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EXECUTIVE SUMMARY



Inequality is not inevitable: it is a choice we make with the rules we create to structure

our economy. Over the last 35 years, America’s policy choices have been grounded in false
assumptions, and the result is a weakened economy in which most Americans struggle to
achieve or maintain a middle-class lifestyle while a small percentage enjoy an increasingly
large share of the nation's wealth. Though these lived experiences and personal challenges
are important, they are only the tip of the iceberg that is the crisis of slow income growth and
rising inequality. To fully understand the scope of the problem, we must also examine the
array of [aws and policies that lie beneath the surface—the rules that determine the balance

of power between public and private,
employers and workers, innovation and
shared growth, and all the other interests
that make up the modern economy.

Given the scale and interconnected nature
of the issues we face, a tentative, piecemeal
response will not suffice. Instead, this

report lays out both a new framework for
understanding the current structure of our
economy and a comprehensive policy agenda
that rewrites the rules to promote stronger
growth and broadly shared prosperity.

The United States bills itself as the land

of opportunity, a place where anyone can
achieve success and a better life through
hard work and determination. But in fact,
the U.S. today lags behind most other
developed nations in measures of inequality
and economic mobility. For decades, wages
have stagnated for the majority of workers
while economic gains have disproportionately
gone to the top 1 percent. Good jobs that
provide access to the middle class are
increasingly scarce, while essentials like
education, housing, and health care are
growing ever more expensive. Deeply rooted
structural discrimination continues to hold
down women and people of color, and more
than one-fifth of all American children now
live in poverty, meaning that these trends
are on track to become even worse in the
future. To solve these problems, we must
better understand the causes of today’s

Dominant economic frameworks over
the past 35 years—like “trickle-down”
economics, and the idea that markets
work perfectly on their own—paved the
way for an onslaught of policies that
decimated America’s middle class. This
paper presents an evidence-backed
alternative framework:

Markets are shaped by laws,
regulations, and institutions. Rules
matter.

The rules determine how fast the
economy grows, and who shares in
the benefits of that prosperity.
Concentrated wealth can hurt
economic performance. Under the
right rules, shared prosperity and
strong economic performance
reinforce each other. There is no
trade-off.

A tentative, piecemeal policy
response to help the neediest will

not suffice. We must rewrite the
rules of the economy with a focus on
restoring a balance of power between
the competing interests that make up
the modern economy.
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inequality, and traditional economics provides
little guidance.

For decades, economists have claimed that there
is a tradeoff between inequality and economic
performance; in other words, that we can only
promote greater equality by sacrificing growth.
Further, they have argued that overarching
trends including globalization and technological
progress make increased inequality inevitable.
Their answer, then, is not to redistribute wealth
to those at the bottom but to implement policies
that direct more income to those at the top—the
true drivers of the economy.

Since the late 1970s, U.S. policymakers have
tailored the rules to suit this old economic
model. As a result, we have a tax system that
raises insufficient revenue and encourages the
pursuit of short-term gains over long-term
investment; weak and unenforced regulation of
corporations; a de facto public safety net for
too-big-to-fail financial institutions; a dwindling
support system for workers and families; and a
reorientation of monetary and fiscal policy to
promote wealth rather than full employment.
Rather than strengthening the economy, these
choices have led to lower growth, repeated
downturns including the worst crisis since the
Great Depression, the shrinking of the middle
class, and increased concentration of wealth at
the top. It’s time for something different.

Our economy is a large and complex system, and
in order to solve the problems with that system,
we must aim to fix the economy as a whole. The
financial crisis of 2008 and the Great Recession
that followed exposed the inadequacy of the

old economic models; the new research and
thinking that has emerged as a result suggests
that equality and economic performance are in
fact complementary rather than opposing forces.
No more false choices: changing course won’t
be easy in the current environment, but we can
choose to fix the rules structuring our system.
By doing so, we can restore the balance between
government, business, and labor to create an
economy that works for everyone. Building on
the innovative legacy of the New Deal, this
report describes a far-reaching, two-fold agenda
to tame the growth of wealth among the top 1
percent and establish rules and institutions that
ensure security and opportunity for the middle
class. Highlights of this agenda include:

TAMING THE TOP

FIX THE FINANCIAL SECTOR

» End “too big to fail” by imposing additional
capital surcharges on systemically risky
financial institutions and breaking up firms
that cannot produce credible living wills.
Better regulate the shadow banking sector.
Bring greater transparency to all financial
markets by requiring all alternative asset
managers to publicly disclose holdings,
returns, and fee structures.

» Reduce credit and debit card fees through
improved regulation of card providers and
enhanced competition.

» Enforce existing rules with stricter penalties
for companies and corporate officials that
break the law.

» Reform Federal Reserve governance to reduce
conflicts of interest and institute more open
and accountable elections.

INCENTIVIZE LONG-TERM
BUSINESS GROWTH

» Restructure CEO pay by closing the
performance-pay tax loophole and increasing
transparency on the size of compensation
packages relative to performance and median
worker pay and on the dilution as a result of
grants of stock options.

» Enact a financial transaction tax to reduce
short-term trading and encourage more
productive long-term investment.

» Empower long-term stakeholders through
the tax code, the use of so-called “loyalty
shares,” and greater accountability for
managers of retirement funds.

MAKE MARKETS COMPETITIVE

» Restore balance to intellectual property
rights to encourage innovation and
entrepreneurship.

\ A 4
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Restore balance to global trade agreements by
ensuring investor protections are not prioritized
above protections on the environment and
labor, and increasing transparency in the
negotiation process.

» Provide health care cost controls by allowing

government bargaining.

» Expand a variant of chapter 11 bankruptcy to

homeowners and student borrowers.

REBALANCE THE
TAX AND TRANSFER SYSTEM

>

>

Raise the top marginal rate by converting all
reductions to tax credits and limiting the use of
credits.

Raise taxes on capital gains and dividends.

» Encourage U.S. investment by taxing

corporations on global income.

p Tax undesirable behavior such as short-term

trading or polluting and eliminate corporate
welfare and other tax expenditures that foster

inefficiency and inequality.

GROWING THE MIDDLE
MAKE FULL EMPLOYMENT THE GOAL

>
>

Reform monetary policy to give higher priority
to full employment.

Reinvigorate public investment to lay

the foundation for long-term economic
performance and job growth, including

by investing in large-scale infrastructure
renovation: a 10-year campaign to make

the U.S. a world leader in innovation,
manufacturing, and jobs.

Invest in large-scale infrastructure renovation
with a 10-year campaign to make the U.S. a
world infrastructure innovation, manufacturing,
and jobs leader.

Expand public transportation to promote equal
access to jobs and opportunity.

EMPOWER WORKERS

>

Strengthen the right to bargain by easing
legal barriers to unionization, imposing stricter

penalties on illegal anti-union intimidation
tactics, and amending laws to reflect the
changing workplace.

Have government set the standards by
attaching strong pro-worker stipulations to its
contracts and development subsidies.
Increase funding for enforcement and raise
penalties for violating labor standards.

» Raise the nationwide minimum wage and

increase the salary threshold for overtime pay.

EXPAND ACCESS T0 LABOR
MARKETS AND OPPORTUNITIES FOR
ADVANCEMENT

>

vV Vv V

Reform the criminal justice system to reduce
incarceration rates and related financial
burdens for the poor.

Reform immigration law to provide a pathway
to citizenship for undocumented workers.
Legislate universal paid sick and family leave.
Subsidize child care to benefit children and
improve women’s workforce participation.
Promote pay equity and eliminate legal
obstacles that prevent employees from sharing
salary information.

Protect women’s access to reproductive health
services.

EXPAND ECONOMIC SECURITY
AND OPPORTUNITY

>
>

vV v. v Vv

Invest in young children through child benefits,
early education, and universal pre-K.

Increase access to higher education by
reforming tuition financing, restoring
protections to student loans, and adopting
universal income-based repayment.

Make health care affordable and universal by
opening Medicare to all.

Expand access to banking services through a
postal savings bank.

Create a public option for the supply of
mortgages.

Expand Social Security with a supplemental
public investment program modeled on private
Individual Retirement Accounts, and raise the
payroll cap to increase revenue.
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INTRODUCTION



The American economy no longer works for most Americans. We pride ourselves on being
the land of opportunity and creating the first middle-class society, yet profound and
largely overlooked changes have put the middle-class life increasingly out of reach for
the majority of Americans. At the same time. we have enabled a small percentage of the
population to take home the lion's share of economic gains.

The rapidly rising inequality in the United States
over the past generation disturbs and baffles
economists and politicians because it is unlike
anything our economic models predict or our
experience of the mid-20th century led us to
expect.

What is causing this dysfunction? Economists
have gone back to textbook models and
examined reams of data to try to understand
what is happening. Some point to technological
change or globalization. Some posit that
government has shackled the free enterprise
system and hobbled business. Some say that our
economy is simply rewarding the risk takers and
job creators who have earned the riches coming
their way. None of these arguments gets it right.
This report, which sets out a new framework for
understanding and addressing current economic
trends, makes the following points:

» Skyrocketing incomes for the 1 percent and
stagnating wages for everyone else are not
independent phenomena, but rather two
symptoms of an impaired economy that
rewards gaming the system more than it does
hard work and investment.

» As America has created more inequality than
other advanced countries, opportunity has
also been undermined. The American dream
increasingly appears to be a myth, and this
should not come as a surprise: economies with
high levels of income inequality and wealth
inequality tend to have low levels of equality of
opportunity.

» The roots of this dysfunction lie deep in
the rules and power dynamics that have
prioritized corporate power and short-term

gains at the expense of long-term innovation
and growth.

» The outcomes shaped by these rules and
power dynamics do not make the economy
stronger; indeed, many make it weaker.

» A minimalist agenda that treats only the
worst consequences of inequality will not
rewrite the rules and restructure the power
dynamics that are driving stagnating wages
and sputtering growth.

» We can rewrite the rules that shape our
economy to improve prospects for more
Americans while also enhancing economic
performance.

» The effects of the growth of inequality over
the past third of a century won’t be undone
overnight, and there are no silver bullets.
However, there are policies that can once
again put the sought-after but increasingly
unattainable middle-class lifestyle within the
grasp of most Americans.

With these points in mind, we need to think
through what the government does and does
not do, with a renewed focus on how each
affects inequality. Instead of taking a minimalist
approach, we have to tackle the rules and power
dynamics that shape our daily lives.

We must understand that reducing inequality
is not just a matter of redistribution. Economic
policies affect the distribution of income both
before and after taxes and transfers. The tax
system, for instance, may encourage some
inequality-generating activities at the expense
of others. As we shall see, this is not just a
theoretical possibility; it describes what has
happened in the United States.
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Rules are the regulatory and
legal frameworks that make
up the economy, like those
affecting property ownership,
corporate formation, labor
law, copyright, antitrust,
monetary, tax, and expenditure
policy, and other economic
structures. They also include
the institutions that perpetuate
discrimination, including
structural discrimination—

an entire system of rules,
regulations, expenditure
policies, and normative
practices that exclude
populations from the economy
and economic opportunity.’
Unequal socio-economic
outcomes for women and
people of color are rooted

in this kind of structural
discrimination, in addition to
other forms of bias.

In traditional analyses based on models of
perfect markets, we often assume away the
rules of the game. It is as if markets existed in a
vacuum, structured by some natural law, and all
that the economist needs to do to understand
changes in the economy is to study the shapes
of the demand and supply curves and the forces
determining their shifts over time.

But few markets are perfectly competitive;
therefore outcomes depend in part on

market power, and rules affect this
power. Bargaining power, for instance,
determines who benefits the most from
labor negotiations, and that power is
affected by the strength of unions, the
legal and economic environment, and how
globalization is structured. In markets with
imperfect competition, firms have their
own form of market power: the power to
set prices. Likewise, the political power of
various groups determines their ability to
have the rules of the market written and
enforced in their favor.

Our challenge, then, is to rewrite the rules
to work for everyone. To do so, we must
re-learn what we thought we knew about
how modern economies work. We must

also devise new policies to eliminate the
distortions that pervade our financial sector,
our corporate rules, our macroeconomic,
monetary, tax, expenditure, and competition
policies, our labor relations, and our political
structures. It is important to engage all of
these challenges simultaneously, since our
economy is a system and these elements
interact. This will not be easy; we must push
to achieve these fundamental changes at a
time when the American people have lost
faith in their government’s ability to act in
service of the common good.

The problems we face today are in large part
the result of economic decisions we made—or
failed to make—beginning in the late 1970s.

The changes occurring in our economy, politics,
and society have been dramatic, and there is a
corresponding sense of urgency in this report.
We cannot afford to go forward with minor
tweaks and hope that they do the trick. We know
the answer: they will not, and the suffering that
will occur in the meantime is unconscionable.
And, as we explain, this is not just about the
present, but the future. The policies of today are

REWRITING THE RULES OF THE AMERICAN ECONOMY: AN AGENDA FOR SHARED PROSPERITY 12



“baking in” the America of 2050: unless we
change course, we will be a country with
slower growth, ever more inequality, and
ever less equality of opportunity.

MARKET POWER

noun

1. The ability to set both the terms of

Inequality has been a choice, and it is within
our power to reverse it.

WHAT THE OLD MODELS
GOT WRONG

The economic experiences of the last 35 years
have pulled the rug out from under many of

our traditional conceptions of economic theory
and the trajectory of economic growth. When
President Kennedy said that “a rising tide lifts

all boats,” he gave voice to a theory of progress
that had guided thinking in economics and policy
for years.? In the 1950s Nobel laureate Simon
Kuznets suggested that, while inequality would
increase in the initial stages of any economy’s
development, it would eventually decrease as

an economy became more advanced.® While
Kuznets’ observation accurately described

the dramatic decrease in inequality for several
decades after the start of World War Il, history
since the 1970s contradicts his hypothesis.!
During the last few decades, the benefits of
economic growth have disproportionately gone
to the top 20 percent of the population while the
share of national income going to the bottom 99
percent has fallen.* Incomes, especially for men,
have stagnated during this time.> More urgently,
between 2010 and 2013, even as the economy
was supposed to be in a recovery, median wages
fell further.® We now know that developed
economies can rise without lifting all boats.

i Over the longer run, there could, of course, be either increases or
decreases in the distribution of income as changes in the savings
rate, population growth rate, and technology affect whether there
is capital deepening (an increase in the ratio of capital to effective
labor). However, as we argue, it is difficult for these factors to
explain observed changes in inequality.

market exchange and the rules that
govern them.

Our economic world has been rocked

as well by new understandings of the relationship
between inequality and economic performance. In
the past, this was typically viewed as a tradeoff:
we could only have more equality at the cost of a
reduction in economic performance. Arthur Okun,
chairman of the Council of Economic Advisers
under President Lyndon Johnson, once described
the apparent inverse relationship between
efficiency and equality as the “big tradeoff.””

At that time the focus on achieving greater
equality was redistribution (more progressive
taxes and transfers). These, it was thought,
would adversely affect incentives, and this would
undermine economic performance. Thus, one
could lessen the degree of inequality primarily

REWRITING THE RULES OF THE AMERICAN ECONOMY: AN AGENDA FOR SHARED PROSPERITY
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by sacrificing economic performance.? But new
evidence shows that nations can successfully
combat inequality without harming, and perhaps
even while promoting, economic performance.®

Since the late '70s, we have seen a decline

in our growth rate, four significant economic
downturns—including the worst since the

Great Depression—and an increasing share of
the limited growth that has occurred going to
the top, with stagnant incomes for many and

a hollowing out of the middle class. Evidently,
trickle-down economics—increasing incomes at
the top in the hope that everyone will benefit—
has not worked. The new view is that trickle-up
economics—building out the economy from the
middle—is more likely to bring success; in other
words, equality and economic performance are
complements, not substitutes.

The demise of these tenets of conventional
wisdom has profound consequences. It tells us
that we cannot take shared growth for granted,
and that we do not need to circumscribe our
efforts to promote shared growth simply out of
fear that such efforts will necessarily damage
economic performance. Recent research has
identified the many channels through which
greater inequality hurts economic performance,
and why it is that higher GDP growth does

not necessarily benefit large swaths of the
population.'®

This new view emphasizes that policies that
focus only on the symptoms of our dysfunctional
economy—for instance, on remedying the worst
extremes of inequality—will not change the way
today’s economy is structured nor tackle the
reasons that our economy seems to generate
more inequality than the economies of any

other advanced countries. The experience of the
last 35 years, across many nations, suggests
that rules of finance, corporate governance,

and international trade all can be rewritten to
promote growth and shared prosperity rather
than channel more wealth and opportunity
toward those who already have the most.

Textbook models trying to explain inequality
focus on a simple theory: each individual receives
returns commensurate with his or her social
contributions. Differences in individuals’ incomes
are then related to differences in productivity,
skills, and effort, and changes in the distribution
are attributed, for instance, to changes in
technology and to investments in human and
physical capital. Therefore, some of the wage
inequality that emerged in the latter part of the
20th century was attributed to “skill-biased”
technological change, the fact that changes in
technology put a greater premium on certain
skills, and that individuals with those skills did
better than the rest. This explanation meant
that there was a mismatch between the needs
of the new technologies and our labor force.
These were important insights, and certain
policies followed: providing a larger proportion
of the population with these skills would reduce
inequality.

But there are serious deficiencies in these
theories, as we will explain in an appendix. Skill-
biased technological change, for example, cannot
explain why the premium to higher education has
flattened over the past decade, or why highly
skilled workers have had to move into lower-
skilled jobs. Nor can it explain the magnitude of
the rise of pay at the top—including CEOs and
those in the financial sector—or the yawning gap
between the growth in productivity of workers as
a whole and average wages. Normally, wages and
productivity growth move in tandem. But for the
last third of a century this has not been true.

Of course, inequality and unequal growth are
complex phenomena caused by a number of
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factors. Technology, globalization, shifting
demographics, and other major forces are
important, and parsing out the relative
contributions of different factors is not simple.
But these forces are largely global in nature.

If they are the primary drivers, all advanced
countries should be similarly affected. But among
OECD countries, the U.S. has higher levels of
inequality than all but Mexico, Chile, and Turkey,
so the explanation for the outcomes we see
cannot lie solely in global factors."” Moreover,
not even the effects of global forces are out

of our control. Their impact can be changed
significantly by the policy decisions we make.
Given the failings of the older models, we have
an alternative explanation for the extreme
inequality we see today.

AN EMERGING APPROACH:
THE IMPORTANGE OF
INSTITUTIONS AND
CORRECTING STRUCTURAL
IMBALANGE

Our institutionalist approach is based on two
simple economic observations: rules matter and
power matters. This approach began with a set
of academic observations. Over the past four
decades, economists have increasingly drawn
attention to the many ways that the standard
model, which assumes perfect information,
perfect competition, perfect risk markets, and
perfect rationality, fails to provide an adequate
description of various markets in our economy.
Researchers including myself, George Akerloff,
Michael Spence, Jean Tirole, and others have

won Nobel prizes for work on information
asymmetries and imperfections, bargaining
theory and imperfections of competition,
behavioral economics, and institutional analysis.
These works provide a whole new perspective on
the functioning of labor, product, and financial
markets, and essentially show that institutions
and rules are required to force markets to
behave competitively, for the benefit of all. And
even when markets are competitive, there can
be “market failures,” important instances which
government intervention is required to ensure
efficient and socially desirable outcomes.

That theory has been substantiated by a
number of real-life events. The economic

crisis of 2008 and the Great Recession that
followed demonstrated that the promise of a
deregulated market economy was empty. Only
through concerted government action, in the
form of an $800 billion bailout, were the banks
and the market sustained.’? Further, saving the
financial system did not trickle down to ordinary
mortgage holders or average workers, who lost
over 4 million homes and whose real median
income declined nearly 8 percent between 2007
and 2013.™3
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In sum, while both the traditional and
institutionalist economic approaches explain
some of what has been going on, the latter
theory, which focuses on structural factors, is
increasingly compelling.

WEALTH AND INEQUALITY

Economists are developing a new set of theories
in an effort to explain the profound imbalance
we see in today’s economy, in particular the
rise in wealth relative to income. In Capital in
the 21st Century, Thomas Piketty argues that
r>g—meaning the return to capital is greater
than the growth rate of the overall economy—
and that wealth grows faster than income

as a result. This means that, if the return to
capital does not decline (and he argues that it
has not), increasing inequality is the inevitable
consequence of capitalism’s historical evolution.
Piketty’s contributions to the debate, and the
data he amasses, are important. But we believe
that r>g is not quite the right explanation, or at
least not the full explanation, for the runaway
growth in wealth and income inequality at the
top that Piketty so thoroughly documents.

One cannot either theoretically or empirically
explain the growing gap between wealth
and income as the result of steady
accumulation of capital goods through
savings out of ordinary income. Moreover,
if an increase in the amount of productive
capital were responsible for the increase
in wealth, we should also have seen an
increase in average wages and a decline in
the return to capital. Neither of these has
been observed.

Much of the increase in wealth is
attributable to the increase in the value
of fixed assets and not the reflection of
an increase in productive value. The most

obvious and widespread example is the massive
rise in real estate values. If the value of real
estate increases thanks only to the rising price
of the property it sits upon and not to physical
improvements, this does not lead to a more
productive economy; no workers have been
hired, no wages paid, no investments made. In
economic terms this gain is simply a “land rent.
Some of this increase in the property value is a
natural consequence of urbanization, but much
is due to the financialization of the economy,
including the increased supply of credit—credit
that typically goes to those that already have
wealth. Land rents are the most obvious source
of rents in the economy, but economists have
identified many others, including drug pricing,
copyrights, and other forms of intellectual
property.

”

The capitalized value of rents gives rise to
wealth, and so if rents increase, so will wealth.

If monopoly power increases, monopoly profits
will increase, and so too will the value of the
monopolies—the measured wealth of the
economy. But the productivity of the economy
will decrease, and so too will the value of wages
adjusted for inflation. Inequality will also increase.

Forthcoming theoretical work to be released by

FINANCIALIZATION

noun
1. The growth of the financial
sector, its increased power over

the real economy, the expansion of
concentrated wealth, and the ways
the values and practices of the
financial sector have shaped the rest
of society.
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RENT-SEEKING

noun

1. The practice of obtaining wealth not

through economically valuable activity
but by extracting it from others. For
example, a monopoly overcharging for
its products.

the Roosevelt Institute points out that there
are many other examples of such “exploitation”
rents, and that changes in the rules that
structure the economy can lead—and plausibly
have led—to an increase in these rents and
their capitalized value. For instance, if the
concentration of the banking system increases
such that more banks are “too big to fail,” the
value of banks will increase, not because they
will become more efficient, but because their
monopoly power and the expected present
discounted value of a government bailout will
increase. In this analysis, we make a distinction
between capital and wealth. Only an increase
in the former necessarily encourages growth;
therefore, the productive capacity of the
economy may not be increasing in tandem with
measured wealth. In fact, productive capacity
may be falling even as wealth is increasing.’

To right the economic imbalance, to reduce
inequality and promote healthy growth in the real
economy, we must attack the sources of those
rents.

This is not about the politics of envy. The
evidence of the last 35 years and the lessons
of stagnation and low-wage recovery since

the 2008 financial crisis show that we cannot
prosper if our economic system does not create
shared prosperity. This report is about how we
can make our economy, our democracy, and our
society work better for all Americans.

HOW WE GOT HERE

In the last 30 years, sometimes under the
radar, our economy, politics, and society
have shifted. Where there was once a
balance of powers between the private
sector, labor institutions, and government,
we now have forces pulling us in the
direction of greater inequality. This means
weak demand and reduced growth. It

also means less long-term investment in
education and research and development, and
thus less innovation.

These forces ultimately undermine the American
Dream, the belief that if you work hard and play
by the rules you will succeed. Today, the life
prospects of young Americans are determined
largely by the income or education of their
parents. We once stood out as a country that
provided the greatest opportunity to succeed;
now we stand out as one of the advanced
economies that provide the least mobility.

This failure to provide a fair start and a good
life for our children is of particular concern. The
fact that in America today 22 percent of all
children live in poverty—including 39 percent
of African-American children and 32 percent of
Latino children—is not only a moral issue but
an economic one.’ If we do not invest in our
children, our workers, and our nation today,

we will stay on track for slower growth, higher
inequality, and less opportunity in the future.

Our economy was more balanced in the decades
prior to 1980 and functioned remarkably well
during the middle of the 20th century. Faced
with the disaster of the Great Depression,
Franklin D. Roosevelt put into place a series

of major policy changes to counteract the
overwhelming and harmful effects of unregulated
banks and stock markets. The Federal Deposit
Insurance Corporation ensured the safety of
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Franklin D. Roosevelt signing the Glass-Steagall Act of 1933.

bank deposits; the Glass-Steagall Act separated
deposit-taking from investment activities,

so that banks couldn’t use federally insured
money for high-risk speculation; the Securities
and Exchange Commission enforced market
and securities laws; and the National Labor
Relations Act gave workers the right to bargain
collectively. The combination created what John
Kenneth Galbraith called “countervailing power”
and enabled the country to avoid financial

crisis for half a century.’® In this golden age of
capitalism the country’s economy grew faster
than in any other era, and while incomes grew
at the top, middle, and bottom, those at the
bottom saw their incomes grow faster than
those at the top.

Of course, even in the golden age of capitalism,
markets and the economy were not perfect.
Systematic discrimination against women and
people of color meant that large groups of
Americans were shuttled into low-wage jobs,
like domestic or janitorial work, that were not
protected by unionization. African-Americans
were excluded from higher education and home

loan programs designed to provide opportunity
to middle-income Americans.

Deprivations faced in one generation had
consequences for later generations. Beginning

in the 1950s, the civil rights movement fought
for and made progress on desegregation, anti-
discrimination, and voting access. Mobility
increased during that generation, but these steps
forward have not been enough. Progress has
been met by obstacles, and mobility has stalled.
In the 1980s, driven by supply-side economic
theories developed during the previous decade,
American policymakers began to deregulate.17
They also lowered taxes on top earners and
capital gains, allegedly to encourage more work
and savings. The premise was that lowering
taxes would increase growth, tax revenues
would increase, and all would benefit. The results
were disappointing: the hoped-for supply side
responses were not forthcoming, tax revenues
fell, and we experienced lower growth and more
instability in the subsequent decades.

The 1990s and 2000s brought other sweeping
changes. In these years, the deregulated finance
sector incentivized short-termism among
corporations. Much of the growth we saw in

the 1990s turned out to be unstable, built on
asset bubbles—first the tech bubble, then the
housing bubble. The “great moderation” turned
out to be a phantasm: instead of new economic
insights (for instance concerning the conduct of
monetary policy) leading to a better-managed
economy, we had more instability, slower growth,
and more inequality.

