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“The moral arc of the universe is long, but it bends
toward justice.”
—Martin Luther King, Jr.
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Toward the Good Society:
An American Path

AMERICA IS A very rich nation. And in coming decades we will
become richer still. Despite our affluence, however, too few ordi-
nary Americans have adequate economic security, too few who
grow up in disadvantaged circumstances are able to reach the
middle class, and too few have seen their boat lifted when the
economic tide rises.

This book is about how we can do better. The problems we con-
front are big ones, but they are not intractable. The key to a solu-
tion? Government social programs. Social programs function as a
safety net, a springboard, and an escalator: they provide economic
security, enhance opportunity, and ensure rising living standards.
Over the past century, we have gradually expanded the size and
scope of such programs. Given recent economic and social shifts,
we need to do more. Our history and the experiences of some other
affluent nations point us in useful directions, and they suggest we
can expand government without destroying liberty, breaking the
bank, or wrecking the economy.

Can it happen? The notion that we are likely to further increase
the size and scope of our social policy may seem blind to the re-
ality of contemporary American politics. After all, some on the left
of the political spectrum feel America’s safety net is complete,’
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many in the center favor cutting public spending to reduce our
government debt, and many on the right demand lower spending
and taxes full stop. But step back and consider the long run. The
lesson of the past 100 years is that as the country gets richer, we
are willing to spend more in order to safeguard against risk and
enhance fairness. Advances in social policy come only intermit-
tently, but they do come. And when they come, they usually last.

Three Failings

From the 1940s to the 1970s, Americans up and down the
income ladder enjoyed improved economic security, expanding
opportunity, and steadily rising incomes. But since the 1970s,
the story has been quite different. Progress has stalled, or even
reversed.

Too many Americans have incomes so low that making ends
meet 1s a struggle. Too many experience a sizable income drop at
some point during their working career. And too many have no
health insurance or inadequate health insurance. This isn’t just
a function of the 2008—9 economic crisis and its aftermath. It was
true before the economy fell apart, and it will still be true once we
return to our long-run growth path (and after the 2010 healthcare
reform is fully implemented).

In the past half century the United States has made con-
siderable progress in boosting opportunity: most women and
many African Americans now have a much better chance to
obtain an advanced education and to thrive in the labor market
than did their counterparts a generation ago. Yet the story for
Americans who grow up poor is much less encouraging. Their
odds of climbing into the middle class, already low, have been
shrinking.

Since the 1970s, the incomes of households in the middle and
below have risen slowly, despite sustained growth in the economy.
Income growth has been decoupled from economic growth.
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Our Hypercompetitive, Risk-Filled Economy

For society as a whole, competition is a force for immense good,
stimulating economic progress and improving living standards.
But competition can wreak havoc on the lives of particular indi-
viduals. Since the 1970s, competition has become a much more
pervasive feature of America’s economy. Firms selling goods or
services in international markets confront intense foreign rivals.
Domestic industries, such as restaurants and hotels, face more
competitors too, as technological advances, falling construction
and transportation costs, and deregulation have reduced bar-
riers to entry. In addition, shareholders now want rapid appre-
ciation in stock values. Whereas a generation ago they were
happy with a consistent dividend payment and some long-term
increase in the stock price, they now demand buoyant quarterly
profits and constant growth. Robert Reich has an apt label for
this new economy: “supercapitalism.” American firms, he notes,
“now have little choice but to relentlessly pursue profits.”

This shift benefits investors, consumers, and some employees.
But it encourages companies to resist pay increases, drop
health-insurance plans, cut contributions to employee pensions,
move abroad, downsize, replace regular employees with tempo-
rary ones, and pursue a variety of other cost-cutting strategies
that weaken economic security, limit opportunity for the less
skilled, and reduce income growth for many ordinary Americans.’

For better or worse, the new hypercompetitive, risk-filled
economy is here to stay. In coming decades more of us will lose a
job or work part-time or irregular hours, fewer of us will get a good
healthcare or pension plan from our employer, and more of us will
go long stretches without getting a pay increase.

Our Faltering Social Institutions

Families, civic organizations, and labor unions play important
roles in a capitalist society. They help give us a good start in
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life, provide job security and a bigger paycheck, and ensure that
if we fall through the cracks, there is someone to help us get
back on our feet. But over the past half century, these institu-
tions have been unraveling. Americans marry later and divorce
more frequently. Fewer children grow up in a home with both
biological parents. Participation in local civic associations has
declined. And barely one in ten employed Americans is a union
member. Even more problematic, these changes have a class
tilt: families, community organizations, and unions have weak-
ened most among those with less education and income.*

Some believe the best way to address the stresses and strains
of the new economy is to strengthen these institutions. It’s a laud-
able aim. It would be good if more American children grew up
in intact families, if unions ensured stable jobs and rising wages
for a significant share of workers, and if community organizations
provided guidance and support to more people in difficult circum-
stances. But that’s not likely to happen.’ Advocates of revitalizing
these institutions tend to offer lots of hope but little evidence that
it can be done. Nor do we find cause for optimism abroad; similar
trends are evident in most rich nations.

Even if we could make progress in reversing the decline of fam-
ilies, unions, and community organizations, it wouldn’t be good
enough. At their best, these institutions leave a significant por-
tion of the population uncovered. There has never been a society
in which all children grow up in stable two-parent families, all
workers enjoy union-negotiated wages and benefits, and civic asso-
ciations serve the needs of all the disadvantaged. Only government
has the capacity to help all Americans.

Affluence, Insurance, and Government

Most of us try to steer clear of risk events, and we attempt to
insure ourselves against potential harm or loss in case we do
get hit by one. We save money in case we lose our job or outlive
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our working years. We bind ourselves in long-term partnerships
(marriage) in order to spread childcare duties and safeguard
against financial difficulty. We purchase health insurance in
case we need expensive medical care. We buy auto insurance
in case we get in an accident. We purchase home insurance in
case our house is damaged or destroyed.

When our income is low, we can’t afford to spend much on in-
surance, so we often go without. The more income or assets we
have, the more insurance we buy. This is true of individuals and
of nations. As a person’s income or assets increase, she will tend to
spend more on insurance. Similarly, as a nation gets richer, it will
tend to allocate a larger portion of its income—its gross domestic
product (GDP)—to insurance.

For some types of insurance, private markets do an effective job.
Auto insurance is a good example; the incidence of accidents and
the repair or replacement sums are sufficiently low that private
companies can offer insurance at prices most drivers can afford.
In other areas, government is a better provider, because it can
spread the cost across a larger pool (all citizens), having a single
payer reduces administrative costs, and government can insist on
cost reductions and safety measures by private actors.®

Most of what we call social policy is actually public insurance.”
Social Security and Medicare insure against the risk of having
little or no money in your retirement years. Unemployment com-
pensation insures against the risk of losing your job. Disability
payment programs insure against the risk of suffering a physical,
mental, or psychological condition that renders you unable to earn
a living.

Other public services and benefits also are insurance programs,
even if we don’t usually think of them as such. Public schools insure
against the risk that private schools are unavailable, too expen-
sive, or poor in quality. Special education services insure against
the risk of having a disability that inhibits participation in school.
Retraining and job-placement programs insure against the risk
that market conditions make it difficult to find employment. The
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Earned Income Tax Credit (EITC) insures against the risk that
your job pays less than what’s needed for a minimally decent stan-
dard of living. Social assistance programs such as the Supplemental
Nutrition Assistance Program (SNAP, or “food stamps”) and
Temporary Assistance for Needy Families (TANF) insure against
the risk that you will find yourself unable to get a job but ineligible
for unemployment or disability compensation. Even affirmative ac-
tion programs are a form of insurance; they insure against the risk
of being in a group that is, or formerly was, discriminated against.
Over the past century, the United States, like other rich na-
tions, has created a number of public insurance programs. But
we haven’t done enough. From our own experience and that of
other affluent countries, we know there are significant risks we
could insure against but currently don’t, and others for which the
protection we now provide is inadequate.® We need the following:

*  Universal health insurance

*  One-year paid parental leave

*  Universal early education

* Increase in the Child Tax Credit

*  Sickness insurance

+ Eased eligibility criteria for unemployment insurance

*  Wage insurance

*  Supplemental defined-contribution pension plans with automatic
enrollment

+  Extensive, personalized job-search and (re)training support

*  Government as employer of last resort

*  Minimum wage increased modestly and indexed to prices

+ EITC extended farther up the income ladder and indexed to
average compensation or GDP per capita

*  Social assistance with a higher benefit level and more support
for employment

*  Reduced incarceration of low-level drug offenders

+ Affirmative action shifted to focus on family background
rather than race
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+  Expanded government investment in infrastructure and public
spaces
* Increase in paid holidays and vacation time

Now, to some, this will look like a predictable laundry list of
left goals. Yet I've arrived at this list not by consulting the latest
edition of the “Progressives’ Handbook,”® but by examining the
problems we face and the experiences of the world’s rich nations
in addressing them. As I explain in chapters 2, 3, and 4, the evi-
dence suggests that we can do better at enhancing economic secu-
rity, expanding opportunity, and ensuring shared prosperity, and
that these policies are the best way to do so. Moreover, you will
see, if you read on, that I believe the prevailing wisdom among
the American left on some key issues—taxes, regulation, competi-
tion in services, wage levels in low-end service jobs, and others—is
mistaken.

