taxes on the rich.” One reason people believe we should tax the rich
more—above and beyond the need for revenue—is that leaving too much
wealth untaxed at the top is perceived to reduce economic mobility.
Analyzing taxpayer attitudes internationally, Stantcheva and her colleagues
Alberto Alesina and Edoardo Teso find a clear relationship between
pessimism around intergenerational mobility and higher support for redis-
tributive tax policies.3¢

People are right to be concerned. It’s not just that taxes at the top have
been lowered, it’s also increasingly well-documented that the wealthy avoid
paying the taxes they do owe. Tax noncompliance costs the US government
more than $400 billion annually—more than twice what we would need
at the federal level to cover the costs of both a paid family and medical
leave insurance program and a universal childcare program. New research
documents that tax avoidance is much more common—and possible—
among the very wealthy. Economist Gabriel Zucman estimates that
$8.7 trillion in wealth, or 11.5 percent of world gross domestic product,
is held in offshore tax havens, and 80 percent of it is owned by the top
one-tenth of one percent of the world’s wealthy. Using leaked data and
administrative tax and wealth records for Norway, Sweden, and Denmark,
Zucman, along with Annette Alstadszter at the Norwegian University of
Life Sciences and Niels Johannesen at the University of Copenhagen,
found that those in the top 0.01 percent of the wealth distribution—those
who have personal net wealth greater than $45 million—evade about
25 percent of their personal income and wealth taxes. This level is ten
times greater than the average of all tax avoidance in these countries’
populations.’”

It gets worse. Experts agree that the tax cuts President Trump signed at
the end of 2017 will increase incentives to abuse loopholes; among those
who can afford sophisticated tax advice, we can expect tax avoidance to
be exacerbated. As soon as the new tax law was passed, lawyers and ac-
countants got to work on ways to interpret vague new rules to the advan-
tage of their wealthy and corporate clients.3®

Over the past few decades, the very rich have not only come to pay less
in taxes but also increasingly campaigned to push rates even lower over
the preferences of the majority. In the months leading up to the passage of
the Trump tax cuts, corporations and corporate donors were the ones
pushing Republicans to get the bill passed, spending millions. Further,
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the anticorporate advocacy nonprofit Public Citizen reported that there
were eleven lobbyists engaging with tax issues for every member of Con-
gress. Yet, most Americans were not in favor of the legislation: in November
and December 2017, support for the bill was only 32 percent. The nega-
tive polling increased as the legislation was closer to passage it remains
unpopular in 2019, a year after implementation.’

Strangely, even as they lobby for lower taxes, business leaders agree that
we need to make more public investments. In 20135, the Association of
Chamber of Commerce Executives, including signatories from cities, towns,
and groups in all fifty states, wrote to Congress urging members to shore
up the federal Highway Trust Fund and pass a longer-term federal trans-
portation funding bill. In local Chamber elections throughout the United
States—such as in Rowlett, Texas, a suburb of Dallas—infrastructure is ar-
guably one of the most cited issues. State chambers of commerce have also
been advocating for investments in early childhood education and the US
Chamber of Commerce, which represents three million businesses, runs a
nationwide initiative with state and local chambers that is committed to
high-quality education for children from birth to age five, recognizing its
importance to the future competitiveness of the US workforce. Still, this sup-
port is tepid compared to the lobbying efforts to reduce their tax burden
and seems disingenuous.*’

Lack of Investment in Public Goods is a Political Failure

If more government tax revenue is good for more people, their communi-
ties, and overall economic growth—and if people are willing to raise taxes
to fund needed investments—then why do policymakers keep cutting taxes
and lowering investments? To understand this, we turn to the growing po-
litical science literature documenting the subversive effects of inequality on
democracy, as those with the most money manipulate political processes.
The emerging consensus is that politics and policymaking today are increas-
ingly geared to the priorities of the very rich, and not focused on the needs
of the nation as a whole—and certainly not on promoting economic growth
that is strong, stable, and broadly shared. What happened in the debate over
tax cuts in 2017 is increasingly the norm rather than the exception. While
most Americans were not in favor of the legislation, the support from elites
and corporate interests superseded the democratic will.
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New evidence shows that elite voices carry more weight than others in
determining policy outcomes. Recent research from political scientists Martin
Gilens at Princeton University and Benjamin Page at Northwestern Univer-
sity finds that policies supported by the rich are two-and-a-half times more
likely to pass into law than those not supported by the rich. In their study—
using a unique data set of key variables relating to 1,779 policy issues—
policies with low support among the rich became law only about 18 percent
of the time, whereas policies with high support among the rich ended up as
law about 45 percent of the time. To explain this disparity, they note the de-
cline of the countervailing organizations—such as unions—that might give
more influence to other perspectives. Vanderbilt University political scientist
Larry Bartels has conducted complementary research showing that when
senators vote, they are more likely to align with the rich than the poor. Re-
publicans overwhelmingly respond to the policy preferences of the rich—but
so do Democrats, to a lesser degree. And the two parties’ senators are similar
in their unresponsiveness to low- and middle-income constituents.*!

The control of outcomes is in no small part because elites increasingly
set the agenda. In their groundbreaking book Winner-Take-All Politics,
political scientists Jacob Hacker at Yale University and Paul Pierson at
UC-Berkeley explain how economic inequality affects both the politics of
agenda-setting and the relative strengths of the organizations central to
making policy changes happen—and show that the rules of the game matter.
They present evidence that the rich are more able than the rest of us to get
their interests heard in the political process. In an interview with Bill Moyers,
Pierson said the data should not surprise anyone: “You just have to look at
recent headlines to see a Washington that seems preoccupied with the eco-
nomic concerns of those at the top and is resistant in many cases to steps
that are clearly favored by a majority of the electorate.” It may be that
being rich means having more opportunities to give politicians a piece of
their mind: when political scientists Benjamin Page and Jason Seawright at
Northwestern University, and Larry M. Bartels at Vanderbilt University sur-
veyed Chicagoans whose incomes put them in the top 1 percent (respondents
had an average net worth of $14 million), 40 percent reported having made
contact with their senator at some point, and nearly 50 percent had made
at least one contact with a congressional office.*?

These challenges for our democracy are magnified by the role of eco-
nomic elites—and their money—in the political process. It’s well known
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that the US political system is awash in money. The US Supreme Court ruled
in 2010, on First Amendment grounds, that the government cannot deny
the freedom of speech of organizations—including corporations—by re-
stricting their spending on communications.** The New York Times re-
ports that in 20135, just 158 families and the companies they control gave
a total of $176 million toward the 2016 presidential campaigns, accounting
for nearly half of all donations at that point.** The 2018 midterm election
cycle is estimated to have driven $5 billion in total spending, making it the
costliest congressional election cycle in US history. More than $24 million
of that came from just 388 CEOs of big American companies.** All this
money affects political outcomes—even if it cannot be proven that a par-
ticular donor is buying a particular vote.

Page and Gilens document how money tilts the political playing field.
They find that political campaign contributions writ large have a filtering
effect on candidates, nudging out candidates on the political left and even
in the center, and favoring those on the right. Because being electorally
competitive depends on fundraising, politicians spend a lot of time with
people who have money, listening to their concerns. It is also easier for
wealthy candidates to run for office because they can, at least in part, self-
finance their campaigns—discouraging many without resources from even
trying.*

This is not the way the US democracy is supposed to function. In the
postwar period of the twentieth century, at the height of our nation’s era
of broadly shared economic growth, the interplay of competing but bal-
anced political forces led to policy outcomes reflecting a wider diversity
of views. This was the era in which Yale political scientist Robert Dahl did
the research for his 1960 classic Who Governs? In it, Dahl argues that US
democracy is characterized by inclusive pluralism, with individuals’ com-
peting priorities being represented by active interest groups all competing
in a political sphere where no one group dominates. Dahl was writing
when overall income inequality in the United States was at its twentieth-
century low and the gains of growth were more broadly shared even as,
to be sure, people of color and women were worse off in terms of both
civil and economic rights. In the society he observed, political power was
more widely dispersed across people and institutions—including strong
civic institutions. There was more participation in the political process
and higher trust in political institutions. Little did he know that the US
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economy would become vastly more unequal in terms of income and
wealth, creating a new political process bearing little resemblance to the
dynamics he described.?”

In the end, one of the most subversive effects of economic inequality may
be that it’s making the United States virtually ungovernable. Political sci-
entists John Voorheis of the University of Oregon, Nolan McCarty of
Princeton University, and Boris Shor of the University of Houston docu-
ment how the rise in inequality has gone hand in hand with a rise in ideo-
logical polarization, posing serious challenges to the policymaking ability
of the US constitutional system. The checks and balances between the ex-
ecutive and legislative branches, combined with the need in the Senate to
get a 60 percent majority for significant legislation to avoid a filibuster,
mean that bipartisanship is necessary to Congressional action, yet political
compromise is increasingly rare. This builds on research by McCarty and
his coauthors Keith T. Poole of the University of Georgia and Howard
Rosenthal of New York University, who were the first to show that eco-
nomic inequality and political polarization have risen together for the past
half-century (Figure 3.2). Indeed, the southern political realignment around
racial issues in recent decades has been so polarizing because, in fact, it is
driven largely by economics.*®

Economic inequality simultaneously subverts the institutions that work
in the public interest and efforts to engage in collective endeavors. If we
want the economy to deliver growth that is strong, stable, and broadly
shared, the US government—and state and municipal governments—needs
to make more investments to ensure that people with talent are able to ac-
quire skills and access capital. In doing so, we all would reap the benefits
of a well-educated labor force and steady stream of entrepreneurial ventures.
Our government also needs to make more investments in broadband,
transportation, and other public goods. Economic inequality prevents this
from happening because the power to make policy increasingly resides
with a tiny minority of people who are accruing the most from economic
growth and focus their political energy on lowering their own taxes. Impor-
tant investments that would benefit us all—and the economy overall—are
not their priority.
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Releasing Inequality’s Grip on Our Democracy

Policymakers must find ways to ensure that our tax system delivers the rev-
enue necessary for public investments. The wealthiest segments of society
are clearly far better off than they have been in the past, in part because of
political decisions they help to bring about using their money and influ-
ence. Reining in top incomes through the tax system would shift incentives
away from focusing on ever-higher incomes, and perhaps toward more in-
vestments that would improve outcomes for the many, not just the few.

The top marginal income tax rate is now less than half what it was in
the mid-twentieth century, and this has allowed individuals at the top to
amass wealth and power far beyond what previous generations of
wealthy Americans could. Policymakers have lots of room to raise taxes
at the top of the income ladder and, indeed, doing so might have eco-
nomic benefits beyond the extra revenues it would raise. Diamond and
Saez note that if the United States had approximately doubled the tax
burden on the top 1 percent of income earners in 2007, that “would still
leave the after-tax income share of the top percentile more than twice as
high as in 1970.°%

Beyond simply raising income tax rates for the highest earners, policy-
makers have a variety of other tools at their disposal. Given that the top
1 percent controls about 40 percent of US wealth, policymakers should
also come up with more and better ways to tax wealth. There are a number
of possible avenues to pursue, as laid out in a recent report for the Wash-
ington Center for Equitable Growth by New York University legal scholar
David Kamin. First, while the tax system imposes taxes on gains on prop-
erty, they are often easy to limit or avoid entirely. Policymakers could fix
this by changing how we determine capital gains and when we tax them—
such as by moving to so-called mark-to-market taxation of investments.
Second, policymakers should make it harder for corporations to avoid tax-
ation by shifting income across international borders. They could do this
either by moving to a destination-based system or by imposing a minimum
tax (higher than the one imposed by the Tax Cuts and Jobs Act of 2017).
And, third, an outright wealth tax could be imposed.>°

Policymakers should also consider pursuing accumulated wealth in more
targeted ways. Imagine a new tax specifically imposed on the wealth gen-
erated by new technology—not so radical an idea, given that much of it
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grows out of federally funded primary research at national labs and uni-
versities and colleges. And imagine that the proceeds of this tax were dis-
tributed as an annual dividend to every American citizen—Ilet’s call it the
National Technology Revolution Fund. If the concept sounds familiar, that’s
because it is akin to what Alaska decided to do after oil was discovered on
its North Slope in 1969, realizing that the state’s natural resources were its
people’s collective inheritance. In 1976, it changed its constitution to create
the Alaska Permanent Fund, and has since collected at least 25 percent of
all oil and mineral royalties, invested them in a balanced portfolio of do-
mestic and international equities, bonds, and real estate, and distributed an
equal annual dividend to every man, woman, and child with established
residency and a stated intention to stay in Alaska.’!

Another path would be to increase the role of corrective taxes in the
tax system. Commonly referred to as “sin taxes,” these are designed to
discourage activities that are not illegal but are known to be harmful to
people and which incur public costs. As such, they can increase living
standards while also raising revenue. The single most important correc-
tive tax the United States could enact is a federal carbon tax. It should be
set based on the best estimates of the economic harm resulting from carbon
emissions—what economists call the “social cost of carbon.” The available
evidence suggests that a tax of roughly $40 per ton would be appropriate.
This tax would deliver gains at home and to the rest of the world by reducing
the accumulation of greenhouse gases and the associated environmental
harms.*?

Taking these steps will require working through democratic processes.
This, however, is not easy when there’s little counterweight to Big Money.
Civic institutions, especially unions, that once served as voices for everyday
wage-earning workers have suffered a long decline. Unions were tradition-
ally the most vocal and ardent advocates for the middle class, but now only
one out of every fifteen private-sector workers belongs to a union. This is
a sharp drop from the early 1950s, when a third of private-sector workers
did—and among private sector employees, in fact, is a smaller share than
when workers were first guaranteed the right to organize and bargain col-
lectively without fear of retaliation from employers under the National
Labor Relations Act in 19335. Public-sector employees, who now make up
about half of all union members, are also seeing their unions’ power dimin-
ished. In the June 2018 Supreme Court case Janus v. American Federation of
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State, County, and Municipal Employees, the plaintiff prevailed as the court
ruled it unconstitutional for unions to compel employees who are not mem-
bers, but who stand to benefit from a union’s collective bargaining activities,
to pay agency fees (also known as fair share fees—in Janus’s case, amounting
to $600 per year). Unions instantly lost the fees of nonmembers and it is
not hard to predict that they will also lose members as a result of the ruling.
Now that the option exists to free-ride on collective bargaining efforts,
some public employees will choose not to pay the dues that also cover the
lobbying and campaign contributions that are core to unions’ political
influence.?

There are many new ideas for how to revitalize the labor movement,
some of which look outside the traditional realm of unions. In a recent
report for the Roosevelt Institute, political scientist Todd Tucker named
seven ways policymakers could strengthen worker bargaining power: launch
a global agreement modeled on the Paris Climate Accord that explicitly tar-
gets higher unionization rates; privilege firms that cooperate well with
unions; make labor law enforcement more favorable toward labor; extend
union contracts to non-union workers; structurally incorporate unions into
the policymaking process; allow unions to manage public benefits; and
make union membership the default status for workers. While putting in
place the whole package would certainly address the power imbalances in
our economy, implementing any one of these could improve workers’ ability
to bargain with employers over pay and working conditions.’*

Putting up a serious fight against growing inequality will also require
shoring up our democracy. Powerful and wealthy interests are able to sub-
vert our government and election systems against the public will at every
level. We need to give the majority back its voice. Gerrymandering, for ex-
ample, allows politicians to redraw maps to choose their voters, making
them immune to the popular will. In the 2018 general election in Wisconsin,
Democratic candidates for the state assembly received 54 percent of all
votes cast. But because Republicans drew the maps to give themselves an
insurmountable advantage, Republicans won 63 percent of assembly seats.
This is a form of election rigging that can be fought with ballot measures.
Michigan, Colorado, Missouri, Utah, Florida, and Maryland all approved
reforms to increase popular accountability and fair representation in
their political systems in 2018, often over the fierce opposition of groups
representing wealthy special interests. Missouri’s ethics and redistricting
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overhaul was vehemently opposed by the state’s powerful business lobby,
even after it was approved by 62 percent of voters, underscoring the need
for a counter-balance to their money and influence.’®

Another tactic is to encourage small-donor matching systems, where the
government multiplies the donations small contributors make. This kind
of system—already in effect in localities such as New York City, Maryland’s
Montgomery County, Berkeley, California, and Portland, Oregon—makes
it easier for candidates with large grassroots support to compete with ones
bankrolled by a handful of large donors, and pushes all candidates to in-
teract more with regular folks, amplifying their voices. Publicly financing
elections not only gives candidates who aren’t billionaires a chance at
running for office, but also allows aspiring lawmakers to spend less time
asking for donations from the wealthy. We can look to Seattle for another
example of public financing: the city began an experiment in 2017 to fight
big money in politics by increasing the clout of small money. Half a mil-
lion Seattle residents received $100 in “democracy vouchers” to donate to
the local political candidate of their choice. The vouchers significantly
raised the number of Seattle residents participating in the campaign-
finance system, and initial analysis suggests the program diversified the
pool of donors, though not to the extent that it fully represented the elec-
torate. Given the results of these smaller-scale programs, public financing
deserves to be added to the national agenda.*®

Big money influence is the key reason that the failed ideas underlying
the 2017 tax legislation have remained a force. Even Bruce Bartlett con-
cedes that there is “absolutely no evidence at the state and local level or
the federal level, of any tax cut that I have ever looked at, of it coming any-
where close to paying for itself.”37 What plenty of evidence does show is
that wealthy Americans tend to be more conservative than the average
American when it comes to policies such as taxation, regulation, and so-
cial insurance programs—and increasing economic inequality makes it
easier for their views to hold sway. This constitutes a crisis, and nothing
short of reforming our democracy to ensure that policymakers are account-
able to the citizens of the republic at large will resolve it.
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Market Structure

T FIRST GLANCE, the beer industry in the United States would seem to

prove Adam Smith’s point that, when brewers compete with many
others to sell their wares, an invisible hand pushes the economy toward mu-
tually beneficial outcomes. Thousands of new businesses have successfully
entered the US market over the past several decades, following the path
blazed by Jim Koch, the cofounder of the Boston Beer Company, which pro-
duces Sam Adams beer. Beer aficionados point to a craft beer revolution,
with many upstart brands touting new flavor profiles produced locally. In
1978, just prior to the deregulation agenda put in place under President
Ronald Reagan, there were eighty-nine breweries nationwide; by 2017,
there were more than 6,300. Just in Washington, DC, where 1 live, a va-
riety of breweries have opened over the past decade within the city limits,
among them DC Brau Brewing Company, 3 Stars Brewing Company, Atlas
Brew Works, and Bluejacket. Craft brewers now account for almost
13 percent of all beer sold in the United States by volume and over 23 percent
by revenue.!

While the craft revolution has injected competition, quality, and inno-
vation, these upstart breweries have a fragile foothold in the industry. Con-
sumers who read the fine print learn that most brands sold are owned by
one of two giant beer corporations: Anheuser-Busch InBev of Belgium or
Molson Coors Brewing Company of the United States. Together, these two
corporations account for roughly two-thirds of beer shipments in the United

114
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States. The big beer corporations have eliminated their competition by
merging with erstwhile competitors, buying up popular upstarts, and ac-
quiring the firms that distribute beer—and limiting those distributors’ ability
to carry independent brands. AB InBev, which sells five hundred brands of
beer globally, has gone so far as to invest in the websites that review beer—
including RateBeer, October, and the Beer Necessities—making it that
much harder for independent brewers to get their products to customers.?

The two big brewers are using their market power to crush their com-
petition. They subvert the workings of the invisible hand by exercising their
significant power in the marketplace to dictate the price of beer and the
conditions for suppliers and people who work in the industry. The economic
outcomes have been consistent with what theory would predict: after the
joint venture between Molson Coors and SABMiller was consummated in
2008, beer prices rose by six percent, reversing decades of decline. The ac-
quisition of Anheuser-Busch by InBev in 2008 led to 1,400 US workers
being laid off, and following its agreement to merge with SABMiller in
2016, AB InBev announced plans to cut at least 5,500 jobs.3

Where the beer industry goes from here depends on whether we protect
competition. But this story isn’t just about beer. Competitive markets have
been eroding in industries across the United States—and across the world—
to similar effect. Two other everyday examples are cable television and mo-
bile phone service. Both are basic features of our digital age, but most
customers have only a few providers to choose from—and in some neigh-
borhoods only one. Economists traditionally assumed that, for the most
part, so-called perfectly competitive markets—where no one firm has the
power to influence prices or market conditions—were close enough to the
norm that they could provide the basis for economic models that guide
antitrust policies. Situations where one monopoly firm—or an oligopoly
of a few firms—has enough market power to set prices, limit competition,
or dictate conditions for suppliers were considered outliers. Now, that ex-
ception seems to be the rule.*

Monopoly power tends to exacerbate inequality in income and wealth.
A monopoly or oligopoly has enough market power to set prices, limit
competition, and dictate conditions for suppliers. These firms can and do
charge higher prices than they would in competitive markets and, as a re-
sult, they bring in higher profits, which are spent on higher pay for the firms’
managers and larger payouts to shareholders in the form of dividends and
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share buybacks. All of this makes income inequality worse. At the same
time, even as they dole out more money to executives and shareholders,
firms in highly concentrated markets face less competition in hiring workers,
which means they can pay non-executive employees lower wages and
provide worse working conditions without losing staff. To the extent that
industry concentration affects incomes, in short, it increases them for ex-
ecutives at the tops of firms while tamping down the salaries of everyone
else, distorting both demand and the deployment of corporate savings
into new investments—topics we’ll tackle in Part III.

Additionally, dominant economic power reinforces itself in the political
world. Those at the top of the wealth and income ladders are deploying
their economic power to affect policy outcomes to benefit themselves rather
than the nation overall. Beyond making it difficult for innovative startups
to get a toehold on the economic ladder, this makes it hard for democracy
to flourish. With a high degree of market power, those already at the top
can afford to lobby hard for policies that will keep them there, and block
others from entering. Corporations and wealthy elites in the United States
spend more on lobbying than their counterparts in comparable democra-
cies do, using money that, too often, they gain through their enormous
market power. Thus, one way or another, concentration sits at the core of
the economic problems created by economic inequality.