At the same time, there were changes in
technology and globalization, the closer
integration of the countries of the world. These
advances were supposed to increase standards
of living, not pose a threat to middle-class

life, and they might have done that had we
managed them well. But the widely accepted
premise was that unfettered markets would
automatically make all of us better off, and
that premise turned out to be woefully wrong.
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SHORT-TERMISM

noun

1. The post-1980s model of corporate

governance that focuses on short-term
profits and returns to shareholders as

opposed to investment in long-term
sustainability, innovation, and growth.

While globalization and technology brought
more interdependence to world markets,

the lack of safeguards against a race to the
bottom in labor costs meant significant job
losses in the American economy and downward
pressure on wages. Together with the increased
financialization of the U.S. economy, these forces
also contributed to the decline of the vertically
integrated manufacturing or product-oriented
firm."® The result of all these factors is today’s
high-rent, high-exploitation, low-wage American
economy.

Today many seeds of hope lie in the innovative
revolutions of the 1990s and 2000s: the
distributed technologies enabled by the
Internet, the promises of nanotechnology, and
the profound possibilities of biotechnology

and personalized medicine. To date, we have
seen growth in some fields, the makings of
strong companies, and real fortunes built

on the power of the Internet. But the most
important economic question is whether these
technologies can help us distribute more growth,
opportunity, and well-being to more people. Can
the Internet and its yet-untapped innovative
potential become the 21st century equivalent
of the 20th century’s manufacturing sector for
Americans across income levels? Or will it add
to the high-rent economy we currently face? We
have seen many benefits from web technology,
but we haven’t yet seen it drive broadly shared
prosperity. Indeed, some new technologies may
tend to lead to more concentration of income,

wealth, and power.

This is our challenge: For the promise of
innovation to be realized, we must first
solve the legacy of problems left to us
by 35 years of supply-side thinking and
the corresponding set of rules that has
reshaped all aspects of our economy and
society.

OUR STORY OF TODAY'S
ECONOMY

We have developed a 21st century American
economy defined by low wages and high rents.
Yet the rules and power dynamics embedded in
today’s economy are not always visible. Think of
slow income growth and rising inequality as an
iceberg:

» The visible tip of the iceberg is everyone’s
daily experience of inequality: small
paychecks, insufficient benefits, and insecure
futures.

» Just underneath the surface are the drivers of
this lived experience. These are hard to see
but vitally important: the laws and policies
that structure the economy and create
inequality. These include a tax system that
raises insufficient revenue, discourages long-
term investment, and rewards speculation
and short-term gains; lax regulation and
enforcement of rules to make corporations
accountable; and the demise of rules and
policies that support children and workers.

» At the base are the large global forces that
underlie all modern economies —drivers like
technology, globalization, and demographics.
These are forces to be reckoned with, but
even the biggest global trends, while clearly
shapers of the economy, can be shaped and
pushed toward better outcomes.

The tip of the iceberg is what we see and
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experience. It is the most important thing to
voters and politicians; it is our daily lives. But it
is carried along by a mass of market-structuring
forces that determine the economic and political
balance of power and create winners and losers.
Just as the part of the iceberg that is below the
surface sinks ships, this mass of rules is what is
sinking the American middle class.

Often policymakers, advocates, and the public
focus only on interventions against the visible
tip of the iceberg. In our political system, grand
proposals to redistribute income to the most
vulnerable and to curb the influence of the most
powerful are reduced to modest policies like an
earned income tax credit or transparency around
executive pay. Further, some policymakers decry
the value of any interventions, suggesting that
the forces at the base of the iceberg are too
momentous and overwhelming to control—that
globalization and prejudice, climate change

THE TIP OF THE ICEBERG

» TECHNOLOGY »GLOBALIZATION
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and technology are exogenous forces that
policy cannot address. Had we curbed excesses
in housing finance, this thinking goes, the
financial sector would have found some other
way of creating a bubble. If we curb one form
of executive pay, companies will find more
sophisticated routes to reward their CEOs.

of

This defeatist mentality concludes the
underlying forces of our economy can’t
be tackled. We disagree. There is little
we can do if we don’t take the laws,
rules, and global forces head on. The
premise of this report is that we can
reshape the middle of the iceberg—
the intermediating structures that
determine how global forces manifest
themselves.

This means that we cannot improve
economic security and opportunity
without tackling the technocratic
realms of labor law, corporate
governance, financial regulation, trade
agreements, codified discrimination,
monetary policy, and taxation.

The focus here on the rules of the
economy and the power to set them
isn’t a call for the government to get
out of the way. There is rarely an

REWRITING THE RULES OF THE AMERICAN ECONOMY: AN AGENDA FOR SHARED PROSPERITY 20



“out of the way” for the government. Rules and
institutions are the backdrop of the economy,
and the ways we set these rules, and keep them
up to date and enforce them, have consequences
for everyone.

THE STRUCTURE OF
THIS REPORT

If the economy is not functioning as it should

or could, then we have available to us a much
broader range of policy solutions than we
typically tap. The increase in inequality and the
decrease in equality of opportunity have reached
the point at which individual fixes that target
what we can see—fixes like modest increases in
the minimum wage and reforms to education and
educational opportunity—will not suffice. While
important, they should be seen more as short-
term palliatives, providing symptomatic relief. We
need a far more comprehensive approach that
results in improving the market distribution of
income and true opportunity across generations.
An essential part of this entails dealing with

the outsized growth of the financial system

and its effects on private-sector behavior and
decision-making throughout the economy.

In this report we cover what we consider to

be the essential drivers of inequality. In the
following section, “The Current Rules,” we
describe how public policy decisions are at

the root of rising inequality and increasing
insecurity. The massive overhaul of the rules

of the financial sector, corporate governance,
and labor law in the 1980s and 1990s has
resulted in poor outcomes. Changes to

the goals of monetary and fiscal policy have
prioritized wealth. Meanwhile, efforts to make
good on the American promise of inclusion

have stalled, and we have failed to dismantle
structures of discrimination. All of the above are
the result of deliberate policy choices made with

the promise that they would enhance growth,
but they have ultimately resulted in an economy
that is more unequal and much weaker.

Growing inequality has reached a near-crisis
level. This crisis, though, is different from the
financial crisis of 2008, where the alternative

to action appeared to be an immediate collapse
in the economy. This is a subtler crisis, but

the decisions we make now will determine the
nature of our economy and our society for years
to come. If we take the wrong path, we are
locking in greater inequality and poorer economic
performance. If we take the right path, we can
not only produce immediate benefits—helping
preserve the middle-class life to which so many
Americans aspire—but also build toward a future
economy with broadly shared growth. In the
final section, “Rewriting the Rules,” we discuss
the policy solutions that are necessary for
responding to this crisis, the reforms that are
needed to our underlying economic structures,
and the programs that could enable more
Americans to live the life they have worked so
hard to achieve.
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Inequality has been a choice. Beginning in the [970s, a wave of deliberate ideological,
institutional, and legal changes began to reconfigure the marketplace. At the vanguard
was deregulation, which. according to adherents, would [oosen the constraints on the
economy and free it o thrive. Next were much lower tax rates on top incomes so that
money could flow to private savings and investment instead of the government. Third were
cuts in spending on social welfare, to spur people to work. Get government out of the way
and the creativity of the marketplace—and the ingenuity of the financial sector—would

revitalize society.

Things didn’t work out that way. First, tax
revenues plummeted and deficits soared. Then
we saw glimmers of the instability that would

lie ahead—the financial crisis of 1989, which led
to the economic recession in the early 1990s.
Today, we can look back and see the toll of
these “reforms”: the worst economic crisis in 80
years, slower growth than in the preceding 30
years, and an unbridled increase in inequality.'
We also now know that “deregulation” is, in fact,
“reregulation”—that is, a new set of rules for
governing the economy that favor a specific set
of actors.

Understanding the trends of the past few
decades has absorbed economists’ attention in
recent years. Today, labor force participation
sits at a 37-year low.? While households had
been saving, on average, less than 3 percent of
income before the Great Recession, savings have
increased following the recession—averaging

4.4 percent for the past two years—though not
enough to offset lost wealth or to make much of
a dent in household indebtedness.? Investment
has been weak.* American corporations are
sitting on trillions of dollars of cash, eschewing
investment even though the effective corporate
tax rate—the rate they actually pay on
average—has fallen.> All of this helps explain why
the promised growth did not occur: the promised
supply-side effects weren’t real. The economic
model was wrong.

In the years since the 1970s the rules of the
game changed in ways that destroyed the
balance of economic power achieved in the three
decades after World War Il. In this section we
examine the turns that have taken us down this
sad road, and we consider them in the light of a
few lessons learned along the way:

>

>

Fundamental changes in the rules of the
economy have led to greater inequality, with
the economy’s overall performance being no
better, and perhaps worse, as a result.

In the private sector, finance has gone from
serving the whole economy to serving itself.
Corporations have gone from serving all of
their stakeholders—workers, shareholders,
and management—to serving only top
management under the guise of enhancing
“shareholder value.” And increasing the
market power of a few firms in key sectors
has meant that competition has less

sway. The result: shortsighted behavior,
underinvestment in jobs and the future, low
growth, higher prices, and greater inequality.
Our tax system encourages speculation rather
than work, distorts the economy, and serves
the interest of the 1 percent.

In monetary and fiscal policy, focusing
excessively on some threats—budget deficits
and inflation—while ignoring the real threats
to economic prosperity—growing inequality
and underinvestment—nhas resulted in higher
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unemployment, more instability, and lower
growth.
» Changes in labor market institutions, laws,

regulations, and norms have weakened worker

power and made it difficult for workers

to countervail the excesses of corporate

and market power. The result has been a

growing gap between productivity and wages,

perhaps the most striking aspect of American

economic life in the past third of a century.
» These problems are exacerbated for

those who suffer from discrimination and

disadvantage. The market perpetuates

the transmission of advantage across

generations, but discrimination has precluded

large populations from developing their own

human capital and accumulating wealth.

This is a stark picture of a world gone wrong.
But these have all been choices, meaning we can
choose to do things differently. We will point
toward a path forward in our final section.

“Deregulation” is, in
fact, “reregulation”—
that is, a new set of
rules for governing
the economy that
favor a specific set
of actors.

MORE MARKET POWER,
LESS COMPETITION

Competition is an essential feature
of a successful economy, driving
firms to be efficient and driving down
prices. Competition limits the power
of market actors to tip economic and
political outcomes in their favor.

Significant parts of the U.S. economy
have strayed far from this
competitive ideal, and market power
is playing a larger role in areas vital
to people’s well-being and to the
overall economy’s performance.

Changes in technology and
globalization have played a role in
this increase in market power. But so
too have explicit policy choices made
by government. In many cases, the
government has chosen not to keep
market power in check.

Because such activities can decrease
economic efficiency, reining in market
power will support a more dynamic
U.S. economy, not just a more
equitable one.

Textbook economics posits a world in which
no firm has power in the marketplace. With
many firms competing, no single one has

the power to raise prices and its own profits
because customers can buy from any number
of competitors. But in the real world market
power relationships are an essential feature
of our economy and are evident in numerous
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ways, in relationships between businesses and
their customers, businesses and workers, and
businesses and government.

The ability to wield power in the market is related
to the degree to which markets operate in an
open, transparent, competitive fashion versus
the degree to which they are dominated by one
or a small number of actors; how open or closed
an industry is to entry by other firms; and the
degree to which the same information is shared
among all participants in the market. These
characteristics of a market define a spectrum
of situations along which an empowered party
can exercise power to varying degrees over
others—even when people exchange seemingly
with free will.® Power in the marketplace spans
from the traditional “natural monopolies” we
teach in Econ 101—energy, for example—to
the more complicated cases where business
scale and scope give a single firm, like Wal-Mart,
the power to set prices throughout the supply
chain; or where a surplus of available workers in
a community gives an employer the power to
set wages. For shorthand, we take “monopoly”
to mean the scope of such varied power
relationships in the marketplace.

Why free markets have rules

Regulation to ensure the competitiveness

of markets in the United States has a long
history dating back to the Interstate Commerce
Commission, created in 1887 as the first national
industrial regulatory body, and the Sherman
Antitrust Act of 1890, which prohibited certain
mergers and anticompetitive business practices.
The Sherman Act, together with the Federal
Trade Commission Act and the Clayton Act,
both passed in 1914, form the core of federal
antitrust law. They describe unlawful business
practices in fairly general terms, leaving it to the
courts to decide which specific acts are illegal on
a case-by-case basis.

Over time, the U.S. built a number of institutions
to monitor anticompetitive practices and weigh
challenges to monopoly behavior. But beginning
in the 1970s, economic ideas in the field of
competition and property-rights law emerged
from free-market scholars who viewed antitrust
regulation as antiquated and counterproductive
in its effect on competition.” Many key industries,
including airlines, railroads, telecommunications,
natural gas, and trucking, were deregulated
from the 1970s through the 1990s. Legal
interpretations in regulatory rulemaking and an
accumulating body of case law further limited
regulatory scope and opened the domain for
market power to grow unchecked.?

Meanwhile, the government itself can vest
businesses with market power, both by setting
the rules of the marketplace and creating
temporary intellectual property monopolies.
Perhaps the most clear-cut example of the

way that policies can create market power

is intellectual property rights, or IPRs—the
government-enforced monopoly on the right

to profit from an innovation. Well-being
generated by innovation relies on two points:
first, innovators need appropriate incentives
and resources; second, innovations should be
distributed widely throughout the population so
that people benefit from technological advances.
IPRs—patents and copyrights—in theory provide
incentives for innovators by offering monopoly
returns from their innovations for a limited period
of time. However, in the words of economists
Michele Boldrin and David K. Levine, “there

is no empirical evidence that [IPRs] serve to
increase innovation and productivity.”® Other
research by Petra Moser examining the long-

run economic history of IPRs and innovation
draws a similar conclusion.’ Part of the reason
for this is that it is not just financial incentives
that matter to innovators. Among the most
important discoveries are those that are part of
the advancement of science, from the discovery
of DNA to the mathematical insights that led to
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the computer (the Turing machine), rather than
those made for primarily financial gain. Strong
IPRs, perversely, can actually impede innovation
in the economy by limiting the spillover

of knowledge critical to fueling additional
innovations.

Though IPRs might not have much positive
impact on innovation, they do have the effect of
raising the prices paid to owners of intellectual
properties (who often may not be the same
people as those doing the innovating). Such
IPRs effectively redistribute money from
consumers to IPR owners—not because the
latter are any more innovative or productive,
but because government affords them greater
legal protection against market competition.
Artificially raising prices has the effect of
shutting some people out from enjoying the
benefits of innovation. This is particularly
disturbing in the case of medicines, where

our poorly designed IPR system, combined
with a poorly designed health care system,
have condemned large numbers of people to
unnecessary deaths and morbidities.'?

An innovation economy requires a balanced and
differentiated intellectual property regime—
combined with strong direct public support,
especially for basic science and technology.

Over the years, our system has lost that balance.

Government policies also vest companies with
market power through the ways in which the
government buys goods and services from and
sells public assets, such as mineral rights, to

the private market. Procurement in the defense
industry, especially under sole-source contracting
(as in the case of the multi-billion-dollar
Halliburton contract at the beginning of the Iraq
War) is a notorious system for giveaways to
government contractors.'®> Another is a provision
in Medicare Part D expansion to cover part of the
cost of outpatient prescription medicine, which
prevented the government from using its bulk
purchasing power to negotiate lower costs of
medicines for senior citizens and people under
65 with certain disabilities.’* The restriction
ensured that seniors would hand more of their
fixed incomes to pharmaceutical and health
insurance companies and raised the cost to
taxpayers.

These new technologies are not the only sources
of market power. There is a large literature on
natural and artificially created barriers to entry
and competition. In a fast-moving, changing
economy, there are likely to be information
asymmetries, and these asymmetries can lead
to less competitive markets. And markets

can actually act in ways that increase these
information asymmetries. As we will see
below, the financial market, through its lack of
transparency and complexity, has excelled at
this.

New technologies mean
new sources of market power

New technologies of information and
interconnectivity transform not only the way we
work and live, but also the power relationships
between people throughout the supply chain.
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Network externalities arise when an individual’s
benefit from using or doing something depends
in part on the number of other people doing the
same thing. For example, the value of joining a
social networking application increases with the
number of others choosing the same platform.
Once these patterns are established, it becomes
costly to join a different network, thus vesting
the first to move into a space and attract a
critical mass of joiners with substantial market
powers.'®

New economy technologies often combine
network externalities with complementing
economic characteristics of increasing returns to
scale. This means that as production increases,
the cost of producing additional units decreases,
and in many such cases can reach a point of
essentially zero cost for producing more. In other
words, it costs essentially nothing for Google or
Facebook to supply one additional advertisement
to users or for Apple to supply one additional
iTunes download. In such situations, competition
will not be viable. Market power—and monopoly
profits—may be especially large.

We also can see how companies like Uber,

Air BnB, and Lending Club are innovating and
disrupting the way that—respectively—Ilabor,
land, and capital markets have worked in the
past. These innovations of network connectivity
are in each case putting to work idle economic
resources. As these and other companies
engage currently monopolistic enterprises in
new wave competition, this will certainly lead to
greater overall welfare. But it will also raise more
guestions about how the gains will be distributed
and how the rules that ensure fairness and
conditions of work will be applied.

Globalization tilts the balance of power

Just as IPRs must balance the interests of
innovators with the need for broadly dispersed

innovation, so too must trade agreements
balance the needs of an increasingly
interconnected economy with the protection

of communities, worker standards, and the
environment. Our rules have not successfully
balanced these forces. Our globalized world can
bring new opportunities for gains for all, but also
provides opportunities for large corporations to
dominate sectors of the international market
or to seek lowest-common-denominator labor,
environmental, or tax laws.

We live in an increasingly globalized world
where rules of trade and finance are important.
The problem is that these rules are typically

set in processes that are not transparent and
democratic—with those in the industry having
greater say than consumers, workers, and other
citizens who are also affected. It is easy to see
how such rules can increase corporate profits at
the expense of workers and the environment.

Rules that make it easier for goods produced
abroad to enter the U.S., that make it safer for
corporations to invest abroad, that provide tax
advantages for investments abroad, that do not
impose environmental and labor standards on
goods made abroad—all of these tilt the balance
against workers. They make a threat by a firm
to move its production abroad if workers don’t
accept lower wages or poorer working conditions
more credible.

When the interests of all parties are considered,
rules can redress these imbalances—rules
barring imports of products using child or

prison labor, barring the use of wood from
endangered forests, or barring goods produced
with processes that violate other global social
and environmental agreements. But we have not
chosen to adopt these sorts of rules. Further, in
some cases, the threat of globalization has been
used as a basis for a race to the bottom. Before
the 2008 crisis, the threat of globalization was
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used to argue for financial deregulation—if we
didn’t deregulate, business would move elsewhere.
We now know that we lost doubly in giving in to
such threats: the economic damage caused by the
deregulation in the crisis has been enormous, far
greater than the short-term gains of the few jobs
created here. And as we have seen, the changes
foisted on us in this manner have undermined

the long-run performance of the economy and
contributed greatly to our inequality.

We could have used our position as the largest
economy in the world to set rules that helped all
parties, in the U.S. and the rest of the world.

Consequences of market power
for equity and efficiency

An increase in the market power of a firm

shifts wealth from customers to the owners of
those firms with market power. The decrease

in the wealth of customers is not recorded in
accountings of the economy’s capital stock, while
the increase of the value of firms is. The ranks

of Forbes World’s Billionaires are peppered with
people who attained that position thanks to their
monopoly power in finance, extractive industries,
real estate, and privatized telecommunications.'®

The market distortion associated with the exercise
of market power diminishes social welfare. Besides
creating inequalities, market rents have other
distortionary effects on the economy and on the
political system. First, rents directly decrease
production from what it would be if the economy
were organized optimally and such rents did

not exist.’”” Second, rents create incentives for
allocating resources to unproductive rent-seeking
activities like excessive marketing and sales
expenditures and lobbying; the bigger the rent,
the greater the incentives for such activities.'® For
example, in 2010 the health care industry spent
$102.4 million lobbying against the Affordable
Care Act, while the finance and real estate
industries have spent billions lobbying against

passage and implementation of the Dodd-Frank
financial reform law.'® Lastly, to the degree that
firms engage in lobbying or some other political
activity in order to create or preserve rents, it
impacts our political system—and the number of
adverse outcomes in the economy and in other
spheres of society. The original antitrust laws
were motivated by the distortions to our political
system as much as to our economic system.

But in order to see this impact play out, we need
to look to specific markets. And one of the most
dramatic examples is the growth of the financial

sector, which we turn to next.

THE GROWTH
OF THE FINANCIAL SECTOR

The finance industry has shifted
away from its essential function of
allocating capital to productive uses
and has moved toward predatory
rent-seeking activities. In addition to
catalyzing the 2008 financial crisis,
these activities have slowed growth,
increased the risk of future crises,
and moved income from the bottom
and middle to the top, increasing
inequality.

Widespread deregulation and malign
regulatory neglect, beginning in

the 1970s and continuing through
the early 2000s, enabled reckless
growth and malfeasance in America’s
financial sector.

Rising incomes of the top 1 percent
arise from the enormous,
unwarranted profits and bonuses
collected in the financial sector

and derived, in no small part, from
wasteful and exploitative activities.
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As the rules of the U.S. financial system
changed over the past generation, the financial
sector grew to play a larger, more dominant
role in the U.S. economy. The rise of finance
twisted incentives within both finance and the
nonfinancial economy and pulled more of the
economy'’s rewards from the real economy into
finance and from working families up to the
executive suites. Specifically, financial profits and
financial salaries have increasingly come at the
expense of the income and savings of everyone
else. The inequities have been exacerbated by
open and hidden subsidies—not just massive
bailouts (of which the 2008 bailout was only
the biggest and most recent) but by provisions
hidden in the tax system and bankruptcy code
that enrich those in the financial sector at the
expense of the public.

Finance's failure to self-regulate

A growing economy requires a well-functioning
financial system. The financial sector is essential
not just for tasks like running the payment
systems, ensuring a flow of funds from savers

to investors, including small and medium-sized
enterprises, and creating information and
opportunities for investment. The financial sector
is also necessary for diversifying investments,
managing risk, and providing liquidity and other
resources necessary for growth.

However, finance needs rules, and the 2008
financial crisis revealed once again that financial
markets cannot regulate themselves. Certain
features of financial markets make them more
subject to failure than most other kinds of
markets. First, activities people undertake in
the financial industry create large externalities,
both positive and negative. Financial instability,
in particular contagious runs and self-fulfilling
panics, can impose massive costs on the
economy.?® Economists at the Dallas Federal

Reserve estimate that the costs of the 2008
financial crisis amounted to 40-90 percent of
one year’s GDP.2" Since the beginning of financial
deregulation in the United States and around the
world, financial crises have been increasing in
frequency and severity.??

Second, financial markets are plagued with
asymmetries of information—situations where
one party knows more than the other. The
existence of such asymmetries is inevitable, of
course, but their magnitude is not, nor is the
right to exploit others by taking advantage of
these asymmetries. Third, financial markets are
lacking in industry competition. In particular,
since the 1970s, the concentration, scale,

and scope of the largest banks have grown
significantly and rapidly, with the share of
industry assets held by the top five banks
growing from 17 percent to 52 percent.?3

Starting in the late 1970s, the financial industry
lobbied for and policymakers largely delivered a
rollback of regulation with the promise that the
financial sector would self-regulate.?* Changes
to the rules of finance, many of which were

in place since financial collapse sparked the
Great Depression, removed the separation of
commercial and investment banking, ceilings
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on deposit rates, and prohibitions on usury—
the charging of loan-shark level interest rates.
The changes didn’t update the rules for new
instruments like derivatives, but they let the
financial markets write their own rules as

they expanded into securities that packaged
mortgages. Enforcement became an issue, with
federal regulators appointed who didn’t believe in
regulation. They overruled state-level regulations
and enforced less than vigorously the limited
regulations that remained.?®

The growth of finance and inequality

Changes to these rules are one of the major
drivers of inequality. First, finance has become
huge and profitable relative to the rest of

the economy. Financial services comprised
7.6 percent of GDP before the crisis, then fell
back slightly to 6.6 percent in 2012 before
returning to 7.3 percent in 2014. By way of

COMPENSATION IN FINANCE PULLED AWAY FROM THE REST AFTER 1980

Financial Sector Wages Relative to Nonfinancial Wages, 1909-2006

comparison, in the 1950s, when the U.S
economy was growing rapidly, more rapidly than
in recent years, financial services constituted 2.8
percent of GDP. Between 1950 and 1980 the
financial sector generated between 10 and 20
percent of total corporate profits; after 1980

it generated between 20 and 30 percent, and
the share remains high—well over 20 percent of
corporate profits—today.2®

This is mirrored in the skyrocketing salaries in
the financial sector, which have been a major
driver of the top 1 percent. Wages in the
financial sector rose more than in similar fields,
with the increase closely following the trend of
deregulation.?” Between 1979 and 2005, finance
professionals increased their presence among
the top 1 percent by 80 percent (from 7.7 to
13.9 percent).?® They have also increased their
presence amongst the top 0.1 percent, from 11
percent in 1979 to 18 percent by 2005, and
have accounted for 70
percent of the growth in
the 0.1 percent’s share
of national income.?® No

18 other sector shows this
2006: 1',7 kind of growth during
17 /\/ this period. Figure 1
16 /N reproduces data from
/v\ /\/«\/ \ / economist Thomas
1.5 “ Phillipon showing
14 \ / wages in the financial
' \ / sector relative to
13 those in the rest of the
\ / nonfinancial, nonfarm
1.2 economy. Financial
i1 v\f\,\ _ [N sector wages follow a
: 7 \'\/\»/1980- 0 similar U-shaped pattern
10 as overall inequality,
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Figure 1

Source: Philippon, Thomas and Ariell Reshef. 2012. “Wages and Human Capital in the U.S.

Financial Industry 1909-2006.” Quarterly Journal of Economics.

having fallen from the
Great Depression until
1980 and rising since
1980; those wages
rise statistically with
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deregulation.3® While in 1980 wages in the
financial sector were basically on par with wages
in the rest of the economy, by 2006 the average
wage in finance was 72 percent higher than the
average nonfinancial wage. These wages can’t be
explained solely by skills; research argues that
rents account for 30-50 percent of these higher
wages, especially since the late 1990s.3’

Weaker financial rules create a weaker economy

The last 35 years of deregulation have had
profound consequences for average Americans
and the country’s overall economic performance.
Rent-seeking fees on investment activity have
bloated the financial sector, while a dangerous
form of banking and lending ultimately drove the
economy to collapse.