Government Social Programs Have Economic
Costs, but Also Benefits

Of course, spending on insurance has an economic cost. When
we allocate funds to insurance, we forgo other uses of the
money that might have contributed to economic advance, such
as investment in research or new companies or in expansion
of existing businesses. Moreover, the existence of insurance in-
creases the incentive for people to engage in risky behavior or
to avoid employment. Given these costs, it isn’t surprising that
some object to the expansion of public insurance.

At the same time, insurance has economic benefits. Schooling
and medical insurance improve productivity via better knowledge,
creativity, and health. Bankruptcy protection encourages entrepre-
neurship. Unemployment compensation reduces efforts to restrict
employers’ flexibility in hiring and firing, and it facilitates em-
ployees’ skill upgrading and geographic mobility.'’ Programs that
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boost the income of poor households, such as the Child Tax Credit
and the EITC, increase the future employment and earnings of
children in those households.!’ Many insurance programs reduce
stress and anxiety, enhancing productivity. Insurance also lessens
conflict within firms and within society as a whole, contributing to
economic stability.'* Finally, the de facto choice often isn’t insur-
ance or no insurance. It’s insurance or regulation, and the former
interferes with markets and competition less than the latter.'

The experience of the world’s rich countries over the past century
suggests no reason to fear that a rise in the size and scope of public
social programs would weaken the economy. In the United States,
social policy expenditure has steadily increased, yet the country’s
rate of economic growth has not slowed.'* Affluent nations that
spend more on public social programs have tended to grow just as
rapidly as those that spend less.'” There surely is a level beyond
which public social spending hurts the economy. But the evidence
says America hasn’t yet reached that level. In fact, we're probably
well below it.

Social Democracy

Social democracy originated in the early twentieth century as a
strategy to improve rather than replace capitalism. Today, we
associate it with European social democratic political parties and
the policies they have put in place, particularly in the Nordic
nations.’® I believe our array of social programs will increas-
ingly come to resemble those of the Nordic countries. It is in
this sense that I say America’s future is a social democratic one.

Let me be clear about what that means. A generation ago, the
label “social democratic” referred to policies that make it easier
for people to survive with little or no reliance on earnings from
employment.’” Social democracy meant, in effect, a large public
safety net. Today that’s too narrow a conception. In recent
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decades the Nordic countries have supplemented generous social
insurance programs with services aimed at boosting employment
and enhancing productivity, from early education and active
labor market programs to public infrastructure and support for

t."® And for the most part, these coun-

research and developmen
tries believe in a market-friendly regulatory approach.'® There are
regulations to protect workers, consumers, and the environment,
to be sure. But these exist within an institutional context that
aims to encourage entrepreneurship and flexibility by making it
easy to start or close a business, to hire or fire employees, and to
adjust work hours.

In other words, modern social democracy means a commitment
to extensive use of government policy to promote economic secu-
rity, expand opportunity, and ensure rising living standards for
all. But it aims to do so while facilitating freedom, flexibility, and
market dynamism.

Freedom, flexibility, and market dynamism have long been
hallmarks of America’s economy. These are qualities worth pre-
serving. The Nordic countries’ experience shows us that a nation
can successfully embrace both flexibility and security, both compe-
tition and social justice. Modern social democracy can give us the
best of both worlds.

There are understandable worries about the transportability of
Danish or Swedish policies to a large, diverse nation such as the
United States. But as I explain in later chapters, the grounds for
concern dissolve once we consider specific policies. Indeed, if you
look carefully at the policy suggestions listed earlier, you'll notice
that many of them are already in place in this country. Getting
closer to the good society entails doing more of what we already
do, not shifting to something qualitatively different.*

Moreover, I'm not suggesting that we copy the Nordic countries’
playbook in full. Our future array of public social services and ben-
efits will be broader and more generous than it is now, but it will
retain a distinctively American flavor. Indeed, in a few respects,
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the Nordic and other European nations may come to look more
like us.?!

Expansions in the size and scope of our social programs won’t
always constitute progress. Policy makers will make some poor
choices, and the structure of the US policy-making process ensures
that we seldom get optimal policy. But that has always been true,
and yet American policy makers have managed to craft a host of
programs that work quite well, from Social Security to Medicare
to the EITC. As our evidence base grows, and particularly as we
learn more about best practice in other nations, there is reason for
optimism about the quality of future social policy.

Can We Afford It?

For the past half century, our government has taxed and
spent a smaller portion of the country’s economic output than
have most other affluent nations. In 2007, the peak year of
the pre-crash business cycle, government expenditures totaled
37 percent of GDP in the United States. As figure 1.1 shows,
in most other rich nations the share was well above 40 percent,
and in some it was above 50 percent.

The added cost of the new programs and expansions I rec-
ommend plus our existing commitments to Social Security and
Medicare is likely to be in the neighborhood of 10 percent of
GDP.?? If that sounds massive, keep in mind two things. First,
if our government expenditures rise from around 37 percent of
GDP to around 47 percent, we will be only a little above the cur-
rent norm among the world’s rich nations. Second, an increase of
10 percent of GDP would be much smaller than the increase that
occurred between 1920 and today.

How can we pay for it? As a technical matter, revising our tax
system to raise an additional 10 percent of GDP in government
revenue 1is simple. Adding a national consumption tax could get
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us halfway there, and an assortment of relatively minor additions
and adjustments would take us the rest of the way.?

Since 1980, much of America’s left has thought about taxation
in terms of its impact on the distribution of income, putting tax
progressivity front and center. But we can’t get an additional
10 percent of GDP solely from those at the top, even though they
are getting a steadily larger share of the pretax income. We would
have to increase the effective tax rate paid by the top 1 percent or
5 percent to a level far exceeding what it has been at any point in
the past half century.?* This news may disappoint some. But all
rich nations have tax systems that are roughly proportional: house-
holds up and down the income ladder pay approximately the same
share of their pretax income in taxes. Income redistribution occurs
largely via government transfers rather than taxes. The key dif-
ference between America’s tax system and those of highly redis-
tributive countries such as Denmark and Sweden isn’t that ours is
less progressive; it’s that it raises less revenue.?’
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Are There Better Alternatives?

Some will sympathize with the ends I propose but favor dif-
ferent means. Suggestions include shifting to a smaller and
more targeted public safety net, expanding our existing pri-
vate safety net, privatizing service provision, revitalizing fam-
ilies and communities, putting the brakes on globalization,
promoting manufacturing, strengthening unions, expanding
profit sharing, mandating a high wage floor, instituting a basic
income grant, and facilitating asset building. I consider each of
these in chapter 4. Some of them might help. But none, I con-
clude, would be as effective in addressing economic insecurity,
inadequate opportunity, and slow income growth as the public
programs I listed earlier.

The Progressive Trajectory of American Social Policy

What about the politics? America has more public insur-
ance than we did a century ago, but given the structure of
our political system and the divisiveness of our contempo-
rary politics, 1s it reasonable to expect that we’ll go farther?
I believe it is.

Policy makers, drawing on reason and evidence, and perhaps
with a push from organized interest groups or the populace, will
recognize the benefits of a larger government role in pursuing
economic security, opportunity, and rising living standards and
will attempt to move the country in that direction. Often they will
fail. But sometimes they’ll succeed. Progress will be incremental,
coming in fits and starts. But it will have staying power. New
programs and expansions of existing ones will tend to persist,
because programs that work well become popular and because our
policy-making process makes it difficult for opponents of social
programs to remove them. Small steps and the occasional big leap,
coupled with limited backsliding, will have the cumulative effect
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of significantly increasing the breadth and generosity of govern-
ment social programs.