Over a century ago, our nation came together and enacted a body of
legislation to prevent any given firm—or a handful of firms—from gaining
enough market power to limit competition and raise prices. The Sherman
Antitrust Act of 1890 made it illegal for businesses to collude with each
other and form cartels or to monopolize markets on their own. The Clayton
Antitrust Act of 1914 protected competition by limiting a firm’s ability to
merge with or acquire another firm if the effect would be to eliminate com-
petition, by addressing interlocking corporate directories, and by forbid-
ding price discrimination, among other things. The Federal Trade Commis-
sion Act, also of 1914, specifically dealt with competition and mergers by
establishing a federal agency with the power to study industries and de-
clare acts or practices to be unfair competition.

The original objectives of these pieces of legislation were to curb the out-
sized political power of concentrated firms, prevent wealth transfers from
consumers and suppliers to these firms, and keep markets open and com-
petitive. The laws were little used at first, during the Gilded Age in the late
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1800s, but presidents Teddy Roosevelt and Woodrow Wilson later wielded
them to good effect, keeping firms from amassing disproportionate market
power for many years. Today, too many policymakers sit idly by as the dy-
namics of our competitive marketplaces benefit behemoths rather than
preserving level playing fields. While these laws have not changed, their ap-
plication has.’

Too Little Competition MeansToo Much Profit

The story of the beer industry is emblematic of market concentration and
what it means for prices, revenues, and who gains from higher profits. Beer
is an important product, but the industry accounts for only 0.7 percent of
the US economy. Far more economically important is the health care in-
dustry, which is arguably even less competitive. It accounts for more than
one-sixth of the US economy and employs more people than any other
single industry. Typical families spend about 8 percent of their annual in-
come on health care, and employers spend about 8 percent of payroll for
their employees’ health insurance. It is also an important source of techno-
logical innovation. Over the past decade, alongside the long-standing tech-
nological frontiers in pharmaceuticals and medical devices, there’s been a
sharp rise in use of electronic health records that may become a data and
population-health tool for the future. What happens in the health care in-
dustry affects us all.

Leemore Dafny has spent her career investigating the competitiveness
of various aspects of the health care industry. While people may see the
health care industry as unique because it provides goods and services that
are fundamental to human well-being, Dafny believes that health care can
be looked at like any other industry. “There are a lot of industries out
there that sell outputs and have complicated institutions,” she reminded the
crowd at a recent New England Journal of Medicine conference in Boston,
“and the same rules of business apply. And the same is true for health
care.”” Across a series of papers, she and her coauthors have made use of
cutting-edge data and methods and found that much of the health care in-
dustry can be described as monopolistic. This helps to explain why health
care costs are rising so much faster than other costs of living. In many
communities, health care providers—doctors and nurses and aides—work
for the same corporation. There are also only a few manufacturers for
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most medicines and medical devices, and few if any choices when it comes
to choosing an insurance company.

Dafny’s findings are important because US policymakers have long pre-
sumed that most people in our country will purchase both health insurance
and medical services in the market. While well over a third of Americans
receive health care through one of the two major public programs—
Medicare for the aged or Medicaid for poor and very low-income families—
and there are regulations on what insurers can offer, most people continue
to rely on the private market for health insurance. Policymakers have
promised the public that the way to ensure top-quality health care at the
lowest cost is to rely on the invisible hand. Only competitive markets can
deliver the innovations that will keep improving health outcomes at the
lowest prices—medical advances that can then be exported around the
world. Or so the story goes.®

The Affordable Care Act, President Obama’s signature achievement,
passed into law in 2010, embraces this philosophy. To achieve its goal of
covering everyone while pushing down prices—“bending the cost curve”—
this law established health insurance exchanges, which are marketplaces
where those who don’t have employer-provided health insurance can choose
from (ideally) many companies to buy coverage at comparable rates. States
can establish their own exchanges—as sixteen states and the District of Co-
lumbia have done—or use the federal exchange. Essential to the design of
these exchanges was the assumption that sufficient numbers of insurance
companies would compete for customers to drive prices down and provide
enough insurance capacity—conditions that Dafny has found do not al-
ways exist.’

While Dafny’s research is often credited with being critical to the devel-
opment of the public exchange system in the Affordable Care Act, she didn’t
set out to become one of the nation’s top experts on the health care industry.
She told me that she began looking into this industry because she had found
“a fantastic data source, a proprietary dataset that had information on the
health plans offered by a very big sample of very big firms,” covering al-
most five million employees per year between 1998 and 2005.'° She relied
on this data source in a paper she published in 2010 in the American Eco-
nomic Review, where she showed that, compared to health care compa-
nies in competitive markets, those in concentrated markets are able to set
prices so as to extract higher revenue. Dafny found that employers in more
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concentrated markets had to pay more when switching employee health
insurance plans than employers did in more competitive markets. She con-
cluded that “the strong bargaining position of insurers in concentrated
markets enables them to capture more of the extra surplus generated by
profit shocks.”!! Lack of competition allowed health insurance firms to
rack up outsized revenues and profits.

In later work, Dafny went on to show how consolidation in the health
insurance market hurts consumers. In 1999, Aetna and Prudential Health-
Care merged, creating the bigger Aetna which is now the nation’s third-
largest health insurer and covers about 22 million people nationwide.
Along with Stanford University’s Mark Duggan and UCLA’s Subramaniam
Ramanarayanan, Dafny compared prices in the 139 geographic markets
where both firms sold plans before and after the merger. After the merger,
they found, people had fewer choices in what kind of insurance to buy and
the new behemoth could charge more. In 2006, after the merger, the cost
of buying health insurance was about seven percent higher than before the
merger in 1998. The researchers translated this into hard household num-
bers: people with employer-sponsored health insurance paid about $250
extra per year (in 2018 dollars).!?

Dafny is now seeking to understand whether there is sufficient competi-
tion for the new health insurance exchanges to serve their function. In
April 2016, UnitedHealth Group’s Stephen Hemsley, in his role as CEO of
the nation’s largest health insurer, announced that the conglomerate would
not participate in most of the exchanges set up by the Affordable Care Act.
This decision sparked the Kaiser Family Foundation—a nonprofit health
policy research organization—to warn that “if United were to exit from all
areas where it currently participates and not be replaced by a new entrant,
the effect on insurer competition could be significant in some markets—
particularly in rural areas and southern states.”!3 Two months later, Unit-
edHealth announced plans to pull out of the federal exchange and only re-
main in three state exchanges—those in Nevada, New York, and Virginia
(which handles plan management while relying on the federal health in-
surance exchange). Dafny, along with economists Jonathan Gruber at the
Massachusetts Institute of Technology and Christopher Ody at North-
western University, saw the health insurer’s decision as an opportunity for
them to study what reduced competition means for the price of health in-
surance. They examined prices nationwide before and after UnitedHealth’s
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exit, and confirmed the law’s premise: exchanges with more insurers have
lower premiums. The exit of this insurer increased the premium for the
second-lowest cost “silver” plan by 5.4 percent.'*

Dafny has found it difficult to draw many conclusions from the ex-
changes’ performance as markets because the situation has been so dy-
namic. “The exchanges have fluctuated dramatically over the years in terms
of market participation, with some early entrants—and then, as everyone
is well aware, a lot of legislative uncertainty,” she told me. “I would say, we
didn’t let the exchanges perform by giving them a clear set of rules and then
seeing what the market did. We kept mucking with the rules, and also saying
we might muck with the rules.” As a researcher, she concluded: “I find the
actual experience to be of much more limited value than you might think.”
In short, the jury’s still out on whether this system can work effectively.’

Insurance is by no means the only corner of the health care sector where
a small number of firms have a high degree of monopoly power. We see
consolidation in hospitals, as well. In many markets, only one corporation
owns all the hospitals (as a monopoly) and in others there may be two—or
less likely, three—corporations who own all the hospitals (as an oligopoly).
Regardless of whether it’s a monopoly or oligopoly, market concentration
creates enormous market power and, with it, rising prices and less access
to quality care. Dafny, in research with Robin S. Lee, also at Harvard, and
Kate Ho at Princeton, found that when hospitals merged—in the same state
but not in the same geographic market—greater market concentration led
to price increases of about 7 percent to 10 percent. The clear conclusion is
that having hospitals all owned by one corporation raises prices.'®

Of course, the pharmaceutical industry is the classic case study for stu-
dents of monopoly power—which is compounded in its case by the impor-
tance of intellectual property. For years, these firms have found new and
creative ways to abuse their patent rights and manipulate regulations,
leaving consumers to pay the bills. Beginning in the 2000s, for example,
some pharmaceutical companies initiated patent infringement litigation
against producers of generic versions of their branded offerings, then set-
tled by paying those potential competitors to delay entry—a practice known
as “pay-for-delay.” According to a 2010 study by staff at the Federal Trade
Commission, deals of this type from 2004 to 2009 delayed generic compe-
tition by seventeen months, increasing drug costs by $3.5 billion a year. Al-
though a 2013 Supreme Court decision has, for the moment, limited this
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practice, marketers of branded drugs have turned to other tactics to stifle
competition.!”

What’s happening in the health care industry is very much a part of a
much larger trend. The evidence is all around us—think airlines, or the on-
line platforms operated by the likes of Amazon and Google. Researchers
document declines in competition across a wide array of industries.
Figure 4.1 offers a summary of their findings, using two common measures:
the Herfindahl Index, which indicates the level of industry concentration,
and the Modified Herfindahl Index, which accounts for anticompetitive ef-
fects due to common ownership. Along both lines, concentration has risen
sharply since the mid-1980s.!8

As a particularly vivid case, antitrust experts Gene Kimmelman and
Mark Cooper have looked into the telecommunications sector, which
has experienced extreme consolidation since the enactment of the 1996
Telecommunications Act. Across wireless service, business data services,
broadband, and video distribution services, the top four telecommunica-
tions firms now have overwhelming market share. This dominance is likely
to increase in the wake of US District Judge Richard Leon’s June 2017
ruling in federal court that the merger between AT&T and Time Warner
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could go through. That added concentration could catastrophically sub-
vert the market by enabling the company to manipulate prices to the detri-
ment of both consumers and the workers in this industry."”

How Monopoly Power Crimps Innovation
and Economic Growth

When companies plow their profits into innovating, this leads to the kinds
of productivity gains that drive long-term improvements in living stan-
dards. This raises another fundamental question in economics: What
kinds of firms are more likely to invest in innovations—ones in a com-
petitive market or ones with monopoly power? Stanford University econ-
omist and Nobel laureate Kenneth Arrow came down on one side of this
debate: building on his work on how competitive markets create the con-
ditions for general equilibrium (and the corollary that general equilib-
rium is socially optimal), he concluded that, when there’s less competi-
tion, there’s less innovation. Oligopolies simply face less pressure to invest
in it. Or, as he put it, “preinvention monopoly power acts as a strong
disincentive to further innovation.”2°

The alternative view was developed decades before by Austrian econo-
mist Joseph Schumpeter. Schumpeter took up the question of innovation
as his life’s work, famously developing the idea of “creative destruction”—the
process by which, in a market economy with free entry and exit of firms,
new and better offerings continually displace old ones. As he put it, this is
the “process of industrial mutation . .. that incessantly revolutionizes the
economic structure from within, incessantly destroying the old one, inces-
santly creating a new one.”?! In his view of the marketplace, monopoly
power can spur innovation in two ways. First, it creates a stronger incen-
tive to innovate because a large, monopolistic firm has the opportunity to
reap bigger rewards from a product that is superior to the alternatives cus-
tomers could choose. Second, when a firm’s greater market power raises its
profits, it has the financial cushion to make longer-term investments in re-
search and developing new products. Schumpeter developed these ideas
during the 1930s and 1940s, when large-scale capital investments drove
economywide changes across a variety of industries.??

Neither economist is entirely wrong; over time, there is evidence pointing
in both directions. There are examples of concentrated industries fostering
innovation—think of the industry dominated by Boeing and Airbus and its
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long-term success in producing ever more efficient jet airliners, or the con-
stant upgrades made to the operating systems on our smartphones, con-
trolled by Apple’s iOS and Google’s Android. But there also are examples
of big corporations stifling innovation. In the 1970s, Eastman Kodak in-
vented the digital camera, but its executives consciously decided to shelve
the new technology because they recognized it would be the end of their
photographic film monopoly. Today, dominant pharmaceutical companies
acquire innovative competitors and quash some of their drug development
projects, especially if they overlap with the acquirer’s own initiatives.?3

Looking at the US economy today, the evidence is accumulating from a
wide array of sources that higher industry concentrations are doing more to
impede investments in the development of new products and services
than to foster them. Economists Thomas J. Holmes at the University of Min-
nesota, David K. Levine at the European University Institute, and James A.
Schmitz at the Federal Reserve Bank of Minneapolis tested the hypothesis
that firms with monopoly power are less likely to lead technological changes
because the transition to the new technology is costly. In their words, one
of the costs of adopting new technology is “the forgone rents on the sales
of those ‘lost’ units, and these opportunity costs are larger the higher the
price on those lost units.”?* Other scholars have found that price markups
increased significantly after horizontal mergers or acquisitions, but there is
no corresponding evidence that productivity increased within plants in the
newly created firms.?

On the question of investment generally, compelling new evidence comes
from research by New York University economists German Gutiérrez and
Thomas Philippon. Their research questions why economywide investment
is down even though firms have a lot of cash on hand. To understand what
the investment levels should be, they predict investments based on the ratio
of the value of a company—calculated by its market value—relative to the
value of all the assets of the company were they to be purchased at current
prices. This is called “Tobin’s Q,” named after Yale economist and Nobel
laureate James Tobin who developed the idea in 1969. The higher the value
of Q—the market value of the company relative to the cost of rebuilding the
company—the more the company should invest. Their analysis shows that,
since 2000, the financial valuations of firms relative to their assets have in-
creased, but business investments haven’t increased nearly as much. Indeed,
market concentration—including common shareholder ownership—and
corporate short-termism (financial market-speak for executives who focus
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on quarterly earnings and the short-term price of their companies’ shares at
the expense of long-term investments) explain about 80 percent of the
difference between actual business investment and what they predict in-
vestment should have been. (Note, however, that these conclusions cannot
establish causality as they are based on simple regressions.)2®

Other economists asking these questions are coming to similar conclu-
sions. Gauti Eggertsson, Jacob Robbins, and Ella Getz Wold, all at Brown
University, find that a rise in the market power of firms can explain a number
of puzzles in the current economy. These include firms having a lot of fi-
nancial wealth but not investing it; the cost of capital being fairly constant
but the real interest rate (the cost of borrowing) falling; and the increasing
share of national income going to the owners of capital rather than to the
salaries of workers. Their conclusion is that the rise in market power slows
down economic growth because heightened price markups result in lower
wages—and thus a lower supply of labor—and lower investment.?”

One unique aspect of this era—which might explain why Schumpeter’s
view is less correct today than Arrow’s—is how the monopoly power of
many of today’s most profitable firms stems from the creation of innova-
tive platforms. A “platform firm” is an intermediary, connecting buyers and
sellers of goods and services in one or multiple different markets. Think of
an auction house—either the old-fashioned type where everyone shows up
on a certain day and bids on items up for sale, or the new, online version
run by eBay. The auction house and eBay aren’t producing any of the goods
being sold on their platforms. They add value by creating a streamlined
marketplace that brings together buyers and sellers in a convenient way.
We see much the same in platforms operated by companies such as Am-
azon, Uber, Lyft, Postmates, Airbnb, and the multitudes of other firms that
are providing people a place to buy and sell transportation, groceries, home
improvements, dry cleaning, and more—all of them taking their cut of the
transactions.

There also is evidence that, as in the case of the big brewers, online plat-
forms are doing everything they can to pull up the ladder behind them,
which has the effect of reducing innovation and, with it, long-term produc-
tivity and growth. Antitrust experts Jonathan Baker and Fiona Scott
Morton looked at online platforms and found that they increasingly de-
mand that any supplier using a platform not offer its services or products
at a lower price on a competitor’s platform. By doing this, they limit the
ability of new platform firms to enter the market; it’s a practice that re-
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Figure 4.2 Startup rates are declining
Startup and exit rates for US firms, 1979-20135.

Source: Jay Shambaugh, Ryan Nunn, and Patrick Liu, “How Declining Dynamism Affects Wages,” Brook-
ings Institution, February 27, 2018.

duces competition. If all the hotels on Booking.com agree not to make
rooms available for lower prices on other websites, it becomes much more
difficult for new online travel agents to enter the market, and thus hotel
room rates are kept artificially high.?

One metric of the effects of high market concentration on innovation is
the reduction in the number of startups. The television series Silicon Valley
portrays the internet-based startup culture as a ruthless environment in
which established firms try to frustrate the show’s entrepreneurial heroes
by any means necessary—sabotage, stealing, or buying them up. Evidence
shows the portrayal is not far off from reality. Jay Shambaugh, Ryan Nunn,
Audrey Breitwieser, and Patrick Liu, all part of the Hamilton Project at the
Brookings Institution, document that there’s been a marked decline in
startups since the late 1970s. As they point out, there may be a variety of
causes, but one important one is that “increased market concentration is
making the environment for startups inhospitable.”?’ They point to research
in another Brookings report, by economists Ian Hathaway and Robert E.
Litan, showing that greater consolidation is associated with fewer startups.3°
(See Figure 4.2.)
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The fall-off in startups has economywide consequences—not least among
them that it contributes to lackluster productivity gains. Economists Titan
Alon and David Berger of Northwestern University, Robert Dent of No-
mura Securities, and Benjamin Pugsley of the University of Notre Dame es-
timate that since 1980, the decline in startups and accompanying aging of
incumbent firms have dragged down aggregate productivity by 3.1 percent.
An economy that pulls in new ideas and talent should not be seeing a de-
cline in startups.?!

Market Concentration EnrichesThose at the Top,
But Not Everyone Else

Fatter profit margins from greater industry concentration means that a
rising share of national income is going to the owners of capital rather than
the workers doing the labor. Economists Loukas Karabarbounis at the Uni-
versity of Minnesota and Brent Neiman at the University of Chicago docu-
ment the global shift away from labor income toward capital. The share of
national income going to labor in the United States appeared to be stable
around 635 percent through the 1970s, but since 1980, has fallen to below
60 percent. (See Figure 4.3.) Until recently, a trend like this would have sur-
prised experts because, for a long time, economists assumed that the share
of national income going to capital and labor was fixed. Cambridge Univer-
sity economist Nicholas Kaldor included this in what he called the “styl-
ized facts,” or conditions that are generally true about the modern economy.
He argued that, looking across places and eras, the share of national in-
come going toward wages was generally stable. It was an idea that most
economists accepted—up until now.3?

Economists are finding evidence that this change in the distribution of
national income toward profits is connected to rising economic concentra-
tion and increased monopoly power. The most concentrated firms are able
to increase their markups and enjoy higher revenues and profits. Econo-
mists Jan De Loecker of Princeton University and Jan Eeckhout of Univer-
sity College London look at price markups across all publicly traded US
firms and find that between 1980 and 2014, across industries in the United
States, markups more than tripled, rising to 67 percent from 18 percent
above marginal cost of production—significantly increasing costs to con-
sumers. If markup is a proxy for market power, companies that started
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Source: Loukas Karabarbounis and Brent Neiman, “The Global Decline of the Labor Share,” Quarterly
Journal of Economics 129, no. 1 (February 2014).

with more market power strengthened their lead over other companies. The
authors argue that this increase in market power helps explain the decline
in the labor share of income, declining wages for low-skilled workers, and
slowing output growth.33

This is especially important because in multiple industries, the share of
revenue going to the largest firms has increased. During the Obama admin-
istration, the Council of Economic Advisers summarized the trends on
market concentration and revenue. They pulled together data showing that,
from 1997 to 2012, the largest increases were in transportation and ware-
housing and retail trade, each experiencing over ten percentage points of
growth in revenue concentration, challenging the common view that con-
centration is rare—only something to worry about among the internet
giants.?* (See Table 4.1.)

Instead of pumping profits into new investments to ensure future cor-
porate growth, firms are lining the pockets of their top management and
shareholders, exacerbating economic inequality—producing the opposite
of the mutually beneficial outcomes that Smith predicted from a competi-
tive market. Indeed, given that the top 10 percent of wealth holders own
84 percent of all stock shares, having firms funnel their profits into higher
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Table 4.1 Share of revenue earned by the largest US firms is on the rise

Revenue Percentage Point
Earned by Revenue Change in Revenue
50 Largest  Share Earned Share Earned by

Firms, 2012 by 50 Largest 50 Largest Firms,

Industry (Billions $) Firms, 2012 1997-2012

Transportation 307.9 42.1 11.4

Retail Trade 1,555.8 36.9 11.2

Finance and Insurance 1,762.7 48.5 9.9

Wholesale Trade 2,183.1 27.6 7.3

Real Estate Rental and 121.6 24.9 5.4
Leasing

Utilities 367.7 69.1 4.6

Educational Services 12.1 22.7 3.1

Professional, Scientific, 278.2 18.8 2.6
and Technical Services

Administrative/Support 159.2 23.7 1.6

Accommodation and Food 149.8 21.2 0.1
Services

Other Services, Non-Public 46.7 10.9 -1.9
Admin

Arts, Entertainment, 39.5 19.6 -2.2
and Recreation

Health Care and 350.2 17.2 -1.6
Assistance

Note: Concentration ratio data is displayed for all North American Industry Classification System
(NAICS) sectors for which data is available from 1997 to 2012. Data source: Economic Census (1997
and 2012), US Census Bureau.