Financial market regulation aims to minimize
discrimination and exploitation, but in the
deregulated system we’ve seen significant
evidence of systemic predatory lending and
fraudulent documentation. The predatory lending
that came to dominate the system most often
targets lower-income borrowers.?? Borrowers
with low financial literacy are more likely to
have costly mortgages and not to understand
or remember the terms of their mortgage
contracts.?3

In addition, the opaqueness and complexity
of the financial sector and the weak
enforcement of the rules that remained
encouraged widespread fraud and
manipulation. A recent target of market
manipulation has been the LIBOR rate,
which determines how much millions of
homeowners pay for their mortgages. 34
Foreign exchange markets have also been
manipulated.3> Lack of competition in many
parts of the financial system—including in
the credit and debit card systems, asset

management, and derivatives markets—has
meant higher profits.

Indeed, a key source of growth comes from
asset management activities, which include both
the management of 401 (k)s and mutual funds,
as well as alternative investment vehicles like
private equity and hedge funds. The growth in
asset management income accounts for roughly
35 percent of the growth of the financial sector
as a percent of GDP, driven by the opaque

fee structures, especially when it comes to
alternative investment vehicles.?® There is little
evidence of any advantages, for instance in
better long-run performance, when it comes to
higher management fees.3”

The other core growth business for finance

has been shadow banking, or the moving of
traditional commercial banking functions to the
financial markets. Shadow banking shares many
of the same features of traditional banking—
connecting savers with borrowers. However,

the long chains in the provision of credit are
complex and nontransparent, creating leverage
and counterparty risks, and more vulnerability

to fraud and other misbehavior. This is

especially true for mortgages, where originators,
investment banks, the credit-rating agencies, and
mortgage insurers were all on the scene, imbued
with fraud to an unconscionable degree. It should
have been apparent that shadow banking was

SHADOW BANKS

noun
1. The array of institutions that provide

financial services but operate outside
of the laws and regulations in place to
ensure oversight and accountability of
traditional lending banks.
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vulnerable to runs the moment the value of the
collateral was questioned, as was the case when
the 2008 failure of Lehman Brothers caused
panic and contagion across the economy.3®

When this system crashed, its complicated
securitization structure meant that conflicts

of interest arose involving those meant to
mediate and adjudicate bad debts. Many of

the debt servicers tasked to handle bad loans
instead profited from making those mortgages
worse from the perspective of both lenders

and homeowners. Studies have also shown that
troubled mortgages were significantly less likely
to receive a modification if they were made
through this shadow banking system rather than
through traditional banks.3?

A growing and healthy financial system is
essential to growth. But what if financial markets
become too large? It would be one thing if the
increased incomes of the financial sector had
resulted in the economy growing faster or in a
more stable way. In fact, just the opposite has

U.S. FINANCIAL INDUSTRY EVEN LESS EFFICIENT AFTER MORE THAN A CENTURY

Cost of supplying $1 of financing, 1884-2011

occurred. Figure 2 shows estimates, again by
economist Thomas Philippon, of the average cost
of the U.S. financial sector of supplying one dollar
of financial intermediation—connecting savers
with borrowers—from 1884 to 2011. Incredibly,
the data show that the U.S. financial sector is
less efficient now at supplying credit to the
economy. The average cost was 2.4 cents on the
dollar in 2011, compared to 1.6 cents at the end
of World War 11.4°

It is remarkable that for all the growth in
income, profits, and size of the financial

sector, we cannot see any improvement in

the performance of the economy. The sector
may have demonstrated innovation, but the
technological advances chased a greater ability
to exploit others rather than improving economic
performance. And many are concerned that the
financial sector has grown too large, drawing
talented people and energy away from more
productive enterprises.*!

The Dodd-Frank Act, passed by Congress

in 2010, began the process of
restructuring the financial sector. But
even as passed, it was a compromise,
and its rule-writing and enforcement

0030 hasn’t done enough to tackle
$0.025 2011:$0.024 the shadow banking system, the
complexity of the financial system,
$0.020 N\ N and the problem of too-big-to-fail
\/\/f V banks. But the remarkable aspect
$0.015 1945:$0.016 of this reform was that it was all
about preventing the financial sector
$0.010 from doing harm to the rest of the
economy, taking advantage of the
$0.005 unwary, and engaging in reckless risk
taking. It was not directed at ensuring
0000 1 T that the financial sector actually
SESESETESSESESSESEESS does what it is supposed to do: make
. money available for productive uses.*?
Figure 2

Source: Philippon, Thomas. 2014. “Has the US Finance Industry Become Less

Efficient?” American Economic Review.

This still remains an essential task,
one that can’t be examined without
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understanding the massive changes in corporate
governance taking place at this time as well.

THE “SHAREHOLDER REVOLUTION,’
THE RISE OF CEO PAY, AND THE
SQUEEZING OF WORKERS

Corporations are a social construct,
providing limited liability, an
important component of modern
capitalism. But they often fail to
serve the public interest, and instead
enrich those who are entrusted

with their care while neglecting

the corporation’s own long-term
interests.

The shareholder revolution
transformed the incentives faced by
CEOs, prodding them to generate
ever-higher share prices by tying
executive compensation to those
share prices.

The emphasis on short-term stock
prices has not only reduced
investment that leads to healthy
innovation and long-term prosperity,
but also has driven up executive
compensation and encouraged
managers to treat employees as
short-term liabilities rather than as
long-term assets.

The job tenure of the average

CEO also shortened, allowing

them to maximize their personal
benefit at the expense of long-term
stakeholders.

A number of clear changes to

tax, pension, and securities law have
encouraged these destructive short-
term corporate behaviors.

The idea that corporations exist solely to
maximize shareholder value and that all other
goals, such as innovating, serving consumers, and
investing in employees, are secondary reversed
decades of management theory that prioritized
firm longevity and saw corporations as more
broadly advancing societal interests. This
“shareholder revolution” has meant significant
changes for the economy. The new emphasis
on maximizing shareholder value was a key
step toward short-termism on Wall Street and
in corporate boardrooms, and it has had
profound effects for corporate performance
and economic productivity.

Even John Maynard Keynes, who worried about
the effects of short-term speculation on the
economy 80 years ago, would probably be
surprised at the extent of short-termism today.
While the average stock was held for around
seven years in 1940 and two years in 1987,
by 2007 the average share was traded every
seven months.* With the average shareholder
interested only in short-term performance,
shareholder value maximization translates into
short-termism: focusing on quarterly returns,
and even on accounting tricks to massage
quarterly earnings. Where the goal of finance
should be to provide needed cash to the
productive economy, the shareholder revolution
transformed corporations into sources of cash
for financiers. This trend toward short-termism
IS seen in rising executive pay, increasing
payouts to stockholders, frequent corporate
restructurings, massive mergers, and reduced
capital investment. These trends increase
economic inequity and threaten long-term
economic performance.

The rules give rise to shareholder primacy

The rise of shareholder primacy has been
aided and abetted by the practices of financial
markets and the theories of conservative
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economists. But above all it was a change in the
rules of the market—specifically in securities law
and federal income tax law—that combined to
give more power to institutional investors and tie
executive pay to short-term returns.** The first
wave of this revolution was conducted through

BUSINESSES USED T0 BORROW TO MAKE INVESTMENTS. NOW?

Correlation coefficient between firm borrowing and firm investment

leveraged buyouts, in which investors aimed to
take over large companies, “unlock” hidden value
(usually by downsizing), and sell quickly. The
ability to conduct leveraged buyouts this way
was the result of changes in U.S. regulations—
including exemptions for leveraged buyout funds
from the Investment Company Act. In the 1982
case Edgar v. MITE, the Supreme Court struck
down lllinois’s antitakeover law and thereby
overturned similar laws in other states.*> The
Reagan administration also relaxed antitrust
regulations, distinguishing between mergers
that would create greater efficiency and those
that had a “significant probability” of increasing
consumer prices.*®

In the 1980s, half of all U.S. corporations were
the objects of takeover bids. In many years, over
10 percent of total stock market capitalization
was purchased in acquisitions.*” After the 1980s,
institutional investors
started taking larger
stakes in corporations and
using them to pressure
management into policies

that were viewed as more
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buybacks as per se insider trading. In the
early 1990s, the SEC eliminated complicated
disclosure requirements for communications
between shareholders.*® In 1993, Congress
changed the tax code to incentivize companies
to tie executive pay to performance by tilting
compensation toward stock options. These
changes added to the momentum underway
toward shorter holding periods in the capital
markets that dated back to the elimination of
fixed brokerage commissions in the 1970s.

Rule changes make executive pay soar

While these changes have not led to a better-
performing economy, they have had the effect
that many of the executive advocates of this
“revolution” had hoped: incomes at the top
have increased enormously. Executives of
nonfinancial companies make up over 30 percent
of the top 1 percent, and their incomes have
grown significantly since the 1970s.%° While
average CEO pay remained relatively constant

at around $1 million from the mid-1930s to the
mid-1970s, in 2012 average compensation for
the 500 highest-paid CEOs was $30.3 million,

of which only 6.3 percent was salaries and
bonuses.>® The rest is largely driven by gains
from exercising stock options, the vesting of
stock awards, and long-term grants. These, in
turn, are driven by stock prices. CEO pay has
skyrocketed far above the rate of employee pay.
In 1965, the ratio of the average annual income
of CEOs to workers was 20-to-1. By 2013, it was
295-t0-1.%

CEO pay packages [ead to weaker investment

For all these massive changes, the broader
effects of this shareholder revolution were
markedly different from those that had been
anticipated. First, shareholder value maximization
often turned into CEO income maximization. In
practice, the interests of senior management
took precedence over the interests of

SKYROCKETING CEQ PAY

IN2012, AVERAGE COMPENSATION FOR
THE 500 HIGHEST-PAID CEOS WAS

1970s 2000s

IN 2013, THE RATIO OF THE AVERAGE
ANNUAL INCOME OF CEOS TO
WORKERS WAS

Sources: http://rooseveltinstitute.org/sites/all/files/Lazonick_
Executive_Pay_White_Paper_Roosevelt_Institute.pdf; http://
www.epi.org/publication/ceo-pay-continues-to-rise/

shareholders and other stakeholders as well.
Stock options did not align the interests of
management with those of the firm, as was
seen in the conflict over disclosure of executive
pay, including stock options, that arose in the
1990s.°? Indeed, these pay packages have
given CEOs an incentive to manipulate stock
prices by using company money to buy back
shares in order to drive the price higher.>® Thus,
managerial attention is shifted away from a focus
on actual performance. This undermines the
efficiency of the economy.>*

A closer look at CEO compensation shows that
there is little relationship between pay and
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performance. Compensation goes up when

firm performance goes up, but it also goes up
when performance goes down. CEOs are often
compensated simply for luck, such as when oil
company executives get paid more when global
oil prices increase. The effect is stronger in
more weakly governed firms.>> Current economic
theories seeking to justify high CEO pay, such
as those that link CEO pay to an increase in firm
size, cannot explain trends in CEO compensation
between the 1940s and 1970s. Somewhere in
the 1980s, CEO pay changed.>® Finally, increasing
shareholder value in the short run is different
from serving the interests of shareholders in

the long run. Empirical studies have shown that
stock market prices have difficulty incorporating
information more than five years out.>’

Beyond questionable behavior from CEOs, the
second worrying consequence of the shareholder
revolution is a bias against real investments.
Research has found that short-term pressures
can distort the individual investment decisions
managers make. New proprietary data show

that public firms invest substantially less and

are less responsive to changes in investment
opportunities compared to similar private

firms. This result is amplified for firms with

stock prices most sensitive to earnings news.
This tells us that rather than pushing CEOs to
overinvest, pay incentives are now tipped toward
underinvestment.>8

Research has shown a dramatic shift in the
relationship between borrowing and investment,
as shown in Figure 3. Before the 1980s, a firm
that borrowed a dollar would, on average, invest
40 cents more. Since the 1980s this relationship
has collapsed. Instead, today the strong
relationship is between shareholder payouts

and borrowing, with shareholder payouts nearly
doubling since the 1980s. Corporate profits are
at record highs, with no increase in investment.
Where before finance was a mechanism for

getting money into firms, now it functions to get
money out of them.>®

This problem is not going away. Even after the
financial crisis, buybacks and dividends continue
to be significantly higher than at any previous
point.° Executives at nonfinancial corporations
in the U.S. spent 70 percent of pre-tax corporate
profits paying shareholders in the form of stock
buybacks and dividends in 2014; in the four
quarters before the September 2008 financial
collapse, corporations spent on average 107
percent of profits buying their own shares

and paying dividends. In the postwar period
before the shareholder revolution, nonfinancial
corporations only dedicated an average 18
percent of profits for such activities.®' As
Laurence D. Fink, the CEO of the large asset
management firm BlackRock, recently wrote,
“the effects of the short-termism phenomenon
are troubling both to those seeking to save

for long-term goals such as retirement and for
our broader economy,” because they are at

the expense of “innovation, skilled work forces,
or essential capital expenditures necessary to
sustain long-term growth.”¢2

LOWER TAXES FOR THE WEALTHY

The reduced progressivity of the
U.S. tax code has given more post-
tax and post-transfer advantages to
those at the top of the wealth and
income distribution.

Current incentives allow and

encourage rent-seeking, channeling
government revenue away from
productive resources.

There is no evidence that a lower
tax rate for the wealthy has
encouraged investment or growth.
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Myriad changes in the tax and transfer
system over the past 35 years have
reduced the progressivity of the tax code
to the point where, in some respects,

the overall system is now regressive.
Shrinking capital gains and corporate

rates, growth in the payroll tax, and
growing tax expenditures have decreased
the progressivity of effective rates and
shrunk the tax base.®® This has blunted

the ability of taxes and transfers to push
against increasing inequality.®* Additionally,
these changes have distorted incentives

by increasing the returns to rent seeking,
thus compounding inequalities built into the
tax code.®> To make matters worse, there
is no evidence that lower tax rates have led to
increased growth.

A tax revolution for those at the top

The rules of tax policy underwent a revolution
over the past 40 years, one designed to radically
lower the top marginal tax rates and decrease
the progressivity of the tax code. The result was
that those at the top paid less, leaving the rest
to pay more tax or receive lower levels of public

Where before finance
was a mechanism

for getting money
into firms, now it
functions to get
money out of them.

TAX EXPENDITURES

noun
1. Incentives such as tax breaks and
tax credits used in place of direct
government spending to promote

certain activities or outcomes. For
example, tax credits provided to
companies that create jobs as opposed
to direct government job creation
programs.

service. During the 1980s, for example, the top

marginal tax rate was reduced from 70 percent

to 28 percent, and has stayed below 40 percent
ever since.®¢

In addition to low marginal income tax rates,
two stipulations of capital gains taxation
reduce the effective capital gains tax rate.
First, capital gains are not taxed until they are
realized, meaning that a 20-year investment—
say buying and holding a stock—generates

no tax liability until the owner sells his shares.
Second, the step-up in basis at death, under
which an heir can avoid capital gains taxation on
inherited assets, effectively forever, eliminates
capital gains entirely for many of the very
wealthiest families, lowering federal revenue by
an estimated $644 billion between 2013 and
2023.%7 An astonishingly low number of people
in America are wealthy enough to pay estate
taxes—in 2011, just 0.1 percent of inheritors
paid any estate tax—but popular pressure is
strong to eliminate them. In 2013, 65 percent
of all inherited capital gains tax forgone accrued
to the top 20 percent; the top 1 percent alone
accounted for 21 percent.®

Beyond capital gains, tax expenditures—money
the government spends to incentivize certain
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behaviors by offering tax deductions—and
transfers have shifted from favoring low-
income households to favoring the wealthy,
decreasing overall progressivity. The expansion
of expenditures like 401 (k) retirement plans
and mortgage interest deductibility has led to a
decrease in effective rates at the top as more
and more wealthy families take advantage of
various tax breaks.®® According to an analysis
by the Congressional Budget Office, more than
half of the $900 billion paid in individual income
tax expenditures and 80 percent of the tax
deductions in 2013 accrued to households in
the top 20 percent.”® According to the CBO, “In
1979, households in the bottom quintile received
more than 50 percent of transfer payments.

In 2007, similar households received about 35
percent of transfers.””!

Unbalanced tax cuts increase inequality

The reduction in high-end taxes has had two
effects on inequality. The first has been to
reduce the ability of taxes and transfers to
lessen inequality. But the second, more surprising
effect is that it has massively increased pre-tax
income for those at the top, far beyond what
could be understood from people simply working
harder. It is this new incentive to rent-seek that
is a more worrying effect of the changing of the
tax rules.

The combined impact of rate cuts, shifting
income distribution, and growing expenditures
has been to increase after-tax-and-transfer
inequality both in nominal terms and relative to
pre-tax-and-transfer inequality. A 2011 study
by the Congressional Budget Office found that
“the equalizing effect of transfers and taxes on
household income was smaller in 2007 than it
had been in 1979.” Over this time, changes to
the U.S. tax structure reduced “the extent to
which taxes lessened the dispersion of household
income.””?

Capital gains income accrues disproportionately
to the richest Americans; therefore, a low capital
gains rate has direct implications for inequality.”®
Capital income makes up about 40 percent

of annual gross income for Americans earning
over $1 million a year, compared to less than 4
percent for people earning below $200,000.74
The impact on distribution is clear: between
1996 and 2006, changes in capital gains and
dividend income were the largest contributor

to the increase in overall after-tax-and-transfer
income inequality.”

Because capital gains income is concentrated at
the top, and because a low capital tax has not
delivered trickle-down economic performance,
the benefit of the low capital gains rate is
concentrated at the top. According to the CBO,
68 percent of the $161 billion annual capital
gains tax expenditure goes to the top 1 percent,
while only 7 percent goes to the bottom four-
fifths of Americans.”® This concentration among
the wealthy gets even starker the higher up the
income distribution you go. In 2009, the top
400 taxpayers—the wealthiest 0.003 percent—
claimed a full 12 percent of the benefits of
reduced capital gains tax rates.””

What is more interesting is the effect of lowering
top tax rates on the highest earners.

As shown in Figure 4, economists Thomas
Piketty, Emmanuel Saez, and Stefanie Stantcheva
find that countries that cut their highest marginal
tax rates the most had the largest increases in
pre-tax inequality, and these tax cuts played no
role in boosting growth in per capita income.
These increases are impossible to explain with

a standard supply-side model, especially as the
authors find no relationship between top rates
and growth.”®

The authors find that the tax rule influences
the behavior of top income earners to seek out
more of the economic pie.”® At higher marginal
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ACROSS THE WORLD, CUTTING TOP MARGINAL TAX RATES INCREASED INEQUALITY

Change in Top Marginal Tax Rate (Percentage Points)

1N
1Y)
m
®
S 0
<) 0
Q.
S
‘E o
@ L b
5
Y |
S
> n A
N n ] *
S
~
S |
S
5 n
Q
|
g [ I I I I | . ﬂ
2
< 60 -50 -40 -30 20 = -10 0
(V]
3 | -9
RS m
) | |
A
-4
Figure 4

Source: Piketty, Thomas, Emmanuel Saez, and Stefanie Stantcheva. 2014. “Optimal Taxation of Top Labor Incomes: A Tale of Three
Elasticities.” American Economic Journal: Economic Policy, 6(1): 230-71

tax rates, CEOs and other executives in the top
1 percent have less of an incentive to either
bargain aggressively or seek opportunities for
extracting rents. Similarly, other stakeholders
in the firm, including shareholders and board
members, also will be reluctant to pay out
superstar salaries if a large portion of that
income is going to the government through
taxes. This can be seen in the way pre-tax
income inequality for working-age people in the
United States exceeds that of other advanced
economies.8®

Lower rates have done nothing for growth

According to advocates of cuts to top marginal
tax rates, the reduction was supposed to
encourage more work among top earners and
increase the size of the pie. But there is no
evidence that this has happened.

As a Congressional Research Service report
found, there exists “no conclusive evidence...
to substantiate a clear relationship between the
65-year reduction in the top statutory tax rates
and economic growth.” Cutting top tax rates
did, however, “appear to be associated with the
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increasing concentration of income at the top of
the income distribution.”®' This accords precisely
with the results shown in Figure 4. If high
marginal tax rates act as a deterrent to rent-
seeking, strongly progressive taxation can help
enhance performance of the overall economy

by deterring socially unproductive activities and
directing more resources into real investment.??

Rather than showing economic benefits from
lower tax rates at the top, the evidence

shows rather that progressivity can have a net
economic benefit. Economist Jonathan Ostry and
co-authors at the International Monetary Fund
tested how the degree of progressivity of tax
and transfers affects long-run economic growth
when accounting for a range of other explanatory
factors commonly seen as associated with
economic growth.23 Their results find that,
across countries, redistribution, outside of some
extremes, has no relationship with economic
growth. If anything, a number of redistributive
policies can lower net inequality and drive more
durable growth.

Similarly, evidence from the 2003 dividend tax
cut shows that supply-side tax cuts did not lead
to rising wages or investment. Indeed, there were
good reasons to suspect that companies would
take advantage of the low taxes to pay out
large dividends, impairing their ability to invest.8*
Not surprisingly, comparing corporations that
benefitted from this cut with those that did not
reveals that the dividend tax cut did not result
in any real investment or wage growth. The

only effect was to increase dividend payments,
causing more money to leave the firm rather
than being invested.®>

Recent research has shown that taxes on capital
income are welfare-enhancing.?® Low tax rates
on the return to capital create an enormous
incentive for income shifting, through which
corporations and individuals redefine labor

income as capital income and drive down their
effective rates. This leads to lost revenue
and, by inordinately benefiting wealthier
taxpayers who have more tax avoidance savvy
and resources, a significant decrease in the
progressivity of the tax structure.®’

What the tax rate should be depends, of course,
on how sensitive labor supply and savings are to
tax rates. But using the best available evidence,
it appears that there is significant room to
increase tax rates above current levels.®

THE END OF FULL-EMPLOYMENT
MONETARY POLICY

The Federal Reserve’s focus on
controlling inflation rather than
achieving full employment and
managing systemic financial risk has
raised unemployment and lowered
wages over the past 35 years.

The Fed’s failure to ensure prudent
competition in banking and financial
markets has meant that the benefits
of lower interest rates have often
accrued more to the banks than to
borrowers and that certain market

segments have lacked access to
credit.

Low- and middle-income households
bear a disproportionate amount

of the burden of prolonged
recessions, financial crises, and

an underperforming economy.
Unemployment affects those in

the bottom half of the income
distribution more than those in the
top half, and its effects compound
over the course of people’s lifetimes.
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The Federal Reserve’s monetary policy usually
falls beyond the scope of traditional policy

debates, especially those focusing on inequality.

But monetary policy set by the nation’s
“independent” central bank can have profound
distributional consequences, contributing
substantially to the rise of income and wealth
of those at the top and the increasing financial
stress and stagnant wages faced by most
working families.

The Fed's inflation preoccupation

In 1978, the Full Employment and Balanced
Growth Act, also known as the Humphrey-
Hawkins Act, established price stability and full
employment as the dual objectives of national
economic policy. Both of these objectives are
part of the Federal Reserve’s “dual mandate,”
the goals that Congress sets in delegating the
conduct of monetary policy authority to the
Fed.®

At the time, the country faced high inflation.
Under Federal Reserve Chairman Paul Volcker,
inflation fell from double digits in 1979 to just
4 percent in 1984, and the ability of monetary
policy to control inflation was widely heralded.®°
To be sure, there were significant costs: the
U.S. experienced what was then its deepest
recession since the Great Depression in spite

of a highly simulative tax cut.®’ Nonetheless,
many countries, beginning with New Zealand in
1990, made price stability—so-called “inflation-

Economic theory, based on simplistic models

of the economy, reinforces these views.

Some bodies of economic theory argue that
unemployment can be decreased by monetary
policy only to a point; if unemployment is pushed
below its natural level, inflation will accelerate,
and eventually the government will have to raise
interest rates a great deal, resulting in higher
unemployment.®* These theoretical ideas have
been largely discredited. The idea of hysteresis
posits that there are serious long-term effects
of unemployment because those who become
unemployed might end up outside the labor
market and find it more difficult to find jobs
later.%> Deflationary pressures can raise the real
value of debt, which can create self-fulfilling
prophecies of low demand.®® Low inflation, rather
than something to be valued, can limit the
options central bankers have in a crisis.

Central banks can’t ignore inflation, but neither
should they make it their main preoccupation.
As the Great Recession made clear, the focus on
inflation did not ensure high growth or economic
stability. The choice to focus on inflation or

full employment is not technocratic, but rather
a choice to prioritize one set of economic
outcomes and interest groups over another. In

| b
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targeting”—the sole or primary goal of monetary
policy.?? The Federal Reserve, maintaining its dual
mandate, did not formally adopt this framework,
but it did adopt an apparent preference for
targeting low, stable inflation over maximum
employment.®® Thus, although the Fed maintains
discretion as it considers tradeoffs between price
stability and employment, in practice it tends

to give considerable priority to pursuing low
inflation.
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the early stages of business cycle recoveries,
fearful of impending inflation, monetary
policymakers have tightened money prematurely,
precluding a return to full employment and
ensuring that workers can’t make up for the
losses they suffered in the downturn. The three
most recent recessions have been followed by
recoveries in which labor markets were too slack
to allow workers to share in the benefits of
economic growth, partly because policymakers
were too worried about inflation and believed

it would set in at relatively low levels of
unemployment.®’

Consequences of deprioritizing the full
employment mandate

While economists debate the effects of inflation
on inequality, the effects of employment are
clear.! Sustained periods of full employment are
essential to a well-functioning economy and
prosperity for low- and middle-income families,
while high unemployment, because of its long-
term consequences, has serious repercussions
for the economy as a whole.