This is not a prediction about the timing or conditions under
which specific policy advances will occur. It’s a hypothesis about
a probabilistic process. Over the long run, new programs occa-
sionally will be created and existing ones occasionally will be
expanded, and these additions and expansions are unlikely to be
reversed.”®

This is, in fact, an apt description of the history of American
social policy over the past century. Many advances occurred when
Democrats held the presidency and both houses of Congress,
but not all.>’ Some came during bad economic times, others in
healthier conditions. In some instances labor unions were strong
proponents, in others not. Sometimes support from key sectors of
business was critical, but not always. Some changes hinged on
interparty compromise, while others didn’t.

Two features have been common to all expansions of US social
policy. One is problem solving: policy makers attempt to figure out
a useful course of action given needs, aims, resources, and avail-
able knowledge.?® The other is policy persistence: policy advances
tend to stick, partly because they become popular and partly
because the American policy-making process is laden with “veto
points” that make it easy for a minority to block proposed policy
changes. Problem solving and policy persistence are likely to con-
tinue. Over time, they will produce a rise in the size and scope of
government social programs in the United States.

There are potential obstacles: Americans don’t like big govern-
ment, the rhetoric used by modern opponents of big government
can be persuasive, the left may increasingly struggle to get elected,
the balance of organizational power in politics has swung to the
right, and the structure of our political system hinders progressive
policy change. Given these obstacles, is a social democratic future
for the United States just an ivory tower fantasy? I don’t think so.

The typical American is ideologically conservative but program-
matically progressive. It’s true that we aren’t fond of the idea of
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big government. But when it comes to specific programs, we tend
to be strongly supportive.

Opponents of big government contend that it frequently fails
to achieve its objective, makes things worse, or jeopardizes other
desirable aims. A generous public safety net, they say, makes the
poor worse off in the long run by discouraging employment. High
taxes weaken the economy. These arguments, termed the “rhe-
toric of reaction” by Albert Hirschman, can seem persuasive. But
they are subject to empirical scrutiny, and their sway is likely to
diminish as scientists expose their flaws with more and better data.

A significant expansion of public social programs in coming
decades hinges on electoral success by Democrats, but some
think their fortunes are dimming. They have lost support among
working-class whites, a key element of the New Deal coalition
that dominated American government from the 1930s through the
1970s. Yet Democratic presidential and congressional candidates
have fared well with a new electoral base of urban professionals,
women, African Americans, and Latinos. Will a flood of private
money into election campaigns, encouraged by the Supreme
Court’s 2010 Citizens United v. Federal Election Commission
ruling, doom the Democrats? Maybe, but private campaign con-
tributions have been growing in importance for several decades,
and so far the Democrats have managed to keep up. And while de-
mographics, electoral coalitions, and campaign funding certainly
matter, the state of the economy tends to be the chief determinant
of the outcome of national elections. If Democrats manage the
economy reasonably well when they are in charge, they are likely
to remain electorally competitive.

Some contend that the key determinant of American policy is
the strength of organized interests outside the electoral arena,
where the balance of power has shifted to the right. Businesses
and affluent individuals have mobilized, while the labor move-
ment, the key organized interest group on the left, has steadily
declined in membership and, arguably, in political influence. Yet
this has slowed, not stopped, the advance of social policy. Unless
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the balance of power shifts farther to the right, the advance is
likely to continue.

Finally, as I noted earlier, the veto-point-heavy structure of
America’s political system makes it relatively easy for opponents
to block policy change. Given this structure, the recent disciplined
obstructionist approach by the Republicans is a threat to the for-
ward march of social policy. But only if it continues, and history
suggests it won’t.

If we extrapolate from the past century, the most likely course
for American social policy is continued advance. Political obstacles
old and new may slow progress, but they won’t halt it.

Will Outcomes Improve?

Economic and social shifts that threaten economic security, op-
portunity, and shared prosperity are likely to continue. In fact,
they may worsen. If that happens, an expansion of social policy
won’t guarantee improved outcomes. Aggressive government
action might not be sufficient to offset these trends. But it will
help. Outcomes will be better than if public programs remain

in their current state.

The Book

In chapter 2, I examine our failure to ensure economic secu-
rity, opportunity, and shared prosperity. In chapter 3, 1T pro-
pose a set of policies to address these maladies. In chapter 4,
I consider potential objections and alternatives. In chapter 5,
I explore the politics.

The book offers an evidence-based case for the desirability and
feasibility of an expanded government role in providing economic
security, enhancing opportunity, and ensuring rising living stan-
dards in the United States. There are grounds for concern but
also for optimism. The bad news is that economic and social shifts
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have made life more difficult than it should be for many ordinary
Americans. We aren’t doing well enough in protecting against risk,
providing everyone with the opportunity to thrive, and ensuring
that economic growth benefits us all. The good news is that we can
and likely will do better. We know what policies can help, and his-
tory suggests we will, in time, make more and better use of them.



What's the Problem?

ECONOMIC SECURITY, OPPORTUNITY, and shared prosperity are
integral to a good society. We aren’t doing as well as we should.
In fact, since the 1970s we’ve been going in the wrong direction.

Too Little Economic Security

To be economically secure is to have sufficient resources to
cover our expenses. We achieve economic security with a stable
and sizable income, with assets that can be sold or borrowed
against, and with insurance.

From the 1930s through the mid-1970s, economic insecurity
decreased for virtually all Americans.! Incomes grew steadily for
most households, reducing the share with low income and facili-
tating the purchase of private insurance. More Americans became
homeowners, thereby accumulating some assets. And a raft of gov-
ernment laws and programs—Ilimited liability law, bankruptcy pro-
tection, Social Security old-age benefits, unemployment insurance,
statutory minimum wage, AFDC (Aid to Families with Dependent
Children, which later became TANF), Social Security disability
benefits and Supplemental Security Income (SSI), Medicare
and Medicaid, food stamps, EITC, and disaster relief, among
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others—provided a safeguard against various financial risks, from
business failure to job loss to poor health to old age.?

Since the 1970s, according to a number of knowledgeable ob-
servers, the tide has turned. Economic insecurity has been rising.?
Paul Osterman sounded the alarm in his 1999 book Securing
Prosperity, in which he noted the increasing frequency of job
loss.* In 2006, Louis Uchitelle echoed this argument in his book
The Disposable American.” In The Great Risk Shift, published the
same year, Jacob Hacker pushed the assessment beyond job loss
to suggest that severe income decline has become more common
and that private and public insurance against risks such as poor
health and old age have weakened.® Peter Gosselin reached a
similar verdict a few years later in High Wire.” A survey by the
Rockefeller Foundation in early 2007, prior to the 2008-9 “Great
Recession,” found more than 25 percent of Americans saying
they were “fairly worried” or “very worried” about their economic
security.®

A rise in economic insecurity is what we would expect given the
changes in the American economy over the past several decades.
Competition among firms has intensified as manufacturing and
some services have become internationalized. Competitive pres-
sures have increased even in sectors not exposed to competition
from abroad, such as retail trade and hotels, partly due to the
emergence of large and highly efficient firms such as Walmart.
At the same time, companies’ shareholders now demand constant
profit improvement rather than steady long-term performance.

These changes force management to be hypersensitive to costs
and constraints. One result has been the end of job security, as
firms restructure, downsize, move offshore, or simply go under.’
Another is enhanced management desire for flexibility, leading
to greater use of part-time and temporary employees and irreg-
ular and unstable work hours. This increases earnings instability
for some people and may reduce their likelihood of qualifying
for unemployment compensation, paid sickness leave, and other
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supports. Employers also have cut back on the provision of bene-
fits, including health insurance and pensions.

Private insurance companies are subject to the same pressures.
And they now have access to detailed information about the like-
lihood that particular persons or households will get in a car ac-
cident, need expensive medical care, or experience home damage
from a fire or a hurricane. As a result, private insurers are more
selective about the type and extent of insurance coverage they pro-
vide and about the clientele to whom they provide it.

The period since the 1970s also has witnessed commitments
by prominent American policy makers to ensure that, in Bill
Clinton’s expression, “the era of big government is over.” From
Ronald Reagan to Clinton to George W. Bush and even Barack
Obama, recent presidents have expressed a preference for scaling
back government expenditures. The 1996 welfare reform, which
devolved decision-making authority for America’s chief social
assistance program to the states and set a time limit on receipt
of benefits, embodies this commitment. Tellingly, the number
of TANF recipients and the amount they receive have declined
sharply since the reform.

Finally, family protections against economic insecurity are
weaker for some segments of the American population. Having a
second adult who has a paying job (or can get one) in the household
is a valuable asset in the event of income loss.'’ Later marriage
and more frequent divorce mean that a larger share of Americans
has little or no family buffer.