Source: “Benefits of Competition and Indicators of Market Power,” Council of Economic Advisers Issue
Brief, April 2016, https://obamawhitehouse.archives.gov/sites/default/files/page/files/20160414_cea
_competition_issue_brief.pdf.

dividends for shareholders can only lead to higher economic inequality.
Gutiérrez and Philippon found that instead of investing their profits, firms
are using them to buy back corporate stock or pay out dividends—both
of which tend to raise their short-term stock valuations. Thus, higher rev-
enues and profits aren’t being reinvested but instead are enriching share-
holders and managers paid in stock.?®

Alongside this rise in the share of national income going to profits, we’ve
seen a rise in pay among those at the top, with evidence that this is also
due to market concentration. CEO pay has been rising faster than produc-
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tivity and is a key reason for the rise of incomes in the top 0.1 percent of the
income distribution. In the mid-1970s, the typical CEO earned about
twenty-five times the income of the typical worker. Today, the typical CEO
earns 270 times what the typical worker brings in, including compensation
in the form of capital income such as stocks and options and other executive
perks. In a study of tax returns from 1979 to 2005, Jon Bakija of Williams
College, Adam Cole of the US Treasury, and Bradley T. Heim of Indiana
University found that compensation gains by executives, managers, supervi-
sors, and financial professionals accounted for 70 percent of the increase in
share of national income going to the top 0.1 percent. This group also ac-
counted for about 60 percent of the top 0.1 percent earners in recent years;
the remaining 40 percent include lawyers and medical professionals who
also benefit from market concentration and professional protectionism.3®
In theory, this could be justifiable labor compensation, but there’s evidence
that this is not the case. In Capital in the Twenty-First Century, Thomas
Piketty argues that rising CEO pay looks more like an economic rent (with
earnings well in excess of what market conditions would normally permit)
than earnings reflecting the marginal product of labor (that is, based on the
amount of effort put into producing a good or service). Even though the top
earners are managers who work for their income, they are a new class of
rentiers both because their high incomes come from the economic rents their
firms are earning (including pay in the form of shares and options that most
workers do not receive, plus other forms of corporate compensation, in-
cluding retirement health care plans, corporate jets, and other such perks)
and because they themselves are extracting rents (by “earning” much higher
pay than their multitude of coworkers). To the extent this compensation is a
pure rent, this is antithetical to what economic theory teaches us about how
wages are set—recall that economist John Bates Clark argued that in a com-
petitive economy, every factor of production is paid its marginal product. To
the extent that talented CEOs are scarce, higher pay may be reasonable. But

it’s hard to see how that’s the case.?”

Market Concentration Lowers Earnings
for Those Not at theTop

Monopoly power not only means that firms have power in the marketplaces
where they sell their goods and services. They also have it in labor markets.
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When there’s only one buyer for something, like labor, economists call this a
monopsony. The mirror image of monopoly, it means there’s a lack of op-
tions for those who seek to sell their services, ideas, or time. Economists have
tended to devote little attention to monopsony problems, regarding them as
so rare as to be limited to the old “company towns” of the late nineteenth
and early twentieth centuries—built by factory owners who also owned all
the houses, the store, and the church. Now, there’s a growing body of re-
search showing that monopsony markets are widespread and growing—
subverting the markets for those selling their labor. (See Figure 4.4.)

In a 2018 speech to the world’s top central bankers, the former Council
of Economic Advisers chair Alan Krueger argued: “Although economists’
go-to model of the labor market is often one with perfect competition . . . in
many applications I think it is more appropriate to model the labor market
as imperfectly competitive, subject to monopsony-like effects, collusive be-
havior by firms, search frictions, and surpluses that are bargained over.”38
Krueger concluded that greater monopsony power stemming from employer
concentration could be suppressing wages, amid the erosion of forces that
have traditionally counterbalanced monopsony power and boosted worker
bargaining power over the past several decades.
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There are more and less extreme examples of monopsony. It used to be
that if you were trained as an astronaut, your only real employer option
was NASA (now, of course, you might be able to get a job with SpaceX). If
you’re a nurse, you may have a variety of hospitals to choose from in your
community, but it is increasingly likely that they are all owned by the same
firm, reducing your bargaining power. In Massachusetts, for example,
Partners HealthCare is the largest private employer in the state. In recent
years, Partners has been able to ignore the demands of workers because of
its enormous market power. Indeed, a meta-analysis by economists Todd
Sorensen and Anna Sokolova of the University of Nevada—Reno finds that
monopsony is especially prevalent in the health care industry. Monopsony
labor markets mean employers can push down wages and provoke frus-
tration among workers.3’

These trends are economywide. Looking across nonfinancial firms since
the 1970s, Massachusetts Institute of Technology sociologist Nathan
Wilmers finds that firms that rely on large buyers—such as suppliers to
Walmart—tend to pay lower wages to their employees and that this alone
accounts for 10 percent of wage stagnation in nonfinancial firms since the
1970s. In other research, scholars have found that, on average, a firm op-
erating in a labor market in which it is the only employer pays wages about
3.1 percent lower than a firm operating in a less concentrated labor market.
Most of the decline occurs as the labor market gets closer to a pure monop-
sony. (There is evidence that in monopsony conditions, suppliers see lower
prices for the goods and services they sell as well.)*

There is some emerging evidence that the effects of market concentra-
tion on labor markets arise in part for social and geographical reasons.
People find a good job, settle into a community, and soon confront the fact
there are high personal and economic costs to moving again. Employers
can make the most of people’s reluctance to move. Firms without competi-
tors for potential employees don’t see the need to offer higher wages.
According to economists José Azar at the University of Navarra, Ioana
Marinescu at the University of Pennsylvania’s School of Social Policy and
Practice, and Marshall Steinbaum at the Roosevelt Institute, communities
that moved from the twenty-fifth percentile to the seventy-fifth percentile
in concentration of firms saw a 5 percent to 17 percent decline in posted
wages.*!

Some researchers, however, find that monopsony is less prevalent for low-
skilled—and low-wage—workers. We can look to the natural experiment of
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1. When a small city has one hospital or multiple hospitals that are owned by
the same firm... 2. health care workers are left with little bargaining power.

what happened when California implemented a law in 1999 requiring
nursing homes to have a minimum level of staffing. This rule change meant
that 75 percent of firms were looking to ramp up their hiring of nursing as-
sistants at about the same time. Columbia University economist Jordan D.
Matsudaira found that nursing homes that were out of compliance with the
new law did not have to increase wages in order to increase staffing com-
pared to nursing homes that were already in compliance. He concludes that
his findings are ambiguous: “The results provide no evidence that monop-
sony is an important feature of the labor market, at least for less skilled
nurses in the long-term care industry.”#? Yet Temple University economist
Doug Webber examines the near-universe of firms across the United States
with linked employee-employer data from the US Census and finds that,
while there is little evidence of monopsony impacting low-skill workers, the
downward pressure on wages from the prevalence of monopsony impacts
the income distribution by widening earnings inequality compared to what
would exist in a competitive labor market.*3

Economists have documented a rise in so-called lean production as firms
have been increasingly focusing on their core competencies—that is, the
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basic function they do—shedding other aspects and outsourcing those.
Economist David Weil calls this the “fissured workplace” and documents
how increasingly people are working for a firm that supplies many com-
panies with a specific product—such as janitorial services or basic legal
research. This means that in many markets with rival firms there may be
only one or two employers for a particular occupation across those firms.
Imagine, for example, a market with multiple hotels. That might seem to
guarantee competition for workers, but these new trends in how product
markets are organized are creating a different sort of problem even where
there appear to be many competing firms. Many of the workers inside the
hotels are likely to be employed not by the individual hotels but by com-
panies that specialize in providing employees to do certain types of work.
Guests may see all workers wearing the same hotel uniform, but one con-
tractor is probably providing the front-desk staff and another the janito-
rial services as the hotel has outsourced these jobs to other firms. A janitor
would be working for the same company and probably for the same wages
at a hotel across the road.**

Among other things, this means that the old story of the mailroom boy
rising into management and eventually taking over the company doesn’t
reflect the new economy as it is more difficult in these settings for employees
to work their way up the wage ladder by switching jobs. And given this
new reality, when a firm sees its profits go up, there are no longer as many
direct employees on site who can reasonably expect—or have the institu-
tional capacity to demand—a share of the economic gains. Evidence for this
comes from US Bureau of Labor Statistics economist Elizabeth Weber Hand-
werker. She has measured outsourcing by calculating the variety of occupa-
tions employed at a place of business. She found that establishments that
employ low-wage workers tend to work in occupationally concentrated
workplaces, limiting workers’ opportunities to climb up the ladder.*’

At the beginning of this chapter, we learned about how the merger of
health insurance giants Aetna and Prudential into Aetna led to higher prices
for those buying health insurance. It turns out that it also led to less bar-
gaining power for the suppliers to the newly created firm. In a formal com-
plaint, the US Department of Justice expressed concern that the merger
would “give Aetna the ability to depress physicians’ reimbursement rates in
Houston and Dallas, likely leading to a reduction in quantity or degradation
in quality of physicians’ services.”*® Sure enough, Dafny and her colleagues
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found that the merger reduced physicians’ earnings in a typical market by
approximately 3 percent between 1999 and 2002. If a doctor’s office or
hospital doesn’t like Aetna’s terms, it may not have any other options—it
either accepts them or chooses to forgo accepting payments from the
insurer, denying it access to Aetna’s customers.*’

There is evidence that this merger led to distortions in the market not
just for doctors but for other health care workers, too. In communities
where both firms had provided insurance prior to the merger, Dafny and
her colleagues found that three years after the merger, employment in the
health care sector had fallen. It turned out that employees who didn’t like
the pay or working conditions at Aetna had few options; there was no place
else to go because now the firm was the only health insurance employer in
the area. The merger led to a situation where, for health insurance workers,
it was like looking for work in a company town.*8

The upshot: market concentration exacerbates economic inequality
and—at least for now in the United States—there’s evidence that this in-
equality across firms is leading to less investment and fewer startups, which
in turn could be a factor behind the slowdown in US productivity. To the
extent that market concentration also keeps wages low, this dynamic adds
to the drag on growth because it reduces the buying power of US consumers
and distorts demand and savings, as laid out next in Chapter 5. And to the
extent that it reduces investment, market concentration lowers productivity
and distorts growth, as laid out in Chapter 6.

Ensure that the Marketplace Truly is Competitive

For several years after the Affordable Care Act became law, Dafny served
as the deputy director for health care and antitrust in the Bureau of Eco-
nomics at the Federal Trade Commission. At one point, representatives of
hospitals planning to merge came in with their economists to defend a deal
that the commission was investigating, making a long argument that the
provisions in the Affordable Care Act encouraged hospital consolidation.
Without missing a beat, Dafny looked at the parties’ economist and asked:
“Didn’t you actively advocate for that provision?”#

This is a question that policymakers once asked on a regular basis and
should pose more often to firms today. Back in 1913, as Progressive Era
leaders sought to rein in monopoly power, President Woodrow Wilson
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wrote: “If monopoly persists, monopoly will always sit at the helm of the
government. I do not expect to see monopoly restrain itself. If there are men
in this country big enough to own the government of the United States, they
are going to own it.”%? This rings true today. We are living in an era where
the wealthy—those titans of industry at the top of concentrated firms—have
access to political power far above and beyond a democratic ideal of one
person, one vote. Emblematic of this is how CEOs get more time with
policymakers. A May 2017 New York Times article pointed out that, in
just the first four months since Inauguration Day, President Trump had
“met with at least 307 chief executives of American companies.”>!

Not coincidentally, in our current era of rising inequality, there has been
a concerted effort among firms to subvert existing antitrust laws meant to
curb the outsized political power of concentrated firms, prevent wealth
transfers from consumers and suppliers to these firms, and preserve open
markets. At the same time, competition theory—so important to enforce-
ment decisions—also took a different turn. These efforts have proceeded
hand in hand since the 1980s.

Economists had long debated the issue of how to empirically measure
concentration. In the late 1960s, the Chicago School view gained ascen-
dance: Adam Smith’s invisible hand would promote competition far better
than the government. Indeed, Chicago School economists began to argue
that antitrust enforcement itself was too much interference in the natural
laws of the market. Instead of government regulators ensuring that there
would be an open and competitive market, the assumption was that most
mergers were economically efficient and beneficial. Unless a firm engaged in
obvious and egregious conduct—such as price-fixing, bid rigging, and
merging into an actual monopoly—policymakers assumed that firms could
not behave anti-competitively. If a firm could earn extra-normal profits, this
would only entice others to enter that industry, so those gains would be
temporary. The implication was obvious: the first principle of antitrust law
should be to not intervene, unless consumer welfare is threatened.>?

The evidence accumulated by scholars presented in this chapter makes
it clear: the US marketplace requires rules that ensure that those with the
most economic power cannot subvert the market to benefit themselves at
the expense of their competitors, workers, and consumers. In light of this,
Congress needs to clarify that the antitrust laws protect competition in all
of its forms, not simply where it affects prices. Antitrust laws should prevent
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the improper use and abuse of monopoly power when the victims are con-
sumers as well as when it threatens competition and the economic well-
being of employees. In cases of uncertainty, the laws should favor competi-
tion over concentration. The conversation on this score has already begun.
In September 2017, Senator Amy Klobuchar of Minnesota, ranking member
of the Senate Judiciary Antitrust Subcommittee, introduced two bills that
would increase funding for antitrust agencies and restore the vigor of anti-
trust laws to prevent concentration.’?

Attending to the issue of monopsony would be a new step for antitrust
regulators. The evidence leads to the conclusion that, as a way to start,
policymakers should consider how mergers affect labor markets. A merger
between two companies that are ostensibly in different markets (and thus
would be swiftly approved) might in fact be anticompetitive because they
compete for the same employees. It would be reasonable for example, to
think that eBay and Intuit—which developed and sells TurboTax—don’t
compete in the same market. Yet, the two companies found it profitable to
enter a non-poaching agreement not to hire each other’s computer engineers
and scientists—suggesting that they are competitors in this segment of the
labor market and that consolidation between them would have negative
consequences for these workers, including suppressing wages. This limits
the free flow of labor—a core assumption for the basic economic model to
work. As a first step to address this, the Congressional Antitrust Caucus
has sponsored a series of bills to clarify that anticompetitive activity harming
workers is illegal. The Federal Trade Commission and Department of Jus-
tice are both newly committed to focusing on this issue. The question is
whether they will live up to their promise.’*

Economist Suresh Naidu at Columbia University, E. Glen Weyl at Micro-
soft Research, and legal scholar Eric A. Posner at the University of Chicago
lay out three steps that the Federal Trade Commission and Department
of Justice should take to address the ways that mergers subvert labor
market power. They recommend updating the Horizontal Merger Guide-
lines to provide a detailed legal framework for evaluating the effects of a
merger on labor markets. Then, they want regulators to calculate effects
on wages. And once a merger is flagged as potentially having effects on the
labor market, they argue regulators should engage in a detailed analysis of
the likely effects—just like they do for product markets.’’
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Of course, another way to do this is to increase worker power by ending
abusive treatment by employers, encouraging collective action, and making
it easier to organize into a union. It’s no accident that, back when unions
were strong, the fruits of economic growth in our nation were more broadly
distributed to unionized and non-unionized workers alike. While addressing
concentrated capital has gained support from the legal community, restoring
worker bargaining power has not. Beginning in the 1970s, a variety of legal
hurdles and policy changes, many at the state level—along with the demise
of US manufacturing—led to fewer and fewer private-sector workers in
unions as a share of the total labor force. Solutions will require not only
reinvigorating civic institutions—be they in formal unions or other kinds
of worker solidarity organizations as laid out in the prior chapter—but also
addressing how the legal landscape has become increasingly hostile to civic
engagement. Business associations and their conservative allies in politics
and policymaking pushed through so-called right-to-work laws that re-
strict collective bargaining, and filed serial lawsuits designed to cripple unions’
ability to fund their activities. Restoring balance will require rethinking
these policies.>®

On top of everything else, in recent decades, federal antitrust enforcers
have not had the resources they need to do their job of preventing anti-
competitive consolidation. Since 2010, the number of mergers filed has in-
creased by more than 50 percent, but appropriations to the agencies that
enforce the antitrust laws have been flat in nominal terms. Not surprisingly,
despite the wave in mergers, there has been no increase in merger enforce-
ment. John Kwoka of Northeastern University examined FTC data from
1996 to 2011 and found that merger enforcement has narrowed its focus
to mergers at the highest levels of concentration and permitted more con-
solidation. Between 2008 and 2011, there were exactly zero enforcement
actions taken for mergers that would result in more than four significant
competitors in the industry. Congress should ensure that enforcers have the
resources they need to do their job.%”

Getting to these fixes, however, will require coming to terms with the sub-
version of the political process. We don’t have to dig deep to see the role of
concentrated industries in promoting policies that improve their profits but
are not in the interest of the nation overall. During the 2009 health care
debate that led to the enactment of the Affordable Care Act, there were
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3,300 registered health care lobbyists working on Capitol Hill—meaning
there were six lobbyists for every lawmaker in Congress.*®

There are many other examples of industry lobbyists’ power. Two of the
most egregious are the big pharma and big telecom industries. In 2016, the
pharmaceutical industry’s top lobbying group, known as PhRMA, gave
$6.1 million to the American Action Network, a conservative “dark-money”
group that isn’t required to disclose the identities of its donors. A year
later, American Action Network backed the failed Republican health bill
that would have repealed the Affordable Care Act and eliminated a fee that
pharmaceutical companies pay the federal government, potentially saving
PhRMA’s clients $28 billion over a decade. The telecommunications
industry also lobbies hard—successfully—against federal rules that take
away their power to dictate what content goes through their fiber optic ca-
bles. This debate over what are called net neutrality rules would not have
happened without the huge influence of concentrated sources of money and
powerful, concentrated interests over our political system.%’

The flow of corporate money doesn’t end there. Corporations also use
charitable donations to influence federal agencies on regulatory decisions
through nonprofit organizations—often perceived as entities that provide
more neutral input into the lawmaking process. Marianne Bertrand at the
University of Chicago and her coauthors find that when a Fortune 500 com-
pany donates to a nonprofit group, the nonprofit is more likely to submit a
comment on proposed rules that the firm has commented on and more
likely to support that corporation’s views. This matters because the re-
searchers show that when a nonprofit grantee of a corporate donation
submits a comment, the final rule is more closely aligned with the corpora-
tion’s comments.®°

To counter corporate influence, we need changes in how we finance elec-
tions and political engagement. The Supreme Court’s ruling that corpora-
tions have the status of a person has led to a rapid increase in both the cost
of elections and the amount of dark money flowing through campaigns.
Without a constitutional amendment, it is difficult to limit the money
flowing into our democracy. So, instead, reformers are looking for ways to
help regular citizens’ voices rise to match those of the wealthy.
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Since the first economist put quill to parchment, one of the most fundamental
economic debates has been the question of which comes first: the capitalist
investing money in a new firm or idea, or the consumer spending money on
goods and services? In the early 1800s, the French businessman and economist
Jean-Baptiste Say argued that once a product was made and ready for market,
it would be sold. Otherwise, he argued, the product had no value. “Thus the
mere circumstance of creation of one product immediately opens a vent for other
products,” he noted. Say’s logic was that making something in itself creates de-
mand for the goods and services that go into producing that item.

Say’s Law is embedded in former Kansas Governor Sam Brownback's view
that if investors (or potential investors) have money, they'll invest it to make new
products and services—and thus create jobs. All government needs to do is
make sure they have the money. When Senator Mitt Romney speaks of the “job
creators” and Kevin Hassett, chair of the Council of Economic Advisers under
President Donald Trump, says that cutting taxes on capital will spur blockbuster
economic growth, they are both arguing, like Brownback and Say before him,
that supply creates its own demand. If policymakers create the conditions for
firms to invest, then businesses will do so and everyone will gain from the re-
sulting economic growth. In the world that this view assumes, businesses do
not sit on cash.?

Yet they do, and today’s largest corporations are. The past decade has seen
business investment fall even as profits have risen. US firms are sitting on record-
high piles of cash, which have been steadily accumulating since the 1980s.
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Understanding the dynamics of this cycle is key to fostering sustainable eco-
nomic growth. And key to that is understanding how economic inequality affects
both consumer demand and private investment. The next two chapters will delve
into recent, data-rich evidence to answer that question. People’s spending drives
business investment as consumers—you and |—account for nearly 70 cents of
every dollar spent in the United States. While some firms produce for govern-
ment or export, these products and services combined account for a negative
contribution to total output in the United States, because we import much more
than we export.

But, people who don’t have money cannot spend it. Today and for the past
several decades, the fact that US families in the bottom half of the income dis-
tribution have seen no income gains, and the gains for those families not among
the top 10 percent of income earners have been meager to negligible, means
that if firms were to invest more, they may not be able to sell their additional
goods and services—there might not be consumers in positions to buy them.
Many businesses, eyeing demand, have understandably not invested much over
this period. Others have found customers willing to purchase their wares, but
only because of the financially unstable expansion of household debt—as seen
especially in the run-up to the Great Recession in the middle of the last decade,
and as is occurring again today.

The next two chapters examine empirical evidence that the number of everyday
consumers who either don’t have enough money to spend or are borrowing be-
yond their means to buy what they need is increasing; that this growing eco-
nomic inequality destabilizes spending; and that the reduction in stable spending
is dragging down and distorting the US economy overall. When inequality dis-
torts everyday decision-making by consumers and businesses, the outcomes
show up at the macroeconomic level. We see incentives directing resources
away from what could be their best use for our society and our economy.
Chapter 5 examines how inequality distorts how much is bought and by
whom. Karen Dynan, a Harvard University economist and veteran of the DC poli-
cymaking community, finds that inequality affects how much money is used for
consuming versus saving. Overall, people spend about 80 cents of every new
dollar in income, but the top 1 percent spend only 51 percent of their income,
while those in the bottom quintile spend 99 percent. This finding is generally con-
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firmed in work by other scholars. As inequality rises, this difference translates
to reduced consumption—again, the largest component of our nation’s gross do-
mestic product.

At the same time, high inequality increases the savings available. In the
simplistic model, when there's more wealth available to invest in productive
endeavors, investment follows. Yet many businesses have understandably
not invested much over this period—and when they have, they've invested more
in goods and services for high-end consumers, not the middle-income earners
in our society. This has long-term implications for economy-wide productivity
and inflation. Even as top tax rates have fallen, private investment still lags
behind the pre-recession peak.

With consumption dragged down by flagging middle-class income, too much
money in the hands of those at the top, and investors sitting on the sidelines,
conditions are ripe for an increase in the supply of credit. Over the past forty
years, US policymakers have made this even more likely by easing regulations
governing the financial sector, making it easier to lend to households—in no small
part due to the political power conferred on the financial industry by great wealth.

Chapter 6 highlights the work of finance economists Atif Mian at Princeton
University and Amir Sufi at the University of Chicago, who have spent the past
decade documenting the consequences of these distortions and showing how
credit-driven economic growth both increases economic instability and leads to
lost economic opportunity. The macroeconomic implications of rising inequality
have long been ignored but, based on this new body of empirical research, we
can see it as a key factor affecting both economic growth and stability.
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N FORMER Governor Sam Brownback’s view, investors drive the eco-

nomic growth responsible for creating the jobs that make the American
Dream come alive. High barriers to private-sector investments were holding
back economic growth in his home state of Kansas, he believed. Every extra
dollar in taxes, every extra regulatory hoop for businesses and investors to
jump through—no matter how small—lowered the chances of investment
happening. This is why he set up the Office of the Repealer soon after taking
office. Indeed, in his worldview, investment drives growth and ultimately
improvements in living standards to such a degree that it is essentially the
only proper concern of policymakers.