Estimates show that for every additional
percentage point of unemployment, income
declines by 2.2 percent for families at the 20th
percentile of the distribution, by 1.4 percent

for median-income families, and by just 0.7
percent for families at the 95th percentile; these
different levels of exposure to unemployment
risk are a product of increasing inequality.®®
Furthermore, unemployment rates for low-
skilled and minority workers rise most strongly
in response to contractionary monetary policy.%®
Compared to higher-income workers, whose
working hours are relatively stable, lower-income

i Unanticipated inflation hurts bondholders—who are predominately
wealthy. However, wages of workers often lag behind increases

in prices, so they too suffer from inflation. Econometric studies
looking across countries at the effects of inflation (which typically
show an association between inflation and inequality) can, however,
be misleading. The major episodes of inflation were associated with

increases in oil prices, and with governments that seemed unable to

respond effectively.

workers see larger cuts in hours worked when
the unemployment rate is high.'%°

Full employment is fundamental for well-
distributed economic prosperity. When the
economy is at full employment and labor markets
are tight, workers have greater bargaining power,
since employers are forced to raise compensation
to attract and retain employees. As a result,

and as experience shows, the only times we see
broadly shared benefits of economic growth are
when the economy nears full employment. When
labor markets are slack, especially in an era of
reduced private-sector collective bargaining,
worker bargaining power is low, and low and
middle wages stagnate. Economist Alan Blinder
has found that inequality rarely declines when
unemployment is above 6 percent.'"

Moreover, episodes of below-full employment
do lasting damage to productivity, equity,

and opportunity. New workers, such as recent
graduates, who enter the labor market during

a recession face weak earnings potential even
a decade later.'%?2 Wage erosion in a recession
will not necessarily be offset by wage growth
in an expansion. An unemployed worker will find
it harder to subsequently find employment and
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may even drop out of the labor force. In bad
times, lower-income households may underinvest
in education and human capital formation.

The Fed’s excessive focus on inflation detracts
from its responsibility for maintaining economic
stability. The recent financial crisis and Great
Recession demonstrate how middle-class
households bear a disproportionate burden
from financial crashes and a volatile and
underperforming economy.

Even now, many look to prioritize concerns
about inflation over those of full employment.
The good news is that there is now a growing
recognition that the unemployment rate is

not the only measure of labor market slack. In
the past five years, the labor market has been
weaker than the unemployment rate would
appear to indicate because discouraged job-
seekers have dropped out of the labor force and
many people are working part-time but would
prefer to work full-time. Alternative indicators of
underemployment help explain rising inequality
and wage stagnation.’3 It appears that the Fed
is looking at these numbers.'%4

This monetary aspect of economic policy, one
that has been largely viewed as a technocratic
debate not relevant to the average American,
has large and persistent effects on inequality.
Historically, we have recognized this. The
election of 1896 was contested on the issue

of monetary policy—whether to move to a
bimetallic standard (gold and silver). The debate
then was about inflation versus growth, and
about inequality—the conflict between low- and
middle-income Americans, then overwhelmingly
farmers, and the financial sector. Somehow, in
the 120 years that have elapsed since, we have
made very little progress.'%> Monetary policy
hewing to a rule that prioritizes low inflation at
the expense of low unemployment has weakened
the position of people who work for their living
and strengthened those who make their money
from investing.

THE STIFLING OF WORKER VOIGE

A sustained political attack, dating
back to the late 1970s, has
weakened unions and workers’
rights, while labor policies have not
kept up with changes in the modern
workplace.

Decreased bargaining power has
given corporations the upper hand in
the labor market, weakening wages,
benefits, and working conditions, and
leaving managers and owners with a
larger share of profits.

Unions provide a countervailing force
to corporate interests; weak unions
upset the country’s political balance
of power as well as the economic
balance of power, allowing corporate
interests to act unchecked.

The right to freely associate and bargain
collectively is universally recognized as a basic
human right, but in the United States the
ability of workers to organize has been greatly
diminished by a decades-long campaign to erect
barriers to unionization, place restrictions on
union activity, and weaken labor laws across
the board.™9¢ It is not just the migration of
manufacturing from the more unionized North,
first to the American South and then offshore,
that led to deunionization. Organizing efforts
have been stymied in nonmanufacturing
industries, too, as well as in resurgent
manufacturing bases.’®” Consequently, union
participation in the United States fell from over
30 percent in 1960 to 20 percent in 1984 and
11.1 percent in 2014.708

The decoupling of labor productivity and hourly
compensation is perhaps the clearest sign that
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something has gone wrong. Over the 40 years
between 1973 and 2013, productivity grew

161 percent while compensation rose only 19
percent.'® The dissolving strength, number,

and effectiveness of unions has perpetuated
inequality as a diminished role for unions leads
to a system in which corporate interests drown
out the voice of labor, forcing workers to accept
weak wage growth and an eroding standard of
living.

Increased corporate influence at the cost of
workers rights

The overall decline of collective bargaining was
not inevitable. Despite facing similar evolutions
in technology and globalization, other developed
countries have recorded far less union decline. In
Canada, for example, unionization rates are not
much changed from their 1960s level."’® Among
all OECD countries, an average of 54 percent

of the workforce is covered by union collective
bargaining agreements, 4.5 times more than in
the U.S.™

While the decline of the U.S. manufacturing
industry has contributed to the decline of
collective bargaining, a host of legislative,
judicial, and regulatory policies have combined
to make America a hostile environment for
worker organizing. For example, weaknesses in
the National Labor Rights Act make it difficult
for workers to place employers under sufficient
stress—through demonstrations and strikes—
to elicit a conciliatory response. Additionally,
workers receive minimal protection under NLRA
law. For example, though they cannot be fired
for participating in a legal strike, they can be
replaced indefinitely and reinstated only at

the employer’s discretion—a strike deterrent
equivalent to direct retribution.’'? These
weaknesses are the result of deliberate political
campaigns aimed at weakening workers’ rights.
Increasing corporate political influence intensified
union political struggles. Following a series of

legislative and judicial defeats, corporations
amplified their lobbying efforts between the

late 1960s and early 1980s. The number of
corporate political action committees quadrupled,
while the number of firms with registered
lobbyists leapt from 175 to 2,445.""3 The
impact of this mobilization on labor interests was
manifest in the defeat of the Labor Reform Act
of 1977, which was intended to address some

of the inadequacies of the NLRA that still plague
unions today.

Since the sharp decline of union membership

in the 1980s, union weakness has been
exacerbated by poor enforcement of the limited
protections afforded by labor laws. A 2009 study
found violations in roughly half of 1,000 private-
sector union certification attempts. Coercive
tactics, including threatening to cut wages,
close plants, and fire workers, cut at the heart
of workers’ ability and right to organize and
undermine even the facade of worker protection
in the United States.”™

In the face of such intimidation it would be
impossible to say that new unions face a level
playing field, even given the manufacturing
decline. Countries facing similar declines in
manufacturing have not seen comparable
declines in unionization. There is something
different about the U.S., and it is our legal and
regulatory framework.

Today, thanks to outsourcing and franchising,
the conventional wage-employment relationship
has become rarer. Many workers are often only
contractually related to the corporations that
effectively control their wages and working
conditions. But legislators have failed to adapt
the NLRA to these new employer-employee
relationships and, by barring certain strategies,’

i Such actions include secondary action, which are strikes or
protests undertaken in solidarity by employees of one firm, aimed
at effecting change in a separate but related firm, and multi-
employer bargaining, which is the unionization of workers across
employer boundaries—a particularly effective strategy in today’s
fissured workplace.
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the act prevents workers from organizing
across supply chains or franchises, effectively
preempting workers’ rights to organize.'"®

More recently, the Supreme Court’s ruling in
Harris v. Quinn allowed workers to opt out of
union dues, thereby making it more difficult for
unions to collect contributions for representing
worker interests, and recent campaigns to
expand “right to work” laws to Wisconsin,
Michigan, and Indiana have sought to remove
labor as a political force against conservative
economic agendas in these states.!'® If this
pattern continues, both U.S. workers and the
American economy will suffer enormous costs.

Decline of unions threatens wages and benefits

does their ability to raise wages in the broader
economy.

The disappearance of unions threatens the
health and security of a number of society’s
most vulnerable groups and has had a significant
impact on inequality. For example, in one analysis
of 15 low-wage occupations, CEPR found that
unionized workers were 25 percent more likely to
have health insurance and pension coverage than
their non-union counterparts.’?°

The diminished political power of workers

Beyond fighting for fair working conditions,
strong labor unions once functioned as a
powerful conduit through which the voice

of workers could be channeled into political
action that checked managerial excess. This
countervailing force helped ensure that the
desires of the powerful few did not come to
outweigh the needs of the many. Without that

Declining unionization has taken a toll on working
families in the middle of the income distribution.
Cross-country studies show that deunionization
has driven a significant part of male wage
inequality.''” More recent estimates find that
deunionization accounted for 20 percent of

the rise in wage inequality from 1973 through
2007."® This deterioration is felt beyond unions
themselves. Where unions pass an industry-
strength threshold they contribute to pulling

up standards and wages for all workers, even
those in nonunion jobs.'™® As unions fade, so too

Food service workers at AT&T Park strike.
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conduit, American workers will be left essentially
voiceless.

Weakened labor organization emboldens
corporations, further weakening labor
organization and lowering wages and labor
standards. Meaningful labor reform will have
to address the laws that have long suppressed
worker voices in the United States.

THE SINKING FLOOR OF LABOR
STANDARDS

Stagnating workplace protections
and weak enforcement have
undermined middle-class workers
and imperiled vulnerable low-wage
workers.

Trapped at the bottom of the income
distribution, an increasing number of
people are working full time but not
earning enough to provide even a
basic standard of living.

Poor labor standards and
enforcement have left millions of
workers in poverty, generating
large public social welfare costs and
slowing demand.

While unionization serves as a platform on which
workers can stand to push for better wages

and conditions, legally mandated minimum labor
standards serve as the floor on which that
platform can be built. By guaranteeing minimum
protections and compensation, fair labor
standards help ensure the reasonable safety
and financial health of America’s workforce. But
after years of neglect and sabotage, America’s
labor floor fails even to guarantee a survivable

standard of living, leaving millions of U.S. workers
to suffer from poverty and economic insecurity.

Beyond direct beneficiaries, improved labor
standards bolster wages and conditions across
the low-wage sector as a whole and lead to a
host of broader economic benefits.

Weakening standards for American workers

The structural cause of the falling labor floor is
threefold. First, America’s baseline standards set
a very low bar for compensation and benefits
relative to similar advanced-economy
countries or to a baseline of basic needs.
Second, the standards we do possess have
failed to keep up with inflation and changes
in the economy; some have been slashed.
Finally, in many cases government agencies
fail to enforce standards, leaving workers
open to discrimination and other forms of
abuse.

Our labor standards do not include health
and retirement benefits, and as a result
barely a third of the bottom quartile of
workers receive paid sick days and only 41
percent have access to retirement benefits
of any kind."?" With no public health care
option and no mandate for employers to
provide it, the United States has the lowest
health care coverage rate of all OECD
nations.'??

Despite possessing the power to strengthen
overtime pay, for 40 years the executive branch
has allowed these protections to erode. A lack of
inflation adjustment, along with President George
W. Bush’s lowering of the mandated threshold—
the salary level at which employers are required
to pay overtime—combined to lower the fraction
of salaried workers receiving overtime benefits
from 65 percent in 1975 to 11 percent in
2013.123

REWRITING THE RULES OF THE AMERICAN ECONOMY: AN AGENDA FOR SHARED PROSPERITY 46



Inflation has taken its toll on the minimum wage,
too. The inflation-adjusted value of the federal
minimum wage has fallen from $9.54 per hour
in 1968 to $7.25 in 2014—a loss of nearly a
quarter of its value.’®® And as the real value of
the minimum declined, wages earned by those
working at the bottom fell farther away from
those earning a middle-class standard of living.
As z shows, in 2014, the minimum wage earned
just 35 percent of the average U.S. wage,
compared to 54 percent of the average hourly
wage in the late 1960s.'2°

In other instances, labor standards have
been actively weakened. Under the Bush
administration, millions of employees were
reclassified as independent contractors and
accordingly exempted from minimum wage
and overtime protections and excluded from
coverage under workers’ compensation laws,
Social Security, unemployment insurance,
Occupational Safety and

Health Administration
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wage and 76 percent did not receive overtime
pay to which they were legally entitled.’?” The
$1 billion of stolen wages recovered by various
U.S. government agencies in 2012 suggests a
widespread problem of significant magnitude,
since the vast majority of wage theft goes

r
lity

regulations, and the National  MINIMUM WAGE EARNERS FALLING FARTHER BEHIND THE AVERAGE WORKER
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unreported. Researchers estimated an average
loss per low-wage worker of $2,634 per year
with a national total of up to $50 billion per
year.'28

The roughly 8 million undocumented workers
in the U.S. economy suffer disproportionately
from labor law violations. Providing a pathway
to citizenship for the 11 million undocumented
immigrants in America will bring them out

of the shadows and into formal employment
protections, raising their wages along with the
wages of competing naturalized citizens.?°

Increased poverty at the low end of the (abor
market

Growing poverty and declining wages at the
lower end of the labor market highlight how the
falling labor floor contributes to inequality. In
both the current and previous business cycle
expansion, the poverty rate actually increased—
an unprecedented outcome in a growth period,
which suggests labor protections are perilously
low and are failing to link economic growth with
widespread prosperity.'3°

Beyond minimum wage earners themselves,

the minimum wage appears to set the wage
structure for other workers at the low end of
the wage distribution. Econometric evidence
indicates that changes to the minimum wage can
push up or drag down wages for those just above
the bottom, particularly those in the bottom 10
percent of wage earners.'3' The minimum wage
also reduces poverty, with one estimate showing
that a 10 percent increase in the minimum wage
would reduce poverty by 2.4 percent.'3?

The minimum wage is one of the main
determinants of inequality between those at
the bottom of the distribution and those in the
middle, often measured as the ratio of those

at the 50th percentile to those at the 10th.
Because the level of the minimum wage is set
slightly higher up the wage scale, the weakening
minimum wage is one of the major reasons that
inequality at the bottom has deepened in the
past several decades, particularly for women

and people of color.'33 Researchers at the
University of California, Berkeley Labor Center
estimate that, because the jobs of workers at
the bottom do not pay enough to meet a basic
needs budget, the federal government along with
taxpayers spent nearly $153 billion per year from
2009 to 2011 on Medicaid, the Children’s Health
Insurance Program, food stamps, and Temporary
Assistance for Needy Families.™34

Basic labor rules and standards should ensure
that employers pay workers enough to provide
their families at least the essentials. However,
today a full-time work schedule at the minimum
wage falls short of the federal poverty level for
a family of two—a number that may already be
greatly underestimated. Of all those receiving
Medicaid, food stamps, TANF, or the Earned
Income Tax Credit, 73 percent earn a market
wage and still cannot secure a basic standard
of living through labor income.’3> Beyond low
wages, though, working families are suffering
from uncertain work schedules and a lack of
health care and retirement benefits, all of which
lead to perpetuated cycles of inequality.3¢

Even within the already-vulnerable

category of low-wage workers, poor labor
standards hurt some groups more than others.
Immigrants, women, and racial minorities are
disproportionately represented among low-wage
workers and precarious part-time, temporary, and
informal employees. They are also the frequent
target of labor standards violations.3”

In the case of undocumented workers, research
shows potential to generate growth while
improving conditions. In 2013, economist
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Robert Lynch and immigration expert Patrick
Oakford estimated that delivering comprehensive
immigration reform would boost undocumented
workers’ wages by 15-25 percent and U.S.
economic output by $832 billion to $1.4 trillion
over a 10-year period.'3®

RACIAL DISCRIMINATION

Income and wealth outcomes are
poor for people of color relative to
whites; the disparity has grown since
the financial crisis.

Residential and educational
segregation leads to less opportunity,
and employment discrimination
means that getting a job is more
difficult for people of color.

This structural discrimination

creates large wealth gaps between
whites and other population groups—
inequalities that transmit down
through generations from parents to
children. This is especially troubling
given that people of color make

up a majority of America’s future
workforce.

Racial discrimination—through legalized
segregation in the 19th and first half of the 20th
century and through the de facto segregation
and discrimination that persist today—is a clear
driver of economic inequality in the United
States.

Living in concentrated poverty perpetuates
intergenerational cycles of wealth disparity.
Radically unequal access to education, housing,
and other wealth-building assets ultimately

weakens the employment opportunities for
African-Americans and Latinos in the United
States. This inequality has an institutional basis
and is not just the result of some people’s
personal biases. As the U.S. population becomes
majority-minority by 2050, the systematic
exclusion of a large swath of the population
from economic opportunity will further threaten
efforts to promote both equality and economic
performance of the United States in an
increasingly globally competitive world.'3°

Ahistory of exclusion through rules

During the middle of the 20th century,

the United States made huge public
investments—in education, social services,
and infrastructure—that laid the foundation
for growth. The Gl Bill, perhaps the most
famous example, devoted $95 billion to
help 16 million veterans returning from
World War Il get a college education, get
job training, and purchase a home. But

the benefits of such investments in the
building of the middle class were never fully
extended to include communities of color,
and in fact they excluded African-Americans
in staggering ways. To cite just one example,
“by October 1, 1946, 6,500 former soldiers
had been placed in nonfarm jobs by the
employment service in Mississippi; 86
percent of the skilled and semiskilled jobs
were filled by whites, 92 percent of the
unskilled ones by blacks.”40

Similarly, the New Deal was laden with policies
that were shaped by and reinforced race and
gender discrimination. For example, the projects
of the Federal Housing Administration buttressed
the boundaries of segregation during the Jim
Crow era.' Agricultural and domestic workers,
who were overwhelmingly African-American,
were originally excluded from the Social

Security program.’#? The results of decades of
discrimination reverberate today.
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Sign on a restaurant taken in Lancaster, Ohio, 1938.

This extends to the housing and labor markets.
Recent research has shown that across the
income spectrum African-Americans, Latinos, and
Asians live in higher-poverty neighborhoods than
whites with similar incomes. Disparities between
whites and people of color are worst at the
lowest income levels. Living in neighborhoods of
concentrated poverty is a phenomenon relatively
common for African-Americans, Latinos, and
low- and moderate-income Asians, but almost
unknown for whites.'*3

This also continues today in policing policy.
Currently 2.3 million Americans overall are
behind bars, more than 1 percent of all adults,

a rate that has tripled in recent decades and

is higher in absolute terms than even China’s
prison population.’#* Mass incarceration, which
falls most heavily on populations of color, has
serious consequences for economic equality.
This extends to schools, where African-American
students are three times as likely as whites to be
suspended from school, putting them at risk for
the school-to-prison pipeline.'*>

The lack of a path to citizenship for 11.2 million
undocumented Americans relegates more than
5 percent of the workforce to the shadows,

vulnerable to exploitation beyond the reach

of labor laws.'*® Of these, approximately 85
percent are from Mexico or other parts of Central
or Latin America.'" Undocumented status
reduces bargaining power and the mobility of
workers, and they are more likely to be paid
lower wages for the same work and experience
wage theft and labor violations because they
have no enforcement mechanisms to which to
turn. Undocumented workers pay taxes, though
they receive a proportionally lower share of

the benefits from public services, but studies
show that normalizing their legal status in the
workplace would raise tax revenues as well as
incomes for them and other low-wage workers.'8

Unequal outcomes for people of color

The outcomes resulting from limited access to
education and jobs—structural discrimination—
compound income inequality. Since the

1980s, the unemployment rate for African-
Americans has averaged more than twice

that for whites. While white unemployment
peaked at 8.7 percent in 2010, African-
American unemployment reached 16 percent.
At the recession’s height, white unemployment
remained well below where African-American
unemployment has hovered since 1980.'%°

But the problem is not unemployment alone.
Even for those who do have jobs, workplace
segregation persists.'° As our economy

creates increasing numbers of low-wage jobs,
primarily in retail, food service, and home health
care, workers of color and especially women

are concentrated disproportionately in those
sectors.’! Research suggests discriminatory
hiring practices are in part to blame.’>? In

a recent field test, researchers sent white,
African-American, and Latino applicants with
experimentally varied resumes to apply for entry-
level, low-wage jobs in New York City. Not only
were African-American applicants half as likely as
equally qualified whites to get a callback or job
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offer, but also whites with recent prison records
actually fared as well as African-American and
Latino applicants with clean backgrounds and
similar credentials.’>3

The outcomes are stark. Thirty percent of
African-American children, 28 percent of Native
American children, and 23 percent of Latino
children live in high-poverty areas—compared
to just 4 percent of white children.’>* African-
Americans make up 42.5 percent of students in
high-poverty elementary and secondary schools,
despite accounting for less than 16 percent of
the overall student population. Latino students
make up nearly 31 percent of students in high-
poverty schools while accounting for just 23.7
percent of the student population.’>

The combination of residential and educational
segregation, hiring and workplace discrimination,
and undocumented status means that people

of color are far more likely to

end up in poverty. Poverty rates

are more than double for Native

Americans, African-Americans, and

Latinos than they are for whites $250,000
(27, 25.8, and 23.2 percent

respectively, versus 11.6 percent)

and the numbers are even worse $200,000 -
for children: almost 40 percent of
African-American children and more $150.000
than 30 percent of Latino children '
live in poverty, compared to 12

percent of white children.'s® $100,000 -
The culmination of these structural

factors keeps people of color from $50,000
getting ahead in the economy.

Figure 6 shows the likelihood of 0

upward economic mobility for
children born to parents in the
bottom 25 percent of the income
distribution. For whites born into
the lowest group, 14 percent of

children reached the top quarter of the income
distribution as adults while 32 percent remained
at the bottom. African-American children born to
parents at the bottom of the income distribution
were twice as likely as whites to end up there

as adults; only 4 percent of African-American
children from the bottom climbed to the top as
adults.™”

Institutional practices have also made it

difficult for people of color to build wealth.

After its founding in 1934, the Federal Housing
Administration often refused to insure mortgages
in neighborhoods with more than a few African-
American residents. This practice, called
redlining, denied African-Americans opportunities
to own property and build wealth that could be
passed down to their children.’>8 This wealth

gap becomes self-perpetuating: a lack of wealth
makes it harder to purchase housing and build
equity. A lack of wealth also makes it harder

PEQPLE OF COLOR FACE A YAWNING WEALTH GAP

Net worth of the median household, real 2013 dollars

“WHITE ™ AFRICAN-AMERICAN “ LATINO

$192,500

$141,900

23,600
§19,200 $ $11000 $13700

2007 2013

Figure 6

Source: Rakesh, Kochhar and Richard Fry. 2014. “Wealth Inequality has widened
along racial, ethnics lines wince end of Great Recession.” Pew Research.
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to mitigate poverty, which in turn puts people
further behind in the labor market.

According to analysis of Federal Reserve data by
the Pew Research Center, shown in Figure 7, the
wealth gap between the median white household
and the median African-American and Latino
household is substantial and widening. Although
median net worth over all groups decreased with
the recession beginning in 2007, the decline

left people of color relatively even worse off.

In 2013 the median white household had a net
worth 13 times that of the median African-
American household and 10 times that of the
median Latino household; for both groups median
net worth fell farther behind the median white
household since the Great Recession.'>® Research
shows that the largest drivers of the wealth

gap are years of homeownership, household
income, employment, education, and preexisting
family wealth.'¢® Because of the lack of inherited
wealth in African-American communities,

UPWARD MOBILITY OF CHILDREN BORN IN THE BOTTOM INCOME QUARTILE
70%

63%

SWHITE ™ AFRICAN-AMERICAN

60%

50%

40%

Percent

30%

20%

10%

4%

0% ‘
REMAINED IN THE BOTTOM QUARTILE ~ MOVED TO THE TOP QUARTILE

Figure 7

Source: Hertz, Tom. 2006. “Understanding Mobility in America
Center for American Progress.

”

African-Americans purchase homes when they
are relatively older, and thus take longer to
build home equity, so they have a smaller
cushion during hard financial times.’®” When the
2008 financial crisis hit, African-Americans—
already economically vulnerable—were hit
disproportionately hard.'¢?

Because incarceration or formerly incarcerated
status affects employment, earnings, and
economic mobility, it increases poverty for
individuals and families, but disproportionately
for people of color: 2.3 percent of African-
Americans and 0.7 percent of Latinos are
incarcerated, compared to 0.4 percent of
whites.'®3 According to a 2010 Pew Charitable
Trust report, incarceration “reduces hourly wages
for men by approximately 11 percent, annual
employment by 9 weeks, and annual earnings by
40 percent.” 164

The effects of incarceration transcend an

inmate’s time within the correctional system
and have lifelong, even intergenerational
impacts on economic productivity. Indeed,
many scholars, including Michelle Alexander,
view the prevalence of criminal records as
a modern “Jim Crow,” banishing African-
Americans to second-class status over
multiple generations.'®>

Those with a criminal record have significant
difficulty finding a job for any number

of reasons, including laws that prevent
them from working in certain occupations
and potential legal liabilities pertaining to
employers, plus they are denied access

to important social safety nets like
education and housing.'®® The American Bar
Association uncovered 38,000 statutes with
a collateral consequence for a conviction; 84
percent of these are related to employment,
and 82 percent of them have no end date.
The ABA notes that “a crime committed

at age 18 can ostensibly deny a former
offender the ability to be a licensed barber
or stylist when he or she is 65 years old.”'¢”
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The economic consequences
of structural discrimination

Taking into account both the increasingly
punitive nature of the criminal justice system
and higher unemployment rates from the Great
Recession, most African-American men are in no
better of a position relative to white men than
they were in the late 1960s.'¢8

In addition to the cost of discrimination for
individuals and their communities, structural
discrimination serves as a drag on national
economic performance. There are many
estimates of the costs of discrimination for
African-Americans, including the aggregate loss
of not using existing and potential education and
skills. Chris Benner and Manuel Pastor examined
factors that could explain “growth spells” for
the 184 biggest U.S. regions from 1990 to
2011, and they found that the duration of
these growth spells was strongly connected to
income and race. “The punch line of this work

is that regions that are more equal and more
integrated—across income, race, and place—are
better able to sustain growth over time.”'%%

In sum, a combination of historical exclusion,
segregation, and discrimination has led to
markedly worse economic outcomes for
people of color relative to whites. And children
disproportionately bear the brunt, which

is not only morally reprehensible but also
economically unsound and bad for growth. But
this is a call to action rather than despair: even
the most pernicious effects of race and class
discrimination can be battled with better policy
decisions.

GENDER DISCRIMINATION

Labor institutions and government
policy create obstacles to women
joining the workforce.

Women face structural discrimination

that increases inequality.
Discrimination in wages and access
to work reduces aggregate demand
and hampers growth.