Economic insecurity is a product of low income, significant
income decline, or inadequate insurance. To get a complete pic-
ture, we would need a single data source that captures each of
these elements for a representative sample of American house-
holds, and does so consistently over time. Unfortunately, such data
don’t exist. Instead, the information is available in bits and pieces.
In what follows, I put the pieces together to gauge the extent of
economic security and its trend over time.
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Low Income

As of 2007, the average income of the roughly 25 million house-
holds in the bottom 20 percent (quintile) was just $18,000.'

Very few of these low-income Americans are destitute. Most
have clothing, food, and shelter. Many have a car, a television,
heat and air conditioning, and access to medical care.'” But
making ends meet on an income of $18,000 is a challenge. That
comes out to $1,500 a month. If you spend $500 on rent and util-
ities, $300 on food, and $200 on transportation, you're left with
just $500 each month for all other expenses. It’s doable. Millions
of Americans offer proof of that. But this is a life best described as
“scraping by.”*?

Now, there are important caveats. First, income data are never
perfect. However, these data, compiled by the Congressional
Budget Office (CBO), are quite good. They are created by merging
the Census Bureau’s annual survey of households with tax records
from the Internal Revenue Service (IRS). The income measure
includes earnings, capital gains, government transfers, and other
sources of cash income. It adds in-kind income (employer-paid
health insurance premiums, Medicare and Medicaid benefits, food
stamps), employee contributions to 401(k) retirement plans, and
employer-paid payroll taxes. Tax payments are subtracted. These
data give us a pretty reliable picture of the incomes of American
households.

Second, $18,000 is the average among these 25 million house-
holds, so some had an income above this amount. According to
the CBO’s calculations, the highest income among bottom-quintile
households with one person was $20,000. For households with
four persons, it was $40,000. Making ends meet is a little easier
at this income level, but it still isn't easy. And half or more of
these 25 million have incomes below the $18,000 average. Some
solo adults have to make do with an income of $10,000 or $5,000.
Some families with one or more kids have to get by on $20,000 or
$15,000 or even less.
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Third, some of these households have assets that reduce their
expenses or provide a cushion in case expenses exceed income in
a particular month or year. Some, for example, are retirees who
own a home and therefore have no rent or mortgage payments.
But many aren’t saved by assets. Asena Caner and Edward Wolff
calculate that in the late 1990s, about one-quarter of Americans
were “asset poor,” meaning they did not have enough assets to
replace their income for at least three months.**

Fourth, these data very likely underestimate the true incomes
of some households at the bottom. The data come from a survey
in which people are asked what their income was in the prior
year. People in low-income households tend to underreport their
income, perhaps out of fear that accurate disclosure will result in
loss of a government benefit they receive.'

Fifth, some of these 25 million households have a low income
for only a short time. Their income may be low one year because
the wage earner leaves her job temporarily to have a child, is sick,
or gets laid off. By the following year, the earner may be back in
paid employment. Some low earners are just beginning their work
career. Five or ten years later, their earnings will be higher, or
perhaps they will have a partner whose earnings add to house-
hold income. Using a panel data set known as the Panel Study
of Income Dynamics (PSID), which tracks the same set of house-
holds over time, Mark Rank and Thomas Hirschl calculate that by
the time Americans reach age 65, fewer than 10 percent will have
spent five or more consecutive years with an income below the
official poverty line (about $12,000 for a single adult and $23,000
for a household of four as of 2012).'° On the other hand, some who
move up the economic ladder will later move back down. Shuffling
in and out of poverty is common. Rank and Hirschl find that if we
ask what share of Americans will have spent five or more total
years below the poverty line upon reaching age 65, the share rises
to 25 percent.'’

Finally, some of these households are made up of immigrants
from much poorer nations. Many are better off than they would
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have been if they had stayed in their native country. But that
doesn’t change the fact that they are scraping by.

How much should these qualifiers alter our impression of eco-
nomic insecurity due to low income in the United States? It’s dif-
ficult to say. Suppose the truly insecure constitute only half of the
bottom quintile. That’s still 10 percent of American households,
much more than we should accept in a nation as rich as ours.

Perhaps we should measure low income in another way. We
could, for example, identify the minimum income needed for a
decent standard of living and then see how many households fall
below this amount. A team of researchers at the Economic Policy
Institute did just that, estimating “basic family budgets” for met-
ropolitan and rural areas around the country and calculating the
share of families with incomes below these amounts in 1997-99."®
They concluded that approximately 29 percent of US families
could not make ends meet. More recently, researchers with Wider
Opportunities for Women and the Center for Social Development
at Washington University calculated basic-needs budgets for var-
ious household types.’ They estimate that to meet basic expenses
in 2010, a single adult needed, on average, about $30,000, and a
household with two adults and two children needed about $68,000.
According to their calculations, 43 percent of American households
fell below the threshold.

Let’s return to low income and consider the trend over time. Is it
getting better or worse? Figure 2.1 shows what happened between
1979 and 2007. There was improvement, but only a little. Average
income in the bottom fifth rose by just $2,000 over this nearly
three-decade period. That’s not much, particularly given that the
American economy was growing at a healthy clip (a point I expand
on later in this chapter). On the other hand, these data don’t indi-
cate a rise in insecurity.

One group some believe has suffered a rise in insecurity due to
low income is the elderly. Now, in one respect elderly Americans
have fared well: they are the only age group whose poverty rate
has declined since the 1970s.?° A key reason is Social Security. In
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FIGURE 2.1 Average income of households on the bottom fifth of the income ladder
Posttransfer-posttax income. The income measure includes earnings, capital gains,
government transfers, and other sources of cash income. It adds in-kind income
(employer-paid health insurance premiums, Medicare and Medicaid benefits, food
stamps), employee contributions to 401(k) retirement plans, and employer-paid payroll
taxes. Tax payments are subtracted. The incomes are in 2007 dollars; inflation adjust-
ment is via the CPI-U-RS. Data source: Congressional Budget Office, “Average Federal
Tax Rates and Income, by Income Category, 1979-2007.”

1979, the average recipient of Social Security old-age benefits got
about $10,000 (in today’s dollars). That average increased steadily
over the ensuing three decades, reaching nearly $15,000 as of
2010. During this time, the share of elderly Americans receiving
Social Security held steady at around 90 percent.

But Social Security is just the first of three tiers of retirement
income security. After all, $15,000 isn’t much to live on, even if
you don’t have a mortgage to pay. The second tier is private—usu-
ally employer-based—pensions. The share of people under age
65 who participate in an employer pension plan has remained
steady at around 60 percent,”’ but the type of plan has changed
dramatically. According to the Center for Retirement Research,
in the early 1980s nearly 90 percent of Americans with an em-
ployer pension plan had a defined-benefit plan. By 2007 that
share had shrunk to 36 percent. Defined-benefit pension plans
have been replaced by defined-contribution plans such as 401(k)s.
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Among those with a pension, defined-contribution plans jumped
from 38 percent to 81 percent.?

Defined-contribution plans have some advantages: they're
portable across employers, the employee has some say in how
the money is invested, and a person in financial difficulty prior
to retirement age can withdraw some or all of the money,
though there is a tax penalty for doing so.?® The problem is
that employees and employers may not contribute enough to
defined-contribution plans or keep the money in them long
enough to reap the benefits in retirement.?* If an employee
doesn’t know about or understand her firm’s program, or feels
she needs every dollar of her earnings to pay for current ex-
penses, she may go a long time, perhaps even her entire working
career, without putting any money into a defined-contribution
plan. Employer contributions usually take the form of match-
ing funds, with the amount put in by the employer pegged to
the amount put in by the employee. Thus, no employee contri-
bution often means no employer contribution. Moreover, when
a person switches employers, she or he can choose to keep the
defined-contribution-plan money as is, roll it over into an indi-
vidual retirement account (IRA), or withdraw it, after a tax pen-
alty i1s subtracted. Too many people choose to withdraw some or
all of the money, leaving them with a lot less, and sometimes
nothing at all, for their retirement years.

The third tier of retirement income security is personal sav-
ings. It too has weakened. Average household saving as a share of
disposable household income fell from 10 percent in the 1970s to
8 percent in the 1980s to 5 percent in the 1990s to 3 percent in the
2000s.%® And the decline was probably even steeper for households
on the lower rungs of the income ladder.

Income Decline

It isn’t just a low level of income that threatens economic secu-
rity. Instability of income does too.