The claim that incentives—and the wherewithal—to invest are the keys
to driving the economy toward broadly shared prosperity is commonly
made. Yet this represents only one side of the most fundamental relation-
ship in economics. An alternative view is that having a customer base with
enough money to buy goods and services is even more important. From
this perspective, business investors put their money at risk only when the
opportunity for profits is clear—and that is only clear when there is a big
enough market of potential buyers. This view of how the economy grows
emphasizes that the purpose of an economy is to meet human needs and
what’s important are broad-based economic gains that leave no one behind
and support a strong middle class.

143
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This alternative perspective is summed up by venture capitalist Nick
Hanauer. He likes to say that the economy can’t keep growing if all its gains
are going to people like him—because “there are only so many shirts” a
person can buy. He’s a billionaire and happy to spend money, but as he
points out, the demand for basic goods from him and the rest of the top
0.01 percent income earners cannot keep the economy moving. “Only con-
sumers can set in motion this virtuous cycle of increasing demand and
hiring,” he explained in a 2012 TED talk. “In this sense, an ordinary middle-
class consumer is far more of a job creator than a capitalist like me.”!
When only incomes at the top are growing—that is, when there’s more eco-
nomic inequality—there tends to be insufficient consumer demand.

Economist Karen Dynan, now at Harvard University, is among an
important group of researchers producing the evidence to answer Hanau-
er’s implied question: Does inequality affect demand? A 2004 paper by
Dynan (then at the Federal Reserve Board) and economists Jonathan
Skinner at Dartmouth University and Stephen P. Zeldes at the Columbia
Business School shows that while Americans on average spend about eighty
cents of every dollar they earn and save about twenty, this varies widely
depending on age and whether a household is rich or poor. The very richest
households—the top 1 percent—save 51 percent of their income, while
those in the bottom 20 percent save just 1 percent. Their findings are so
conclusive that Dynan and her coauthors end the paper saying, “we be-
lieve that our work has established one fact: The rich do, indeed, save
more.”?

Dynan’s study implies that, as income and wealth inequality rise, less
money makes its way through the economy as income that turns into con-
sumption, which implies that there’s less overall consumer demand. Her
work remains among the best we have on how inequality affects how
much money is spent or saved up and down the income ladder. She and
her coauthors assembled data in new ways and used cutting-edge research
methods, giving us a high degree of confidence that their answers are as
close to truth as possible. Once again, newly available data and methods
may finally be making it possible to close the door on a theoretical eco-
nomics question. The study has inspired others to follow similar lines of
inquiry.

Still, many puzzles remain. If Dynan’s research is correct, then con-
sumer spending on goods and services should have slowed as inequality
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1. When most income is earned by a small number of people, demand suffers.
2. A strong middle class means strong demand for the goods businesses supply.

rose. As Hanauer said, the rich can buy only so many shirts. Yet the
overall level of personal consumption in the United States—that is, the
sum total of all the goods and services people buy—has risen in tandem
with the total national income. This trend doesn’t necessarily undermine
her conclusions. There’s strong evidence that many people left out of the
gains from economic growth have turned to borrowing more to make up
for that lost income. Middle-class families have been especially likely to
take on new debt for education and other investments in their children’s
future, such as homes in better public-school districts. Other research cor-
roborates this idea: for example, economists Joel Slemrod and Matthew
Shapiro at the University of Michigan found that many low-income tax-
payers used the income tax rebates of 2001 and those of 2008 to pay
down debt.3

Both less consumption and more debt have serious repercussions for
growth and stability. To be sure, when savings rise, more money is avail-
able for investment. But without a strong consumer base, where does it go?
Rising debt combined with non-rising or stagnant incomes is a recipe for
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greater family economic instability that quickly spills across the broader
economy. We’ll tackle this question in the next chapter; here, the focus is
on the demand side.

The question of how inequality affects consumption may be even more
important in an era of greater economic insecurity, fiscal austerity, and po-
litical polarization. As people switch jobs—or are downsized—it can be
hard to plan for the future. Most families are earning higher incomes than
those working in the late 1950s and 1960s, yet that earlier era featured jobs
that moved more steadily up the job ladder, offering real prospects of reg-
ular promotions while income and wealth inequality were on the decline.
The fact that family incomes tend to be more volatile today affects how
families consume and plan for the future.*

Rising income inequality affects consumption in a simple way: less in-
come means less spending on immediate needs and desires. But there are
also implications in the medium- and long-term, because rising inequality
affects customers’ choices among alternative offerings. When people head
to the mall—or, increasingly, browse their favorite retailer’s website—
they’re making decisions about what and how much to buy. Lots of things
are known to affect these decisions—price, quality, design, time of day, even
whether the shopper is hungry. Now, economists are finding that the
growing gap between the haves and the have-nots affects these decisions,
too. As people switch to lower-cost items—substituting generics for brand-
name consumer items or shaving off a purchase here and there—this sends
signals to firms about what merchandise and services to sell and how much
they should invest to develop these people as customers. These develop-
ments in the marketplace lead to economywide effects on productivity and
the kinds of jobs created—all of which affect the extent to which further
economic growth is strong, stable, and broadly shared.

This chapter will examine all of these implications of income and wealth
inequality on consumption. But first, it is useful to take a stroll through the
history of recent economic thinking on the role of consumption and invest-
ment on economic growth. As will become clear, the weight of economic
theory on today’s economic policy debates matters—a lot—even as more
data-driven, evidence-based research points to economic policies that rec-
ognize and address the realities of rising income and wealth inequality in
the US economy.
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The Rich Do Act Differently

Dynan is an economist to watch. She’s one of a new breed of scholars
bringing rigorous empirical analysis to the most fundamental questions in
macroeconomics. She spent most of her career in Washington, DC’s policy-
making circles before becoming a professor of practice in the Department
of Economics at Harvard University in March 2017. Between 2014 and
2017, she served as chief economist and assistant secretary for economic
policy at the US Department of the Treasury. There, she led the team that
analyzed economic conditions and came up with new ideas to solve the na-
tion’s most pressing economic challenges. It was no surprise when Dynan
was appointed to this government position. She was well prepared, having
spent a couple of decades as an economist at the Federal Reserve and co-
directed the Brookings Institution’s Economic Studies Program.’

One specific reason I wasn’t surprised by her appointment to a job at
the US Treasury was that I had heard that President Barack Obama was
eager for answers to the questions her research addressed. I learned this in
the spring of 2011 when I was surveying economists about whether they
saw evidence that the strength of the middle class affects economic growth
and stability. One of my interviewees was Alan Krueger, who returned my
call as he rode the train home from the nation’s capital. As the Amtrak
conductor’s voice blared in the background, he told me something of his
own experience at the Treasury Department, in the same job Dynan was
later appointed to. He had been in “no less than five meetings” where
President Obama had asked about what economics could show about the
importance of a strong middle class in driving growth. He added that, at
the time, he was frustrated because he couldn’t give the President what he
felt was a “thoroughly satisfactory answer.” What he knew for certain,
though, was that the best evidence available came from research by Dynan
and her colleagues.®

A few months after our conversation, Krueger was appointed chair of
the Council of Economic Advisers and, in his first major speech, he used
Dynan’s data to estimate the size of the drag on demand from rising in-
come and wealth inequality. He multiplied the estimated savings rates from
her study by data from Thomas Piketty and Emmanuel Saez, which showed
that in the United States between 1979 and 2007, about $1.1 trillion (in
2007 dollars) was annually shifted toward the very rich—an increase of
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13.5 percentage points. Krueger then calculated a simple counterfactual:
What would have happened to the economy had that $1.1 trillion gone to
the bottom 99 percent instead of the top 1 percent of Americans? His math
reveals a shocking number: Had income inequality not risen, aggregate con-
sumption would have been about 5 percent higher each year. That adds up
to about $480 billion (in 2018 dollars) in lost economic gains annually.
Krueger concluded his speech forcefully: “these calculations make clear that
the economy would be in better shape and aggregate demand would be
stronger if the size of the middle class had not dwindled as a result of rising
inequality.””

Dynan’s paper is the latest chapter in the long-simmering debate between
two schools of economic thought, pioneered by two towering economists
of the past: Cambridge University’s John Maynard Keynes and the Univer-
sity of Chicago’s Milton Friedman. Both sought to explain how to keep the
economy growing at a strong, stable pace. Both viewed people’s consump-
tion patterns as a core piece to solving this puzzle. And each developed what
he presented as a commonsense story of how much people spend and save
out of their income. Yet their theories and logic led them to very different
conclusions. Their debate played out over much of the twentieth century.
It has only been resolved in the twenty-first century, as economists have
finally gained the data and the tools to discern the actual relationships among
income, wealth, and saving.

Keynes laid out his view of how to keep the economy on track in his
book The General Theory of Employment, Interest, and Money, first pub-
lished in 1936. His motivating goal was to explain a third category of unem-
ployment that the economists of his day had failed to acknowledge or ad-
dress. He argued that involuntary unemployment—as opposed to frictional
or voluntary unemployment—occurred when the economy became stuck in
a situation where people and machines sat idle due to too little spending
relative to the productive capacity of the economy. He concluded that, while
a variety of factors could lead to this kind of economic crisis, once there, an
economy could remain there indefinitely: the private sector would not come
to the rescue because firms would not invest additional profits until they
saw enough customers to warrant the extra work of doing so. Instead, the
solution was for government to fill in the gap. By borrowing and spending,
thereby pumping up demand for goods and services and reducing un-
employment, it would lead firms to invest again. Each dollar of government
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spending would multiply as it worked its way through the economy and
provided incentives to invest.®

A crucial piece of Keynes’s argument was his theory of how people’s
spending responds to changes in income. He said it was “obvious” that, in
seeking to boost demand, government should focus on getting money to
lower-income households, because they are more likely to spend more of
each new dollar than those with higher incomes: “For the satisfaction of
the immediate primary needs of a man and his family is usually a stronger
motive than the motives toward accumulation, which only acquire effec-
tive sway when a margin of comfort has been attained. These reasons will
lead, as a rule, to a greater proportion of income being saved as real in-
come increases.”® Keynes called this measure of how much people will spend
out of a new dollar the “marginal propensity to consume.” Targeting people
with a high marginal propensity to consume is the surest way to boost de-
mand quickly and push the economy toward full employment, because the
multiplier effect will be larger than if government dollars go to people who
will save it instead.!”

Keynes did not suggest that investment was unimportant for improving
productivity and living standards in the long-term. His argument was that,
without customers who had money in their pockets ready to spend, there
was no incentive to invest. In the chicken-and-egg question of what pro-
pels economic activity, he came squarely down on the side that, without
customers, things come to a standstill. Firms will not invest additional
profits in their lines of business if they don’t expect there to be enough cus-
tomers to warrant doing so. “All production,” he wrote, “is for the pur-
pose of ultimately satisfying a consumer.”!!

Friedman rejected the idea that policymakers could boost employment
by pumping up demand. He argued that when the government borrows and
spends as Keynes recommended, people won’t necessarily respond by
spending more, because how much people consume depends on their ex-
pectations of how much they will earn over their lifetime. A one-time check
from the government doesn’t have much impact on people’s lifetime income
and therefore won’t affect their consumption patterns. These responses
undermine the government’s objective. Underlying Friedman’s view is the
idea that the marginal propensity to consume does not vary by people’s cur-
rent income; for him, the idea that it does is an erroneous read of the data.
Friedman would go on to win an economics Nobel for showing “that the
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‘permanent income’ of individuals over time and not year-to-year income
is the determining factor when assessing total consumption outlay.”!?
(Keynes died before the Nobel Memorial Prize in Economic Sciences began
being awarded in 1968, and it is not given posthumously. Otherwise, he
also would surely have received one.)

The permanent income hypothesis is that a person’s consumption in any
given time period is based on her expectation about what her lifetime in-
come will be. In Friedman’s view, everyone has expectations of how their
income will vary in the future, given their skills and lot in life. As he put it,
“consumption is determined by rather long-term considerations, so that any
transitory changes in income lead primarily to additions to assets or to the
use of previously accumulated balances rather than to corresponding

”13 If a person has an unusually high income one

changes in consumption.
year, she’ll save some, if not most, of that extra cash—especially if it’s a
one-time windfall, such as a bonus, inheritance, or tax cut. In lean years,
such as when a person has been laid off or is young and earning entry-level
wages, she will consume a higher share of her annual income. She also may
borrow, with the expectation of a higher income later in life to pay off the
debt, or dip into savings expecting to be able to replenish her nest egg in
the future.

This theory led Friedman to conclude that once we consider time, there
is no difference in the savings rates of rich and poor. Where Keynes had
concluded that “obviously” there is “a greater proportion of income being
saved as real income increases,” Friedman argued that was a misconcep-
tion.'* In Friedman’s view, if researchers look at a cross-section of people
at one point in time, those with higher incomes will appear to spend a
smaller share of their incomes. This only shows the propensity to consume
out of current income, however; lifetime consumption patterns won’t show
up in that kind of data. To know how much a person actually spends out
of new income, economists would need to track people’s income and wealth
over a lifetime—their permanent income. In Dynan’s words, Friedman’s hy-
pothesis “basically yields sensible predictions for a world in which people
are patient, forward-looking, able to borrow freely, and good at doing com-
plicated calculations about optimal consumption, and then also good at
sticking with the plan.”!® Whether the world is really populated by such
people is the empirical question.
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It’s a question, moreover, that turns out to be absolutely critical for
economic policy. In Friedman’s view, unemployed workers and low- and
middle-income families cannot be helped by government intervention in the
short run because people will undo that added government spending by
saving more—a view in complete opposition to Keynes’s policy recommen-
dations. The right policy prescription hinges on an empirical question that
neither Friedman nor Keynes could answer because they lacked the data
and computing power to tackle it. It would take another few decades for
those to appear.'®

What We Demand—and What We Get

Academic debates over theory can be never-ending. Without access to data
on people’s lifetime of economic circumstances, researchers could not come
to consensus on how income and wealth inequality affect consumption and
savings rates. This led to a lack of interest in the question. Dynan and her
colleagues note this at the outset of their paper: “Despite an outpouring of
research in the 1950s and 1960s, the question of whether the rich save more
has since received little attention.”!'” We had to wait for the data to be com-
piled and available to researchers to know which theory was correct,
which is why Dynan’s study is so important. Further, her research required
what used to be considered significant computing power. Today, we carry
around powerful computers in our pockets, but even up until the early
2000s, this kind of research had to be done in computer labs or on servers
capable of processing and storing large quantities of data.'$

To test Friedman’s idea that there are differences in savings out of tem-
porary and permanent income, Dynan and her colleagues developed a set
of measures of people’s average income over a lifetime by looking at edu-
cation, past and future earnings, the value of vehicles purchased, and food
consumption. They made use of three national surveys, as well as data from
Social Security and pension contributions, which, combined, allowed them
to track people’s income and wealth over time. One of the national surveys
they used, the Survey of Consumer Finances, began tracking income and
consumption in 1983 but, because it does not follow the same families over
time, it needed to be paired with other data. They also used the Panel Study
of Income Dynamics, the first large-scale US survey gathering income data
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over time. This survey began in 1968 with five thousand families who are
regularly revisited. By the early 2000s, there were nearly four decades of
data following the same families, enough to provide an estimate of perma-
nent income, finally allowing researchers to see how savings patterns change
relative to lifetime income, not just a short-term jump in income."

As Krueger told me, compelling as Dynan’s work is, he wanted to be able
to cite more than one study to feel confident about telling the president that
the strength of the middle class does affect consumption. This kind of work
is now being done. Take, for example, research by Johns Hopkins Univer-
sity economist Chris Carroll and his colleagues confirming that those at the
bottom of the income spectrum spend more than those at the top. They
look at how much families up and down the income and wealth ladders
spend out of new income. Using a model to generate a wealth distribution
which matches the inequality shown by the Survey of Consumer Finances
data, they can estimate the marginal propensity to consume. Their analysis
finds that families spend about 20 cents to 40 cents out of every new dollar
of income, but those with the highest wealth spend much less, meaning they
have a lower propensity to consume, even accounting for their wealth. Other
research using the same panel data Dynan used also finds that the marginal
propensity to consume is lower at higher wealth quintiles—6 percent for
those in the top 20 percent of the wealthy to 15 percent for the lowest. The
authors infer that a transfer of wealth from the top 20 percent to bottom
80 percent of households would boost consumption and growth by four
percentage points.?

While this research generally confirms Keynes’s position, it turns out that
Friedman was right that what people spend today out of their current in-
come may be affected by how much they have in assets. Economists Atif
Mian at Princeton University, Kamalesh Rao, now a senior data scientist
at the French financial services giant Société Générale, and Amir Sufi at the
University of Chicago found that lower-income households are more likely
to spend down their wealth by selling assets or, more often, by borrowing
against their assets or taking on unsecured debt that they then have to ser-
vice out of their income. Between 2006 and 2009—from near the apex of
the US housing bubble into the depths of the Great Recession—households
in the bottom 20 percent of zip codes by average income spent roughly three
times as much of every additional dollar of housing wealth as did those
households in the highest quintile of zip codes.?!
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Even if people do behave as Friedman surmises, an important piece of
information is whether they actually can tap into their assets to smooth
their consumption. It turns out that many assets cannot be easily trans-
formed into cash—think of real estate or other assets that cannot be sold
quickly, or where borrowing against the asset may be impossible or pro-
hibitively costly. Economists Greg Kaplan and Justin Weidner, both of
Princeton University, and Giovanni L. Violante of New York University have
a term for families who own assets they cannot easily access: they are “the
wealthy hand-to-mouth.” Even though they have high assets, these families
have high propensity to consume out of new income. In contrast, households
that have a lot of liquid assets, such as investments in the stock market that
can be easily sold, tend to have much lower marginal propensity to con-
sume out of income, because their spending is not constrained. When they
want to consume more, they can easily convert their assets into cash. This
observation that high-wealth households act differently, depending on how
quickly and easily they can leverage their assets, adds a layer of complica-
tion to Friedman’s hypothesis.??

A second issue for Friedman’s hypothesis is whether people today have
a clear sense of what their future income will be. This is a question that
Dynan also has investigated. Along with Douglas Elmendorf (now dean
of the Harvard Kennedy School) and Wellesley College economist Daniel
Sichel, Dynan finds that income volatility is rising. According to their
estimates, the share of US households experiencing a 50 percent drop in
income over a two-year period increased from about 7 percent in the early
1970s to more than 12 percent in the early 2000s, before falling slightly to
10 percent before the Great Recession. Income volatility makes it difficult
for people to internalize what economic trends mean for their own futures
and may hamper people’s ability to plan in the logical, rational way that
Friedman suggests people do. It also has other economic outcomes. It can
lead people to save and invest in assets that are easier to access but yield
lower returns—choosing, for example, savings accounts over stocks or real
estate—and it can discourage savings as people stop believing that saving
is possible.?3

It may also be the case that the United States is now in a situation where
incomes at the tippy-top of the ladder are so high that Friedman’s theory
no longer applies (to the extent it ever did) to the wealthiest segment of
households. It is inconceivable that those at the very top of the US income
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distribution can consume all their income. As the UK’s Business Insider
points out, today’s wealthy have more money than one could spend in a
lifetime. In 2017, Amazon’s Jeff Bezos earned over $107 million and Mi-
crosoft’s Bill Gates brought home $11 million—both per day. Overall, the
top 0.1 percent of US income earners had average incomes of $6 million in
2016 and captured nearly 9 percent of all US income. This alone may have
changed the marginal propensity to consume at the top in ways that affect
investment and productivity.?*

What the rich and non-rich buy also has macroeconomic implica-
tions. Income and wealth inequality are changing the way US consumers
shop—and what is on offer at what price point. Retailers have increasingly
become bifurcated into ones who seek out high-end consumers and those
who focus on appealing to discount shoppers. With consumption accounting
for just under 70 percent of economic growth, shifts in the way products
and services are produced, delivered, and priced will have significant rami-
fications for future productivity and growth.

What’s happening to America’s shopping malls illustrates these trends.
Long-standing department stores that once anchored these malls, such as
Macy’s, Sears, and J. C. Penney, all of which catered to middle-class cus-
tomers, have registered plummeting sales. Macy’s announced in August 2016
that it would close a hundred stores nationwide—about 15 percent of all its
outlets. Sears filed for bankruptcy in November 2018 and added 142 more
stores to its growing list of planned closures. And J. C. Penney, not profitable
since 2010, shuttered about 140 stores in 2017. At the other end, as middle-
class income mainstays fall by the wayside, malls that cater to high-end
customers are accounting for a larger share of total mall shoppers.?®

While part of this cascade of troubles for brick-and-mortar store chains
is that people are shopping more online, the hollowing out of the middle
class is another culprit, especially considering that discount retailers are
doing quite well. Take Dollar General, whose target customers are families
with incomes below $35,000, which reportedly plans to grow sales to $30
billion by 2020. According to Bloomberg Businessweek, at a 2016 share-
holder meeting of Dollar General, Chief Executive Officer Todd Vasos said
his company’s strategy is to expand into small towns where families are
strapped for cash and dependent on government assistance.?