The entrance of women into the workforce
since the 1970s has had profound effects on
economic performance. Between 1950 and
1999, the workforce participation rate for
women 15 and over rose from less than 40
percent to 60 percent. Women’s entrance into
the workforce in the 1970s and 1980s drove
nearly a fifth of real GDP growth.'”°

However, U.S. labor market institutions designed
to support the two-parent, one-income
households of the 1950s have failed to adapt

to the new reality. Gender discrimination at the
workplace, as well as factors such as a lack of
paid sick and family leave and the unavailability
of affordable childcare, have dampened women’s
incentives to participate in the labor force.
Women’s workforce participation is well below its
potential, particularly in the U.S. Indeed, over the
past 15 years, women’s participation in the U.S.
labor force has declined from 60 percent to 57
percent, while it increased in most other OECD
countries.'”

The rules fail to accommodate working women

Lack of pregnancy and maternity protections
often drive women out of the workforce. Among
working mothers without paid leave who lost
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their jobs after staying home with a newborn,
less than half found jobs again within a year.
By contrast, 87.4 percent of mothers with paid
family leave returned to work within a year.'”?

Women who participate in the workforce face
significant hurdles. They comprise two-thirds of
the nearly 20 million low-wage workers in the
country, even though they represent less than
half of all workers. Half of the women working
in low-wage jobs are women of color. Mothers
make up 3.5 times as large a share of the low-
wage workforce as do fathers (21 percent vs. 6
percent).’”3

Meanwhile, occupations considered
predominately female—namely nursing, home
health care, and educational services—remain
undercompensated.'”* Recent studies reveal
that regardless of gender or skill level, workers
in these female-dominated fields earn less than
their equivalents employed outside the “caring
economy.”'7>

A lack of family-friendly policies keeps many
women out of the workforce and

makes it harder for those who are

working to balance the demands

of juggling work, family, and social
responsibilities. A mere 13 percent  100%

The impact of paid leave policy can be seen

in the differences in women’s labor force
participation across a selection of advanced-
economy countries (Figure 8). In the United
States, with no paid leave policy, 74 percent

of working-age women participated in the labor
force in 2013—the same rate as in 1990.
Contrast this with other peer countries, where
paid leave benefits start at 26 weeks and often
extend to both parents, and where smart policies
have empowered women to balance work and
family life, enabling more to participate in work
and contributing to the overall economy.'”®
Reproductive health care is a matter of economic
security. In one study that asked women why
they use birth control, the majority reported that
doing so allowed them to take better care of
themselves or their families, support themselves
financially, get or keep a job, or complete their
education.’8 Research has shown that women’s
ability to plan and space their pregnancies
(through access to birth control) improves
educational attainment and lifetime earnings.'®'
Other studies have shown the multigenerational
impacts of family planning access: When mothers

PAID LEAVE OPENS WORK TO MORE WOMEN

Female labor force participation rate, age 25-54

of U.S. workers have employer- 90% 1990 =203 31%ggy
based paid family leave, nearly 83% 84% 82% 80%
two-in-five private-sector workers 80%  74%74%
(roughly 40 million people) lack 70%
even a single paid sick day, and 60%
fewer than 40 percent have access
to personal medical leave through 0%
employer-provided short-term 40%
disability insurance.’”® Ninety-five |
. 30%
percent of part-time and low-wage
workers have no access to paid 20% -
family leave.’””” A 2013 Oxfam 10%
survey found that 14 percent of % | |
low-wage workers had lost a job UNTEDSTATES ~ CANADA  FRANCE  GERMANY UNIEDKINGOOM  SWEDEN

in the previous four years due to
their own or a family member’s
illness.'78

Figure 8

Source: Authors’ analysis: “Online OECD Employment Database.” Organization

for Economic Development.
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have access to birth control, their children are
more likely to have higher family incomes and
college completion rates.'®? Even though the
Affordable Care Act has dramatically improved
the standard of care guaranteed to women who
have insurance coverage, recent restrictions on
abortion and family planning have made it more
difficult for all women to access comprehensive
health care. '8 These restrictions lead not only
to a series of devastating health consequences,
but contribute to the economic insecurity of

women and their entire families and communities.

The enduring gender pay gap

The wages of U.S. women continue to lag behind
those of their male counterparts of equal age,
education, and professional experience. More
than 50 years ago President John F. Kennedy
signed the Equal Pay Act, which prohibits
discrimination “on account of sex in the payment
of wages by employers.” At that time, women
were paid 59 cents for every dollar paid to their
male counterparts. A half-century has passed
and that gap has shrunk by less than 20 cents;
women today make approximately 78 cents for
every dollar paid to their male counterparts.
African-American and Latina women are paid
only 64 and 56 cents, respectively, for every
dollar paid to white men, equivalent to an annual
loss of nearly $19,000 for African-American
women and $23,279 for Latinas.'®

Economic benefits of gender equality

Addressing these economic and health inequities
is not only a moral necessity, but would also
have significant economic benefits, both for
families and for the economy more broadly.
Implementing equal pay would mean an income
increase for nearly 60 percent of U.S. women.
Two-thirds of single mothers would get a raise
of 17 percent (equal to more than $6,000 a
year), and the poverty rate among these families
would drop from 28.7 percent to 15 percent.
Pay equity would reduce poverty among working

women by half and would therefore reduce the
need for the safety net programs many working
families rely on to make ends meet. The total
increase in women’s earnings as a result of pay
equity would be 14 times greater than combined
federal and state expenditures on Temporary
Assistance for Needy Families.'8>

Continued discrimination against women in the
workforce increases economic inequality, but
also reduces aggregate demand and thereby
stymies economic performance. Raising women’s
labor force participation rate to that of men’s

is a huge boon to economic performance

across nations and would increase U.S. GDP by

5 percent.'® Paying women the same wage as
men for equal work would increase U.S. GDP

by 3-4 percentage points, according to recent
estimates.’®” Considering that the incentive

of equal pay would further increase women’s
workforce participation, the stimulus impact gets
even bigger.

WHAT IF WOMEN EARNED EQUAL PAY?

A
*%v\ The

Nearly

of women

if working women % poverty
were paid the \X ra_te for all
same as men of Q working women
the same age would be

with similar cut in half'

education and .
P —— falling from 8.1% to 3.9%.

6.9 million single mothers

would earn 17% more H

(~$7k)  annually. Poverty
rate among these &
families would

drop from
L ® 78.7% to
15%.

Source: Institute for Women'’s Policy Research: http://bit.ly/iwpregpay
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REWRITING THE RULES



To fix the economy for average Americans, we need to tackle the rules and institutions
that have generated low investment, sluggish growth, and runaway incomes and wealth
accumulation at the top and created a steeper hill for the rest to climb. [t would be easier,
politically, to push for one or two policies on which we have consensus, but that approach
would be insufficient to match the severity of the problems posed by rising inequality.
This set of proposals aims to reduce inequality and improve economic performance by
restructuring the rules shaping the economy. As we discussed in the previous section,

we cannot alter the dynamics of our distorted economy without broad, bold, and
comprehensive measures to put the United States back on track.

The agenda we offer pulls apart the web of
privileges and incentives business lobbyists and
their politicians have woven into the rules of the
economy and our society—and which have led
businesses away from the kind of productive
investments that would lead to robust and
broadly shared economic performance. The
policy reforms we envision would restructure how
businesses, employees, and the public sector
work together to ensure that work delivers a
good standard of living and that we make the
investments needed for the U.S. economy to
thrive and face the challenges of a globally
competitive world.

The approach is two-fold. The first move is to
tame rent-seeking behaviors that unduly reward
those at the top while raising costs for the

rest and reducing the efficiency and stability

of the U.S. economy. As long as the growth of
the economy is predicated on rent-seeking and
financial bubbles, we will not see the investment
in companies, people, and infrastructure needed
for sustainable growth. We begin by looking at
the markets where firms have outsized power—
both to make rules and to extract rents—and
aim to reset the rules so that these markets will
function more productively. Next, we examine
the financial sector, which for years has had

the power to regulate itself and evade public

scrutiny, and we seek to ensure that it fulfills its
societal missions without imposing excess costs
on the rest of society. We also seek to address
rampant short-termism, which has supplanted
productive long-term corporate health. Finally,
we outline tax reform that would reduce rent-
seeking incentives and raise revenue for public
investment.

The second part of our agenda seeks to

restore the rules and institutions that ensure
security and opportunity for the middle class.
The steps along this path are straightforward:
Restore full employment and invest in public
infrastructure. Update and enforce the rules
that protect workers to ensure wages keep pace
with productivity. Reduce obstacles to labor
market participation for all workers, particularly
women, people of color, and immigrants. Finally,
provide affordable and quality public education,
health care, child care, and financial services, as
well as retirement security, to enable families
and individuals—all Americans—to pursue the
American dream through work. To compete
globally in the 21st Century, the U.S. economy
needs to have every cylinder firing.

Some of these ideas are new and some are
familiar, but they all build on renewing the
promise of security, opportunity, and freedom
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from want that America made 75 years ago

as it emerged from the Great Depression and
established itself as the world’s preeminent
power. The New Deal created a baseline of
innovative policies committed to economic
growth, opportunity for all, and protection of
those less able to fend for themselves. President
Franklin Roosevelt developed institutions to
balance government and the private sector

in pursuit of both growth and the common

good. The New Deal set the standard for large
reductions in inequality and huge economic gains
for several generations that followed.

The inequality we are experiencing is a choice,
and we have the opportunity to make a better
choice. Generations still to come will be grateful
if we can deliver on President Roosevelt’s
commitment.

F\,\ pausAme,. 1

fﬂ*t‘\ "ﬂ

[
y

A New Deal Program Poster. Between 1935 and 1943,
the WPA provided almost 8 million jobs.

Fra

de
st
nt
ctor in
row
n goo

TAMING THE TOP

The growth of the top 1 percent was enabled
by specific policy decisions. It occurred when we
removed safeguards that protected consumers
and taxpayers from excesses in the financial
industry and failed to update other common-
sense regulations. It occurred when corporations
cast aside their own long-term interests in favor
of short-term stock gains for shareholders and
distortionary CEO pay packages. It occurred
when we restructured the tax code in ways that
led to more leverage and higher executive pay,
as opposed to more investment in productive
assets. Addressing these issues doesn’t just
address inequality; doing so will also build a solid
foundation for the economy of the 21st century.
To secure the investments needed for future
growth and shared prosperity, we must
circumscribe market power, fix the financial
sector, incentivize long-term corporate
management, and rebalance the tax code. An
agenda to do so is outlined below.

MAKE MARKETS COMPETITIVE

Inequality is exacerbated by power—deviations
of the market economy from the competitive
paradigm. In many sectors, firms have had the

it
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power to raise prices. There is not just market
power, in the sense that the term is usually
understood. There is also political power—the
ability of corporations to secure legislation and
regulations that enable them to charge more

to consumers and to pay less to suppliers and
workers, to get more from the government while
contributing less to the public good. President
Theodore Roosevelt used antitrust laws to curb
both the economic and political power of the
large corporations. The economy has evolved,
but antitrust has not always kept up. It has failed
to attack monopoly and monopsony power in all
the manifestations that have become endemic in
the 21st century.

We need a 21st century competition law

that recognizes that we have moved from a
manufacturing to a service and knowledge
economy, where different principles of
competition are relevant. Below we propose
interventions to restore balance in a few key
areas: intellectual property rights, global trade
agreements, health care prices, and consumer
finance protections. However, many of the
proposals outlined in later sections—from the
financial sector and labor law to monetary policy
to the management of globalization—also aim to
rebalance a network of rules and institutions that
have increasingly exacerbated the imbalances of
political and economic power in the country.

d
(0
rec

av

fro anufac g
ice

edge e y.

» Restore balance
to intellectual property rights

Intellectual property rights, or IPRs, provide

a clear example of how markets cannot be
separated from the human-made rules that
shape them. A legal framework and supporting
institutions must provide appropriate incentives
for innovation and encourage investment. But
incentives must be balanced with the imperative
for innovations and the associated knowledge
to be widely dispersed and accessible in the
interest of fair competition. IPRs can be written
to achieve this balance, but our intellectual
property regime has lost its sense of balance,
with consequences that can be dramatic.

Today in the U.S., IPRs often shield intellectual
property owners from competition in the same
way high tariffs protect domestic industries.
They raise prices paid by consumers, with the
additional payments generating monopoly profits.
In one example, the grant to the company Myriad
of the patents to BRCA genes—the genes that
affect the likelihood of getting breast cancer—
impeded access to life-saving tests and the
development of cheaper and more effective
tests. After the Supreme Court in a pathbreaking
ruling invalidated the patent protection, far
better and cheaper tests emerged. But the
legacy of Myriad’s market power, created by its
patent, lives on; it still has the lion’s share of the
market.

In trade agreements like the Trans-Pacific
Partnership, the United States pushes strong IPRs
without balance, which advances the interests of
the pharmaceutical, software, and entertainment
industries but does not yield the most economic
benefits or—the evidence shows—provide
meaningful incentives for innovators. Insistence
on including excessively stringent IPR protections
would mean that life-saving medicines, renewable
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energy technologies, and other innovations would
be put further out of reach both in the United
States and in trading-partner countries, deterring
more research and development.

Better balance is possible. For instance, in

the United States, we balanced the need for
innovation and access to life-saving drugs with
the Hatch-Waxman Act of 1984, which by 2012
meant that 78 percent of all drugs dispensed

in pharmacies and health care facilities were
lower-cost generics.” Without competition from
generics, drug prices would be even higher than
they are today.

» Restore balance to global trade
agreements

While it is essential that the United States

work with global partners to establish rules for
international trade and investment, the kinds

of rules that we’ve been making through trade
agreements increasingly set the terms of trade
in favor of businesses and against workers and
the public interest in both the United States
and among our economic partners. These rules
determine who will benefit from an increasingly
globalized world, but trade agreements—written
behind closed doors, with the active participation
of firms but no other stakeholders—are failing
to deliver the rules we need for managing
globalization.

One set of provisions that increasingly
increasingly balances the odds against ordinary
Americans is the protections for foreign
investors that U.S. negotiators insist other
countries must adopt in the so-called investor-
state dispute settlement mechanisms. These
provisions create private international arbitration
panels in which investors can sue governments,
and parties have no recourse to legal review

and appeal. While investors should be protected

against rogue governments seizing their assets
or formulating policies that discriminate against
specific firms, this is not what these provisions
are about; investors can already buy insurance
against such outcomes from the World Bank’s
Multilateral Investment Guarantee Agency as well
as some U.S. government programs for insuring
investment. Rather, the real intent of these
provisions is to impede health, environmental,
consumer safety, and even financial regulations
meant to protect the public interest from
egregious business practices. That’s why U.S.
negotiators insisted on including such investor
protections in an agreement with the European
Union—where the rule of law and protections
against expropriation are already on par with the
United States. By limiting the scope for policy in
the public interest, investor protections actually
make it harder for trading-partner countries to
raise their own standards and make it easier

for companies to move production offshore or
extract wage concessions with such threats.

Trade agreements with true high-road standards
for the global economy—be they in labor

rights or environmental, consumer, and public
health protections—would have rules where

the benefits of an agreement are only made
available contingent on certified compliance with
standards. In other words, businesses wishing to
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trade with businesses in the United States under
the terms of an agreement should be audited and
certified by a credible, independent third party
such as the International Labor Organization;
certification then buys the company a right to
trade under the preferential treatment of a trade
agreement. This requirement has been shown

to work to raise standards—for example, among
Cambodian garment exporters—in contrast to
the enforcement model of other U.S. agreements
covering trade from Bahrain to Bogota on which
the Trans-Pacific Partnership is based.?

Getting the rules right on trade begins by not
exporting to other countries the economic rules
that have led to skyrocketing inequality in
income, wealth, and political influence. While
much of the “trade policy” agenda focuses

on technical legal aspects of international
economics, we also know that international
agreements don’t create trade, people do.
Policies outlined elsewhere in this report aiming
to establish true equality of opportunity and to
tame the excesses of market power for a more
open and broadly beneficial market competition
will also be key to ensuring that people in the
U.S. economy can seize on and create the
opportunities made possible by a world with
deepening globalization.

» Provide health care cost controls by
allowing government bargaining

Firms across the health care industry, from
hospitals to insurance companies to drug
makers, have been allowed to consolidate and
expand, reducing competition and thus raising
prices. Additionally, government has legally
circumscribed our own ability to negotiate costs.
Indeed, U.S. health care costs are the highest in
the world—we spend more (both absolutely and
as a percentage of GDP) than any other country,
and yet outcomes are disappointing, far poorer

than many countries that spend significantly
less.? By bargaining with drug companies

for bulk purchases, the U.S. Department of
Veterans Affairs pays 40 percent lower prices
for prescription drugs than typical market
prices.* In contrast, the 2003 Medicare Part D
expansion explicitly prohibited negotiating for
lower drug prices, meaning senior citizens and
taxpayers pay significantly more for drugs.> The
federal government should establish a national
prescription drug formulary, establishing the
cost effectiveness for all prescription purchases
covered under all public health insurance plans,
not just those for veterans. Competition to

be one of the recommended medicines on the
formulary—with a high benefit cost ratio—will
drive down prices.

» Rebalance the rules for bankruptcy by
expanding coverage to homeowners and
students

When individuals or corporations can’t repay
what is owed, a bargaining process usually
follows. The legal backdrop—what happens

if the parties can’t reach an agreement—
determines the relative bargaining power of
the different creditors and the debtor, and
shapes the outcome of the bargaining process.
Changing the rules to favor creditors—as we
did in the Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005—provides a
clear example of how the legal and institutional
framework shapes the economy and increases
inequality. While we did not circumscribe
practices like predatory lending or usurious
interest rates that ultimately led to situations
where large numbers of Americans became
overindebted, we did strengthen the bargaining
power of banks.

Similarly, current bankruptcy laws favor certain
sets of debtors and lenders over others. We
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changed the bankruptcy laws to prioritize
repayment on derivatives—the financial products
from which the banks make so much money—
over repayment of debts to workers. At the
same time we made student debt more difficult
to discharge than loans taken to buy a yacht.

Simply reversing these changes would be a
start in restoring balance. Removing the special
protections for derivatives in bankruptcy, a
feature that benefits Wall Street but actually
makes firms more risky as they rely more on
these exotic instruments, is essential in reducing
the excessive financialization of the economy.
Removing some of the most burdensome
elements designed to make filing harder will
help individuals move on from the misfortunes
that can happen throughout life. Of course, a
large fraction of personal bankruptcies in recent
years has been a result of a medical emergency,
an extended period of unemployment, and
especially a combination of the two.¢ The

health care reforms already enacted and the
reforms in macroeconomic policy discussed
below—combined with curbing the predatory
and exploitive activities of the financial sector—
should make the occurrence of bankruptcy and
financial hardship more rare.

But there is more we can do. A homeowners’
chapter 11, analogous to corporate chapter 11,
would keep families in homes and give a fresh
start to families overburdened with debt.

FIX THE FINANCIAL SECTOR

A recurrent theme of this report is that the
financial sector has not been performing the
tasks that it is supposed to: managing risk,
allocating capital efficiently, intermediating
between savers and investors, providing funds
for investments and job creation, and running
an efficient 21st century payments mechanism.

Rather, it has mismanaged risk, misallocated
capital, prioritized exploitation and market
manipulation, and created an extraordinarily
expensive payments mechanism, out of tune with
the advances afforded by modern technology. A
well-functioning economy needs to have a well-
functioning financial market. Financial markets
are important. Unfortunately, our financial
market, while not performing the critical tasks of
providing capital to worthy endeavors, has given
rise to enormous inequalities and has resulted in
poorer economic performance—Ilower growth and
more instability.

As a result, the economy is weaker and more
prone to bubbles and panics. The Dodd-Frank
Act was an excellent start, but the legislation did
not change the structure of the dysfunctional
system. Further reform can and should reduce
the risks of the financial sector to the economy
as a whole, increase transparency, combat short-
term time horizons, enhance competition, reduce
the scope for rent-seeking, and make sure that
banks fulfill their primary social responsibility of
providing the financing that firms need to invest
and innovate.

The goal of the financial sector reforms we
propose are two-fold. First, we aim to prevent
the sector from imposing harm on the rest of
society, either on individuals (as evidenced in
predatory lending and market manipulation) or on
the economy as a whole (through the systemic
effects cascading from individually reckless
financial behaviors).

Second, we aim to develop a financial system
that actually serves our society—for instance
by helping to effectively finance small business,
education, and housing. If the middle-class

life is to be attainable for all, we will have to
have financial products and a financial system
that supports its flourishing. It is regrettable
that almost all of the discussions of reforming
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the financial sector have focused on the first
goal—simply preventing harm. Taking away
opportunities for high profits from anti-social
activities holds out the promise that the
sector might refocus its attention on what it is
supposed to be doing. But there is more that
can be done, and in later sections, we provide
examples.

In this section we focus on the first goal:
curbing the current system’s risks to the overall
economy and curtailing practices that directly
cost consumers. We propose an agenda that
ends “too big to fail,” reduces the risks in
“shadow banking,” increases financial market
transparency, makes a more efficient payments
mechanism by limiting credit and debit card fees
and enhancing competition, enforces rules with
stricter penalties, and reforms Federal Reserve
governance. Later in the report we will outline
plans to improve financing of essential elements
of a successful life, like paying for a college
education or buying a home.

» End ‘too big to fail

We have yet to undertake the reforms needed
to end too big to fail and thus reduce the
potential for failure of large financial institutions

to damage the broader economy. Banks that

are backed by the government and are so big
that their failure will cause the entire economy
to contract don’t need to internalize the costs
of their failures and can reap huge benefits

from risky bets. They have a perverse incentive
to take on excess risk, knowing that should a
problem arise they will be bailed out, with losses
being borne by others. This, of course, is exactly
what occurred in the 2008 financial crisis, the
impacts of which still reverberate throughout the
economy.

Despite recent experience, banks are still not
only too big to fail, but also too big to manage —
evidenced by repeated failures like the “London
Whale.”" And even when they are not too big

to fail, they can be too interconnected, too
interlinked to fail: with excessive linkages (e.g.,
those associated with CDs and derivatives), the
failure of one institution can lead to a cascade of
other failures—stoppable only with a government
bailout. That is why interlinkages need to be
transparent and regulated.

The Financial Stability Oversight Council should
assess large, systemically risky financial firms
with an additional capital surcharge above what
regulators currently assess under the Basel
Accords in order to make failure less likely and
more manageable. Moreover, being too big to
fail (or too interconnected to fail) gives banks
an advantage: they don’t have to account for
the costs their failure poses to the system

as a whole, and get a subsidy as a result. The
surcharge corrects for a market distortion that
otherwise would favor such banks, even if they
are not more efficient than smaller ones.

A surcharge would force banks to internalize the
true cost of their risks and improve economic

i The so-called “London Whale” refers to a trader (or a group
of traders) at the JP Morgan London office who lost more than
$6 billion for the bank in a series of risky derivatives bets over
the course of 2012. The incident high-lighted lacking oversight
both internally and on the part of regulators.

REWRITING THE RULES OF THE AMERICAN ECONOMY: AN AGENDA FOR SHARED PROSPERITY 63



An Occupy Wall Street protester outside of Bank of America
in2011.

efficiency, while insulating taxpayers from
the costs of failed institutions. And, to avoid
the unproductive debate over how to exactly
quantify “systemically important financial
institutions,” the requirements should be
graduated rather than set to a specific level.

Further, if firms are incapable of producing “living
wills” that the Federal Reserve and the Federal
Deposit Insurance Corporation believe show how
they can unwind in bankruptcy without causing
massive costs to the rest of the economy, then
these institutions need to be broken up along
business lines and by size so that potential
failures can be better managed. In addition, living
wills and their analyses should be made public.
The wills have to be designed to work not just

in normal times but also in the abnormal times
associated with a financial crisis.

» Regulate the shadow banking sector
and end offshore banking

Among the too big to fail financial institutions
are shadow banks, which are nonbank financial
institutions that engage in lending. They include
money market funds, insurance companies like
AlG, and even automakers. Even though these
nonbank financial institutions were integral to
the causes of the financial crisis, with many of
them having to be bailed out, post-crisis reform
hasn’t done enough to address the enormous
risks inherent in the sector’s opaque activities
and non-arms-length lending.

The shadow banking sector continues to grow
while remaining insufficiently regulated.” In fact,
much of the activity in the shadow banking
system is motivated not by its greater efficiency
but simply to circumvent regulations designed
to ensure the stability and efficiency of the
financial system. We must not only address the
regulatory defects that have allowed this sector
to grow too fast. The crisis revealed that our
regulatory structure was not up to the task ; it
hadn’t adapted to the new ways that credit was
provided within the shadow banking system. But
by general consensus, in the aftermath of the

Banks are still
not only too
big to fail, but
also too big/to
manage.
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crisis, the shadow banking system continues
to be inadequately regulated. It is a matter of
choice that we have failed.

For instance, regulation should improve
transparency in the entities considered shadow
banks. As just one example of how to increase
transparency, the Securities and Exchange
Commission should reevaluate and expand

on its recent ruling on money market mutual
funds, whose vulnerabilities in the financial crisis
sparked a panic. Requiring all money market
mutual funds to have a floating net asset value
would help to shore up money market risks.8

We also need to clarify the government’s role as
a lender to these nonbank financial institutions.
The current ambiguity increases overall risk.
During the 2008 financial crisis, the Federal
Reserve radically expanded its ability to function
as a lender of last resort and provided liquidity
services to the shadow-banking sector, thus
expanding the too-big-to-fail subsidy to an even
broader set of institutions. Emergency lending

is crucial in a crisis, and one of the powers the
federal government has to help mitigate the

risk of a financial panic. But without clear rules,
guidelines, and limits, these powers can become
subject to serious abuse. As a result, Congress,
under the Dodd-Frank Act, requires the Federal
Reserve to only establish an “emergency lending
program or facility [that] is for the purpose

of providing liquidity to the financial system,
and not to aid a failing financial company” in a
crisis. The Fed was required to establish clear
procedures to meet that goal but has dragged
its feet, writing a weak rule that insufficiently
clarifies its role.® The Federal Reserve must write
clear rules outlining the government’s role in
back-stopping the shadow banks. It must ensure
the regulatory framework is sufficiently strong
that such back-stopping is truly a rare event; and
it must impose charges on the shadow banking
system for the costs imposed on society.
Congress should take action if the Federal

Reserve makes no progress in writing these rules.