WHAT’S THE PROBLEM? 25

Alarge income decline can be problematic even if it’s temporary.
Consider two households with the same average income over ten
years. In one, the income is consistent over these years. The other
experiences a big drop in income in one of the years, but offsets
that drop with higher-than-average income in one or more later
years. The latter household may be worse off in two respects. The
first has to do with subjective well-being. A loss tends to reduce
our happiness more than a gain increases it.?® The second involves
assets. A large decline in income may force a household to sell off
some or all of its assets, such as a home, to meet expenses. Even
if the income loss is ultimately offset, the household may be worse
off at the end of the period due to the asset sell-off.

It turns out, however, that income declines often aren’t tempo-
rary. Stephen Rose and Scott Winship have analyzed data from the
Panel Study of Income Dynamics (PSID) to find out what subse-
quently happens to households experiencing a significant income
decline.?” According to their calculations, among households that
experience a drop in income of 25 percent or more from one year to
the next, about one-third do not recover to their prior income level
even a full decade later. There are various reasons for this. Some
people own a small business that fails and don’t manage to get
a job that pays as much as they made as entrepreneurs. Others
become disabled or suffer a serious health problem and are unable
to return to their previous earnings level. Still others are laid off,
don’t find a new job right away, and then suffer because potential
employers view their jobless spell as a signal that they are unde-
sirable employees.

So income decline is a problem for those who experience it. How
many Americans are we talking about? Several researchers have
attempted to estimate the frequency of sharp income drops. In the
study mentioned in the previous paragraph, Rose and Winship
find that in any given year, 15 to 20 percent of Americans expe-
rience an income decline of 25 percent or more from the previous
year.”® Using a different data source, the Survey of Income and
Program Participation (SIPP), Winship estimates that during



26 SOCIAL DEMOCRATIC AMERICA

the 1990s and 2000s approximately 8 to 13 percent of households
suffered this fate each year.” A study by the CBO matches data
from the Survey of Income and Program Participation (SIPP) with
Social Security Administration records and gets a similar esti-
mate of approximately 10 percent during the 1990s and 2000s.*
Finally, a team of researchers led by Jacob Hacker uses a third
data source, the Current Population Survey (CPS), covering the
mid-1980s through 2009, and comes up with 15 to 18 percent.?!

These estimates vary, but not wildly. In any given year, approx-
imately 10 to 20 percent of working-age Americans will experience
a severe income drop.

Using PSID data, Elizabeth Jacobs has calculated that the
share of American households experiencing a severe year-to-year
income drop at some point in a ten-year period is roughly twice the
share in any given two-year period. If so, the share of working-age
Americans who at some point suffer a large income decline is in
the neighborhood of 20 to 40 percent.?

Has the incidence of large year-to-year income decline increased
over time? Yes, according to calculations by Jacob Hacker’s team
and by Scott Winship. But not a lot. These estimates, shown in
figure 2.2, suggest a rise in sharp year-on-year income decline of
perhaps three to five percentage points since the 1970s or the early
1980s.?® Again, though, this might cumulate into a more substan-
tial increase. If we instead focus on the share of Americans expe-
riencing a sharp year-on-year decline at some point over a decade,
Elizabeth Jacobs’s calculation suggests a rise of seven or eight
percentage points from the 1970s to the 1990s.**

What’s the bottom line? In my read, the data tell us that sharp
declines of income among working-age American households are
relatively common and that their incidence has increased over the
past generation.

We need to keep in mind that some of these declines are (fully
or partially) voluntary. A person may leave a job or cut back on
work hours to spend more time with children or an ailing relative.
A couple may divorce. Someone may quit a job to move to a more
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rIGURE 2.2 Households experiencing an income decline of 25 percent or more
from one year to the next

The lines are loess curves. PSID and SIPP: posttransfer-pretax income, for households
with a “head” aged 25—54. PSID is the Panel Study of Income Dynamics. SIPP is the
Survey of Income and Program Participation. Data source: Scott Winship, “Bogeyman
Economics,” National Affairs, 2012, figure 1. CPS: posttransfer-pretax income, for house-
holds of all ages. CPS is the Current Population Survey. Data source: Economic Security
Index, www.economicsecurityindex.org, downloaded January 2013.

desirable location without having another lined up. We don’t know
what portion of income drops are voluntary. But I don’t think we
should presume that most are.

How should we assess the trend? One perspective is to view it as
unavoidable. The American economy has shifted since the 1970s.
It’s more competitive, flexible, and in flux. Even though this is
bad for some households, it can’t be prevented unless we seal the
country off from the rest of the world and heavily regulate our
labor market. In this view, we should be happy that the increase
in income volatility hasn’t been larger.

I think we should be disappointed. After all, there are ways
to insure against income decline. We could have improved our
porous unemployment compensation system, added a public sick-
ness insurance program, or created a wage insurance program so
that someone who loses a job and gets a new, lower-paying one
receives some payment to offset the earnings loss. We could have
done more, in other words, to offset the impact of economic shifts.
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Large Unanticipated Expense

Low income and a sharp drop in income cause economic in-
security because we may have trouble meeting our expenses.
A large unanticipated expense can produce the same result,
even for those with decent and stable income.

In the United States, the most common large unexpected
expense i1s medical. About one in seven Americans does not have
health insurance. Others are underinsured, in the sense that they
face a nontrivial likelihood of having to pay out of pocket for health
care if they fall victim to a fairly common accident, condition, or
disease.

Of course, many of the uninsured and underinsured won’t end
up with a large healthcare bill. And some who do will be able to
pay it (due to high income or to assets that can be sold), or will be
allowed to escape paying it because of low income or assets, or will
go into personal bankruptcy and have the debt expunged.

Yet in a modern society, we should consider most of the unin-
sured and some of the underinsured as economically insecure, in
the same way we do those with low income. They are living on
the edge to a degree that should not happen in a rich nation in
the twenty-first century. After all, every other affluent country
manages to provide health insurance for all (or virtually all) its
citizens without breaking the bank.

This form of economic insecurity has increased over the past
generation, though we don’t know exactly how much because we
lack a continuous data series on the share of Americans without
health insurance. Figure 2.3 shows the information we do have,
going back to the late 1970s. Each of the three data series shows
a rise in the share without insurance. Over the whole period, the
increase is on the order of five percentage points.

Figure 2.3 understates vulnerability to a large medical expense
in two respects. First, these data capture the average share of
Americans who are uninsured at a given point during a year. If we
instead ask how many are uninsured at any point during a year or
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FIGURE 2.3 Persons without health insurance

The lines are loess curves. Data sources: CNHPS is from Marc Miringoff and
Margue-Luisa Miringoff, The Social Health of the Nation, Oxford University Press, 1999,
p. 198, using Center for National Health Program Studies data. CPS 1 and CPS 2 are
from Census Bureau, “Income, Poverty, and Health Insurance Coverage in the United
States: 2011,” table C-1, using Current Population Survey (CPS) data.

two, the figure is larger. The Lewin Group estimates that during
the two-year period of 2007 and 2008, 29 percent of Americans
lacked health insurance at some point.*®

Second, it isn’t only the uninsured who are insecure. Some
Americans have a health insurance policy that is inadequate.
Each year 25 to 30 percent of Americans say they or a member of
their family have put off medical treatment because of the extra
cost they would have to pay.’® They can indeed end up with a
large out-of-pocket medical expense if they get treated. We know
this from data on bankruptcy filings. Such filings have increased
steadily, from an average of .2 percent of the population each year
in the 1980s to .4 percent in the 1990s to .5 percent in the 2000s.
About one-quarter of Americans who file for bankruptcy do so
mainly because of a large medical bill, and some of them do have
health insurance.?’

The 2010 healthcare reform is expected to reduce the share of
uninsured Americans from 16 percent to perhaps 7 or 8 percent.
That represents a substantial reduction in economic insecurity,
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but 1t still leaves us well short of where we could be, and where
every other affluent nation has been for some time now.

Inadequate Opportunity

Americans believe in equal opportunity. Public opinion surveys
consistently find more than 90 percent of Americans agree that
“our society should do what is necessary to make sure that
everyone has an equal opportunity to succeed.”®

True equality of opportunity is unattainable. Equal opportunity
requires that everyone have equal skills, abilities, knowledge,
and noncognitive traits, and that’s impossible. Our capabilities
are shaped by genetics, developments in utero, parenting styles
and traits, siblings, peers, teachers, preachers, sports coaches,
tutors, neighborhoods, and a slew of chance events and occur-
rences. Society can’t fully equalize, offset, or compensate for these
influences.