Changes in spending patterns are driving changes in what firms are
producing, with a number of economic implications. Xavier Jaravel at the
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London School of Economics finds that businesses are investing in new
products targeted at high-end consumers while developing fewer products
for those in the lower end of the market. This means that there are now
more buying options for those at the top of the income ladder, but fewer
for those at the bottom. For those at the bottom of the income spectrum,
this shift in whom businesses are producing for leads not only to fewer
choices but also to higher costs. More competition among those businesses
competing for high-end dollars is leading to more productivity growth in
high-end products and lower prices for those at the top of the income
ladder. For those at the low end, however, there’s less competition for their
business, which means lower productivity and higher prices. This shows
up in the data: Jaravel found that between 2013 and 2014, families with
incomes greater than $100,000 per year saw prices rise by 0.65 percent
less than for families earning below $30,000.2”

Consuming Puzzles

While the evidence presented above indicates that income and wealth in-
equality distorts consumption, there are lingering puzzles in the data. Key
among them is that over the period from the late 1970s to today, income
for the bottom half of the US income distribution hasn’t grown—and has
actually fallen for those at the very bottom—yet aggregate consumption,
as measured by the national accounts, did not fall in tandem. The solution
to this puzzle lies in understanding debt. Many US families seemed to
treat credit just like it was cash, maintaining their spending by tapping
into home equity as house prices rose and taking on more consumer
credit.?®

Up until the 1980s, across all US families, total debt was about
60 percent of annual income. Over the following three decades, fami-
lies’ debts rose significantly. By the time the housing bubble burst in
2008, debts of households and nonprofits were equal to 100 percent as
a share of GDP. Even at the end of 2018, a decade after the last reces-
sion began, household and nonprofit debt was equal to 77 percent of GDP
and total household debt in the United States amounted to $13.5 trillion,
7 percent above the peak in the third quarter of 2008. (See Figure 5.1.)
Indeed, the savings rate among the bottom 90 percent fell steadily
throughout the past few decades into negative territory by the late 1990s,
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Figure 5.1 Household debt has grown significantly since the 1950s
US household and nonprofit liabilities relative to GDP, 1952-2018.

Source: Board of Governors of the Federal Reserve System, Bureau of Labor Economic Analysis, Federal
Reserve Bank of St. Louis.

according to data from Piketty, Saez, and their frequent coauthor Gabriel
Zucman.?’

Over the course of the first decade of the twenty-first century, mortgage
debt, both for new homes and refinances, grew faster than other kinds of
debt. Between the first quarter of 2000 and the first quarter of 2008, be-
fore the housing bubble burst, mortgage debt increased by $8.4 trillion.3°
This debt allowed people to buy ever more expensive homes. The S&P/Case-
Shiller US National Home Price Index, which measures changes in home
prices at the national level, rose to an all-time high in the first quarter of
2007, then fell 26 percent to its most recent low in early 2012. Since then,
home prices have recovered to the point that they have now surpassed their
pre-recession peak. Families still need to take on high levels of debt to buy
a home.3! (See Figure 5.1.)

A second reason that mortgage debt grew was that homeowner families
leveraged the equity they had accumulated in their homes. This shows up
in the data on home refinancing. Between the fourth quarters of 1991 and
2008, the refinance rate of single-family homes through which homeowners
cashed out value from their homes nearly tripled, from 19.8 percent to
53.7 percent. This trend is repeating itself today as home prices are again
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Figure 5.2 Mortgage debt has grown over time
US mortgage debt outstanding as a share of GDP, 1952-2018.

Source: Board of Governors of the Federal Reserve System and Bureau of Economic Analysis.

on the rise. According to data from the credit-reporting firm Equifax,
home equity loan originations increased by 8 percent in the second quarter
of 2017 to nearly $46 billion, the highest level since 2008. In tandem with
lower prevailing interest rates—and a rise in easy-to-get-loans as the
housing crisis subsided—the refinances mean that families are able to tap
into their homes’ rising values. People use their home equity for home im-
provements, funds for their children’s college tuition, and other types of
consumption.??

Other kinds of debt grew, as well. Revolving consumer credit, which is
mostly credit card debt, hit an all-time high of $1.004 trillion in December
2008. By late 2018, even as unemployment held below four percent, con-
sumer credit had risen to $1.041 trillion. And, year after year, students and
their parents (and grandparents) take on ever higher levels of debt to pay
for college. Between 2006 and the end of 2018, student debt outstanding
increased by more than $1 trillion, from $480 billion to $1.57 trillion.33

The idea that many Americans borrowed more to make up for declining
or stagnant income gains is compelling, but the question for policymakers
and economists is whether that is indeed the biggest factor in rising debt.
Some scholars point to the role of income and wealth inequality itself to
explain why people are so willing to take on such high levels of debt. Federal
Reserve economist Jeffrey Thompson has identified a strong correlation
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between higher incomes among the top five percent of income earners at
the state level and increased mortgage borrowing. He also finds evidence
of increases in the ratio of housing debt payments to incomes. Impor-
tantly, these increases are strongest for middle- and upper-middle-income
households.3*

Cornell University economist Robert Frank argues that, as the rich have
gotten richer and those at the very top of American society shift their kids
to the very best public and private schools, families just below them in so-
ciety struggle to keep up. Frank and his coauthors, Adam Seth Levine and
Oege Dijk, call these expenditure cascades and say they have serious re-
percussions. University of Chicago (Booth School of Business) economist
Marianne Bertrand and University of California-Berkeley (Haas School of
Business) finance professor Adair Morse argue that, to keep pace with
more well-to-do peers and neighbors, people with a little less wealth and
income have started saving less, consuming more, and getting into finan-
cial trouble more often and more severely. According to their findings, the
savings rate among average Americans would have been 2.6 percent to
3.2 percent higher had income growth at the middle of the distribution
stayed in line with income growth at the top.3’

Let’s step back for a moment here to consider all of this new data-
derived evidence in light of Friedman’s idea that people have foresight into
their future incomes. It may be that the rise in borrowing before and after
the Great Recession is evidence of people’s faith that their incomes would
soon begin rising as they had for previous generations. After all, the late
1990s saw the strongest labor market in decades. In that period, the typ-
ical male wage-earner began to see his earnings rise after more than a
decade and a half of inflation-adjusted declines, while women’s employ-
ment rates hit an all-time high of 58 percent. With the typical family in-
come growing by an average annual rate of nearly 2 percent, it seemed
that the middle class was finally growing again. People entering the new
century might have been optimistic that the 2001 recession would be short
and shallow (as it was) and that the recovery from that dot-com recession
and the Great Recession would eventually look like the late 1990s. Polling
data suggests they were. At the turn of the century, both Gallup and the
University of Michigan’s Survey of Consumers found people fairly positive
about economic conditions. Around 2000, Michigan’s Current Economic
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Conditions Index was the highest it had ever been, going back to the early
1960s.3¢

Of course, that optimism was misplaced. Now, we’re left with the ques-
tion of whether consumption can continue to grow in the face of slow- or
no-growth incomes. But there are other important questions, as well. Com-
pounding the troublesome dynamic in income trends are financial institu-
tions that encourage borrowers to take on more debt than they can safely
service with their incomes—at times with the implicit or explicit backing
of policymakers, which is an issue we’ll examine in the next chapter.?”

A Perfect Storm, The Perfect Case Study

How we answer the question of whether and how inequality distorts con-
sumption directly affects what policy levers—if any—policymakers can pull
to reduce widespread unemployment in the short run. The past decades pro-
vide the perfect case study. Starting with the collapse of the housing bubble
in 2006 and the ensuing financial crisis in late 2007, the US economy fell
into what would be known as the Great Recession. By the end of 2008, the
Federal Reserve was taking increasingly bold steps to address the crisis
through monetary policy, lowering the federal funds rate to effectively zero
and embarking on what would be the first of three rounds of quantitative
easing—that is, buying up assets to increase liquidity and spur economic
activity. As President Obama took office in January 2009, the US economy
appeared to be in a free fall, with twenty thousand more people becoming
unemployed every day. A few weeks into his first term, he signed into law
the American Recovery and Reinvestment Act of 2009, which pumped more
than $830 billion into the US economy.3®

Empirically-oriented economists have looked at this as a real-world test
of Keynes’s and Friedman’s theories about spending and savings. The Re-
covery Act included a variety of efforts to address the lack of demand; many
targeted lower-income families by increasing funding for programs that help
low-income families, such as food assistance and Medicaid. Others cut taxes
for families across the income distribution. This was standard Keynesian
policy. Dynan, who worked in the US Treasury during the slow-growth re-
covery from the Great Recession, offers this rationale: “when the economy
is in a slump, you want to target fiscal support to households with higher
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propensities to consume in order to provide the biggest boost to demand,
so as to get the economy back to full employment sooner. Likewise, we want
to make sure that countercyclical monetary policy can reach people with
high propensity to consume.” She adds that this turned out to be challenging
during the Great Recession “because many people that probably had high
propensities to consume were underwater with their mortgages, and had
difficulty refinancing their mortgage loans into lower-rate loans that would
increase their discretionary monthly cash flow.”3"

Economists Alan Blinder (former member of the Council of Economic
Advisers under President Bill Clinton and now at Princeton) and Mark
Zandi (former advisor to presidential candidate and US Senator John Mc-
Cain, and now chief economist at Moody’s Analytics) evaluated the effec-
tiveness of the Recovery Act, alongside the extraordinary steps that mon-
etary policymakers at the Federal Reserve took to bring down interest rates.
They compared what would likely have happened had the government not
acted. They concluded that, in 2009, US gross domestic product was
1.6 percent higher than it would have been without the fiscal stimulus, and
by 2010 the cumulative boost to GDP generated by government spending
grew to 3.6 percent. The accompanying steps by the Fed to shore up the
financial sector also were important. Their simulation shows that without
them, US gross domestic product would have fallen by 6.5 percent from
the peak of the recovery that ended in 2007 to the trough of the recession
in 2009, and the US economy would have shed more than 12.5 million jobs.
Combined, in 2011, the fiscal and financial policy responses kept unem-
ployment almost seven percentage points lower than it would have been,
reduced the number of jobs lost by about ten million, and pushed inflation-
adjusted gross domestic product 16.3 percent higher.*°

Particularly compelling evidence for Keynes’s view comes from analysis
of the effects of the extensions of unemployment benefits. In June 2008,
Congress passed legislation to provide additional federal benefits to unem-
ployed individuals who had exhausted their regular state unemployment
benefits. This Emergency Unemployment Compensation program was
amended eleven times through January 2013, when Congress made the ex-
tended benefits available until the end of that year. Unemployment benefits
go directly to workers who lose their jobs through no fault of their own.
These benefits make it possible for the unemployed to maintain their con-
sumption, at least partially, while they search for work.*!
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There is ample evidence that unemployment benefits not only help fam-
ilies but also are effective in moving the economy toward full employment.
Researcher Wayne Vroman of the Urban Institute did an extensive analysis
of both the regular benefit programs and the extensions and found that they
reduced the severity of the Great Recession. He found that the regular un-
employment insurance program closed about one-tenth of the shortfall in
real gross domestic product from the second half of 2008 to the first half
of 2010 (after accounting for inflation), while the extended benefits closed
about one-twelfth of that shortfall—meaning that the unemployment in-
surance program overall closed more than a sixth of the total gap. Those
differences may seem small but this amounted to more than $180 billion
(in 2018 dollars) over that period, about 0.9 percent of US gross domestic
product. Economists Peter Ganong and Pascal Noel at the University of
Chicago confirm that an important reason why unemployment benefits are
such a powerful policy tool is because they boost spending by those lower
down the income ladder. Their analysis shows that spending on nondurable
goods and services drops on average by 6 percent when a person loses a job,
yet the fall in spending is much smaller in states with high unemployment
benefits compared to those with low benefits.*?

The effectiveness of the policy responses to the Great Recession notwith-
standing, the focus on pumping up demand ended too soon. One compel-
ling piece of evidence that this was too early comes from the Congressional
Budget Office. Every year, it issues projections of what national income will
be in the decade to come. If the projection it made in 2007, before the crisis
hit, had come true in 2017, the US economy would have generated about
13 percent more income than it actually did. The implication is that our
nation is on a permanently lower growth path.*3

The downward shift in the nation’s path was a preventable policy tragedy.
Even at the time of the passage of the Recovery Act, many economists had
come to the conclusion that it would not be sufficient and there would need
to be other such policy endeavors. Instead, additional spending on the pro-
grams targeted at those at the low end of the income spectrum was mostly
phased out by 2011 and the US federal government tacked toward austerity,
exacerbating trends in the states. Analysis that excludes Social Security and
Medicare—thus the effects of an aging population and rising health care
costs—shows that federal program spending is in fact below its forty-year
average of 11.9 percent of GDP. This is not to say that spending hasn’t
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increased in nominal dollars, but it does show that the shares are lower.
Moreover, spending on federal low-income programs outside of health
care—including the Earned Income Tax Credit and the Child Tax Credit—
has dropped since 2010 as a share of GDP to an average of 2 percent and
is projected to decline further. On top of this, most states have constitu-
tional requirements that prohibit them from spending more than they col-
lect in revenue. This often means that spending is reduced, not increased,
when an economy is already hurting. Lacking additional help from the fed-
eral government, many states responded to the Great Recession with deep
cuts to education, health care and social services—and the funding for these
remains below historic levels.**

Part of the reason the federal government stopped supporting demand
is that this policy agenda was viewed through a highly partisan lens and
political polarization meant that there was not strong bipartisan support
for these steps. The legislation did not receive a single vote from Repub-
lican members of the House of Representatives and got only three Repub-
lican votes in the Senate—from Olympia Snowe, Susan Collins, and Arlen
Specter (who switched to the Democratic Party later in the year). The ad-
dition of supply-side policy inducements in the form of tax breaks for new
investment by businesses did not win additional Republicans over, but this
also meant that the legislation wasn’t as targeted as many would have
liked—of the total funding, only about 36 percent was explicitly targeted
at those with a high marginal propensity to consume. Many now argue that
it was the failure of the US economy to recover quickly that sparked the
rise in populism and ongoing political polarization.*

We’re learning from evidence that broad prosperity for those on the
bottom and middle rungs of the income ladder not only reduces inequality
but also can create better overall economic outcomes. While addressing the
Great Recession was an urgent crisis, there are also now long-term impli-
cations for investments in our nation’s future.

Accounting for Inequality’s Distortions in Our
Macroeconomic Policy

Policymakers need to be more aware of how economic inequality distorts
consumption, savings, and investment. One way to begin would be for them
to consider just what level of inequality is acceptable or ideal. With a sense
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of what the right ratio of incomes at the top and bottom is, they can
better plan how to raise pre- and post-tax incomes for the non-wealthy. This
could then inform the implementation of a more progressive “tax and
transfer” system—the catch-all phrase for government policies that col-
lect tax revenue and distribute that revenue throughout the economy—
or policies encouraging higher wages and incomes across the board
or encouraging those with jobs to put in more hours, assuming that leads
to more pay. Adopting a better measure of where national income goes
is another important input to policymaking—as I’ll lay out in the
Conclusion.

It’s clear that when unemployment is high, policymakers should be at-
tentive to how inequality may affect the effectiveness of both monetary and
fiscal policy. Yet in the current divided political climate, effective active fiscal
policy by Congress seems unreliable. That leaves an important role for so-
called automatic stabilizers, such as unemployment insurance, which are
triggered to ramp up when the economy worsens. When unemployment in-
surance kicks in, workers who are laid off through no fault of their own can
collect diminished but steady income for set periods of time. Or consider
the Supplemental Nutrition Assistance Program, which workers under a
certain income threshold can tap to help sustain their families. In general,
automatic stabilizer programs have been underfunded and without action,
when the next recession happens, they may be unable to play their his-
toric role in mitigating the damage. Policymakers should identify how
automatic stabilizers can be strengthened and take these steps now, be-
fore the next crisis hits. This should happen at the federal level, in no small
part because states often act pro-cyclically in recessions and are bound by
the need to balance their budgets while the federal government is not so
constrained.*®

In terms of directly addressing economic inequality more generally, the
most straightforward path is through the tax and transfer system. Policy-
makers should provide more income support to raise the standard of living
of families lower down the income ladder. The Earned Income Tax Credit
(EITC), which provides tax credits to low-income workers with jobs, is a
long-standing policy with bipartisan support, having been expanded by
both Republican President Ronald Reagan and Democratic President Bill
Clinton. The EITC is the most progressive tax expenditure in the income
tax code and is also designed to encourage work: credit increases with each
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additional dollar of earnings. Because the EITC is refundable—meaning
that, if the credit is larger than a worker’s tax liability, she receives a
refund—it is a powerful antipoverty program. Expanding the EITC to fully
incorporate single earners and increasing eligibility and benefits for fami-
lies are straightforward ways to increase living standards and encourage
more people to enter the labor market.*”

Along these lines, new work by journalist Annie Lowrey and Facebook
cofounder Chris Hughes points to the importance of a universal basic
income—that is, a program by which the government gives all Americans
some set amount of money, with no strings attached. This concept has cre-
ated unlikely bedfellows from the left and the right, from labor leaders to
conservative think tanks in Washington to libertarian Silicon Valley execu-
tives. Many see the need for such a cash distribution to cushion against job
loss due to automation, to boost wages by strengthening workers’ bar-
gaining power, to eliminate poverty, and to reduce race and gender biases.
Trial experiments, including several in Northern California, will provide
additional evidence, especially relating to legitimate concerns about the full
costs of such a program, and whether it would result in fiscal starvation of
traditional safety-net programs.*®

Another way to raise incomes for more Americans is take out of their
household budgets some of the biggest-ticket items they now purchase on
their own, such as health care, retirement, and higher education. Even with
the Affordable Care Act, many moderate-income families struggle to afford
health care, so instead of undermining the ACA, policymakers could adopt
a plan that would allow everyone to tap into the efficiencies of Medicare
either through a public option on the health care exchanges or through a
Medicare-for-all-type system, as many are proposing. Whatever the means,
the goal should be to provide universal coverage that families can afford,
using the tax system to subsidize as necessary. Similarly, addressing the
need for childcare as laid out in Chapter 1 would address a large family
budget item.

Another way to do this is to evaluate the extent to which families must
take on the risk of debt. Take higher education: student-loan debt has now
reached sky-high levels, and over the past decade, its growth has outpaced
other forms of debt. In 2010, in a now rarely acknowledged piece of legis-
lation that passed in conjunction with the Affordable Care Act, the student
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loan industry was overhauled and lending operations were fully transferred
from commercial banks to the Department of Education. This allows the
government to set better terms and repayment options for a large portion
of student-loan debt, giving people more flexible options to repay their loans
than private lenders would offer. Still, with so much debt outstanding, and
with very few people able to have their loans discharged, most people with
student loans are stuck using significant portions of their income to serve
this debt. Policymakers could revisit student loan policies—or lower the cost
of college in the first place—to relieve families of economic anxiety and sta-
bilize demand.*

Policymakers can also address incomes before tax and transfers—what
Yale political scientist Jacob Hacker calls “pre-distribution”—with poli-
cies that ensure that those at the top of the ladder share the gains of eco-
nomic productivity. The most straightforward way to support the incomes
of middle- and lower-income families and encourage greater distribution of
the gains of economic growth is to support people’s right to have a voice at
work. The rising share of business income accruing to the owners of capital
in those firms, relative to the share of income going to their workers, indi-
cates that there is room for unions or other workforce-friendly institutions
to push for higher wages. Unions historically played a significant role in
creating America’s middle class and fostering widespread wage gains, par-
ticularly in the immediate postwar era. As laid out in Chapter 3, we need
to find new ways to boost worker power to ensure this happens again.

The economics profession also has to broaden its ambit to include the
impact of inequality across the US economy. Traditionally, macroeconomists
haven’t taken inequality into account in their forecasting models, but they
should. Most macroeconomic models start with a so-called representative
agent—that is, they assume that all people in the economy act the same,
regardless of whether they are low- or high-income earners. In a recent
essay, Moody’s Analytics’ Zandi—who oversees one of the most well-
respected forecasting models—integrated inequality into his model for
the United States. Adding inequality to the traditional models did not change
the short-term forecasts very much, but he concluded that higher inequality
increases the likelihood of instability in the financial system when looking
at the long-term picture or considering the potential for the system to spin
out of control. The truth is that people do not all behave in the same way in
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response to events and trends, so economists’ models should no longer be
built on the premise that they do. As Gabriel Zucman recently put it,
“Goodbye, representative agent.”’°

Government entities are coming to similar conclusions. The Bank of
England has released a series of papers showing that agent-based models—
which take into account inequality and assume actors will behave in
varying ways—have strong predictive power. There’s even a team inside the
International Monetary Fund’s research department doing work that shows
reducing inequality can improve macroeconomic stability. Economists Jon-
athan Ostry, Andrew Berg, and Charalambos G. Tsangarides find that,
when policymakers lower inequality through the tax and transfer system
via redistribution, productivity or economic growth are not hampered.
The next step is for policymakers to take actions consistent with these
findings.>!

printed on 2/8/2023 5:09 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

Investment

HEN SAM BROWNBACK set up the Office of the Repealer during his

first month as Kansas Governor in 2011, the sole purpose of this
new state government office was to eliminate “unreasonable, unduly bur-
densome, duplicative, onerous, and conflicting laws, regulations, and other
governing instruments.” His reasoning was that government regulation
tends to discourage business investment—and thus economic growth—and
should be kept to a bare minimum: “The top priorities of my administra-
tion are to grow the state’s economy . . .. With the help of Kansans, the Of-
fice of the Repealer is working to identify laws and regulations that are out
of date, unreasonable, and burdensome. State laws and regulations shouldn’t
hinder opportunities for Kansans and Kansas businesses.”!

Brownback is hardly alone in this view. Over the past four decades, many
others have argued (by and large, successfully) that a wide array of busi-
ness activities in the US should not be regulated—or should be regulated
very lightly. Since the 1970s, in industry after industry, from transporta-
tion to energy to telecommunications, rules have been relaxed in the name
of fostering greater economic efficiency and growth. But few sectors have
been targeted as clearly as financial services—commercial banking, invest-
ment banking, mortgage underwriting, financial futures, and options
trading. Firms in these industries match people who have money saved up
and ready to invest with people who want to put money to good use making
and selling goods and services. This makes finance a special industry—it’s
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a business that creates capacity for productive investments. According to
those who favor deregulation, the financial sector is better able to match
money to productive investments when there are fewer rules governing the
sector and the services it provides. That may sound plausible in theory. The
problem is, the financiers in our country have both encouraged and taken
advantage of waves of deregulation over the past few decades to invest other
people’s money (and sometimes their own) in ways that have not promoted
the interests of the larger economy—or our society—and that have instead
led to economic destabilization and growing economic inequality.?