Most importantly, there needs to be a re-
examination of the extent to which shadow
banks and offshore financial centers are used

to end-run the regulations designed to ensure

a safe and sound financial system. It is hard to
understand what true economic advantages—
other than regulatory circumvention—Cayman
Islands or other offshore banking centers have
over those located onshore. The U.S. has the
requisite financial expertise—indeed, much of the
management of the offshore accounts is actually
done in the U.S."°

» Bring transparency to all financial markets

Opaque activities in finance are not limited to
credit intermediation. The uncompetitive and
often undisclosed fees associated with asset
management, particularly those from alternative
management vehicles like private equity funds
and hedge funds, are a driving source of
financial sector growth, profits in that sector,
and the income share of the top 1 percent."
Furthermore, most investors in IRAs and other
financial products don’t understand the rules
under which they operate—that the managers
of such funds are not even held to a fiduciary
standard and can be conflicted. Of course, any
excess fee is simply a transfer of wealth from
regular investors in these pension funds or
savings vehicles to those in the financial sector.

Already, thanks to a provision of Dodd-Frank
that requires private equity to register with the
SEC, significant amounts of fraud or substandard
behavior have been disclosed. As the director

of the SEC’s Office of Compliance Inspections
and Examinations put it after investigating a
sample of 150 newly registered private equity
advisers: “we have identified what we believe
are violations of law or material weaknesses

in controls over 50 percent of the time.”"?
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Congress should expand the SEC’s mission,

and require private equity and hedge funds to
disclose holdings, returns, and fee structures.
The SEC should provide additional regulatory
scrutiny and investor advice on these deals. This
will formalize their regulation, making it similar
to mutual fund regulations; the competition
that will follow from this price transparency will
help reduce financial rents. (Later, we discuss
further reforms to help protect those saving for
retirement.)

» Reduce credit and debit card fees

High consumer fees on credit and debit card
transactions are one clear symptom of abuse

of market power in the financial sector. Modern
technology should enable the transfer of money
from an individual’s bank account to that of

the merchant from whom he or she is making a
purchase to cost but a fraction of cent. Instead,
the fees credit and debit card companies charge
merchants—often 1-3 percent or more of the
cost of the transaction—do not reflect the value
of services provided but rather a monopoly rent
on what is essentially a public good of networked
payments infrastructure. Ironically, financial
institutions often lobby against taxes that
increase transaction costs at far lower rates by
arguing that the added fee will hurt business.

The Durbin amendment to the Dodd-Frank bill
was supposed to bring down the excessive
fees that the debit card companies impose

on merchants (and which are passed along

to consumers in the form of higher prices).
Increased prices from monopoly power, as

we noted, are just as important in lowering
standards of living for ordinary Americans as
decreased nominal wages. But Dodd-Frank
delegated responsibility for the implementation
of the regulation to the Federal Reserve, which
has not sufficiently reduced the fees. Further,
the Durbin amendment was limited to debit

cards, leaving the even more important credit
card market open to unrestrained monopoly
power. Recent court decisions hold open the
promise that the market will be more competitive
in the future, but we should not rely on this.

We need to make sure that the market acts
competitively, and that the financial sector does
not exploit its market power over the payments
mechanism.

» Enforce rules with stricter penalties

The enforcement of the rules is just as important
as the rules themselves. And in the past decade
there’s been a shift away from strict criminal
enforcement of financial regulation. Fewer, if
any, cases go to court. Instead the SEC and

the Justice Department settle with favorable
conditions, such as deferred prosecution
agreements. Under these agreements, the parties
regularly don’t admit to any wrongdoing, or even
pay penalties commensurate to their benefits. No
individual is held directly accountable. The fines
that are paid come from shareholders and are
tax deductible; the perpetrators of the offenses
aren’t necessarily punished or made to give back
their compensation.’® Enforcement has swung
toward these favorable deals instead of serious
consequences and convictions for wrongdoing.

The firms promise not to engage in the
proscribed activity (which they have not
admitted doing), but then they are repeatedly
hauled up for engaging in similar activities. It is
clear that the kind of enforcement we have is
not acting as a sufficient deterrent.

The SEC and other regulatory agencies should
instead focus on more strict enforcement, and
Congress should hold the agencies accountable if
no progress is made. No company should be able
to enter into a deal like a deferred prosecution
agreement if it is already operating under

such an agreement. These agreements should
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face stricter judicial review and scrutiny. And
compensation schemes should be designed so that
perpetrators face significant consequences—for
instance, a clawback of bonuses and a reduction in
retirement benefits.

» Reform Federal Reserve governance

The mindset of who enforces these rules also
matters. Many of the regulations in the financial
sector are enforced by the Federal Reserve. And
the leadership at the Federal Reserve is too often
influenced by the largest financial interests rather
than by small lenders and borrows. Reforms to
the governance structure of the Fed should focus
on reducing the conflicts of interest that seem

so apparent and reforming the process by which
officials are chosen.

Concern about the Fed’s behavior has focused

mostly on its conduct of monetary policy and the
management of the 2008 bailout.

$800 BILLION BAILOUT

Saving the financial system did not trickle down to ordinary mortgage

holders or average workers, who lost over 4 million homes and whose
real median income declined nearly 8 percent between 2007 and 2013.

The enforcement
of the rules is
just as important
as the rules
themselves.

On the right, many argue for a rules-based
system—monetarism, under the influence of
Milton Friedman, called for the money supply

to increase at a fixed rate. But the evolving
structure of the economy largely discredited the
applicability of such theories. On the left, there
was a concern that the Federal Reserve reflected
more the interests of financial markets, with
their focus on inflation, than the economy as a
whole, or workers in particular, who were more
concerned with unemployment. Even officials
who did not come from Wall Street appeared

to be “cognitively captured.” These issues
received heightened attention in the aftermath
of the 2008 crisis, when the Federal Reserve
appeared unwilling to disclose many details of
what it, together with the Treasury, had done.
Among the beneficiaries of the largesse were
the institutions whose executives had served on
the committees selecting the head of the New
York Fed. And numerous reports raised questions
about the appropriateness of Fed actions, many
of which reflected de facto subsidies, of enormous
proportions, to certain institutions. The Fed

is a public institution; it has been given public
responsibilities in the macro-management of

the economy, the conduct of bailouts, and the
regulation of the financial system.

A 2011 study by the Government Accountability
Office found significant scope for improvement in
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management of conflict of interest.'* Employees
and members of all the regional boards of the
Fed should be required to disclose all potential
conflicts of interest (defining that very broadly);
individuals with any significant conflict of
interest should be precluded from employment
or membership in the board of any regional

Fed; members should be required to recuse
themselves from decision making in cases with
any possible conflict of interest; and members
should be held to a revolving-door agreement
that preventsworking for the financial industry
for some time after their term of service. On top
of this, the way in which boards and officers of
regional Federal Reserve banks are chosen should
be subject to transparent and accountable
elections.

INCENTIVIZE LONG-TERM
BUSINESS GROWTH

Short-termism is not just a major problem for
our corporations; it’s a problem for the economy
overall. Previously, we explained how the rules
governing corporations and taxes on capital and
top incomes have changed to favor short-term
shareholders and CEOs that chase short-term
stock price gains above all else. Not only have
the resulting changes in behavior led to greater
inequality, but the short-termism undermines real
investments that create the potential for long-
term economic growth. Short-termism distorts
our economy, leading to lower investment,
including in our workers, and weak job creation.

We propose an agenda that will incentivize
corporate investment in capital equipment,
research and development, and workforce
development, thereby increasing economic
dynamism and innovation. To do so we must
realign CEO pay incentives, enact a financial
transaction tax to curb short-term trading, and
empower longer-term stakeholders.

» Restructure CEQ pay

Earlier, we explained how executive pay does
not provide the desirable incentives that its
advocates claim, but that stock options actually
distort incentives—including the distortions so
evident in “creative accounting” that contribute
to the misallocation of capital.'” It also has

a crucial effect on inequality in the economy

as a whole. When CEO pay is sky-high, it then
creates social norms that drive up the salaries of
executives at non-profits and other institutions,
exacerbating inequality further.

The easiest way to begin addressing executive
pay is to adjust the tax code, which privileges
compensation of executives through equity-
heavy compensation, particularly stock options.
Eliminating or curtailing the performance-pay
loophole (by which excessive CEO pay receives
favorable treatment) not only would help address
executive pay, it would also discourage CEOs
from behaving like financial speculators. Congress
should maintain the current $1 million cap on

the deductibility of executive compensation
reform and eliminate the exception for so-called
performance pay; this deductibility should also
be expanded to the highest paid executives in a
company overall.i

There are other steps that government can

and should take. There needs to be more
transparency. The SEC should finally implement
the Dodd-Frank rule that requires companies

to disclose the ratio of executive pay to the of
median employee salary. There should be strong
disclosure requirements concerning the dilution
of shareholder value as a result of stock options.
And there needs to be better, more transparent
reporting of the full value of executive
compensation for each corporation. Current
reporting of compensation packages is often

ii Changes to deductibility of performance pay should also be
expanded out from public companies to all companies that have
quarterly filing with the SEC.
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opaque with the complete value buried in the
complexities of stock option issuance. The SEC
should require corporations to state the value
of compensation in simple, easy to understand
language.

Shareholders should have a say in the pay that
the companies they supposedly “own” give to
their executives. There should be mandatory
shareholder votes on executive compensation
on an annual basis. With so many boards

of directors stacked with friends of the
management—and often with CEOs from other
companies, who know their pay will go up if that
of other firms increases—the boards cannot be
expected to provide a check against exorbitant
compensation. A further proposal would peg
corporate tax rates to the ratio of CEO pay to
median worker pay (or even to the minimum
pay). Of course, this would depend on the SEC
finally implementing the CEO-to-worker pay-ratio
disclosure rule.

» Enact a financial transactions tax

Short-term financial transactions

can contribute to economic volatility without
providing any larger benefit to the economy

as a whole. These transactions also point the
financial markets toward a short-term focus over
the interests of longer-term shareholders and
stakeholders. A financial transaction tax would
penalize short-term traders and incentivize
longer holding periods, thus reducing instability
and encouraging longer-term productive
investment. Further, a financial transaction tax
even at very low rates would raise considerable
revenue.

Before 1975 the financial sector charged a
fixed brokerage commission on trades that,

iii Our current Say-on-Pay rule is non-binding.

for consumers, functioned like a tax. There

is little evidence that the elimination of this

fee improved financial markets, and financial
transaction taxes are currently employed without
negative consequence in vibrant financial centers
like London and Hong Kong, so there is little
reason to believe that a tax on transactions
would present a major disruption.'” Further, in
the U.S. many brokerage houses and investment
firms charge high transaction costs to consumers
and have fought regulations that would

reduce these costs—for example on managing
retirement accounts. The difference, of course,
is to whom the cost accrues. For the average
investor in a 401(k), a financial transaction tax
would present a minimal expense.'® Congress
should pass a financial transaction tax designed
to encourage productive investment.'®

» Empower long-term stakeholders

The current tax code plays a role in incentivizing
short-term behavior. Now, taxpayers can get the
tax benefit of so-called long-term capital gains if
the asset is held for just one year—a period too
short to provide a meaningful positive economic
impact. While the benefits of the preferential tax
treatment for capital gains are ambiguous, there
are clear costs of short-term speculation and
the myopic short-termism to which it gives rise.
There should be a surtax on short-term capital
gains given the negative externality of the
trading behavior incentivized.

Indeed, in their recent work Patrick Bolton and
Frederic Samama propose that corporations
themselves provide incentives to long-term
investors through “loyalty shares.”?° The firm
would require shareholders to hold stock for

a set time period before rewarding additional
returns. There is no silver bullet here, but

by adjusting the rules surrounding corporate
governance we can make a significant difference
in our economy.
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For an additional strategy to improve long-
term management of corporations, we suggest
that workers must have a say in corporate
governance, specifically by including a
representative of employees on the corporate
board. Further, those managing retirement
accounts of any kind should lead the way in
acting in the long run interests of the holders of
the account. They should be obligated to avoid
all conflicts of interest and, especially in the case
of worker pensions, ensure the corporations

in which they invest act in a responsible way,
with good corporate governance and an eye to
long-term value, good labor policies, and sound
environmental policies.

REBALANCE THE TAX
AND TRANSFER SYSTEM

Changes to the U.S. tax structure hold enormous
potential for reducing inequality and improving
the equality of opportunity for Americans—in
no small part because the United States ranks
among the least redistributive countries in the
OECD.?" Taxes are not only an important way
to raise revenue for critical public services and
growth-enhancing investments, but they can
also improve incentives for economic behavior.
Snowballing changes to the tax code under
supply-side rationale over the past 35 years,
however, have prioritized tax cuts and subsidies
focused on those at the top, placing a greater
tax burden on the rest and causing neglect of
critical public investments.

We propose an agenda that would use the tax
code to structure incentives that reward work,
not rent-seeking or speculation. By eliminating
the special provisions that distort the economy
and increase inequality, we can raise substantial
amounts of revenue that can be used for public
investments, like education, infrastructure,

and technology, that would create a stronger
economy, reduce inequalities, and increase

opportunity. The most clear-cut changes require
raising the top marginal income tax rate, ending
preferential treatment of capital gains, cutting
the step-up basis at death, and improving
enforcement.

» Raise the top marginal rate

As we saw in our analysis of the current rules,
lower marginal tax rates at the top not only
reduce public revenue, but also can distort the
economy by actively encouraging rent-seeking.
Cuts to the highest marginal tax rate not only
increase post-tax and transfer inequality, but also
raise the incentive to bargain for more income
at the higher end of the income distribution and
evade taxes by disguising labor income as capital
income.?? Improving the incentives thus not only
raises more revenue, but will improve the equity
of pre-tax incomes.

Further, at the highest incomes, many pay much
less than the nominal tax rate due to provisions
of the tax code that favor the rich. The current
tax policy gives favorable treatment to the forms
of income received by the wealthiest Americans.
Other taxes like sales and payroll taxes are
regressive. Finally, many tax deductions, like the
mortgage deduction on second or third homes,
favor the rich.

Increasing the marginal tax rate at the top,
converting all deductions into tax credits, and
limiting the ability to use tax credits would

go a long way to restoring progressivity. A 5
percent increase on the top 1 percent’s current
income tax rate would raise between $1 trillion
and $1.5 trillion of additional revenue over 10
years.?® To put this in perspective: for an extra
$50,000 taxed on every $1 million of a wealthy
individual’s income, the United States could
make all public college education free and fund
universal pre-K.2*
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» Enact a Fair Tax

The preferential treatment of capital
gains and dividends—income received
almost entirely by the richest
Americans—is one of the most important
reasons that those at the top pay less
than ordinary taxpayers. Warren Buffet

is famous for pointing out that he pays

a lower tax rate than his own secretary.
The concentration of capital income is
even more extreme than that for labor
income. America’s wealthiest 0.1 percent
pay a lower rate than the next wealthiest
0.9 percent.?> Meanwhile, most
Americans earn negligible capital income
outside already tax-sheltered retirement
savings accounts or on home sales—for
which a periodic exemption exists, but
pay full federal tax rates on their labor
income.

A “Fair Tax” is the widely discussed
proposal to tax all forms of income at
the same rate, which would not only
promote fairness but would also reduce
the economic inefficiencies caused by
the enormous efforts spent by individuals
attempting to convert income into forms
that are tax-preferred.

At the highest
Incomes, many pay
much less than the
nominal tax rate due
to provisions of the
tax code that favor
therich.

INCREASING TAX AT THE TOP

50/0 —

INCREASE ON THE

TOP 1 PERCENT'S CURRENT

INCOME TAX RATE OVER 10 YEARS

®->

$50,000 ON EVERY
STMILLION OF A WEALTHY
INDIVIDUAL'S INCOME

We now know that the argument put forward by
advocates for capital tax breaks—that they spur
investment—is wrong.?® Rather, cuts in capital
gains rates have served to reward speculation as
opposed to work. This policy is costly: in 2013
the U.S. government lost $161 billion in revenue
as a result of low capital gains tax rates. Further,
the CBO estimated that 90 percent of the
benefits of this provision went to the wealthiest
20 percent of Americans and 70 percent to the
top 1 percent.?’

The United States should tax capital gains
income at the same rate as labor income. To
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discourage volatile short investments and the
associated short-termism that is so widespread
today and which undermines long-term
investment, short-term capital gains should

be taxed at an even higher rate. Targeted tax
breaks can be used to incentivize specific forms
of productive investment. Because under the
current tax regime capital gains are taxed only
upon realization—giving owners of capital the
opportunity to postpone their taxes—the U.S.
should create a “constructive realization” regime,
under which capital gains are taxed as they are
accrued.

There is one more important change: the
provision for step-up in basis at death needs to
be eliminated. This provision allows all of the
capital gains earned during an individual’s life
to escape capital gains taxation when the asset
is bequeathed, meaning a small number of the
wealthiest families pass on wealth tax-free in
perpetuity.

» Encourage U.S. investment
by taxing corporations on global income

The current U.S. tax code allows corporations to
defer paying U.S. taxes on profits earned abroad
until the profits are repatriated. The provision
has the perverse effect of encouraging the
corporations to keep profits abroad as opposed
to using the funds for U.S. investment. Those
who argue the U.S. should tax corporations only
on activities that occur within the U.S. are in
fact arguing to exacerbate this problem. What
many multi-nationals really want is a race to

the bottom: for the U.S. to compete with other
countries to get investment by offering the
lowest corporate tax possible.

One option is to replace the transfer price
system with a formulaic approach that would
tax firms on their global income in a fair and

comprehensive way. Individual states in the U.S.
solved the problem of taxing corporations fairly
among the states by establishing a formula
that assesses the fraction of company sales,
employees, and capital within each state, and
taxing the firm accordingly.

The U.S. could also establish a complementary
minimum tax on all global income—for example,
requiring U.S. corporations to pay 10-15 percent
on global profits, with a tax-credit for taxes paid
to other jurisdictions. The resulting tax structure
would virtually eliminate incentives to move
production abroad for tax purposes.

» Enact pro-growth, pro-equality tax policies

Beyond the proposals specifically outlined above,
there is a range of pro-growth and pro-equality
tax reforms that can both raise revenue and
rebalance misaligned incentives.?® One general
principle of taxation—known as the Henry George
principle—is that we should tax things that have
an inelastic supply, like land, oil, or other natural
resources. The 19th century progressive Henry
George argued that because land does not
disappear when taxed, it can be taxed at high
levels without negatively distorting the economy;
there is effectively no supply response.?® Even
better, we can tax factors or behavior that do
harm the economy.

Just as a financial transaction tax would help to
curb short-term trading behavior that imposes
negative externalities on the broad economy,
we should tax pollution (including carbon
emissions), a move that can raise revenue while
improving economic efficiency.

Eliminating expenditures that accrue to the top
is an obvious choice for improving efficiency and
reducing inequality. Agriculture subsidies, where
most of the money goes to a relatively small
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number of rich farms or passes through to a
relatively small number of monopoly agribusiness
processing companies, are one example. But
there are many other instances of corporate
welfare. Noncompetitive bidding processes for
the sale or lease of government-owned natural
resources or for the purchase of armaments or
prescription drugs under public programs are
examples of policies that distort markets and
take money away from better uses, even as they
enrich those at the top.

GROWING THE MIDDLE

The above recommendations aim to reward
productive investment and work, reducing
damaging “rents” and maximizing the social
benefits of resources and assets. As part of
rebalancing, it is equally critical to grow the
economy for everyone. We propose four major
approaches to spur widespread growth:

Bring us to full employment, in
part by increasing investments
in our future.

Reform the labor market to
ensure that everyone benefits
from an economy that is
working at full steam.

Reduce the obstacles that
exclude working families from
accessing opportunities for
employment or career growth.
Provide genuine economic
security and opportunity for all
Americans by expanding access
to the essentials of middle-
class life.

Eliminating
expenditures that
accrue to the top is

an obvious choice for
improving efficiency
and reducing inequality.

We note that this is also an investment agenda.
We are investing in our economy, in our workers,
and in our people. Whether it’s full employment
or access to education, these investments are a
crucial role that the government must carry out.
In that vein, these policies are simultaneously
pro-equality and pro-growth. These are ideas
that benefit the economy overall, by making
people more productive and giving them
more opportunities. And they also make
sure workers can get their fair share, while
ensuring that every American has access to
the necessary goods to lead a full and rich
life.

MAKE FULL EMPLOYMENT THE
GOAL

Eight years after the Great Recession
started, the economy is still not running

at full capacity. Labor force participation
rates remain significantly below their 2000
levels—in fact, lower than they have been
since 1978.3° There remains a sizable gap
between what we could be producing and
what we are actually producing. Indeed, we
are some 15 percent below where we would
have been if the trend growth between
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1980 and 2008 had been maintained. A weak
labor market is one of the reasons that wages
have stagnated. More rapid growth accompanied
by higher employment would reduce inequality
and increase future growth potential. Indeed,
with excess capacity and low interest rates—
real interest rates at which the government can
borrow are actually negative—this is an ideal
time to make the investments that would help
restore full employment and promote long-term
growth.

The federal government can use key
macroeconomic tools to prioritize full
employment and tighten labor markets. We
propose that the Fed emphasize full employment
as the goal of monetary policy and that Congress
enact a large infrastructure investment to
stimulate growth.

» Reform monetary policy
to prioritize full employment

In recoveries from recent recessions, the Federal
Reserve has raised interest rates prematurely,
before labor markets have gained sufficient
strength to restore bargaining power to workers.
Despite its founding in response to crisis—the
Panic of 1907—the Fed has overemphasized
low and stable inflation at the expense of full
employment and stable output, or even financial
stability. This prioritization of price stability is
one reason that over the past four decades
labor markets have remained slack, wages

have grown more slowly than productivity,

and workers’ share of economic output has
declined. As outlined in the previous section,
contractionary monetary policy has much
stronger unemployment effects for low-wage
and often minority workers than for the highest
earners.3'

The Fed should place a greater priority on full
employment. In particular, the Fed should resist
raising interest rates until wage growth makes up
for the lost ground of the Great Recession, even
if this means allowing inflation to temporarily
overshoot the Fed’s 2 percent target. There is
no significant risk to the economy from inflation
that is far higher than 2 percent. Rather, there

is growing consensus that a higher inflation

rate will lead to better economic performance,
facilitating adjustments in our highly dynamic
and ever-changing economy. The costs of
slightly higher inflation are minimal compared

to the devastation that comes from prolonged
recessions that occur when interest rates remain
at or near the zero lower bound.??

The Fed must not only rebalance its objectives
but also broaden its instruments. It has done
this, but only to a limited extent. It used to focus
just on short-term interest rates. But we now
recognize that there are many instruments that
affect macroeconomic performance, including
economic stability. Had it taken stronger

actions against predatory lending, some of

the excesses of the pre-crisis period might

tool
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have been avoided. It should undertake macro-
prudential policies to help stabilize the economy.
Congress gave it authority to regulate the
mortgage market in 1994, and its failure to do
so adequately is clearly one of the reasons for
the crisis. Regulating margins better might have
dampened the tech bubble.

Ensuring that the credit system is actually
working and is competitive and not exploitative
should be viewed as one of the Fed’s
responsibilities—and doing so would actually
increase the effectiveness of monetary policy.
It would make it more likely that a lowering of
interest rates would be transmitted to borrowers
in the form of lower lending rates—thus
stimulating the economy in the way intended.
The Fed also has instruments to expand credit
availability, which would stimulate the economy
even when interest rates are at the zero lower
bound.

We should recognize too that putting an
excessive burden for macroeconomic stability
on monetary policy has been a big mistake.

This is especially so in the extreme situation
that we have been in since 2007. Monetary
policy has been able to stimulate the economy
only to a limited extent, and in ways that have
actually increased wealth inequality, contributed
to a jobless recovery, and increased the risk of
future instability. Given the absence of adequate
stimulus from fiscal policy, the stance of the Fed
is understandable. But we have to be cognizant
of the risks.

» Reinvigorate public investment

While we have emphasized the importance of
rules and regulations and the governance of
public institutions like the Federal Reserve in
shaping the economy, this is partly because
these subjects have been given short shrift.
How government spends money also is critical.

Among the many benefits of public investment,
one is the ability to use fiscal policy along

with monetary policy as a lever to achieve full
employment. Indeed, as Federal Reserve Chair
Janet Yellen noted, “discretionary fiscal policy
hasn’t been much of a tailwind during this
recovery.”33 Further, critical public investments
today lay the foundation for long-term economic
performance and job growth.

As the country faced competition from abroad,
and as advances in technology meant that
employment in manufacturing would inevitably
go down, we didn’t have to face the kind

of urban devastation that we have seen, in
Baltimore, Gary, and Detroit. Government could
have helped in the economic transformation to
the new economy—as governments in other
countries have done, and as our own government
did in other eras. We could have faced up better
to the legacy of the inequality of the past, and
tried to overcome it with high-quality preschool
programs that in other countries have proven to
be effective.

We know that public investments in education,
technology, and infrastructure are complements
to private investment, raising returns and thus
“crowding in” such investments. Thus, by making
strategic investments, especially in a period
when the country faced negative real interest
rates, we could have grown the economy, now
and in the future, and grown the economy in
ways in which there would have been more
shared prosperity.

» Invest in large-scale infrastructure
renovation

America’s infrastructure is falling further

behind that of other countries.>* From roads
and airports to energy and telecommunication
systems, America’s failure to even keep up what
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infrastructure it has makes it more costly to do
business and for people to go about their daily
lives, and leads to more wasted time and more
environmental degradation.3> Public transit,
discussed later in this report, and broadband
play a particularly crucial role in connecting all
Americans, regardless of income level, with the
21st century local and global job market. Not
only are our infrastructure systems crumbling,
but they are unequally distributed, leaving
distinct areas and communities segregated from
the rest of society and without the opportunities
that connecting affords.

Our proposal imagines not just restoring
America’s infrastructure, but a 10-year campaign
to make America once again a world leader in
job-creating innovation, in part by building a
cutting-edge 21st century infrastructure. A
comprehensive plan would provide investments
in air, rail, and road transportation; public transit;
ports and inland waterways; water and energy;
and telecommunications and the Internet. Some
estimates put the cost of such a project on the
order of $4 trillion—well beyond the small sums
currently debated but within our means.3¢ The
investment would yield dividends in the form of
more productive businesses, millions of new jobs,
and sustainable management of our energy and
environmental resources.

Public infrastructure banks have been successful
in other countries internationally at financing
large infrastructure projects and could prove
particularly useful for financing regional projects
that cross state lines. The truly costly choice is
continuing on the path we are on: doing minimal
maintenance to the already deteriorated 20th
century infrastructure we now have while other
countries upgrade and expand their investments
in 21st century infrastructure. Failing to act puts
future private investment and employment in the
United States at risk; both are at a competitive
disadvantage.
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» Expand access to public transportation

A crumbling public transit system is a clear
outgrowth of the decision to use fiscal policy
to reward the richest Americans rather than
stimulate investment and growth. Decades
of disinvestment in U.S. infrastructure have
resulted in high commuting costs that fall
disproportionately on low and middle-income
families and decrease access to jobs.
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Our existing public transit system is hugely
inadequate. Only a little over 50 percent of
Americans have any access to public transit at
all.3” Investing in public transit is a matter of
equal access to jobs and opportunity, and also a
driver of economic performance. If more people
can get more access to jobs with which they can
live up to their potential, and if they can waste
less of their time commuting, then productivity
will increase and lives will improve.