Nor do we really want equal opportunity, as it would require
genetic engineering and intervention in home life far beyond what
most of us would tolerate. Moreover, if parents knew that every-
one would end up with the same skills and abilities as adults,
they would have little incentive to invest effort and money in
their children’s development, resulting in a lower absolute level
of capabilities for everyone.

What we really want is for each person to have the most opportu-
nity possible. We should aim, in Amartya Sen’s helpful formulation,
to maximize people’s capability to choose, act, and accomplish.?
Pursuing this goal requires providing greater-than-average help
to those in less advantageous circumstances or conditions. This,
in turn, moves us closer to equal opportunity, even if, as I just
explained, full equality of opportunity is not attainable.

Americans tend to believe that ours is a country in which op-
portunity is plentiful. This view became especially prominent in
the second half of the nineteenth century, when the economy was



WHAT’S THE PROBLEM? 31

shifting from farming to industry and Horatio Alger was churning
out rags-to-riches tales.*® It’s still present today. On the night of
the 2008 presidential election, Barack Obama began his victory
speech by saying, “If there is anyone out there who still doubts
that America is a place where all things are possible...tonight is
your answer.”

There is more than a grain of truth in this sentiment. One of the
country’s major successes in the last half century has been its pro-
gress in reducing obstacles to opportunity stemming from gender
and race. Today, women are more likely to graduate from college
than men and are catching up in employment and earnings.*’ The
gap between whites and nonwhites has narrowed as well, albeit
less dramatically.*?

When we turn to family background, however, the news is less
encouraging. Americans growing up in less advantaged homes
have far less opportunity than their counterparts from better-off
families, and the gap is growing.

There is no straightforward way to measure opportunity, so
social scientists tend to infer from outcomes, such as employment
or earnings. If we find a particular group faring worse than others,
we suspect a barrier to opportunity. It isn’t proof positive, but it’s
the best we can do. To assess equality of opportunity among people
from different family backgrounds, we look at relative intergener-
ational mobility—a person’s position on the income ladder relative
to her or his parents’ position. We don’t have as much information
as we would like about the extent of relative intergenerational
mobility and its movement over time. The data requirements are
stiff. Analysts need a survey that collects information about citi-
zens’ incomes and other aspects of their life circumstances, and
then does the same for their children and their children’s children,
and so on. The best assessment of this type, the PSID, has been
around only since the late 1960s.

It is clear, though, that there is considerable inequality of op-
portunity among Americans from different family backgrounds.*®
Think of the income distribution as a ladder with five rungs, with
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each rung representing a fifth of the population. In a society with
equal opportunity, every person would have a 20 percent chance
of landing on each of the five rungs, and hence a 60 percent chance
of landing on the middle rung or a higher one. The reality is quite
different. An American born into a family in the bottom fifth of
incomes between the mid-1960s and the mid-1980s has roughly a
30 percent chance of reaching the middle fifth or higher in adult-
hood, whereas an American born into the top fifth has an 80 per-
cent chance of ending up in the middle fifth or higher.**

Between the mid-1800s and the 1970s, differences in oppor-
tunity based on family circumstances declined steadily.*® As the
farming-based US labor force shifted to manufacturing, many
Americans joined the paid economy, allowing an increasing
number to move onto and up the income ladder. Elementary ed-
ucation became universal, and secondary education expanded.
Then, in the 1960s and 1970s, school desegregation, the outlaw-
ing of discrimination in college admissions and hiring, and the
introduction of affirmative action opened economic doors for many
Americans.

But since the 1970s, we have been moving in the opposite direc-
tion. A host of economic and social shifts have widened the oppor-
tunity gap between Americans from low-income families and those
from high-income families.

For one thing, poorer children are less likely to grow up with
both biological parents. This reduces their likelihood of succeed-
ing, since children who grow up with both parents tend to fare
better on a host of outcomes, from school completion to staying out
of prison to earning more in adulthood.*® For those with higher
incomes, there has been far less change in family structure and,
as a consequence, less-drastic implications for children’s success.*’

Parenting traits and behaviors have long differed according to
parents’ education and income, but this difference has increased
with the advent of our modern intensive-parenting culture.*®
Low-income parents aren’t able to spend as much on goods and

services aimed at enriching their children, such as music lessons,
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travel, and summer camp. They read less to their children and
provide less help with schoolwork. They are less likely to set
and enforce clear rules and routines. And they are less likely to
encourage their children to aspire to high achievement in school
and at work.

Differences in out-of-home care also have widened. A gener-
ation ago, most preschool-aged children stayed at home with
their mothers. Now, many are enrolled in some sort of childcare
program. Children of affluent parents attend high-quality,
education-oriented preschools, while kids of poorer parents are
left with a neighborhood babysitter who plops them in front of
the television.

Elementary and secondary schools help equalize opportunity.
And in one respect they have become more effective at doing
so: funding for public K-12 schools used to vary sharply across
school districts, but this has diminished. Even so, there is a large
difference in the quality of education between the best and the
worst schools, and the poorest neighborhoods often have the weak-
est schools.

According to data compiled by Sean Reardon, the gap in
average test scores between elementary- and secondary-school
children from high-income families and low-income families
has risen steadily.** Among children born in 1970, those from
high-income homes scored, on average, about three-quarters of a
standard deviation higher on math and reading tests than those
from low-income homes. For children born in 2000, the gap has
grown to one-and-a-quarter standard deviations. That is much
larger than the gap between white and black children.

Partly because they lag behind at the end of high school, and
partly because college is so expensive, children from poor back-
grounds are less likely than others to enter and complete college.™
In the past generation this gap has widened. Figure 2.4 shows
college completion by parents’ income for children growing up in
the 1960s and 1970s (birth years 1961-64) and children growing
up in the 1980s and 1990s (birth years 1979-82). Among children
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rIGURE 2.4 College completion among persons from low-income and high-income
families

College completion: four or more years of college. Low-income family: the person’s family
income during childhood was on the lowest quarter of the income ladder. High-income
family: income during childhood was on the highest quarter. Data source: Martha

Bailey and Susan Dynarski, “Gains and Gaps: A Historical Perspective on Inequality in
College Entry and Completion,” in Whither Opportunity? Rising Inequality, Schools, and
Children’s Life Chances, edited by Greg J. Duncan and Richard J. Murnane, Russell Sage
Foundation, 2011, figure 6.3, using National Longitudinal Survey of Youth data.

of high-income parents, defined as those with an income in the top
quarter of all families, there was a marked increase in the share
completing college, from 36 percent of the first cohort to 54 percent
of the second. For those from low-income families, the increase
was much smaller, from 5 percent to 9 percent.

When it comes time to get a job, the story is no better.
Low-income parents tend to have fewer valuable connections to
help their children find good jobs. Some people from poor homes
are further hampered by a lack of English language skills. Another
disadvantage for the lower-income population is that in the 1970s
and 1980s, the United States began incarcerating more young
men, many for minor offenses. Having a criminal record makes
it more difficult to get a stable job with decent pay.” A number
of developments, including technological advances, globalization,
a loss of manufacturing employment, and the decline of unions,
have reduced the number of jobs that require limited skills but
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pay a middle-class wage—the kind of jobs that once lifted poorer
Americans into the middle class.?

Finally, changes in partner selection have widened the oppor-
tunity gap. Not only do those from better-off families tend to end
up with more schooling and higher-paying jobs. They also increas-
ingly marry (or cohabit with) others like themselves.”

Do we have conclusive evidence of rising inequality of opportu-
nity in earnings and income? Not yet.”* Existing panel data sets
are too young to give us a clear signal. But given the large in-
creases in inequality of test scores and college completion between
children from low-income families and those from high-income
families, it is very likely that the same will be true, and perhaps

already is true, for their earnings and incomes when they reach
adulthood.

Slow Income Growth

As a society gets richer, the living standards of its households
should rise.” The poorest needn’t benefit the most; equal rates
of improvement may be good enough. We might not even mind
if the wealthiest benefit a bit more than others; a little increase
in income inequality is hardly catastrophic. But in a good so-
ciety, those in the middle and at the bottom ought to benefit
significantly from economic growth. When the country prospers,
everyone should prosper.