Case in point: Starting in the 1980s, states began to rethink how they
regulated banks. The 1927 McFadden Act allows states to decide for them-
selves the conditions under which national banks can operate within
their borders. Up until the early 1980s, no state allowed an out-of-state
bank—or its holding company—to own a bank within its borders. That all
changed in the course of a decade. By 1990, forty-six states had rewritten
their laws to let out-of-state banks in to do business. The argument was that
changing these rules would increase the efficiency of banking operations and
reduce costs to borrowers, leading to more investment. At first, this
seemed like a success. There was an increase in banking assets and, as banks
branched out across markets, they became more accessible. Both effects
led to lower loan costs. But the fact that banks increased their assets tells
us nothing about whether more savings were funneled into productive
investments, or whether businesses had more access to the financing they
needed to run their businesses.’

These were the questions that economists Amir Sufi at the University of
Chicago’s Booth School of Business and Atif Mian and Emil Verner, both
at Princeton University, set out to answer in a 2017 working paper. They
looked at whether eliminating state-level rules for how banks conducted
their business led to more investment in businesses—and thus more job
creation and productivity growth. They found that, once banks could open
branches across state lines, they increased lending—mostly to households in
the form of home mortgages, home equity loans, and revolving credit-
card lending, and, less so, to firms. At first, this new lending tended to
foster increased aggregate demand and resulted in an economic boom,
with the greatest growth occurring in places that saw the largest increases
in household credit. But when the states’ economies turned from expansion
to contraction, those same places also tended to experience recessions that
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were deeper and more protracted. As Mian told me, this “suggests that
while credit can have short-term positive impacts, there is a tradeoff to
think about, which is that it can lead to an ultimately stronger downturn.
That essentially means that credit can generate an amplification of the
cycle, both on the upside as well as on the downside.”* Their conclusion:
eliminating rules on cross-state banking led to more loans but—contrary to
proponents’ promises—not to stronger, more stable, broad-based economic
growth. While Mian and Sufi are careful in their paper to “avoid normative
claims,” it seems that removing rules created distortions, not the other way
around.®

This study about money and where it flows is just one piece of a larger
body of research produced by Mian and Sufi on these topics. It is emblem-
atic of how they are employing the latest data and evidence to examine how
economic inequality affects economic growth and stability. In Chapter 3,
we learned that one outcome of high income inequality is that more sav-
ings are sloshing around in the economy. The question this chapter addresses
is: What happens to that money? In the simplistic story that Brownback
and others tell, as long as there’s money available to invest—and not too
many rules about what firms can or cannot do—then investment will
happen. Yet the evidence shows the story isn’t so simple. Examining the
data to understand when and how savings translate into productive, so-
cially beneficial investments is fundamental to determining whether in-
equality and the set of rules governing finance are distortionary.

This chapter examines in detail how the effects of rising inequality com-
bine with financial deregulation’s failures to propel productive business
investment. They leave us in a highly unusual situation—with an economy
of too much savings but not enough income flowing into the hands of
families outside the very top of the income spectrum. Investment is a key
driver of economic growth because it leads to job creation and produc-
tivity increases. Yet there seems to be an erroneous view of the incentive
structure; there’s a presumption that those who control the surplus will
direct it toward investments that do the most for the general economy. In
fact, the surplus of savings from both the household and corporate sectors,
combined with deregulation, gave financial institutions greater leeway to
concoct an array of consumer loans for income-strapped families into a
highly toxic brew. This wasn’t an accident—the financial industry used its
extensive resources to lobby for relaxing the rules governing firms’ activities,
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distorting economic gains toward their profits and away from uses that
would be more beneficial for the economy overall.

As income inequality rises, more capital becomes available for invest-
ment. Yet no more demand materializes, so no additional goods and ser-
vices are sold. In the end, it appears that high inequality results in either
too little consumption or too much debt—from either consumers, which
this chapter discusses, or corporations—neither of which encourages strong
and stable growth. While today’s low interest rates mean low debt service
burdens and low delinquency rates, the evidence shows that relying on
debt to keep the economy afloat can be destabilizing. Further, in the cur-
rent US economic climate, policymakers have limited bandwidth to use
interest rate policy to spur investors to put that money to good use.

This was predicted by Keynes. He argued that, in the long term, high
inequality leads to the perverse outcome of having more savings available
for investment but less incentive to invest. The implication is that places
and eras with large gaps between rich and poor will see too little investment:
“the richer the community, the wider will tend to be the gap between its
actual and its potential production; and therefore the more obvious and
outrageous the defects of the economic system,” Keynes wrote. “Not only is
the marginal propensity to consume weaker in a wealthy community, but,
owing to its accumulation of capital being already larger, the opportunities
for further investment are less attractive unless the rate of interest falls at a
sufficiently rapid rate.”®

Lawmakers who would like to change all this face an uphill battle, as
the financial industry has become steadily more powerful in the policy
realm. Stripping away rules that govern how firms go about their business
turns out to have created opportunities for rent-seeking—recall that’s the
economic term for businesses pursuing undue profits—and pulls resources
away from productive investments. It increases inequality but does not nec-
essarily grow the economy. In short, financial firms have used their greater
economic power to rewrite the rules so that they earn even more money,
and reduce their risk while increasing risk for everyone else. The underlying
causes of the twin housing and financial crises in the twenty-first century
detailed in this chapter are testament to this power dynamic. So, too, are
more recent moves by the industry and its supporters in Congress and the
executive branch to renew the push for more deregulation amid a new wave
of subprime lending.
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The Distortion of Credit and the Great Recession

Mian and Sufi are both finance economists, which means they study how
money, prices, interest rates, and asset prices affect the macroeconomy. They
met at Chicago Booth as junior faculty at the height of the mortgage boom
in 2006, and realized they shared a passion for understanding why credit
has expanded toward households. While it may be surprising to many
readers, this is not a question that economists had traditionally asked. Their
evidence leads to the conclusion that the rise in credit supply—made pos-
sible both by the additional savings flooding the economy and the deregu-
lation of finance—was the leading cause of the Great Recession.”

The economic crisis of the late 2000s was the single most important eco-
nomic event in decades and Mian and Sufi’s groundbreaking research on it
has catapulted their careers. They’ve published their findings in top eco-
nomics and finance journals and also presented them to general audiences.
As of this writing, their collaboration, nearly a decade long, has yielded over
fifteen academic articles and working papers, some with additional coau-
thors. House of Debt, written for lay readers, made the short list for the
2014 award given by the Financial Times and McKinsey to the “best busi-
ness book of the year.” (That was the year the award went to Thomas Pik-
etty’s Capital in the Twenty-First Century.) The International Monetary
Fund put both on their list of twenty-five young economists who it expects
“will shape the world’s thinking about the global economy in the future.”
In 2017, Sufi was awarded the American Finance Association’s Fischer Black
Prize, a biennial award given to the top financial economics scholar under
the age of forty.

The Great Recession provided them with a perfect case study. It’s both
economically meaningful and provides a rich set of tough academic ques-
tions. Sufi is from Topeka, Kansas, and he compares the force of the 2008
financial crisis to a tornado because of the way it tore through the
economy, laying waste to $12 trillion in household wealth and 8.7 million
jobs. Between 2007 to 2011, the typical American family lost an average
of $6,000 in annual income and it took eight years—until 2015—for their
income to recover to its pre-recession peak. Initially, wealthy households
lost as much or more as a percentage of their income and wealth as others,
but this group quickly regained their footing, recovering nearly all their
lost wealth by 2012.°
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To understand the crisis, Mian and Sufi start with the data. They trace
the expansion of credit and follow that money as it flowed throughout
the economy—and what happened when the bills came due. To do this,
they compiled detailed information on borrowing, spending, housing
prices, and defaults by county and zip code level. In their 2009 paper in
the Quarterly Journal of Economics and in subsequent work, they use
these and other data to show how the expansion of credit took place
mainly for borrowers in low-net-worth communities and how this acceler-
ated the collapse of the housing bubble. Their first surprising finding was
that, during the run-up to the housing bubble, credit expanded unevenly,
flowing to neighborhoods with low credit scores and declining incomes. Ba-
sically, banks were making loans that were not tethered to borrowers’
abilities to pay them back. Mian and Sufi found that over the years from
2002 to 2005, mortgage credit expanded more than twice as fast per year
in neighborhoods with low credit scores as in neighborhoods with high
credit scores. By the peak of the bubble, places with low-net worth were
also the most highly leveraged. This was highly unusual; it was the only
period over nearly two decades that they studied where this was true.'”

To illustrate what happened in many low-income communities across
the country, Mian and Sufi point to the experience of the westside neigh-
borhoods of Detroit. Detroit is the biggest city in a state that had already
suffered more than a decade of stagnation and recession, and most of its
westside neighborhoods had low average credit scores. About two-thirds
of households had a credit score below 660, compared to about one-third
nationwide. If a borrower has a score below 660, lenders typically flag that
borrower as a relatively high risk of default, and consider issuing only what
they call a “subprime” loan. Yet, even with the high share of people at risk
of being unable to pay back loans, mortgage-denial rates fell dramatically
during the run-up of the housing boom. While average income in the zip
codes of west Detroit fell by 1 percent during these years, mortgage origi-
nation rates jumped 22 percent per year. Of course, this wasn’t happening
only in Detroit; it was happening in low-net-worth communities across the
nation. In Chicago, for example, mortgages for home purchases in zip codes
with low credit scores grew by 36 percent per year from 2002 to 2005, more
than double the 15 percent growth for the zip codes with high credit
scores.!!
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At the height of this lending frenzy, the growth in mortgage credit across
the country was unglued from any semblance of financial fundamentals.
Economists Yuliya Demyanyk at the Federal Reserve Bank of Cleveland
and Otto Van Hemert at New York University note that, by the peak of
the housing bubble, home loans were so disconnected from prudent lending
practices that “an unusually large fraction of subprime mortgages originated
in 2006 and 2007 [became]| delinquent or in foreclosure only months later.”
Between 2005 and 2007, the rate at which loans that were twelve months
old entered delinquency more than doubled, from roughly 10 percent to
more than 20 percent.'?

At the time, this made financial sense for mortgage brokers because they
were able to sell the loans to investors and thus didn’t need to worry about
potential repayment problems. Subprime loans were being bundled into
bonds along with just enough low-risk mortgages that credit rating agen-
cies rated them AAA. Investors bought these bonds, happy to find alleg-
edly AAA-safe investments that had such high returns—driven, of course,
by the subprime risk of the majority of the underlying assets. Investors were
given even further (also false) sense of security because these bonds could
be hedged in the financial futures markets with unregulated credit default
swaps—a form of insurance offered by major companies including the
global insurance giant at the time, American International Group.'3

The fact that the highest-indebted households were also disproportion-
ately low-income magnified the implications when the housing bubble
popped. As discussed in Chapter 5, families were using their home equity
for consumption. When home prices began falling in 2006, counties that
had both high household-debt burdens and large declines in house prices
cut back sharply on spending. From 2006 to 2009, in counties with the
largest declines in net worth, consumption fell by almost 20 percent. For
the entire US economy, it fell 5 percent. The drop rippled through the retail
sales data: in the second quarter of 2006, home-related products and ser-
vices (called residential investment in government economic data compila-
tions) dropped by an annual rate of 17 percent. Notably, this drop-off in
consumption began a full two years before the dramatic collapse of two
major Wall Street firms, Bear Stearns and Lehman Brothers, and the rescue
of beleaguered insurance company American International Group, which
many think of as the beginning of the crisis.'*
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Over the next two years, what started out as a consumption crisis among
highly-leveraged, predominantly low-income communities was amplified
across the nation. At first, counties that avoided the collapse in total net
worth or experienced only small declines did not see lower spending. Fam-
ilies with the most net wealth were protected from having to cut back as
much because they had sufficient money on hand to maintain their spending.
This is why, nationwide, non-residential investment didn’t begin to fall until
late in 2008. But by 2009, spending declines spread beyond just those coun-
ties hit with large declines in net wealth. Consumer spending decreased by
nearly 10 percent in counties that experienced the smallest declines in net
worth.

While the first unusual trend Mian and Sufi identified was that lenders
were pumping money into communities where people would be unable to
repay the loans, the second was that many of the new loans went to people
who already owned and lived in their homes. As family income failed to
rise during the early 2000s, rising home values and low interest rates led
many families to leverage their homes to access much-needed income.
Lenders were all too happy to help. In their 2011 paper in the American
Economics Review, Mian and Sufi document how, as home values rose
sharply during the bubble, lenders came up with more ways for borrowers
to extract as much cash as possible through home equity loans or lines of
credit, cash-out refinances, and mortgage refinances that deferred principal
payments for years. This allowed homeowners to take advantage of rising
home prices and created a situation where millions of families never moved,
yet also became highly indebted. This also meant that the rise in lending in
the run-up to the crisis wasn’t driven by people seeking to afford their homes
but by people accessing the capital already stored in the value of their
homes.'®

Notably, about four in ten mortgage defaults were among home equity
borrowers—and we don’t know how many of the other 60 percent were
defaulting on cash-out refinances, by which they had taken on new mort-
gages bigger than their prior ones, to have some spending money. As Mian
and Sufi document, these trends dragged down the net worth of neighbor-
hoods with declining incomes. When the bubble burst, millions were left
with homes worth substantially less than what they owed on their mort-
gages. Even at this writing, a full decade after the collapse of Lehman
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Brothers and the rescue of American International Group, nearly one in ten
mortgage holders in America remain underwater, according to a national
real estate database.!”

After researching decades worth of evidence, Mian and Sufi confidently
declare that “debt is dangerous.” Their evidence is hard to ignore—and they
are not the only ones making these arguments. They are part of a new gen-
eration of economists using detailed microeconomic data and analysis to
understand the macroeconomy. As they happily acknowledge in House of
Debt, there has been “an explosion in data on economic activity and ad-
vancement in the techniques we can use to evaluate them.”'® These are the
marks of a new movement in economics, distinguishing them from prior
generations of macroeconomists who tended to rely more on theory and to
use aggregate data in their analyses. In the past, the field did not generally
consider the role of inequality—in income or in wealth—as a variable of
interest.

The Wealth Distortion

Mian and Sufi’s evidence points to the cause of the Great Recession being
the increase in the supply of credit rather than an independent surge in
the demand for loans. In their view, this means that economists—and
policymakers—need to pay much more attention to economic inequality
and how it affects the dynamics of the macroeconomy. In the summer of
2018, Mian told me that, because the rise in inequality is largely a top
1 percent phenomenon and because the top 1 percent tend to have high
savings rates, inequality has the effect of increasing gross savings, which
has led to a rise in the supply of credit. “Now, the thing about gross sav-
ings is that when people save, they essentially channel that money through
the financial sector,” he noted. “So they leave it to the financial sector to
decide where those savings go. And what has been happening globally is
that this increased flow of savings coming into the financial sector has nat-
urally led to the creation of credit—Dbecause that’s what the financial sector
does.”??

While he and Sufi have focused their research agenda on understanding
why and how a rise in the credit supply makes economic crises more likely,
other economists are asking why savings have ballooned in the first place
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Figure 6.1 The wealthy are more likely to save their income
Consumption rates in the United States by income quintile.

Source: Author’s calculation based on Lukasz Rachel and Thomas D Smith, “Secular Drivers of the Global
Real Interest Rate,” Bank of England, December 2015; and Karen E. Dynan, Jonathan Skinner, and Ste-
phen P. Zeldes, “Do the Rich Save More?” Journal of Political Economy 112, no. 2 (April 2004):
397-444.

and yet investment is low. It turns out that you can have too much of a
good thing.

Over the past four decades, savings have increased for the simple reason
that the rich—who have become much richer—save more because they
have more. New data compiled by Emmanuel Saez and Gabriel Zucman
shows that the savings rate among the wealthiest one percent of households
is 40 percent. Given that the incomes of the top 1 percent increased by
about $19,000 annually since 1980, on average, this means an additional
$7,600 in savings per family each year. This rise more than offsets the de-
cline in savings rates for the bottom 90 percent, which have fallen since the
1970s from around 5 percent to around negative 5 percent in the mid-
2000s, and O percent after the Great Recession. Bank of England econo-
mists Lukasz Rachel and Thomas D. Smith estimate that the shift in income
from the bottom to the top of the income distribution accounts for an in-
crease of forty-five basis points in the global savings rate. (See Figure 6.1.)
That may not sound like much, but in a global economy of $75.9 trillion, it
represents $340 billion annually.?°
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Other trends have been contributing to higher US national savings. First,
the US population is aging. Just from 2000 to 2017, the median age in the
United States went from 35.3 years old to 38 years of age. This means a
larger share of the public is saving for retirement years, pushing up national
savings and slowing growth—although this will change in the near future
as the Baby Boomers retire and start spending their savings. Second, there’s
been an influx of additional savings from abroad since the late 1990s. The
volatility in global markets—like during the Asian financial crisis in the
1990s—has left many emerging market governments wary and looking for
safer investments. The United States remains an attractive destination for
foreign capital because it has relatively high productivity growth and its
deep capital markets can boast a disproportionate share of the world’s
marketable securities and financial assets. Despite a decline since the Great
Recession, ownership of US government debt by foreign banks and private
investors stayed consistently over 40 percent between 2004 and the end of
2017, and China, the largest foreign owner of US debt, held an average of
$1.16 trillion in US Treasuries in 2018.%!

High corporate profits are also contributing to high savings. While
corporate profits experienced a sharp drop in 2008, they recovered
quickly in 2009 toward the end of the Great Recession, and have stayed
high since then. Inflation-adjusted corporate profits were 52.5 percent
larger in June 2018 than in June 2009. Corporate profits have translated into
disproportionate income gains from financial investments for wealthy
households, which has contributed to the massive income and wealth in-
equality that has characterized the US economy over the past few decades.
Among the top 1 percent of the income distribution, about 40 percent of
income comes from earnings and 60 percent from capital income—rent,
dividends, or interest. As firms distribute profits to shareholders through
dividends and stock buybacks, this heightens inequality. From 2003 through
2012, the 449 companies that had been included in the S&P 500 over that
entire time spent 54 percent of their earnings on share repurchases and an
additional 37 percent of their earnings on dividends—a whopping
91 percent of all their earnings. Compare this to the early 1980s, when only
about half of profits went to shareholders.??

Yet, even with the rise in wealth and savings, US investment has remained
relatively low. In 2018, private residential investment hovered just
below 4 percent of gross domestic product, which is at the low end of the
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Corporate profits are high but they are being paid out to shareholders rather
than going toward productive investments.

historical range of between 4 and 6 percent. Nonresidential investment,
which economists sometimes prefer as a reading of overall economic health,
is also stagnant. Investment in equipment is around 6 percent of gross
domestic product, lower than the usual range since the 1970s of about
7 percent. Investment in structures remains below three percent, also down
about one percentage point from its historic trend.??

This low level of investment is confounding both because corporate
profits have been at historically high levels and because borrowing costs
remain at near-historic lows. Corporations—and businesses more gener-
ally—are the largest investors, accounting for nearly all of US nonresiden-
tial investment. Typically, corporations find money for investment from
either equity (stocks) or debt (bonds or loans). Since 2000, investments
made by corporations have not increased by nearly as much as their finan-
cial valuations relative to their assets. Yet the amount of cash held by US
corporations is at a historic high. The ratio of cash holdings to total assets
was consistently below 6 percent between 1990 and 1995 but reached
above a historic high of 12 percent by 2011.2* (See Figure 6.2.)
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Figure 6.2 Firms are holding more cash as a share of net assets
Ratio of cash to net assets of publicly-traded US firms, 1991-2011.

Source: Juan M. Sanchez and Emircan Yurdagul, “Why Are Corporations Holding So Much Cash?,”
Regional Economist (Federal Reserve Bank of St. Louis), January 2013.

There also is accumulating evidence for another reason that savings are
not translating into investment: the way US corporations are structured
and financed is encouraging them to pay out profits in dividends or share
repurchases rather than reinvest them in the firm. While the tax system
favors capital investment or stock buybacks over dividends, there is
mounting empirical evidence that other aspects of firm governance do
not—especially for publicly traded firms. Economists John Asker of the
University of California—Los Angeles, Joan Farre-Mensa of Harvard Busi-
ness School, and Alexander Ljungqvist of New York University looked at
short-termist behavior at public firms and how it affects investment deci-
sions. They found that private firms face less intense pressure to undertake
short-term decision-making than publicly traded firms, and that publicly
traded firms pursue fewer investment opportunities. Other economists
find that low interest rates also may be encouraging dividend payouts and
stock buybacks rather than capital investment. And, as we learned in
Chapter 4 from research by Thomas Philippon and Germdn Gutiérrez,
incentives to reinvest and innovate also drop with greater monopoly
power.?

Economic inequality means lots of savings but too few attractive oppor-
tunities for profitable investments, which creates a long-term trajectory of
slow growth. This is not a short-term problem; it’s a medium- to long-term
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one tied to lack of income growth documented earlier. The term economists
use to describe this combination of trends is secular stagnation. Harvard
University economist Lawrence Summers, who served as treasury secretary
in the Clinton administration, points to the role of economic inequality in
secular stagnation and relatively low interest rates. We had a conversation
in 2016, where he explained that “one aspect of that excess in saving over
investments is that rising inequality has operated to reduce spending,”
since middle-income families spend more of their income than high-income
families.?® Paul Krugman argues that we are “facing persistent shortfalls of
demand, which can’t be overcome even with near-zero interest rates.”?’
Part of this shortfall is due to the fact that incomes for the bottom
90 percent in the United States are failing to keep pace with average
growth. Economists Adrien Auclert at Stanford University and Matthew
Rognlie at Northwestern University also find that, if interest rates are
already at zero and thus cannot be lowered anymore, then increases in
income inequality can exacerbate the problem and lead to secular
stagnation.?®

Another Northwestern economist, Robert Gordon, sees secular stag-
nation as a supply-side issue, unlike Summers who sees it as mainly one
of demand deficiency. To Gordon, structural headwinds such as aging
populations lead to weaker potential growth. He argues that over the
next decade, absent some sort of escape from the secular stagnation,
growth will be well below 2 percent per year for the next two to four
decades.?’

Summers argues that secular stagnation is inherently unstable: “as the
United States and other industrial economies are currently configured,
simultaneous achievement of adequate growth, capacity utilization, and
financial stability appears increasingly difficult.”3° Typically, when invest-
ment is too low, the Federal Reserve lowers the interest rate, hoping that
cheaper borrowing will get people to invest more. This is not an option
for policymakers today—rates were set at near zero for much of the
Great Recession and subsequent slow recovery period. While interest
rates have risen over the past two years, from essentially zero to between
2.25 percent and 2.5 percent (at the time of writing), they remain low,
providing little room for policymakers to maneuver when the next reces-
sion hits. Historically, the Fed has lowered rates by about five percentage
points during the last three recessions. At the same time, as laid out in the
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prior chapter, policymakers continue to work against expansionary fiscal
policy.3!