According to a Federal Highway Administration
report, the total necessary investment in mass
transit tops out at $24.5 billion over the next
10 years.3® This includes the cost of meeting

the capital backlog, as well as rehabilitating and
expanding transit fleets, facilities, and mass
transit rail networks to support projected growth
in demand. We should prioritize investment in
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communities that most require improved access
to business centers and job opportunities.

EMPOWER WORKERS

The goal is not only to create jobs, but also

to ensure that workers have a fair say in the
workplace. Legal and institutional frameworks
have played a far more important role in
weakening the wages of American workers than
forces such as globalization and technological
change. It is within America’s power to
reinvigorate worker voice and restore balance in
the workplace.

Here we propose new rules, designed to
strengthen the bargaining power of workers
going forward. Our goal is not just a one-

time wage increase, but aiding workers in
building long-term power to balance the power
that corporations have to determine wages,
schedules, and employment conditions. We can
reinvigorate worker voice, restore balance to
the workplace, and give workers a fairer share
of the rewards of work and a better chance to
contribute to a high-performing workplace.

What follows are policies to expand bargaining
power for workers and to set higher standards
for all workers through targeted government

contracting policies, improved legal enforcement,

and a higher minimum wage.

» Strengthen the right to bargain

As American citizens, workers by definition
possess the right to assemble and petition,

yet in many instances, those basic rights

have been eviscerated by weaknesses in our
national labor policies and legally questionable
or downright illegal attacks by employers. Flaws
in the National Labor Relations Act place undue
burdens and restrictions on workers attempting

to organize, while employer aggression is met
with inconsistent, insufficient, and untimely
penalties.3® Strategic amendments to the NLRA
could protect workers and restore their right to
organize.

One flaw in the statute has allowed employers

to delay workers’ votes to unionize by litigating
each step of the process. Recent rule changes
issued by the National Labor Relations Board
have attempted to rebalance some of the power,
and they provide a positive example of how

the statutes can be updated to reflect current
challenges.

In addition to easing the legal barriers to
unionization, stricter penalties are needed to
deter illegal intimidation tactics by anti-union
employers. Companies seeking to prevent
unionization can retaliate by firing workers; if an
NLRA violation is found, the employer merely has
to reinstate the worker and pay back wages. As
if this sanction is not small enough, it is made
even more insignificant by the fact that a ruling
like this can take more than three years.

Further, the legal framework should
be amended to adapt to the changing nature
of the workplace. Today, few employers
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resemble the large manufacturers the creators
of the NLRA had in mind. Rather, corporations
like Wal-Mart employ a host of personnel
through outsourcing and subcontracting, thus
bearing little responsibility for the employment
relationship. Legal scholars have envisioned
new models for defining the employer-employee
relationship that would establish clear lines

of responsibility within the modern fissured
workplace. Specific proposals would redefine
the concepts of bargaining unit, employer,
secondary action, and the gamut of terms

last defined by the federal government in

an economy no longer recognizable. Some
localities have accomplished this. For example,
a case in California established Wal-Mart as the
employer of record for employees all along the
supply chain and required Wal-Mart to account
for wages stolen by subcontractors from sub-
contracted employees.*°

» Have government set the Standards

Laws intended to reverse trends in wages

and working conditions are difficult to pass

and enforce, but through use of their valuable
contracts and licenses, government agencies—
especially within more agile city governments—
can exert strong influence over private-sector
conditions. By attaching strong pro-worker
stipulations to their contracts and taxpayer-
funded development subsidies, government
agencies can raise wages, improve labor
standards, and reduce discrimination both within
partner entities and in the private sector more
broadly.

Following in the footsteps of Los Angeles,
federal, state, local, and municipal governments
should grant public contracts only to
corporations that meet high labor standards
and possess strong antidiscrimination/pro-
inclusionary hiring practices. Under this practice,
contracting agencies would be required to
provide a living wage, safe working conditions,
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and opportunity for advancement, and they
would have to submit to regular inspections to
ensure compliance. This would not only improve
conditions within contracting firms, but—through
competition for workers and contracts—across
entire industries.*! President Obama enacted a
similar but not as far-reaching example of this
policy idea when he raised the minimum wage for
federal contractors to $10.10 per hour.
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» Increase funding for enforcement and raise
penalties for violating labor standards

New stories in recent months have highlighted
the powerlessness of workers, even in the face
of egregious behavior by employers. Low-wage
workers face wage theft, improper withholdings,
and other violations on a regular basis but often
lack the resources to seek recourse. Weak
penalties and poor enforcement compound the
problem, exposing some of America’s most
vulnerable workers to even greater insecurity.

Charged with enforcing minimum wage and
overtime protections, the Wage and Hour
Division of the Department of Labor has seen

a third of its inspectors disappear since 1980,
despite a doubling of the country’s workforce.*?
Since 2009, the agency has managed to recoup
$1.1 billion in stolen wages, suggesting both
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the enormity of the problem and the enormous
worker income that could be recovered with
proper oversight.** Congress should increase the
agency’s budget to reflect growth of the labor
market, the low-wage workforce in particular, and
recent evidence of systemic wage theft.

But penalties for minimum wage and overtime
infractions are insufficient to deter bad behavior.
Given the unlikelihood of workers reporting
violations and the lax enforcement when they
do, employers can be cavalier about labor law.
But overt minimum wage and overtime violation
convictions should pose an existential threat to
businesses so managers and owners will think
twice before engaging in such behavior.

» Raise the minimum wage

The minimum wage has been allowed to lose
too much of its value. Recent research shows
that raising the minimum wage within the range
normally discussed has virtually no impact

on jobs. Indeed, given the present weakness

in aggregate demand, higher incomes might
even stimulate the economy. Not only has the
government failed to keep the minimum wage
near its 1968 value at half the median wage,
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but family breadwinners have fallen under the
purview of its inadequate protection. An increase
in the minimum wage could help reduce working
poverty and particularly improve prospects for
women, their families, and other disadvantaged
groups that are disproportionately represented
among minimum wage earners.**

We support proposals to raise the national
minimum wage immediately and to push toward
the kinds of ambitious measures that bring the
value much higher." Also, the pitifully lower
minimum for tipped workers should be set at
the same floor. States and cities should look

at raising the minimum wage to reflect local
conditions; many cities and metro areas can
easily justify a minimum wage of $15 an hour.

» Raise the income threshold
for mandatory overtime

The New Deal’s Fair Labor Standards Act requires
that workers who work more than 40 hours

a week get overtime pay, at a rate of 150
percent of their regularly hourly wage. However,
the act exempts some employers, executives,
administrators, and traveling salespeople, among
others. To provide a base level of coverage, the
Department of Labor has periodically issued a
rule that establishes an income threshold under
which any employee must be paid for overtime.

The current threshold of $455 a week, or
$23,660 a year, was last updated in 2004,

and covers just 11 percent of the salaried
workforce.*> In 1975, 65 percent of salaried
workers were covered by overtime rules; if the
1975 threshold had kept pace with inflation,
47 percent of workers in 2013, rather than just
11 percent, would have received overtime.*® To
restore this pillar of middle-class income, the

iv A recent proposal from the Economic Policy Institute calls for a
$12.00 minimum wage by 2020.
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Department of Labor should raise the threshold
to ensure that once again the majority of salaried
workers are covered.

EXPAND ACCESS T0 LABOR
MARKETS AND OPPORTUNITIES FOR
ADVANCGEMENT

The challenges faced by women and people of
color in the workforce go well beyond individual
racism or implicit bias. Indeed, structural racism
enforced through an uncountable network

of rules including poor public investment in
minority communities, aggressive policing, and
historical exclusion prevents people of color from
accessing opportunities for work and economic
success. A similar web of power and rules
prevents women from achieving full equality in
the workforce.

We require an agenda that creates opportunity
to succeed and advance for the 21st century
workforce, a workforce that predominantly
consists of women and people of color. Here

we propose just a few priority policies that

will go some distance toward rooting out labor
force discrimination and improve prospects for
America’s workers. We must dismantle legal
structures that explicitly prevent people of

color from equally competing in the workforce,
including an egregious system of incarceration
and a broken immigration system. In addition, we
must expand the structures that support working
women and families overall. Tackling these
barriers to employment will increase opportunity
for millions and expand overall productivity.

» Reform the criminal justice system
to reduce incarceration rates

The United States incarcerates a higher
percentage of its population than any other
nation in the world at a huge cost to individuals
and families as well as to economic performance.
The overall societal and human impacts of mass
incarceration, in terms of effects on children,
families, and particularly people of color,
warrant and have received their own political
agenda and movement. Much of that work is
beyond the scope of this report. Here we focus
specifically on the clear economic consequences
of incarcerating 2.3 million people, more than 1
percent of all adults in the United States (and
2.3 percent of all African-Americans).*” We
recommend specific reforms to expunge the
records, reduce mandatory minimum sentences,
improve legal representation, and curtail unjust
levies.

In addition to the high price of running the
world’s largest prison system, mass incarceration
reduces employment opportunities, reduces
employment and wages, and increases
dependency on government assistance for a
large share of the population. A study by the
Vera Institute for Justice found that the social
cost of incarceration was more than $31,000 per
inmate in 2010. Having been incarcerated leads
to reduced hourly wages, annual employment,
and annual earnings, a burden that falls
particularly on men of color.*®

One key driver of underemployment is the
employment penalty for felons. One study
estimates that prison records and felony
convictions reduced male unemployment by 1.5-
1.7 percentage points in 2008 alone.*® Congress
should move to reduce the burden ex-felons face
when searching for jobs by expunging certain
records after a set amount of time.
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Further, mandatory minimum sentencing
particularly targets people of color. A U.S.
Sentencing Commission report to Congress found
that African-Americans and Latinos accounted
for 69.8 percent of mandatory minimum
sentences in 2010;%° tackling this issue will
effectively reduce part of the inequality inherent
in the nation’s sentencing rules. Congress also
should immediately allow judges the ability to
waive mandatory minimums. The Department of
Justice should focus on encouraging alternatives
to incarceration, investigating possible best
practices that can be adopted at the federal and
state levels.

The inaccessibility of quality legal representation
results in disproportionately harsh sentencing
for the poorest. According to a report from the
Brennan Center of Justice, a concerted effort to
reclassify nonjailable offenses, increase public
defense funding, and improve effectiveness
through regular attorney and social worker
training would ensure equitable access to
representation.>’

Similarly, onerous fees at every level of the
criminal justice system generate severe financial
burdens for the poor and create further points
of entry back into the incarceration system. A
society-wide effort is needed here, including
debt collection efforts targeted at ability to pay,
eliminating public defender fees, and eliminating
escalation of fees for those who cannot pay the
first time.

» Reform immigration law by
providing a pathway to citizenship

Estimates indicate more than 11 million
undocumented immigrants live and work in the
shadows of the U.S. economy, in every corner

of the country and every sector of work.>? Self-
deportation and mass deportation clearly are not

credible solutions, nor are they desirable. Not
only does America’s broken immigration system
inhumanely tear families apart, it is also costly
to businesses facing risks of an uncertain labor
supply and communities where exploitation of
undocumented immigrants drives down wages
and working conditions throughout the labor
market. Employment practices targeting those
demanding decent treatment and payment of
back wages have resulted in retaliatory actions
against U.S. citizens and immigrant workers alike,
with no recourse or remedy for the workers.>3

To bring these people out of the shadows and
fully vest their contributions from working,
starting businesses, and paying taxes in the
United States, the federal government must
provide a pathway to citizenship for those
already here and simplify the process by

which new migrants can continue to come and
contribute to America’s economic success.
Nothing short of this path will solve the problem
of exploitation of immigrant workers, but there
are steps to take now to improve the situation
of those undocumented immigrants already here
and integrated into our economy and society.

The first step is to cease the deportation and
internment of all but violent criminals and to
normalize the legal status of families working,
learning, and serving in America.

The second is to better coordinate the efforts
of different parts of government to enforce
immigration laws in ways that don’t undermine
the conditions for people working here. This
means that U.S. Immigration and Customs
Enforcement, or ICE, should take a back seat
to the Department of Labor to ensure that
unscrupulous employers cannot easily threaten
workers with the prospect of deportation by
calling in worksite raids.>* Third, Congress should
act to ensure that all labor laws extend to all
people working in America, irrespective of their
documentation status. No one who works an
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honest day in America should be afforded fewer
protections at work just because they don’t
have a piece of paper.

» |egislate paid sick leave

Today nearly 40 percent of the workforce
doesn’t have access to paid sick days. For at
least 43 million private-sector workers, taking a
day off to care for themselves or for loved ones
means risking their job. States and localities
across the country have been implementing
paid sick leave policies. In Connecticut, the first
state to pass paid sick leave, a recent survey
of employers found that three-quarters now
support the policy; a survey in San Francisco
found two-thirds in support, and one in Seattle
came in at 70 percent.>> Federal legislation
should aim toward universal coverage.

» L egislate paid family leave

The United States is one of the only countries in
the world without nationwide legislation in place
to support paid parental leave for new parents.
Many OECD countries guarantee up to 52 weeks
of paid parental leave, with guarantees in place
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for both mothers and fathers.>¢ The U.S. failure
to provide paid parental leave continues to limit
economic opportunities for women in particular,
but makes it more difficult for both men and
women to take time off to care for their children.

Plenty of evidence documents the benefits of
these human capital investment policies for child
development.>” Further, reducing the penalty for
working women who give birth could increase
the female labor force participation rate, which
in turn would boost U.S. productivity.>® An

OECD study suggests that just 15 weeks of
paid maternity leave would have a measurable
impact on productivity growth.>® In addition,
normalizing paternity leave not only increases
men’s participation in family life but also begins
to transform the workplace.

The United States should craft federal family
leave policies like the ones that have been
successful internationally. First, family leave
should be universally available to workers.
Second, parents of both sexes should be
covered. To truly achieve equity in the workplace
and in the home, men and women must be
offered the same protections for care-giving.
Third, family leave policies must include job
protection for pregnant workers.

One effective model would create an
independent trust fund within the Social Security
Administration to collect fees and provide
benefits to employees. The benefits would

be available to every individual regardless of
employer size or employment type, and would
allow workers to take paid leave for their own
health concerns, including pregnancy and
childbirth recovery; birth and adoption; the
serious health condition of children, parents,
spouses, or domestic partners; and military
caregiving and leave purposes.®®
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» Subsidize child care

Just as U.S. family leave lags other advanced
nations, U.S. provisions for child care lag those
of other advanced countries. Expanding access
and quality would benefit children and increase
women’s workforce participation.

A robust and effective child care regime would
provide a menu of supports to families all along
the income spectrum, from birth to kindergarten.
For lower-income families, early childhood
learning, whether it’s home visiting or Head Start,
helps close the achievement gap for children

and improve maternal earnings. For middle-class
families, broad access to child care would help
boost women’s workforce participation and
provide much-needed relief for families that face
high child care costs without the benefits of
government subsidies.

With the long-term goal of providing affordable
child care to all American families, Congress
should start by expanding the most effective
existing state and federal programs. Scaling up
the current child care policies and programs
would give parents needed supports in raising
their children, and would also allow them to
get and hang on to their jobs, benefitting their
families and the economy more broadly.

» Promote pay equity

Despite passage of the Equal Pay Act half a
century ago, women continue to earn less than
men across occupations. As of 2014, women
earned slightly more than 82 cents in weekly
wages for every dollar earned by a man. The
burden of unequal pay falls doubly hard on
women of color. While white women earn an
average of 78 percent of what white men earn,
African-American and Latina women earn an
average of just 64 percent and 56 percent of

white male wages.®" According to 2014 findings
from the Institute for Women’s Policy Research,
securing equal pay for all women not only

would greatly reduce poverty but also would
have generated nearly $450 billion in additional
income—equivalent to almost 3 percent of 2012
GDP—according to 2010-2012 data.®?

The structural obstacles to closing the wage
gap are manifold and include those listed above:
access to child care and family leave, along with
a host of other dynamics. One clear obstacle to
wage equity, however, is that almost half of all
U.S. workers are either strongly discouraged or
under contract not to share their salaries with
colleagues. The Institute for Women’s Policy
Research finds that transparency reduces pay
inequity; for federal government workers, whose
salaries are highly transparent, the wage gap falls
to 11 percent.®

» Protect women's access
to reproductive health services

Without the ability to make informed decisions
about their health and access affordable quality
care when they need it, plan the timing and size
of their families, and have healthy pregnancies
and births, women will never be able to take
full advantage of the economic opportunities
available to them. For example, the only federal
program dedicated to providing affordable
family planning services has been underfunded
for decades. The return on investment is
extraordinary: in 2010 every dollar invested in
Title X saved $7.09 in taxpayer dollars.®* At a
minimum, we should ensure that all women can
access needed family planning and reproductive
health services.

REWRITING THE RULES OF THE AMERICAN ECONOMY: AN AGENDA FOR SHARED PROSPERITY

83



EXPAND ECONOMIC SECURITY
AND OPPORTUNITY

Much of the insecurity felt by Americans today
stems from the fact that the essentials to a
middle-class life are increasingly out of reach.
The price of a good life—one that allows a family
to educate its children, provide a stable home,
save something in case of emergency, and retire
at a reasonable age—is more than most can
afford.

We propose an agenda to ease the financial
strain for America’s families. We seek to expand
access to early education and higher education.
By bringing down the costs of health care, we
aim to help families avoid financial catastrophe.
We call for reforms to ensure Americans have
reliable access to finance, as well as an expansion
to Social Security. Finally, we propose voting
reforms to ensure more Americans have a say in
our democratic system.

» Invest in early childhood through
child benefits, home visiting, and pre-K

Investments in early childhood learning are
among the most critical for human development
and the most effective in terms of productivity.
A true investment agenda would prioritize
funding for evidence-based programs that
provide children from birth to age 5 with the
opportunity to succeed in life.

A priority should be investing in those most

at risk: the 22 percent of U.S. children living

in poverty, including 39 percent of African-
American children and 32 percent of Latino
children.®> Recent research has confirmed what
most already know: childhood poverty has
debilitating life-long effects, but interventions
are capable of breaking the cycle of
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intergenerational poverty. As our society grows
richer, it is essential we make the long-term
investments in children.

Programs focused on child health and education
are critical long-term investments. Countless
evidence-based randomized control trials have
shown the state run Maternal, Infant, and Early
Childhood Home Visiting Program to be one of
the most effective investments of taxpayer
dollars.%® By supporting new mothers in good
parenting habits like speaking frequently to
their babies or breast-feeding long-term, home
visiting programs help reduce the growing

gap in outcomes between children born into
poor homes and rich homes. Research of high-
quality programs shows improved impacts for
participating mothers, who are more likely than
their counterparts to rejoin the workforce;
reduced needs for government assistance; and
improved life outcomes.%” The children also have
improved school readiness.®®

One proposal that should be considered is a
universal child benefit, a monthly tax-free stipend
paid to families with children under 18 to help
offset part of the cost of raising kids. In this

we can follow several peer nations that have
successfully reduced child poverty to a large
degree through such programs. The U.K., for
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instance, recently cut its child poverty by more
than half through a package of anti-poverty
measures, including a universal child benefit.®?

Children from families at all income levels would
benefit from an expansion of the kinds of
quality universal pre-school programs already
implemented in a number of states and localities
through a variety of providers and funding
mechanisms. At the federal level, Congress
could immediately expand funding to provide
pre-K child care subsidies to all currently eligible
children. This would expand access to 12 million
children at a cost of $66.5 billion. 7°

» Increase access to higher education
through more public financing,
restructuring student loans, and
increasing scrutiny of for-profit schools

Higher education is one of the building blocks of
our economy. However, reduced public support,
plus the increasing presence of inadequately
regulated for-profit institutions willing and able
to exploit some of America’s disadvantaged, has

undermined our ability to educate the workforce.

We propose increasing public funding for higher
education, restructuring student lending by
providing income-based repayment plans and
reforming bankruptcy laws, and bringing for-
profit schools under greater scrutiny.

Even when emerging from World War Il and
saddled with a debt ratio larger than Greece’s

in 2010, the U.S. committed itself to providing
a free education to returning soldiers.”" The G.I.
Bill helped create the middle-class society that
we had aspired to—the first such society in the
world. Yet, some say that today, though we

are so much richer, we can’t afford even more
modest programs. This is wrong. We should
realize that we cannot afford not to ensure that

all young Americans get the best education for
which they are qualified so they can live up to
their potential.

For too long, we’ve been trying to increase
educational access through tax credits for
middle-class families and grants for the poor.
This approach has not achieved the desired
results. We should build on the president’s
recent free community college plan but go well
beyond it. We should recognize that our major
research universities educate our young people
and produce research that fuels innovations
that drive business and change the way we live.
These are natural complementary goods, and
joining these two activities together is one of
the reasons for the world-leading excellence of
our university system. But research is a national
public good (or indeed a global public good)
and should be nationally funded. And with the
increased mobility of educated people, even
ensuring that we have a talented pool of highly
skilled workers has become a national public
good. Our education policy should reflect these
changes.

Meanwhile, $1 trillion is outstanding in student
loans.”? It is already having an impact in reduced
life prospects, from having to forgo work

at jobs dedicated to the public good simply
because they don’t pay enough, to forcing our
young people to postpone building families.
Going forward, the government should look to
follow the lead of Australia and adopt universal
income-based repayment, in which repayment
consists of a set percentage of future income.
Students could then repay their student debts
more easily—at much lower transactions costs—
through withholding.

An important step here is to restore the
protections available to those with student loans.
Studies have shown that removing bankruptcy
protection for those with student loans,
particularly in the 2005 policy change under the
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Bankruptcy Abuse Prevention and Consumer
Protection Act, has done nothing to reduce
bankruptcy filings resulting in costly defaults.”3 It
has, however, increased stress enormously, and
extracted money from poor students that goes
into the coffers of the banks. The government
should restore those protections.

Affordability is not the only concern. We must
ensure that students are receiving the kind of
high-quality education that will prepare them
to be engaged citizens in the 21st century.
One immediate way to improve outcomes

for graduates is to increase scrutiny of for-
profits schools, which receive a large share

of government-funded loans or government-
guaranteed loans while often failing to provide
students with a quality education. Eighty-seven
percent of revenues at for-profits come from
federal or state sources, including student loans
and Pell grants. Though they teach around 10
percent of students, they account for about
25 percent of total Department of Education
student aid program funds. Studies show that
those at for-profit schools do poorly compared
to those at community colleges. Completion
rates are poor, as is success in getting a

job.”* Under the current administration, the
Department of Education has reviewed outcomes
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for graduates from for-profit institutions and
found them lacking. Proposed regulations would
establish a set of requirements for all institutions
receiving federally funded or backed loans—a
strong step in the right direction.”®

» Make health care affordable and universal

Market forces have not worked well at controlling
costs in our health care system and delivering
broadly available quality care. The health care
system is rife with the kinds of market failures
that economists have studied extensively,
including information asymmetries and
imperfections in competition.

Hospitals, physician networks, and health care
insurers increasingly operate in conditions
approaching monopolies.”® Patients largely have
neither the medical expertise to perform the
cost-benefit analyses necessary for making
optimizing choices about the care they need, nor
the access to price information for comparison
shopping, leaving providers to determine both
the demand and supply of health care. The result
of our market-driven health care system is that
people in the United States pay higher prices for
virtually every aspect of health care than those
in other advanced economies, and even with the
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big steps forward in the Affordable Care Act, 12
percent of Americans are still left without health
coverage.”” In spite of our high expenditures,
health outcomes are poorer.

We propose building on health care system
changes already underway to control overall
health care spending in the United States, while
increasing the quality of care and reducing
overall inequality.

Medicare, with its superior record of controlling
health care costs and delivering higher-

quality outcomes than private insurers, is an
exceptionally popular and successful public
policy. And Medicare achieves these outcomes
while insuring the highest-risk and most
expensive patients: senior citizens.

Opening Medicare to all would yield three
significant improvements in addition to providing
more people access to a high-quality, low-cost
health insurance plan. First, competition from
Medicare’s entry into the insurance exchange
would lower premiums for everyone; one study
found increased competition on exchanges
could lower fees by an estimated 11 percent.”®
Second, Medicare’s wider acceptance by
providers than many private insurers would
provide an alternative to the lower-premium
“skinny network” plans offered that limit
choices to a highly restricted set of doctors and
hospitals in many markets. Third, introducing
Medicare as viable competition will also drive
employer-provided health plans purchased from
ACA exchanges toward the higher efficiency and
standards offered by Medicare.

Making Medicare open to all would, of course,
require several adjustments to the program,
including integrating its doctor, hospital, and
prescription coverage and adding coverage for
providers serving needs beyond the population of
senior citizens.
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» Expand access to banking services
through a postal savings bank

Nearly 93 million Americans—about 28 percent—
are unbanked or underbanked, and that number
is unlikely to budge.”® Having access to the
payment system is a necessary condition of
living and working in the modern economy, and
far too many people can only access it on the
most predatory terms. They simply don’t know
whether hidden somewhere in the complicated
contracts will be terms to their detriment. These
worries are well-justified, given the rash of
abusive practices exposed in the aftermath of
the financial crisis.

The Postal Service should be authorized to
create a “post card” debit card available

with minimum fees and high protections for
consumers. Its scale and size would significantly
allow both access and efficiency to help citizens
build wealth, and it would force banks and
payday lenders to actually compete on price and
services rather than confusion and predation.
The overwhelming success of the Direct Express
card for Social Security benefits can serve as a
model.
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Merchants too would benefit, as the new card
would charge just enough to cover costs—not
enough to generate the tens of billions of dollars
made by the credit and debit card companies.
And the lower costs faced by merchants would
be passed on to ordinary consumers through
lower prices. So, while this is a reform that
seems targeted at America’s unbanked, there
would be trickle-up benefits throughout the
entire economy.