In the period between World War II and the mid-to-late
1970s, economic growth was good for Americans in the middle
and below. Figure 2.5 shows that as GDP per capita increased,
so did family income at the fiftieth percentile (the median)
and at the twentieth percentile. Indeed, they moved virtually
in lockstep. Since then, however, household income has been
decoupled from economic growth. As the economy has grown,
relatively little of that growth has reached households in the
middle and below.
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rIGURE 2.5 GDP per capita and the incomes of lower-half families

P50 is the fiftieth percentile (median) of the income ladder; P20 is the twentieth
percentile. Each series is displayed as an index set to equal 1 in 1947. The family
income data are posttransfer-pretax. Inflation adjustment for each series is via the
CPI-U-RS. Data sources: Bureau of Economic Analysis, “GDP and the National Income
and Product Account Historical Tables,” table 1.1.5; Council of Economic Advisers,
Economic Report of the President, table B-34; Census Bureau, “Historical Income
Tables,” tables F-1 and F-5.

Why has this happened? Rising inequality. Since the 1970s, a
larger and larger share of household income growth has gone to
Americans at the very top of the ladder—roughly speaking, those
in the top 1 percent. The income pie has gotten bigger, and every-
one’s slice has increased in size, but the slice of the richest has
expanded massively while that of the middle and below has gotten
only a little bigger.

Figure 2.6 shows average incomes among households in the top
1 percent and in the bottom 60 percent.?® The years 1979 and 2007
are business-cycle peaks, so they make for sensible beginning and
ending points. Average income for households in the top 1 per-
cent soared from $350,000 in 1979 to $1.3 million in 2007. For the
bottom 60 percent the rise was quite modest, from $30,000 in 1979
to $37,000 in 2007.

This is a disappointing development. But does the trend in
lower-half incomes paint an accurate picture of changes in living
standards?
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FIGURE 2.6 Average income of households in the top 1 percent and bottom

60 percent

Posttransfer-posttax income. The income measure includes earnings, capital gains, gov-
ernment transfers, other sources of cash income, in-kind income (employer-paid health
insurance premiums, Medicare and Medicaid benefits, food stamps), employee contribu-
tions to 401(k) retirement plans, and employer-paid payroll taxes. Tax payments are sub-
tracted. The incomes are in 2007 dollars; inflation adjustment is via the CPI-U-RS. Data
source: Congressional Budget Office, “Average Federal Tax Rates and Income, by Income
Category, 1979-2007.”

“It’s Better Than It Looks”

To some, the picture conveyed by figure 2.5 is too pessimistic.
They argue that incomes or broader living standards have grown
relatively rapidly, keeping pace with the economy.’” There are
eight variants of this view. Let’s consider them one by one.

1. The income data are too thin. The data for family income
shown in figure 2.5 don’t include certain types of government
transfers or the value of health insurance contributions from em-
ployers or (in the case of Medicare and Medicaid) from govern-
ment. And they don’t subtract taxes. If these sources of income
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have risen rapidly for middle-class households, or if taxes have
fallen sharply, the story conveyed by figure 2.5 will understate the
true rate of progress.

Happily, we have a good alternative source of information: the
data compiled by the CBO used in figure 2.6. I didn’t use these data
in figure 2.5 because they don’t begin until 1979. But if figure 2.5
1s replicated using the CBO data for average income in the middle
or lower quintiles of households instead of median or p20 family
income, the trends since the 1970s look similar.”®

2. The income data miss upward movement over the life course.
The family income data shown in figure 2.5 are from the Current
Population Survey. Each year a representative sample of American
adults 1s asked what their income was in the previous year. But
each year, the sample consists of a new group; the survey doesn’t
track the same people as they move through the life course.

If we interpret figure 2.5 as showing what happens to typical
American families over the life course, we conclude that they see
very little increase in income as they age. But that’s incorrect.
In any given year, some of those with below-median income are
young. Their wages and income are low because they are in the
early stages of the work career and/or because they’re single. Over
time, many will experience a significant income rise, getting pay
increases or partnering with someone who also has earnings, or
both. Figure 2.5 misses this income growth over the life course.

Figure 2.7 illustrates this. The lower line shows median
income among families with a family “head” aged 25 to 34. The
top line shows median income among the same cohort of families
twenty years later, when their heads are aged 45 to 54. Consider
the year 1979, for instance. The lower line tells us that in 1979
the median income of families with a 25- to 34-year-old head was
about $54,000 (in 2010 dollars). The data point for 1979 in the
top line looks at the median income of that same group of fam-
ilies in 1999, when they are 45 to 54 years old. This is the peak
earning stage for most people, and their median income is now
about $85,000.
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FIGURE 2.7 Median income within and across cohorts

For each year, the lower line is median income among families with a “head” aged 25-34,
and the top line is median income for the same cohort of families twenty years later.

In the years for which the calculation is possible, 1947 to 1990, the average increase

in income during this two-decade portion of the life course is $30,500. The data are in
2010 dollars; inflation adjustment is via the CPI-U-RS. Data source: Census Bureau,
“Historical Income Tables,” table F-11.

In each year, the gap between the two lines is roughly $30,000.
This tells us that the incomes of middle-class Americans tend to
increase substantially as they move from the early years of the
work career to the peak years.

Should this reduce our concern about the over-time pattern
shown in figure 2.5? No, it shouldn’t. Look again at figure 2.7.
Between the mid-1940s and the mid-1970s, the median income
of families in early adulthood (the lower line) rose steadily. In the
mid-1940s median income for these young families was around
$25,000; by the mid-1970s, it had doubled to $50,000. Americans
during this period experienced income gains over the life course,
but they also tended to have higher incomes than their predeces-
sors, both in their early work years and in their peak years. That’s
because the economy was growing at a healthy clip and the eco-
nomic growth was trickling down to Americans in the middle.

After the mid-1970s, this steady gain disappeared. From the
mid-1970s to 2007, the median income of families with a 25- to
34-year-old head was flat. They continued to achieve income
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gains during the life course. (Actually, we don’t yet know about
those who started out in the 1990s and 2000s because they are
just now beginning to reach ages 45 to 54. The question marks
in the chart show what their incomes will be if the historical
trajectory holds true.) But the improvement across cohorts that
characterized the period from World War II through the 1970s—
each cohort starting higher and ending higher than earlier
ones—disappeared.

For many Americans, income rises during the life course, and
that fact is indeed hidden by charts such as figure 2.5. But that
shouldn’t lessen our concern about the decoupling of household
income growth from economic growth that has occurred over the
past generation. We want improvement not just within cohorts,
but also across them.

3. Families have gotten smaller. The size of the typical American
family and household has been shrinking since the mid-1960s,
when the baby boom ended. Perhaps, then, we don’t need income
growth to be so rapid any more.

Let me pause briefly to explain why figure 2.5 shows the income
trend for families rather than households. The household is the
better unit to look at. A “family” is defined by the Census Bureau
as a household with two or more related persons. Families there-
fore don’t include adults who live alone or with others to whom
they aren’t related. It’s a bit silly to exclude this group, but that’s
what the Census Bureau did until 1967. Only then did it begin
tabulating data for all households. I use families in figure 2.5 in
order to begin earlier, in the mid-1940s. As it happens, though,
the trends for households since the mid-1970s have been virtually
identical to the trends for families.

Should the shrinkage in family size alter our interpretation of
slow income growth? No. As noted earlier, incomes have become
decoupled from economic growth because a steadily rising share of
economic growth has gone to families or households at the top of the
ladder. But family size has decreased among the rich, too; they don’t
need the extra income more than those in the middle and below do.
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4. More people are in college or retired. The income data in
figure 2.5 are for families with a “head” aged 15 or older. However,
the share of young Americans attending college has increased
since the 1970s, and the share of Americans who are elderly and
hence retired has risen. Because of these developments, the share
of families with an employed adult head may be falling. Does
this account for the slow growth of family income relative to the
economy? No, it does not. The trend in income among families
with a head aged 25 to 54, in the prime of the work career, is very
similar to that for all families.?

5. There are more immigrants. Immigration into the United
States began to increase in the late 1960s. The foreign-born share
of the American population, including both legal and illegal immi-
grants, rose from 5 percent in 1970 to 13 percent in 2007.%° Many
immigrants arrive with limited labor market skills and little or
no English, so their incomes tend to be low. For many such im-
migrants, a low income in the United States is a substantial im-
provement over what their income would be in their home country.
So if this accounts for the divorce between economic growth and
median income growth over the past generation, it should allay
concern.

Immigration is indeed part of the story. But it is a relatively
small part. The rise in lower-half family income for non-Hispanic
whites, which excludes most immigrants, has been only slightly
greater than the rise in lower-half income for all families shown in
figure 2.5.%

6. Consumption has continued to rise rapidly. Some consider
spending a better indicator of standard of living than income. Even
though the incomes of middle- and low-income Americans have
grown slowly, they may have increased their consumption more rap-
1dly by drawing on assets (equity in a home, savings) and/or debt.