To be sure, not everyone agrees. Former Federal Reserve Chair Ben
Bernanke argues that secular stagnation isn’t likely in an economy open to
international trade and capital flows. In his view, excess savings will flow
abroad, and this will reduce the value of the dollar and discourage imports.
This dynamic, in turn, will encourage exports and thus help grow the do-
mestic economy. Bernanke’s argument, however, presumes that the rest of
the world is not also experiencing secular stagnation. That’s an open ques-
tion today among economists, given the fast-moving trade and investment
fallout from the Trump administration’s wide-ranging assault on the inter-
national rules of the road that have governed the global economy for de-
cades. The same goes for Bernanke’s argument that there is a worldwide
savings glut, as it relies on similar mechanisms operating abroad.??

The Financial Distortion

It turns out that having money available isn’t enough to spur investment.
Instead, with high profits and weak investment, we are seeing that savers
increasingly finance credit for other parts of the economy. Prior eras did
not see the expansion in the credit supply that we saw in the run-up to the
Great Recession. In earlier eras, robust financial regulations kept financial
institutions from making unsound loans to risky borrowers. Mian and Sufi,
and many others, are looking at how financial deregulation, which by the
early 2000s had been fully embraced by policymakers, allowed this change
to happen in where savings go.?3

Let’s look at how—and why—the rules governing finance changed.
Starting in the late 1970s, policymakers began a long path toward deregu-
lating the financial sector. The goal was to free up money for investment.
Proponents of financialization—a term that captures the growing role of
complex financial products and services in everyday consumer and invest-
ment activities—argue that giving the financial industry greater leeway will
make more money available for investment, which will drive up produc-
tivity and growth and create more and better jobs. The cornerstone was
the Supreme Court’s 1978 decision in Marquette v. First of Omabha, which
allowed banks lending across state lines to export their home state law and
apply maximum interest rates nationwide. This gave banks incentives to
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relocate to states like Delaware and South Dakota, with the most industry-
friendly rules, and, as laid out at the beginning of this chapter, fueled a race
among states to relax their regulations and attract these financial firms,
effectively eliminating the rate ceilings set by the usury laws in prior
decades.®*

The capstone of these deregulatory efforts came in the form of three acts
signed into law by President Clinton. In 1994, he signed the Riegle-Neal
Interstate Banking and Branching Efficiency Act, which eliminated the last
remaining restrictions keeping banks from operating across state lines. By
that point, only Arkansas, lowa, and Minnesota still had rules prohibiting
banks from working across state lines. In 1999, he signed the Gramm-
Leach-Bliley Financial Services Modernization Act, which repealed the last
remaining barriers between commercial banks and investment banks and
allowed deposit-taking commercial banks to engage in investment banking
and debt underwriting. One of the last acts he signed as president was the
2000 Commodity Futures Modernization Act. This enabled the unregu-
lated trading of so-called credit default swaps, which in turn enabled Wall
Street financiers using them to “insure” the toxic mortgage backed-securities
they packaged and sold to investors and ultimately led to the collapse and
subsequent rescue of American Insurance Group, at the time one of the
world’s largest insurance companies. All three of these deregulatory deci-
sions played an outsized role in the ensuing housing and financial crises to
come in the 2000s, culminating in the 2007-2009 Great Recession.?’

At the time these three laws were enacted, there was a robust debate
among leading economists about whether this would increase investment
and grow the economy or destabilize it. In 1998, Brooksley Born, then
chair of the Commodity Futures Trading Commission, proposed that the
multitrillion-dollar derivatives market be subject to regulatory oversight
because of the economic risks it created. But her warning was met with
fierce opposition from top economic officials. Congress instead passed leg-
islation that prohibited her agency from regulating derivatives, relying on
testimony from the president’s economic team. President Clinton’s treasury
secretary, Robert Rubin, formerly head of Goldman Sachs, was a major
advocate of financial deregulation. He told Congress that the Gramm-
Leach-Bliley Act “takes the fundamental actions necessary to modernize
our financial system by repealing the Glass-Steagall Act’s prohibitions on

banks affiliating with securities firms.”3
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The result of the decades-long deregulation of finance was to distort re-
sources toward financial sector profits and away from their most produc-
tive use—the opposite of what the invisible hand is supposed to do. It turned
out that the proponents of deregulation were wrong: left without rules to
guide their behavior, financial firms focus more on short-term profits than
protecting the economy. One example of this distortion showed up in how
mortgages were financed. Wall Street came up with cleverer ways of pack-
aging up loans into securities; this is what created the incentive to separate
the financing of home loans from the mortgage brokers arranging the loans.
Making matters worse, banks themselves lost the incentive to ensure that
mortgages they bought from brokers were extended prudently, since the
banks turned around and sold most of the loans they had just bought to
Wall Street investment banks or to their own investment banking sub-
sidiaries. These buyers in turn packaged them into ever more complex
mortgage-backed securities to sell to investors around the country and the
world—financial products ostensibly insured against default via unregu-
lated financial derivatives. This created additional supplies of money to
pump into new financial products to extend credit to more and more
people and the expansion of the subprime lending market.3”

This was a marked departure from earlier decades, when banks made
loans and then mostly held onto them. In those years, banks cared a great
deal about whether loans would be repaid, as any defaults would directly
damage their profits. Under the relaxed rules, mortgage brokers got paid
when they sold the loan to the bank, eliminating most of their incentive to
make only those loans with high probabilities of being paid off. That, they
could conclude, was for the bank to worry about. This separation of the
original lender of the money from the organization that would hold the
loans while homeowners paid them back—or tried to—created perverse
incentives for Wall Street firms. They could apply the financial engineering
they had previously pioneered with asset-backed securities for businesses
into securitized home mortgages.3®

Further, as laid out above, the expanded pool of people targeted for loans
included many who would be unable to repay. Economists Tobias Adrian
and Hyun Song Shin explain the explosion of subprime mortgage lending
by emphasizing the increased supply of loans, rather than any independent
increase in demand: “Someone has to be on the receiving end of new loans.
When all the good borrowers already have a mortgage, the bank has to
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lower its lending standards to capture new borrowers. The new borrowers
are those who were previously shut out of the credit market but who sud-
denly find themselves showered with credit.”%®

Outright fraud was also a culprit behind the expansion of subprime
loans. In a TED talk in 2013 titled “How to Rob a Bank (From the Inside,
That Is),” University of Missouri—-Kansas City economist William Black
described some of these practices. He showed how mortgage brokers en-
gaged in widespread appraisal fraud and “liar’s loans”—loans issued
without confirming that the borrower is telling the truth about their in-
come or ability to pay back the loan. (Black understands fraud: he took
the notes during the Keating Five meeting that led to the exposure of the
corruption in Congress during the 1980s savings and loan crisis.) Bor-
rowers, often guided by lenders, inflated their incomes on mortgage ap-
plications to qualify for bigger loans. Academic research confirms these
trends: Mian and Sufi found that income overstatement was highest in zip
codes with low credit scores and low incomes—the places that experi-
enced the strongest mortgage credit growth from 2002 to 2005. Another
study found that in 2006, 49 percent of new mortgage originations were
liar’s loans—up from 18 percent in 2001. There is also evidence that, as
early as 2000, banks began blacklisting appraisers who refused to inflate
property values. In a 2007 survey by October Research, a financial real-
estate analysis firm, nine in ten appraisers reported they had felt pressured
to change their assessment of a property’s value, usually by a lender, mort-
gage broker, or real estate agent.*’

One clear outcome of deregulation of the financial industry is the rise in
the size and profitability of the financial sector. According to research by
Thomas Philippon, profits in the financial industry nearly doubled from
1980 to 2010, from about 5 percent of gross domestic product to about
9 percent, and the finance sector now accounts for about 27 percent of
total US corporate profits, up from about 20 percent in the years prior to
2000. A larger financial sector means that fewer of our nation’s economic
resources go to their most productive uses but are instead directed to the
top executives, shareholders, and “super managers” in the financial ser-
vices industry.*!

The high rates of pay in the financial sector have encouraged the best
and the brightest coming out of colleges and universities to turn their own
job-seeking efforts toward finance, adding to income (and wealth) inequality
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and distorting the labor market away from other endeavors, such as medi-
cine and engineering. According to research by Philippon and Ariell Reshef
at the Paris School of Economics on wages in the finance industry, workers
in the financial sector once commanded average pay compared to their peers
in other elite white-collar work, controlling for education and other com-
ponents and indicators of human capital. By 2006, however, financial sector
salaries had ballooned such that they were 50 percent higher than those in
formerly comparable fields. As for executives, the growth is much more ex-
treme. By the same year, executives in finance earned 250 percent more
than executives in other industries.*?

With a larger share of profits—and extremely well-paid jobs—the finance
industry soon wielded significantly greater political power. One of Mian
and Sufi’s early papers focused on the role of this power in the deregula-
tion of finance. In research with University of British Columbia economist
Francesco Trebbi, they look at the political campaign contributions of the
mortgage finance industry across congressional districts. They found that
members of Congress from districts with higher campaign contributions
from the financial services industry were more likely to vote for legislation
that has the effect of transferring wealth from taxpayers to that industry.
The researchers found that from 2002 to 2007—a period when mortgage
industry campaign contributions increasingly targeted representatives from
congressional districts with a large fraction of subprime borrowers—
campaign contributions and the share of subprime borrowers in a district
increasingly predicted how lawmakers would vote on housing-related leg-
islation. These patterns are not reflected in the non-mortgage financial
industry.*

This research echoes that of many other economists, political scientists,
and other scholars who have been seeking to understand how financializa-
tion affects governance. Massachusetts Institute of Technology economist
Simon Johnson, who also served as chief economist at the International
Monetary Fund, and University of Connecticut law professor James Kwak
make the case in their book 13 Bankers: The Wall Street Takeover and the
Next Financial Meltdown. They demonstrate that overconcentration of po-
litical power among a narrow band of elites is often associated with finan-
cial crises. As the financial sector pulls in more national income, it uses this
economic power to encourage a regulatory environment favorable to fur-
ther financial innovation, which may lead to excessive and unwarranted
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risk-taking—a precursor to a financial crisis. While the basic research behind
Johnson and Kwak’s conclusions examines emerging economies, they con-
clude that, in fact, the “financial sector and its political influence are a se-
rious risk to our economic well-being” in the United States.**

Certainly, the conclusion reached by Johnson and Kwak maps neatly
onto what actually happened in the Great Recession. Wall Street used its
political and economic power to protect itself from the fallout amid the
rolling collapse of the US housing market and the onset of the crisis, while
many homeowners went belly up. The ways in which loans were structured
prevented the vast majority of homeowners from getting relief, because their
mortgages had been packaged up, then sliced and diced into myriad
mortgage-backed securities owned by investors worldwide. No single in-
vestor had the incentive or legal right to restructure these loans, and there-
fore homeowners had no way to negotiate for mortgage payment relief. This
increased foreclosures, which in turn reduced the value of nearby homes,
amplified the decline in overall home prices, and led to the broader loss in
wealth for most American families. This is all part of a larger story of how
economic inequality subverts governance as discussed in earlier chapters.

In 2014, Mian and Sufi published a blog post about their book House
of Debt in which they summarized the mechanism through which inequality
affects the macroeconomy:

When the wealthy save in the financial system, some of that saving ends
up in the hands of lower wealth households when they get a mortgage or
auto loan. But when lower wealth households get financing, it is almost
always done through debt contracts. This introduces some potential prob-
lems. Debt fuels asset booms when the economy is expanding, and debt
contracts force the borrower to bear the losses of a decline in economic
activity.*

Debt can indeed be dangerous—and so can wealth with nothing produc-
tive to do.

Pushing toward Strong, Stable, Broadly Shared Growth

Mian and Sufi argue that, all too often, macroeconomists have simply
assumed that the financial sector provides credit as necessary. The pair’s
work shows that a rigorous understanding of how finance works in
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practice—and how it can distort economic outcomes and create unneces-
sary vulnerabilities—has too often been left out of macroeconomic analysis.
Their conclusion: when macroeconomists take the actual behavior of fi-
nance into account, it becomes clear that economic inequality has played
an important and arguably outsized role in the generation of profits within
the financial services industry and destabilizing our economy. While it was
common knowledge that too many people had amassed too much debt,
focusing attention on why so many were able to do so—and on who held
that debt and how economically vulnerable they were—is necessary to
predicting and preventing future credit-driven economic crises.*®

Mian and Sufi’s evidence and new way of thinking contradicts the
thinking of how to address a financial crisis that was prevalent during the
Great Recession. In 2008, as that crisis unfolded, policymakers focused their
energy on halting the sharp decline in credit flows as a number of financial
institutions tried to cope with the large number of home foreclosures
among the home mortgages they had not been able to sell when the crisis
hit. While they bailed out the banks—through the Temporary Asset Relief
Program implemented under President George W. Bush that pumped more
than $800 billion into the financial markets—policymakers gave very few
homeowners help. And research suggests the federal assistance that did go
to homeowners was poorly designed and failed to prevent most defaults
and foreclosures.*”

Now we know more. Mian and Sufi’s body of research shows that, in
an era of high inequality when there was a lot of money looking for a place
to go, deregulation led to financialization—and produced the Great Reces-
sion. Indeed, the credit boom resulting from deregulation and financializa-
tion fed the escalation of household borrowing, which contributed to the
“strength, the depth, as well as the persistence of the recession that followed
2008.”48 Policymakers should in future ensure that the financial services
industry is focused on supporting sustainable and productive invest-
ment, rather than enriching itself at the expense of the least well-off in
our society. Ensuring that there’s sufficient money in the US economy for
productivity-enhancing investment—and that lax lending guidelines and
poorly supervised financial institutions do not channel these funds into
risky investments—should be considered important policy goals.

There’s been movement in this direction. After the twin housing and fi-
nancial crises roiled the US and global economy, the US Congress in 2010
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passed the Wall Street Reform and Consumer Protection Act, more com-
monly known as Dodd-Frank, named after its two cosponsors, Senator
Christopher Dodd and Representative Barney Frank. The new law reined
in many of the deregulatory excesses of the previous decade. Dodd-Frank
also established the Consumer Financial Protection Bureau as an indepen-
dent agency to regulate financial products for consumer protection. The
CFPB was authorized to enforce consumer protection laws and prohibit
lenders from steering consumers to predatory loans or ones they could not
reasonably repay.*

Yet, undeterred by the evidence, proponents of deregulation today con-
tinue to argue for even looser regulation of financial services. Dodd-Frank
came under immediate assault from the financial services industry and con-
servative legislators who continued to argue that greater deregulation was
good for the economy and investment. By 2017, after most of the country
had recovered from the Great Recession, a different and more conservative
Congress began chipping away at Dodd-Frank, requiring fewer and fewer
financial institutions to adhere to the law’s most prudent supervisory rules
and regulations, and seeking to strip the CFPB of its authority and funding.
Subprime lending is on the rise again across a range of consumer products,
from car loans to credit card debt to, yes, mortgage financing, even as
lending to businesses that should be engaged in productive investments re-
mains moribund. The policy agenda should focus on strengthening, not
undermining these protections.*’

Focusing investment on its best use requires more than getting the rules
right. We must also take actions to address the ways in which inequality
has distorted demand and dulled the private sector’s incentives to invest.
Indeed, we must address secular stagnation head on. There are two ways
to grow the economy when it’s experiencing secular stagnation. One is to
allow another asset bubble to form—not a sensible route. This, however,
will become more likely if interest rates remain low and borrowing stan-
dards are lax, giving people access to capital to drive up asset prices.

Alternatively, government could tap into national savings and make
greater investments in large-scale projects, such as upgrading the nation’s
failing transportation infrastructure, addressing climate change, and in-
vesting in people and families. There are myriad ways to do this. There are
the traditional investments in transportation, as well as developing the tech-
nology to limit the emission of greenhouse gases and to address the conse-
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quences of climate change. Between the need for investments in the devel-
opment and deployment of green energy, the need to mitigate the effects
on our food supplies, and the need to assist communities upended by the
rising prevalence of climate change-induced natural disasters, there’s a com-
prehensive agenda to be enacted. At the same time, there’s an unmet need
for investments in health care, education, and the diverse needs of the el-
derly and families caring for young children or disabled family members
that would lead to improvements in quality of life and sustain economic
growth.’!

It will likely remain a good environment for investment in large-scale
projects for some time to come. At the 2018 Allied Social Science Associa-
tion conference in Philadelphia, where more than ten thousand economists
gathered to share research and ideas, I chaired a session on interest rates.
According to the research presented there, interest rates in the United States
will probably remain low for many years. Researchers from academia and
government showed that a combination of low aggregate demand, techno-
logical change, and the shifting demographic composition of the United
States is likely to leave interest rates dangerously close to zero. And of
course, with that comes the risk of entering a recession, with Federal Re-
serve policymakers restricted in what traditional stabilization policies they
can pursue. The low costs of borrowing, combined with the pressing social
and environmental needs and an imperative to make sure savings is well
spent, point in the direction of prioritizing new public investments.?
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Conclusion

The Economic Imperative of Equitable Growth

HE EVIDENCE ILLUSTRATES that economic inequality constricts eco-

nomic growth and stability. In the case studies explored, three basic
dynamics play out: we see Smith’s invisible hand being obstructed, sub-
verted, and distorted as economic inequality translates into social and
political power. When looked at as a whole, insights from cutting-edge
research provide the outlines of a new vision for policymaking dedicated
to broadly shared improvements in well-being and a stronger and more
stable US economy. To unleash broadly shared growth, we need to break
inequality’s grip.

These findings conflict with misleading theories that the economy, left
to its own devices, will deliver optimal outcomes. More than two hundred
years ago, Adam Smith transformed how people thought about the economy,
giving us the idea of dynamics pushing the market as though with an invis-
ible hand toward mutually beneficial outcomes. If the desires for wealth
that inspire the butcher, brewer, and baker guide free, competitive markets
toward outcomes that are generally socially beneficial, then they act as
forces for good. During the latter half of the twentieth century, however,
Smith’s ideas were stripped of nuance and turned into a widespread faith
among policymakers that, if they left markets to their own internal logic,
the nation would see broadly-shared improvements in well-being. The evi-
dence is in: That bare-bones framework doesn’t work.

191
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The Introduction to this book argued that we are in the midst of what
the philosopher of science Thomas Kuhn called a “paradigm shift.” For a
long time, economists did not consider economic inequality as fundamen-
tally important to understanding the dynamics of the economy. This
has changed. Now, cutting-edge economics research seeks to understand
whether and how economic inequality affects economic, social, and political
outcomes. Table C.1 summarizes what we’ve learned about how inequality
obstructs, subverts, and distorts the processes that lead to economic pro-
ductivity and growth, laying out both the direct effects of inequality and
the consequences of those effects. The most direct effects of inequality are
relatively straightforward and easy for economists to assess. Deep in-
equality, for example, gives the wealthy the power in the political realm to
lobby successfully for low taxes, regulatory changes in their favor, and out-
sized electoral influence. The secondary knock-on effects are just as impor-
tant yet often harder to identify in empirical research. How does lost tax
revenue, for example, affect the economy and general well-being when
consequent impacts on public policies are taken into account? A new gen-
eration of research is focusing on these trickier, second-order questions.

Armed with a better understanding of inequality’s effects on our economy,
we face the question of what to do with this knowledge. We can look to
American history for inspiration. The Industrial Revolution of the nine-
teenth and early twentieth centuries created vast wealth and outsized
political and social power for a small group of wealthy elites, but immisera-
tion for many others. Like today, inequality’s grip threatened our economy,
our society, and our democracy. Political leaders responded by putting rules
in place to contain inequality and ensure the marketplace delivered for the
many, not the few. These institutions and new rules governing the market
and expanding democratic accountability sought to thwart the concentra-
tion of wealth, generate more revenue for government to take necessary ac-
tions for the public good, protect people in the workplace, and guard
against poverty. Decades later, the civil rights movement sought to ensure
that everyone had the same rights before the law and that all could partici-
pate equally in our democracy.

This fundamental shift in the role of government worked to ensure that
workers and their families gained from economic growth both in the work-
place—in the distribution of earnings before taxes—and through the tax-
and-transfer system that redistributed earnings through government pro-
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grams. Many in that era’s bottom 90 percent needed social insurance for
times when they couldn’t work due to sickness or old age, or because jobs
weren’t available. The push to rein in economic power gave government
the capacity to tax and enact policies to cope with a changing economy,
bringing forth pension systems, unemployment benefits, and new ways to
support wages, such as the minimum wage and overtime regulations, as well
as an administrative state focusing on pushing firms to act in the public
interest. These policies that supported workers and their families brought
forth strong productivity and growth and meant that the middle of the
twentieth century marked the nadir of economic inequality.

These policy changes required policymakers to take bold action, in-
cluding amending and reinterpreting the US Constitution and reimagining
what tools a democratically elected government might use to rein in eco-
nomic power. Legal scholars Joseph Fishkin and William Forbath of the
University of Texas—Austin argue that previous generations were able to
loosen the grip of economic elites on both the economy and society by
making the case that equality was fundamental to our democracy: “From
the beginning of the Republic through roughly the New Deal, Americans
vividly understood that the guarantees of the Constitution are intertwined
with the structure of our economic life.”! The enactment of a federal in-
come tax was initially overturned by the Supreme Court and it took advo-
cates nearly two decades to organize the states to adopt the Sixteenth
Amendment to the Constitution in 1913. Other early twentieth-century
policies included the introduction of antitrust laws and laws that gave
workers and their families greater bargaining power with respect to em-
ployers, and insurance against economic insecurity. With these came changes
in how the legislative, executive, and judicial branches of government saw
their role in economic policy.

We will need similarly bold action today. If we want to address the eco-
nomic and social challenges posed by high inequality, we need to reclaim
the idea that these are fundamental—even constitutional—issues. But the
institutions we need to do this are in trouble. The scale of the challenges
has grown just at the moment when unions have weakened and the federal
government’s enforcement of a competitive market is at a low point. Many
of today’s most profitable firms have become adept at limiting the extent
to which they share their outsized gains with workers and communities.
They’ve fissured their workplaces so that only the workers in the branded,
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Table C.1

CONCLUSION

growth and stability

The effects of economic
inequality on...