» (reate a public option for housing finance

The housing finance market remains broken
seven years after the financial crisis. While
private-label securitization provided over 50
percent of the mortgage-backed securities in
2006, since the crisis that number has been less
than 5 percent.®° It shows no sign of changing;
public-sector institutions still underwrite the vast
majority of all conventional mortgages. Private
market securitization remains flat, accounting
for a very small fraction of total housing
financing. Efforts to create a public-private
hybrid system in Congress have stalled, given
reasonable concerns about future bailouts and
the inability to properly regulate such a system.
And America’s banks have resisted demands that
if they originate mortgages, they should have
“skin in the game,” i.e., bear the consequences
for the bad mortgages they originate. The suits
that emerged after the financial crisis exposed
fraud, incompetence, and negligence beyond
the imagination of even the sector’s critics. Wall
Street has been unable to police itself, with no
systematic reforms coming from the industry
itself to try and rebuild its mortgage system.

Many in the private sector want to resurrect a
version of the old system that worked so well for
them, with government guarantees backstopping
their lending practices. Rather than trying

to nudge the private mortgage system with

federal backstops, subsidies, and implicit bailout
guarantees, lawmakers should create an explicitly
public mechanism in the housing market. While
the private sector excelled in exploiting ordinary
Americans, it fell short in designing financial
products that would help ordinary Americans
manage the risks associated with home
ownership. A broken housing finance system
keeps people from building assets by making

the most significant investment of their life,
exposes people to higher costs of rental housing,
and forces them to forgo the social capital built
when people invest in building a home, not just a
house.

The key information needed for issuing good
mortgages already lies in the public domain of IRS
records and property registries: an individual’s
income history and the prices of similar houses.
We know too that new technologies mean that

in the 21st century, the cost of processing this
information should have become negligible.

All of this points to the creation of a 21st
century housing finance system—including a
government homeownership agency—using
modern technology and the lessons learned

from around the world on financial products

that are best suited to the management of risk
for ordinary individuals. This would lead to low
transactions costs and efficient risk products—so
different from what has been happening in the
U.S., where the financial sector has looked for
products that maximize fees (transactions costs)
and that fine tune the ability to exploit different
groups. This new arrangement should be able
not only to deliver better financial products, but
lower costs to just a little more than the interest
rates the government pays on the money it
borrows.

This new entity would supply housing loans
in ways that provide explicit benefits to
borrowers—a far better way of supporting
ordinary Americans than the trickle-down
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approach based on supplying government
subsidies to private developers. Properly
structured, this public option can easily provide
the 21st century mortgage financing system
that our struggling economy—and America’s
struggling families—need. And it would provide
the kind of competition that might incentivize
the private financial sector to better perform the
functions that it is supposed to perform.

» Increase retirement security by reducing
transactions costs and the exploitation of
retirees, and expanding Social Security

Our system of private retirement savings remains
weak and inefficient. The fact that more people
in America will face retirement with inadequate
savings poses problems not just for the retirees,
but for the overall economy as their consumption
will contract with inadequate retirement income,
or they will divert consumption from others

in their families or rely more heavily on social
transfers.

We need to strengthen our retirement system by
reducing transactions costs and the exploitation
of retirees. Expanding the Social Security system
to include a “public option” for additional annuity
benefits would enhance competition, driving
down costs and increasing services.

The transfer of retirement accounts from

large pension pools to individual accounts has
increased overall administration fees. Research
shows that the average 401 (k) participant could
lose up to a third of future savings in fees.?!
Meanwhile, asset management fees have been a
top driver of Wall Street’s output in the last two
decades years.8? A simple change in the rules,
requiring fund managers to adhere to a fiduciary
standard, would be an important move in the
right direction.

All of this points to the

ordinary individuals.

But, again, we could do more. We could require,
for instance, that any pension or retirement
account eligible for preferential tax treatment
not have excessive transactions costs. Fees on
any account could not exceed those on the best-
performing indexed funds, unless there were
demonstrably higher risk-adjusted returns. (Any
excess fees would be held in an escrow account
until the higher performance over, for example, a
10-year period were demonstrated). This reform
would simultaneously reduce the exploitation

of savers that results in significant reductions

in their retirement income, reduce inequality,
and reduce the short-termism prevalent in the
economy.

Our system of public retirement savings, in the
form of Social Security, remains strong and
effective. Administrative costs are but a fraction
of those in the private sector, and recipients of
Social Security are protected against fluctuations
in stock prices and inflation. The main concern
with our public Social Security program is
budgetary: there is a worry that it is not self-
sustaining. Whether it is or is not depends on

a large number of variables that will inevitably
change over the relevant time horizon—the
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next half-century. What is clear is that we may
need to make adjustments as time goes on. And
there are many ways that we can make such
adjustments.

For example, we should remove the payroll cap
that limits the amount of revenue Social Security
raises. In addition, the government should expand
retirement security by providing a voluntary
public retirement program above Social Security
to further supplement retirement security. The
plan could be modeled on private individual
retirement accounts (IRA), but the public would
have many additional benefits. Lower transaction
costs and reduced opportunities for exploitation
are immediate advantages. But the government
could also match savings for the worse off—the
opposite of our current system for encouraging
savings, which overwhelmingly subsidizes the
rich.v Such a program, what might be thought

of as a public option for retirement, would be
unsubsidized, but would provide competition and
standards for the private sector. In the end, all
would benefit from this greater true competition
in financial services.

» Reform political inequality

Enacting the bold reforms we outline in this
report, as well as other measures to address
wealth and income inequality, is as much
about political will as it as about economics.
The concentration of wealth in our economy
has created a concentration of power in our
democracy. The result is that policies favored
by the wealthy receive attention, while policy
preferences of poor and middle-income
Americans are ignored.83

Today, we have inequality in our democracy:
people with higher incomes vote more frequently

v This can be partially paid for by capping the deductibility of
401 (k) savings among the rich.

than those with lower incomes and election
campaign finance is dominated by a relatively
small number of large donors who wield outsize
influence.® While there a number of reforms
needed to build a more inclusive democracy,
two in particular stand out as having the most
potential to create equality of voice in our
democracy.

The first is making voting easy. Our current
system of voting discourages full participation,
leaving rules to the states, many of which
have erected unnecessary barriers such as
burdensome voter registration practices, in-
person voting, voting on a weekday, long wait
times, and onerous voter identification. We
should establish a federal system of universal
voting that includes: (1) automatic voter
registration, accepted throughout the country
without the need to reregister and without
burdensome voter identification requirements;
(2) the ability to vote by mail or early in-person
on multiple days; (3) the establishment of
weekend Election Days or a national election
holiday; and (4) online voting when cyber-
security concerns are met.

Second, it is critical that we create a campaign
finance system less dominated by large
contributions. A constitutional amendment
could go a long way toward allowing Congress
greater leeway to reform campaign finance laws
to increase political equality. Yet even within
today’s legal framework, it is both possible and
imperative to enact a system of public funding to
match small-donor political contributions. Under
this system, candidates can raise enough money
to compete for elected office by raising small-
dollar contributions and relying much less on
wealthy donors.

There are still other reforms, like requiring
shareholders to vote in support of any political
contributions. This report has emphasized the
economic reforms that are needed to restore the
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American economic dream. But our democratic
ideals too are an important part of the American
dream. Inequalities created by the rules and
institutions that govern our political process
need to change, too.

CONCLUSION

Our economy is a large and complex system, and
in order to solve the problems with that system,
we must aim to fix the economy as a whole. The
financial crisis of 2008 and the Great Recession
that followed exposed the inadequacy of the

old economic models; the new research and
thinking that has emerged as a result suggests
that equality and economic performance are in
fact complementary rather than opposing forces.
No more false choices: changing course won’t

be easy in the current environment, but we can
choose to fix the rules structuring our system.
By doing so, we can restore the balance between
government, business, and labor to create an
economy that works for everyone. Building on
the innovative legacy of the New Deal, we must
tame the growth of wealth among the top 1
percent and establish rules and institutions that
ensure security and opportunity for the middle
class.
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APPENDIX:
OVERVIEW OF REGENT
INEQUALITY TRENDS



Most Americans remain preoccupied with the increasingly difficult task of managing their
own household economic situation, rather than worrying about how a small sliver of the
population managed to amass such extreme fortunes over the past several decades. This
report advances the view that these two trends are inextricably linked—both the result of
changes in the rules, laws, and policies that structure how our economy functions.

The American economy no longer works for most
people in the United States. We know this from

a raft of economic data showing the trends: a
small percentage of the population takes home
the lion’s share of economic gains while most

of the population face stagnant wages and
increasing financial stress as they attempt to
secure the traditional staples of a middle-class
life.

But in fact, the rise of inequality in the United
States is still much worse than most realize—in
economics, politics, or the general public—or the
most often cited statistics indicate. Not only has
inequality risen to alarming levels unparalleled

in other advanced economy countries, but the
American dream of the prospects for individual
economic advancement also increasingly appears
to be a myth: high levels of inequality and wealth
are associated with low levels of opportunity

for upward economic mobility. More people are
working hard, but not getting ahead—a fact

we see across a range of indicators beyond the
standard view of stagnant wages.

Hourly wages for most workers increased a mere
0.1 percent per year on average since 1980
after adjusting for inflation; between 2000

and 2013 the median family income actually
decreased by 7 percent.!

Although the federal poverty line provides an
imperfect measure of basic needs, an estimated
2.8 million people worked full-time year round
and still fell below the poverty line.? Inadequate

incomes are not due to a lack of effort—the
average middle class family worked an additional
14 full-time weeks per year in 2007, before the
Great Recession impacted employment levels,
compared to 1979.3

These income pressures are worse for some
people at certain times of life. Families needing
child care, attempting to send a child to college,
or facing a health emergency have few additional
funds and sharply rising costs—and so are under
acute financial stress. And problems of adequate
incomes pose disproportionate problems to
women and people of color who have yet to
shake the structural exclusion from certain
occupations and discrimination in pay relative to
men and whites in the workplace.

Wages and incomes for the majority of U.S.
workers are no longer connected to how
productive they are on the job. Conventional
economic theory suggests that, in an efficient
economy, workers should be paid based upon
what they contribute to production.' However,
what workers are paid has, for the past
generation, lagged far beyond their productivity.
Historically these two indicators grew in tandem,
but in the 40 years between 1973 and 2013,
the relationship between worker output per hour,
or labor productivity, and compensation began

i Economic theory says that wages should move with marginal
productivity, but historically, average and marginal productivity
have moved together, so much so that a standard model used by
macroeconomists assumes that the two are proportional. There is
no evidence that a significant wedge has opened up in movements
in marginal and average productivities. Hence, we must look
elsewhere for an explanation of relative wage stagnation.
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to break down. Labor productivity, or average
output per hour of work, increased 161 percent
while compensation paid to workers—including
wages and other non-wage benefits—rose

only 19 percent after adjusting for inflation.*
(While employers paid slightly more in total
compensation, this largely
reflected an increase in costs
of health care benefits paid

by employers. In other words 90
workers didn’t see any increase

in their standards of living.) 85

In addition to low wages, 80
getting a decent job S

remains a challenge for 75

many Americans. Even as §

the national unemployment RL

rate fell to 5.4 percent as of §

April 2015, most American 5 69
families know the labor market 3

remains weak.’ The overall 60

share of the U.S. population at

work—a broader measure of LN
labor market activity than the S s

unemployment rate—remains

at around 59 percent. This is

well below pre-recession levels

and far below the peak of the nearly 65
percent employment-to-population ratio
reached at the tail end of the 1990s economic
boom.® Even among those counted as employed,
6.7 million people are working part time because
they can’t find full time work, a 54 percent
increase from 10 years ago.’

These declining prospects for work are a direct
result of the structural factors discussed at
length in the section of this report entitled “The
Current Rules.” For example, the Federal Reserve
has chosen to prioritize price stability over
full-employment, and thus failed to keep labor
markets tight. The federal government has used
fiscal (tax) policy to reward high-income earners

rather than to make critical public investments
that boost growth and compensation. Regulatory
and legal changes have incentivized the private
sector to prioritize short-term gains rather

than the long-term investments in capital,
research, or training that increase productivity.

FALLING LABOR SHARE OF INCOME MOST PRONOUNCED IN BOTTOM 99 PERCENT

=~ "LABOR SHARE OF INCOME, TOTAL ECONOMY
—LABOR SHARE OF INCOME, EXCLUDING TOP 1%
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Figure A1

Source: Giovannoni, Olivier. 2014. “What Do We Know About the Labor Share
and the Profit Share? Part lll: Measures and Structural Factors.” Levy Economics
Institute working paper no. 805, cross posted as UTIP working paper no. 66.

Additionally, we have seen a comprehensive
campaign attacking existing labor standards
and obstructing efforts adopt new ones. Finally,
our legal and institutional structures have

made remarkably little progress in reducing the
obstacles to good jobs faced by women and
people of color.

If the income gains from more productive work
did not go to U.S. workers, where did it go? The
answer can be seen in Figure A1, which shows
income from labor as a share of total income

in the United States from 1980 to 2011. The
dashed line indicates that the share of income
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paid to labor fell to 78.5 percent in 2011 from
85.3 percent as investors and wealth holders
took a commensurately larger share of national
income. But capital income is not the only

thing to increase for the economically best-off
during this time. The labor income—meaning
salaries—of the top 1 percent (largely corporate
executives and financial sector professionals)
skyrocketed as well. Lumped in with all labor
income, even national statistics showing an
overall decline in labor share of income give a
false impression of the share paid to workers.?
Disaggregating helps us see the problem more
closely. Economist Olivier Giovannoni analyzed
the data to see what the labor share of income
would look like, excluding income of the top 1
percent, and showing a much more precipitous
decline: falling to 63 percent from 78.5 percent.®

Rising inequality over this period put the United
States among the most unequal of high income
countries: only two countries within the OECD
showed higher levels market income inequality,
and, once the effect of progressive taxes and
public transfer payments are taken into account,
no advanced country is more unequal than the
United States.’® The United States is much less
generous in redistributing income than other
countries, which is even starker when researchers
focus solely on working-age populations under
60, as most people retire at a younger age
outside the United States.'

A political focus on the fact that top incomes
have risen enormously while the majority of the
population faces economic stress does not imply
envy—the trends at the top are inextricably
linked to the trends across the rest of the
income distribution. Rising inequality undermines
the opportunity for upward economic mobility.
Research across OECD countries shows that the
United States ranked poorly among advanced
economy countries on the extent of its economic
mobility.’? Reports from the Economic Policy
Institute and the Urban Institute illustrate just

how immobile the United States is. These studies
explored the likelihood that a person starting

out in either the top or bottom quintile in 1994
would move to a different income quintile by
2004. More than 93 percent of people starting
out at the bottom did not rise to more than

the middle-income group over 10 years. In
comparison, 80 percent of those starting in the
top income group remained in the top or second
to top after 10 years.'3

Beyond affecting the functioning of our
economy, the way that rising inequality at the
top restrains economic mobility concerns the
nature of our society and democracy. Economists
now know that there is a strong association
between the level of inequality in society and the
degree of economic mobility.' This is true not
only when we look across countries, but even
across regions in the US. Not surprisingly, the
greater inequality experienced in the US since
1980 seems to have decreased opportunity.
What little progress the United States had
experienced with improving income mobility
has stopped and the country has become more
socially rigid. Economist Nathaniel Hilger found
sizable improvements in intergenerational
mobility in cohorts born between 1940 and
1980—a period of significant gains for social
justice, including the expansion of education
and important civil rights victories. This is also
the period that saw the strongest declines in
inequality.' Since then, the rate of mobility
has flattened, showing a significant stalling of
mobility and the promise of opportunity that
doesn’t improve upon entrance into the labor
market.'® As inequality grows, the consequences
of stalled intergenerational mobility become
more severe. Using the familiar ladder analogy,
we observe that, even if the chances of
climbing remain constant, the growing distance
between rungs greatly increases the difficulty
of the climb, amplifying the value of the “birth
lottery.”"”
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There are two reasons to worry: First, given
recent increases in inequality of income, it would
be a surprise if inequality of opportunity did not
worsen in the future. Second, to get ahead in a
modern economy, one needs a good education.
But the quality of education one receives is
closely tied to the socioeconomic status and
education of parents (particularly fathers).'®

Evidence of inequality by economic status,

race, and gender pervade our education and
health systems.' But the development that
occurs during the early stage of life is much
more unequal and has lifelong consequences

for an individual’s cognitive development and
economic success. Where a family sits on the
income and wealth scales affects how much
they have access to and can benefit from human
capital expenditures and investments—from the
quality of pre-natal and maternal care, to the
quality of child care and the early development
environment, to whether the parent’s job affords
family and sick leave.

Inequality at the starting gate begins long before
a child reaches formal education systems. And

it follows children, compounding throughout
their academic and professional careers.?® The
quality of one’s early environment matters
tremendously. Nobel laureate James Heckman
studied extensively how intensive pre-education
pilot programs affect low-income children
through schooling and into adulthood.?' Heckman
found that children receiving access to these
programs performed better in school, were more
likely to graduate and go to college, and were
less likely to smoke, use drugs, become teenage
mothers, or go on welfare.

An overwhelming body of research in this area
shows that quality early child care is the most
consistent predictor of a young child’s behavioral
and developmental outcomes including language,
interpersonal communication, and cognitive

abilities.?? Already, by the time children enter
kindergarten, studies find significant impacts of
early learning and environment. In one study,
kindergarteners from low-income families
exhibited weaker academic and attention skills.23
Children contending with hunger and inadequate
nutrition also show impaired learning in school.?*

Unequal access to affordable, quality childcare
and early learning opportunities are compounded
by the increasing time strains placed on

working parents.?®> The secular trend over the
past generation toward greater labor force
participation by women and longer hours

worked by everyone, especially single parents,
leave little time or material resources left to
invest in children’s human capital development.
The problem is further compounded for

people residing in segregated areas, which are
traditionally underserved by public transportation
and other services. People in segregated

areas also disproportionately have precarious,
uncertain schedules and must also spend long
hours commuting and running errands instead
of, for example, helping their children with their
homework.2®

Unlike early childhood and postsecondary
education that families must pay for,
kindergarten-through-12th grade education

is ostensibly free in the United States. But

of course educational quality and resources
vary tremendously depending on locale—and
positional competition to live in high-quality
school districts prices many out of the market.?’

Although America has long canonized the rags-
to-riches narrative, the likelihood of that story
becoming a reality has greatly decreased. As
inequality rises, the political system becomes
increasingly over-run by corporate interests,
and the public policies required to provide real
equality of opportunity become harder and
harder to enact.
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THE ROLE OF TECHNOLOGY
AND GLOBALIZATION

Many experts now agree that inequality is a
significant challenge that must be addressed,

but disagree on the causes and commensurate
solutions to tackling the problems. Traditional
arguments focus on technology or globalization
as inequality’s root causes. But the United
States is not different from others who also face
increasing computerization and automation in the
workplace, as well as increasing competition from
international trade and investment. But we do
stand out in the excesses of our inequality.

This report focuses on the rules of our economy
and the multiple policies that determine how it
functions. But to understand why we focus on
those structural policy elements, it is important
to discuss other explanations for the particular
type inequality we are seeing today in the U.S.
Many experts agree that inequality is a significant
challenge that must be addressed. But, following
traditional economic arguments, they argue

that rising inequality has little to do with the
rules of the economy and much more to do

with the rise of globalization and increasingly
sophisticated technology. These stories are
either unconvincing, in the case of technology, or
insufficient, in the case of globalization.

There are three high-level reasons to find

the technology and globalization stories, as
explanations for job loss and wage slowdown,
at best only part of the story. First, as we have
already mentioned, other countries around the
world face the same global changes with respect
to technology and international trade, yet have
experienced nowhere near the rise of inequality
seen in the United States. Many of these

other countries have managed to shape their
economies in ways that have produced more
shared prosperity, with equivalent economic
growth performance. With common exposure to

technology and globalization, logic dictates some
other variables must be the cause of America’s
uniquely extreme level of inequality.

Second, these technology and globalization
stories are really primarily about supply and
demand for labor as the sole determinant

of wages. They seek to interpret changes in
inequality simply as the outcome of shifts in
demand and supply curves, explained in turn by
changes in technology and globalization. But
institutions matter as well. One of the important
advances in economic theory over the past
several decades, which was recently awarded
the Nobel Prize, is search theory, a large body
of work modeling how people find and accept
job offers. Search theory argues that supply and
demand do not fully determine market wages.
Instead, supply and demand for labor set bounds
on wages. A host of factors determine where
wages fall within those bounds: bargaining
power, labor market institutions (including the
strength of unions), and social conventions. So,
search theory suggests that even explanations
that make technology and globalization dominant
must acknowledge that the rules matter.2®

The third reason is that technology and
globalization don’t simply happen randomly,
falling out of the sky like manna from heaven.
Technology and globalization themselves are also
shaped by the rules. Let’s look at each in turn.

Technology and Skills

Many economists argue that technological
changes, such as the use of computers in the
workplace, have shifted employers’ demand for
workers with different levels of technological
skills, thereby driving a wedge between the
wages of those at the lower end of the U.S.
income scale and those at the upper end and
contributing to the rise of inequality.?® Though a
popular idea, the argument that technology and
skills can explain current patterns of inequality is
becoming more difficult to justify.
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There were early signs of problems with the
technology explanation even as the theory
became popular. The difference in wages paid
to high- and low-skill workers expanded most
rapidly during the 1980s and remained relatively
stable and large in the 1990s and 2000s, the
era when information and computing technology
really took off.3° The technology argument also
can’t predict movements in the race and gender
wage gaps.3' Nor can the rising incomes of those
in the top 1 percent be explained as a matter

of technology; these are driven by CEOs and
finance, and would be unlikely to be affected by
any skill gaps.3?

More recent research has shown that the skills
gap argument, however true it may have been

in the past, has now lost much validity. The
higher education premium has stalled; it has not
increased over the past 10 years.3® Highly skilled
workers are taking over less-skilled occupations
and face weakening career trajectories.
Productivity growth remains historically slow,
indicating that a massive wave of technology
isn’t disrupting normal business practices in
much of the economy. There are also powerful
arguments that a weak labor market can in some
cases even deter technological change: if wages
are not rising, there is less incentive to invest in
labor-saving capital and technologies.3*

This is not to say technology has had no impact
on inequality, or that it won’t in the future.
Technological advances can provide employers
with powerful new means to monitor workers
and more precisely specify work tasks and set
work schedules, shifting the distribution of
income within businesses.?> Technology can
contribute to top income growth by creating
opportunities from blue-ocean innovation, but
tech can also create opportunities for businesses
to exploit network effects, endowing firms

with market power, able to extract high levels

of rents. Whether businesses introduce labor-
complementing or labor-substituting technologies

in the future will depend not just on the laws
of technology, but on the rules of the economy
that determine how the gains from technology
are distributed. Moreover, if the government
chooses to impose carbon prices, more of our
scarce research talent will be directed toward
saving the planet, rather than saving labor.

Globalization

In the past several decades, the scale, scope, and
nature of international trade in the U.S. economy
have been changing, with commensurate
changes wrought on businesses and workers.

But this rise of globalization has also been
determined and carried out through rules—rules
that we have set, and rules that we have played
an important role in setting internationally, and
these rules have had major consequences for
how globalization has played out.

There is no doubt that this deepening of

global economic linkages presents tremendous
opportunity for efficiencies—obtaining things
we couldn’t have without trade and producing
things where specialization made for economic
gains—innovations, and increases in general
welfare. But it is also true that globalization has
had significant costs, particularly in the context
of the weak labor market that the United States
has been experiencing. Daron Acemoglu and
co-authors found that trade competition from
China alone displaced a conservatively estimated
2.4 million U.S. jobs between 1999 and 2011.36
David Autor and co-authors similarly found that
Chinese import penetration of the U.S. market
explained 25 percent of lost manufacturing jobs
in the 1990s and 2000s, with those jobs being
lost much faster than they were replaced. This
meant significant consequences for wage losses,
extended spells of unemployment, and greater
strains on public budgets for unemployment

and disability insurance, early retirement, and
health care costs.3” Other researchers found that
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the labor share of income fell farthest in U.S.
industries most exposed to import competition.32

Note that even in the best of circumstances,

the economic argument that suggested the
freeing of trade would lead to enhanced general
welfare also said that, in the absence of active
government policies, it would also lead to greater
inequality within the U.S., as unskilled wages fell
as a result of the indirect competition from the
more abundant unskilled labor abroad.?? In effect,
American unskilled workers would be forced to
compete with unskilled workers from emerging
markets and developing countries across a range
of goods and services, and this would drive

down wages.*° Even though the United States is
relatively abundant in high-skill workers compared
to many trading partner countries, more than

62 percent of the U.S. labor force still has less
than a college degree, meaning we should expect
trade to make a majority of Americans worse
off.#! Standard theory at best argued that the
gainers could compensate the losers, but it
never said that they would. While other countries
recognized the risks of globalization and took
offsetting actions, the United States did not.

In addition to these costs, globalization has also
created opportunities for businesses to earn big
rents from the restructuring and fragmentation
of production chains across geographic regions
and multiple business entities. This is also
motivated by pressures from financial markets.
Globalization allows firms to take advantage of
differences not only in labor costs arising from
wage differences, but also in costs arising from
differences regulatory standards and taxation.

This is especially important in the era of free
trade agreements, which in reality are managed
trade agreements. These agreements are less
about trade and more about the regulatory
environment corporations face investing and
doing business overseas. Providing stronger
guarantees for American corporations abroad—
for instance, by allowing them to sue for

damages from government regulations using
secretive international “investor-state dispute
settlements” rather than local democratic
institutions—has made it even more attractive
to trade internationally. One important example
showing that globalization is more about
rewriting the rules of the economy than about
trade: trade agreements have weakened
competition from generic drugs in global
pharmaceutical markets drugs, which has helped
drive up global pharmaceutical prices.

We see this directly with intellectual property
rights, which are part of the U.S.’s system

for incentivizing innovation. Poorly designed
intellectual property rights regimes can not only
increase monopoly power, thereby raising prices
and pricing some out of the market, but can even
impede innovation. The most important input in
the production of research and innovation is prior
and complementary knowledge.*?> Researchers
and the academic community have expressed
real concerns that the U.S. intellectual property
regime has become unbalanced, and with trade
agreements the U.S. is trying to export this
system to the rest of the world.

So globalization, too, is not only about an
abstract and exogenous set of forces, but also
about the rules we set to manage the effect of
increasing global connectedness on our economic
lives. And no country plays a more important
role than the U.S. in setting the international
rules. If we want to get the rules right on trade,
we should not export parts of our economic
rules that have led to rapid rises of inequality

in income, wealth, and political influence at
home. Most importantly for the United States,
we should not expand protections that tip the
balance in favor of those already winning from
trade, either by creating excessively stringent
intellectual property rights or by establishing a
legal regime that grants investors new rights to
challenge public decision-making.
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