What we’ve learned about how economic inequality affects economic

The knock-on effects on
growth of the US economy

Chapter 1: The Beginning of the End of Adam Smith’s Invisible Hand
...our understanding of economics

Chapter 2: Learning and Human Capital

...our children by obstructing too many from

reaching their potential

Chapter 3: Skills, Talent, and Innovation

...people with skills, talent, and new ideas by

constricting pipelines into the economy

Chapter 4: Public Spending

...taxes and democracy, by subverting fiscal

responsibility and public accountability

Chapter 5: Market Structure

...markets through rising monopoly and

monopsony power

Chapter 6: The Economic Cycle

...the level and composition of both consumption

and investment

Chapter 7: Investment

...the flow of credit through the economy

Conclusion

...overall economic growth and stability, hindering
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equitable growth

New data-driven evidence shows that rising
economic inequality harms the economy

No longer an intergenerational reboot, threatening
the productivity of tomorrow’s labor force

Reduces people's ability to freely participate in the
economy and reduces productivity

The wealthy have a disproportionate say in who
pays taxes—and they don't want taxes levied on
them—leaving the government unable to make
investments to foster productivity and growth

Limits opportunities for new firms and new ideas,
reducing innovation and competition

Skews investment away from products that would
improve the lives of most in favor of those for the
wealthy and reduces productivity over time

More severe recessions and reduced economic
opportunity for younger generations

Income and wealth inequality perpetuates
economic inequalities
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Table C.1 (continued)

The knock-on effects on US
political and social power

Rising inequality is evident in the top 1 percent
dominating political and social power

Leads to greater hoarding of opportunity at the
top while limiting fiscal support for public
investments that would benefit all children

Erodes public trust in the American Dream

Citizens fear that others are not paying their fair
share of taxes, generating frustration with
government and undermining the common good

Firms use their economic power to manipulate
policies to benefit themselves, not the common
good, through lax antitrust law and regulation and
limiting worker bargaining power

Political polarization, reducing capacity to enact
sound policies to address macroeconomic stability

Undermines shared belief that the economy can
deliver for the many, not just the few, threatening
liberal democracy

Economic inequality subverts politics and society,
reinforcing the grip of the top 1 percent on
economic power

Proposals for more
equitable growth

Disaggregate growth by income and wealth
and design policies for more equitable growth

Expand economic opportunity through policies such
as universal early childhood education and care,
better public education, and work-life policies

Eliminate economic discrimination and ensure
true equal opportunity for all Americans

Ensure economic inequality does not subvert
political debate and that government has
resources to address social needs

A robust competition agenda that addresses
monopoly power and monopsony labor markets
and ensures that economic inequality does not
translate into political power

Macroeconomic policies that account for
inequality, including how inequality distorts fiscal
and monetary policy and the political process

Fiscal and financial regulatory policies that
support sustainable and productive investment by
encouraging savings toward public infrastructure
and addressing climate change

Measure what matters: Implement Distributional
National Income Accounts and release
disaggregated growth data each quarter alongside
gross domestic product so that the public see the
benefits of equitable growth
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core firm earn the highest wages, outsourcing as many functions as pos-
sible as a way to push down wages for everyone else. They employ small
armies of accountants and lawyers to minimize their tax liabilities. They
lobby effectively to limit regulations preventing them from polluting our
waterways and unsustainably exploiting our natural resources.

To put the American Dream within reach of most Americans and reverse
rising inequalities of income and wealth, the century-old progressive policy
agenda for which our grandparents and great-grandparents fought must be
updated for the twenty-first century. The preceding chapters laid out ideas
to address this challenge; key elements of these are presented in the last
column of Table C.1. These policies collectively address the problem of eco-
nomic inequality across the income distribution—the bottom, middle, and
top—and recognize the power of those with high incomes and wealth to
subvert political processes away from the common good. There is no one
magic policy solution; the path lies in a comprehensive agenda focused on
addressing unbridled economic inequality and how it creates and reinforces
social and political inequities.

Like policymakers sought to do a century ago, we must focus on removing
obstructions with policies that ensure widespread access to the basics
required to live a better life, such as high-quality childcare and preschool,
well-funded public schools, and infrastructure investments that ensure the
health of all, regardless of where one sits on the income spectrum. Removing
obstructions will not only help people as individuals but boost our economy
and society more generally.

A basket of policies designed to remove obstacles to social mobility
will, however, serve as a band-aid more than real solution unless we also
address the ways that inequality subverts both the market and our de-
mocracy. Today’s high inequality gives some actors enormous political
and economic power, making it that much harder to implement the
policy agenda laid out in the preceding pages—and that much more
urgent. As Raj Chetty and his colleagues show, in order to improve abso-
lute upward mobility, we need to address inequality head-on. This means
that policymakers must do more to ensure that economic incentives push
the economy toward the most socially useful purposes, that competition
is real, and that government has the resources and power to act on behalf
of the many, not just elites. These challenges may be the toughest ones
inequality poses for our political system, as well as the most imperative
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to fix. Only then can we correct the economic distortions inequality
causes.

We can implement an agenda to revitalize income and well-being across
the economic spectrum and strengthen the economy. Time and time again,
both democracy and the market economy have delivered vast improvements
in living standards. To deliver on their promises, both require a high de-
gree of inclusiveness, and institutions and rules that balance the power of
economic interests. While the competitive marketplace can contain eco-
nomic inequality, it does not do so automatically. If some people can grab
even just a little extra market power, that can set the stage for the erosion
of competition, the unchecked pursuit of rent-seeking, and the shattering
of any cap on rising income and power at the top.

To enact these changes, we need to revise our thinking about the economy
and the role of inequality. One important—and relatively simple—step is
to measure the success of the economy differently so that citizens under-
stand how economic growth affects them directly. At present, we tend to
rely on one measure: gross domestic product (GDP), an aggregate measure
of what the nation produces. It’s a very useful number to track, but it does
not measure how the fruits of production are shared or say anything about
human well-being more broadly. Fortunately, economists have been working
on alternatives.

Like the revolution ushered in nearly a century ago to measure our
economy in the aggregate, groundbreaking scholarship, now aided by in-
creased computing power, is fundamentally changing our understanding
of the importance of the distribution of economic growth. A measure of
how national income is distributed among us would allow us to quantify
inequality in our economy, and, in its most advanced format, let US sta-
tistical agencies disaggregate economic growth to see how the economy
is performing for people according to their income, geographical loca-
tion, gender, and more. While we have measures of income and inequality,
up until now we haven’t had access to data that directly connects how
ordinary people are experiencing the economy to growth in national in-
come. Being able to do so will enable policymakers at federal, state, and
local levels to better understand the consequences of rising economic in-
equality and design policies that promote more equitable and sustainable
economic growth. This starts with disaggregating our national income
accounts.
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Measure what Matters

The National Income and Product Accounts—the data sources that enable
the US government to produce its quarterly reports and monthly updates on
growth in the US economy—are among the most important economic in-
novations of the twentieth century. They aggregate information from all the
businesses, households, and governments across the economy to tally the
total value of goods and services sold, the total incomes received, and the
shares coming from various sources, such as earnings, interest, rent, and
government payments. They show how much the United States sells to
other countries and buys from abroad. They provide the Federal Reserve
Board and other policymakers with critical tools to understand and
manage the US economy toward full employment and sustainable growth.
Prior to the introduction of the National Accounts in the 1940s, policy-
makers, business leaders, and citizens had to rely on a hodgepodge of data
to infer what was going on in the economy.

The National Accounts allow us to calculate aggregate national income,
commonly measured by GDP, which is the sum total of all the goods and
services produced within the nation’s borders. Every three months, the US
Bureau of Economic Analysis releases new GDP data showing how
much—and of what—was produced and indicating whether it was more
or less than in previous quarters. As this book goes to press, it reports that,
in the fourth quarter of 2018, GDP grew at an annualized rate of
2.2 percent.?

The data was first put together in the 1930s to help policymakers un-
derstand the Great Depression. The US Department of Commerce com-
missioned Simon Kuznets, who at the time was an economist at the Na-
tional Bureau of Economic Research and a professor at the University of
Pennsylvania, to develop estimates of aggregate national income for the
United States. In 1934, he and his team of researchers in New York and at
the US Commerce Department presented their findings to the US Senate.
The report itself is nearly three hundred pages long and is filled with ap-
pendices. Its hundreds of tables offer painstaking detail for every line of
information published, drawn from an immense number of independent
sources and statistical abstracts across every major industry and govern-
ment agency responsible for their oversight. Based on this work, the first
US national income statistics were published in 1942. These accounts, spe-
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cifically developed to help the United States effectively marshal its economic
resources to fight in World War II, are what we have used since to measure
economic progress and tabulate GDP. Kuznets would go on to win the
third Nobel Memorial Prize in Economic Sciences for this work and his
research on economic growth.?

Once the National Accounts were developed, they swiftly became the
standard way for policymakers across the globe to measure growth. In the
early 1960s, the member countries of the Organisation for Economic Co-
operation and Development (OECD) adopted aggregate GDP as a standard
to compare economic growth across all countries, making this the preferred
metric of success. As one scholar makes clear in a history of the OECD,
GDP was at the center of the organization’s defining goal of economic
growth, which led one of its most influential directors to describe it as “a
kind of temple of growth for industrialized countries.” The OECD’s posi-
tion as a club of the biggest economic players in the world helped cement
GDP as a globally pervasive measure of social well-being—and GDP growth
as a societal goal. Policymakers needed a simple, widely understood metric
and GDP fit the bill.*

Yet the National Accounts and, in particular, aggregate GDP reveal
nothing about whether growth is broadly shared and whether more
people are reaching the American Dream. This makes GDP ill-suited to
help policymakers address today’s challenges. As Jason Furman, a pro-
fessor of the practice of economic policy at Harvard University and
former chair of the Council of Economic Advisers in the Obama adminis-
tration, recently argued, policymakers’ goal should be to deliver broadly
shared economic gains, not simply growth. Fortunately, there are a
number of economists in the United States and around the world pur-
suing a pathbreaking idea that addresses one of the key flaws in national
income accounts—the lack of connection to ordinary people’s well-being.
This does not address all the problems, but it provides a course to signifi-
cant improvement. It opens the door to a new conversation about eco-
nomic progress.’

For the United States, a team of scholars—Thomas Piketty, Emmanuel
Saez, and Gabriel Zucman—have been doing the hard work of matching
survey data and administrative records to the National Accounts data in
order to show how income growth looks across income groups. They call
these Distributional National Accounts, and the three have created the data
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to show disaggregated US economic growth going back to 1913 (although
the more detailed data goes back only to 1962). They focus on national
income, which is closely related to GDP but adjusts for the decline in value
of the capital stock and certain international transactions. Figure C.1a
shows national income as we currently think of it; Figure C.1b shows it
disaggregated by what portion is going to the top 1 percent, the next
9 percent, and the next 40 percent, alongside the rest—the bottom
50 percent. The striking trend is how much of total national income goes
to those at the top of the income ladder and how the share of national in-
come accruing to them has grown since the late 1970s.°

These scholars” work on Distributional National Accounts provides pol-
icymakers and economists with a better way of understanding economic
growth—one that directly connects the analysis of aggregate economic data
with the real-life circumstances of individuals. Gabriel Zucman sees this
work as a continuation of the project Kuznets began: “We talk about
growth, we talk about inequality—but never about the two together,”
Zucman told me. “Kuznets and others, in parallel, looked at tax data to
study the description of income as reporting tax returns, but they never
bridged the gap between GDP and income and taxes. So what we tried to
do is to complete the Kuznets agenda of GDP looking at the description of
income between these two things in a common and consistent conceptual
framework.” This research is part of the larger project, he explained, which
is “an attempt at bridging the gap between macroeconomics, on the one
hand, and inequality studies on the other hand.””

If policymakers could track this data alongside the GDP data each
quarter, then there would be no question as to why Americans feel that the
economy is on the wrong track. When they learned, for instance, that in the
fourth quarter of 2018 GDP grew by 2.2 percent, they would also know
who in the United States took home those gains. Policymakers and the
public would then be able to understand how these gains or lack of gains
look for families. When it comes to governing, the question isn’t just whether
GDP is growing, whether the stock market is growing, or whether unem-
ployment is down, but rather what is happening up and down the income
distribution and in communities across the country. This gives policymakers
the right set of metrics to measure what matters. As Zucman told me,
“there’s a growing demand from the public everywhere around the world
for this type of distribution of national accounts. People realize that it’s not
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Figure C.1a and C.1b  Disaggregating national income is revealing

a. Aggregate numbers say nothing about how growth is distributed
Per-capita annual real US National Income growth, 1963-2016

b. Disaggregation shows growth flowing to high-income Americans
Per-capita annual real US National Income growth subdivided by amount of
growth earned by each income group, 1963-2016.

Source: Author’s analysis of Thomas Piketty, Emmanuel Saez, and Gabriel Zucman, “Distributional
National Accounts: Methods and Estimates for the United States,” Quarterly Journal of Economics 133,
no. 2 (May 2018): Appendix tables II: distributional series, available at http:/gabriel-zucman.eu/usdina/.
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enough to know GDP is growing—they want to know how income is
growing for people like them.”®

Using disaggregated economic growth figures rather than aggregate ones
would go a long way toward changing the conversation about our na-
tion’s economic performance. While the media regularly report on newly
released economic data—including GDP, inflation, trade deficits, daily
changes on the stock market, and monthly changes in the unemployment
rate—there are few government data releases each year that focus at all
on family economic well-being, much less on what’s happening to wealth
inequality and the income share of families in poverty. The US Census
Bureau releases statistics on income and poverty early each fall, tracking
the trend line of family income growth, but the attention the media pay to
these reports pales in comparison to the daily coverage of the business side
of the equation.

To be sure, disaggregating growth doesn’t solve all our problems. The
National Accounts were never intended to measure economic well-being.
Even at the time of their development, Kuznets was well aware of the limi-
tations of what he’d worked so hard to create. He himself stressed that the
data was incomplete. He was always careful to differentiate between the
idea of aggregate economic output and “economic welfare,” arguing that
GDP was not a measure of welfare or well-being. In his 1934 report to Con-
gress, there is a section titled “Uses and Abuses of National Income Mea-
surements” which makes this clear: “The welfare of a nation can, there-
fore, scarcely be inferred from a measurement of national income.”® Using
growth in GDP as the basis for a metric of economic success means that
anything that leads to increased output is measured positively. Perversely,
this means that the production of a toxic chemical—or the clean-up of its
spillage—adds to our measure of success alongside the building of schools
and performing life-saving surgery.!°

Disaggregating growth is a necessary step, even with these caveats. A
century ago, economists defined the goal posts by giving us data for the
first time that tracked the national economy. Our continued reliance on ag-
gregate GDP as our primary metric of economic success has left us with a
distorted view of what counts. It has allowed policymakers to present a false
front to the world about our success and well-being. It was never enough
and is growing increasingly inadequate by the day. Altering the data we rely
on to understand economic performance will go a long way to ensuring
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that the paradigm shift happening in economics makes its way into our
nation’s economic policymaking.

Shape a New Understanding of Inequality’s Role
in the Economy

Disaggregating growth is a relatively simple step we can take now that will
have far-reaching implications for our understanding of economic perfor-
mance. In many policy debates, one side argues that if policymakers give
outsized incentives to those at the top or allow them to operate with little
or no oversight, these gains will eventually benefit the economy overall.
(Patent protection is a good example: it gives inventors the right to keep
others from capitalizing on their ideas in the hope that this spurs innova-
tions.) If the Bureau of Economic Analysis produced disaggregated growth
data, we’d know whether any rise in GDP was shared across the income
spectrum or only benefited those at the very top.

Having the right data will help us get to a new, more widely understood
model of how the economy works. It will give us more clarity on how to
hold policymakers accountable for delivering an economy that works for
all. Helping the public and policymakers understand the economy is—and
has been—the role of economists, something Adam Smith understood. He
said that “political economy, considered as a branch of the science of a
statesman or legislator, proposes two distinct objects: first, to provide a
plentiful revenue or subsistence for the people, or more properly to enable
them to provide such a revenue or subsistence for themselves; and secondly,
to supply the state or commonwealth with a revenue sufficient for the public
services. It proposes to enrich both the people and the sovereign.”!" This
deep connection remains with us today. Economists provide advice to poli-
cymakers in a joint pursuit to advance the wealth of the nation.

When I earned my PhD in economics and moved to Washington, DC,
seeking to contribute to economic policymaking, there were still many in
that community who saw the job of the economist differently. It was simply
to improve productivity and growth, and the presumption was that the rest
would follow. We can now recognize the job of the advisor on economic
policy as much more complex. We need answers about how to create the
conditions to foster more sustainable growth and we must address ques-
tions about who benefits—and who does not. Disaggregating growth allows
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us to put these two ideas together and reframe national debates over not
only the right measures of economic success but how to put them in place
and use them.

The paradigm shift happening within economics needs to be part of the
national debate over economic policy. The ideas discussed in the preceding
chapters are not yet widely known outside of the economics profession—but
they need to be. It’s imperative that the policymaking community under-
stand what economists know about how inequality constricts growth. One
challenge in making that happen is that, over the past few decades, eco-
nomics has become more scientific. This means that much of the most
important research is hiding in plain sight, widely available but not actu-
ally accessible or knitted together so that the implications of this research
are clear. More efforts to inform the policymaking community—including
not just political leaders, but business leaders and the legal community, as
well as the public more generally—about the shifts in economic thinking
are undoubtedly necessary. Certainly, that is a goal of this book.

The policymaking community is ready for economics to propose new
answers. Since the economic crisis that began with the collapse of the
housing bubble in 2007, a new generation of thinkers and doers has begun
questioning the market fundamentalism of past generations. They ask why
we do not have an economy that works for all, and what policymakers can
do to create one that does. The simultaneous moves toward the search for
policies that work both inside and outside urban cores, and the increas-
ingly progressive sentiments of those born after President Reagan took
office, are changing the conversation. Cathy Cohen, a professor of political
science at the University of Chicago, recently surveyed today’s twenty-
and thirty-somethings and reports that they “do not believe, in fact, that
the free market alone can handle the economic issues that face the country,
and in particular, face their generation.”!?

Policymakers are being encouraged by important institutions that are
also asking a new question about the intersection between economic and
political power. The Ford Foundation, led by Darren Walker, has put ad-
dressing inequality at the core of its grant-making. The Hewlett Foundation
has embarked on a multiyear effort asking scholars to engage in finding
what this new paradigm looks like. As its president, Larry Kramer, argues,
“circumstances are ripe for the emergence of a new intellectual paradigm—a

printed on 2/8/2023 5:09 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

CONCLUSION 205

different way to think about political economy and the terms for a new
twenty-first-century social contract.”!3

One audience that needs to hear more about the new ideas in economics
is the media, which is especially where a framework that begins with dis-
aggregated growth could help reshape the public’s understanding of eco-
nomic progress. The stories told in the public square about how the economy
works remain wedded to simplistic and outdated models. This partly re-
flects how debates happen in today’s media environment—an economist
typically has only a few minutes on a broadcast news panel to explain an
economic issue—but it’s also because too many economists and policy-
makers fall back on tired tropes that are more ideology than economics.
These stories may be easier for audiences to embrace, but many of them
are inaccurate or misplaced.

As part of this effort, it will be important to ensure that the understanding
of inequality’s role in the economy isn’t obscured by those who benefit from
the status quo. One way to fix this is by creating more outlets for economic
news that focus on the bottom 90 percent rather than those at the top.
While there are whole cable news stations devoted to the stock market and
business economics, there aren’t stations devoted to how well the economy
is delivering for ordinary people. Further, when inequality is covered in the
media, it tends to be a special report or in-depth story, often anecdotal in
its facts and not the day-to-day, data-driven updates on how well the
economy is performing for individuals and their families.'

To this end, we need a wider array of voices in the economic debate.
Most experts engaged in the public debate about the economy are not
unbiased but are participants in the economy with a perspective—usually
representing those at the top. A quick scan of New York Times coverage
of the monthly release of data on US employment over 2018 reveals that
the experts who represent the views of financial firms or the business
community outnumber those representing organizations focused on the
economic realities of US families by a factor of at least three to one. Further-
more, most of those commenting on economic news don’t reflect the diver-
sity of America’s population, which means we too often hear less than the
full story. We need to do more to ensure that the voices who shape our
economic understanding also reflect the perspectives of the American
people.’
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In 1962, when Kuhn laid out how scientific revolutions happen, he argued
that a paradigm changes when the consensus shifts. This is happening right
now in economics. Behind the scenes, in academic conferences and jour-
nals across the nation, a new framework is emerging, one that seeks to
explain how economic power translates into social and political power
and, in turn, affects economic outcomes. As I hope the preceding pages have
convinced you, this means that it is probably one of the most exciting
times to follow the economics field. As some of the sharpest academics—
Suresh Naidu, Dani Rodrik, and Gabriel Zucman—recently said, “Eco-
nomics is in a state of creative ferment.” ¢

It’s now time for our national economic debates to reflect this shift. Let’s
take seriously the binding power of inequality and work to release our
economy—and our society—from its grip, while retaining the vibrancy of
a market economy so that we have an American economy that works for
the many, not just the lucky few.
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http://socialequity.duke.edu/sites/socialequity.duke.edu/files/site-images/FINAL %20
COMPLETE%20REPORT _.pdf; Melany De La Cruz-Viesca, Zhenxiang Chen, Paul M.
Ong, Darrick Hamilton, and William A. Darity Jr., “The Color of Wealth in Los Angeles,”
Federal Reserve Bank of San Francisco, 2016, https://www.frbsf.org/community
-development/files/color-of-wealth-in-los-angeles.pdf; Tatjana Meschede, Darrick Hamilton,
Ana Patricia Mufioz, Regine Jackson, and William Darity Jr., “Inequality in the ‘Cradle of
Liberty’: Race/Ethnicity and Wealth in Greater Boston,” Race and Social Problems 8, no. 1
(March 2016): 18-28, DOI: 10.1007/s12552-016-9166-9.

42. Raj Chetty, David Grusky, Maximilian Hell, Nathaniel Hendren, Robert Manduca,
and Jimmy Narang, “The Fading American Dream: Trends in Absolute Income Mobility
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