But that is not the case. According to the best available data,
from the Consumer Expenditures Survey (CES), median family
expenditures rose at the same pace as median family income in
the 1980s, 1990s, and 2000s.%
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7. Wealth has increased sharply. Maybe the slow growth
of income has been offset by a rapid growth of wealth (assets
minus debts). Perhaps many middle- and low-income Americans
benefited from the housing boom in the 1990s and 2000s. In this
story, their income and consumption growth may have lagged well
behind growth of the economy, but they got much richer due to
appreciation of their assets.

This is true, but only up to 2007. We have data on wealth from
the Survey of Consumer Finances (SCF), administered by the
Federal Reserve every three years. Figure 2.8 shows the trend in
median family wealth along with the trend in median family income
(the same as in figure 2.5). The wealth data are first available in
1989. What we see is a sharp upward spike in median wealth in
the 1990s and much of the 2000s. The home is the chief asset of
most middle-class Americans, and home values jumped during this
period. But then the housing bubble burst, and between 2007 and
2010 median family wealth fell precipitously, erasing all the gains
of the preceding two decades.®® And for those who lost their home,
in foreclosure, things are worse than what’s conveyed by these data.

In fact, even before the bubble burst, not everyone benefited.
Of the one-third of Americans who don’t own a home, many are
on the lower half of the income ladder. For them, the rise in home
values in the 1990s and 2000s did nothing to compensate for the
slow growth of income since the 1970s.

8. There have been significant improvements in quality of life. The
final variant of the notion that income data understate the degree of
advance in living standards focuses on improvements in the quality
of goods, services, and social norms. It suggests that adjusting the
income data for inflation doesn’t do justice to the enhancements in
quality of life that have occurred in the past generation.

Fewer jobs require hard physical labor, and workplace accidents
and deaths have decreased. Life expectancy rose from 74 years in
1979 to 78 years in 2007. Cancer survival is up. Infant mortality is
down. An array of new pharmaceuticals now help relieve various
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FIGURE 2.8 Median family income and median family wealth

The wealth measure is “net worth,” calculated as assets minus liabilities. The wealth data
are available beginning in 1989. The income data are the same as those shown in figure 2.5.
Both series are in 2010 dollars; inflation adjustment is via the CPI-U-RS. Data sources: Jesse
Bricker et al., “Changes in U.S. Family Finances from 2007 to 2010: Evidence from the
Survey of Consumer Finances,” Federal Reserve Bulletin, June 2012; Federal Reserve, 2007
SCF Chartbook; Census Bureau, “Historical Income Tables,” table F-5.

conditions and ailments. Computed tomography (CT) scans and
other diagnostic tools have enhanced physicians’ ability to detect
serious health problems. Organ transplants, hip and knee replace-
ments, and lasik eye surgery are now commonplace. Violent crime
has dropped to pre-1970s levels. Air quality and water quality are
much improved.

We live in bigger houses; the median size of new homes rose from
1,600 square feet in 1979 to 2,300 in 2007. Cars are safer and get
better gas mileage. Food and clothing are cheaper. We have access
to an assortment of conveniences that didn’t exist or weren’t widely
available a generation ago: personal computers, printers, scanners,
microwave ovens, TV remote controls, TIVO, camcorders, digital
cameras, five-blade razors, home pregnancy tests, home security
systems, handheld calculators. Product variety has increased for
almost all goods and services, from cars to restaurant food to tooth-
paste to television programs.
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We have much greater access to information via the Internet,
Google, cable TV, travel guides, Google Maps and GPS, smart-
phones, and tablets. We have a host of new communication
tools: cell phones, call waiting, voicemail, e-mail, social networking
websites, Skype. Personal entertainment sources and devices have
proliferated: cable TV, high-definition televisions, home enter-
tainment systems, the Internet, MP3 players, CD players, DVD
players, Netflix, satellite radio, video games.

Last, but not least, discrimination on the basis of sex, race, and
more recently, sexual orientation have diminished. For women,
racial and ethnic minorities, and lesbian and gay Americans, this
may be the most valuable improvement of all.

There is no disputing these gains in quality of life. But did
they occur because income growth for middle- and low-income
Americans lagged well behind growth of the economy? In other
words, did we need to sacrifice income growth to get these improved
products and services?

Some say yes, arguing that returns to success soared in such
fields as high tech, finance, entertainment, and athletics, as
well as for CEOs. These markets became “winner take all,”
and the rewards reaped by the winners mushroomed. For those
with a shot at being the best in their field, this increased the
financial incentive to work harder or longer or to be more crea-
tive. This rise in financial incentives produced a corresponding
rise in excellence—new products and services and enhanced
quality.

Is this correct? Consider the case of Apple and Steve Jobs.
Apple’s Macintosh, iPod, iTunes, MacBook Air, iPhone, and iPad
were so different from and superior to anything that preceded
them that their addition to living standards isn't likely to be ade-
quately measured. Did slow middle-class income growth make this
possible? Would Jobs and his teams of engineers, designers, and
others at Apple have worked as hard as they did to create these
new products and bring them to market in the absence of massive
winner-take-all financial incentives?
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It’s difficult to know. But Walter Isaacson’s comprehensive
biography of Steve Jobs suggests that he was driven by a passion
for the products, for winning the competitive battle, and for status
among peers.® Excellence and victory were their own reward, not
a means to the end of financial riches. In this respect, Jobs mirrors
scores of inventors and entrepreneurs over the ages. So, while the
rise of winner-take-all compensation occurred simultaneously
with surges in innovation and productivity in certain fields, it may
not have caused those surges.

For a more systematic assessment, we can look at the preceding
period—the 1940s, 1950s, 1960s, and early 1970s.%° In these years,
lower-half incomes grew at roughly the same pace as the economy
and as incomes at the top. Did this squash the incentive for inno-
vation and hard work and thereby come at the expense of broader
quality-of-life improvements?

During this period, the share of Americans working in physi-
cally taxing jobs fell steadily as employment in agriculture and
manufacturing declined. Life expectancy rose from 65 years in
1945 to 71 years in 1973. Antibiotic use began in the 1940s, and
open-heart bypass surgery was introduced in the 1960s.

In 1940, only 44 percent of Americans owned a home; by 1970
the number had jumped to 64 percent. Home features and ame-
nities changed dramatically, as the following list makes clear.
Running water: 70 percent in 1940, 98 percent in 1970. Indoor
flush toilet: 60 percent in 1940, 95 percent in 1970. Electric
lighting: 79 percent in 1940, 99 percent in 1970. Central heat-
ing: 40 percent in 1940, 78 percent in 1970. Air conditioning: very
few (we don’t have precise data) in 1940, more than half of homes
in 1970. Refrigerator: 47 percent in 1940, 99 percent in 1970.
Washing machine: less than half of homes in 1940, 92 percent in
1970. Vacuum cleaner: 40 percent in 1940, 92 percent in 1970.

In 1970, 80 percent of American households had a car, com-
pared to just 52 percent in 1940. The interstate highway system
was built in the 1950s and 1960s. In 1970, there were 154 mil-
lion air passengers versus 4 million in 1940. Only 45 percent
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of homes had a telephone in 1945; by 1970, virtually all did.
Long-distance phone calls were rare before the 1960s. In 1950,
just 60 percent of employed Americans took a vacation; in 1970
the number had risen to 80 percent. By 1970, 99 percent of
Americans had a television, up from just 32 percent in 1940. In
music, the “album” originated in the late 1940s, and rock ‘n’ roll
began in the 1950s. Other innovations that made life easier or
more pleasurable include photocopiers, disposable diapers, and
the bikini.

The Civil Rights Act of 1964 outlawed gender and race dis-
crimination in public places, education, and employment. For
women, life changed in myriad ways. Female labor force partici-
pation rose from 30 percent in 1940 to 49 percent in 1970. Norms
inhibiting divorce relaxed in the 1960s. The pill was introduced in
1960. Abortion was legalized in the early 1970s. Access to college
increased massively in the mid-1960s.

Comparing these changes in quality of life is difficult, but I see
no reason to conclude that the pace of advance, or of innovation,
has been more rapid in recent decades than before.®

Yes, there have been significant improvements in quality of life
in the United States since the 1970s. But that shouldn’t lessen
our disappointment in the fact that incomes have grown far more
slowly than the economy.

‘It’s Worse Than It Looks”

Rather than understate the true degree of progress for middle-
and low-income Americans, the income trends shown in figure 2.5
might overstate it, for the following reasons.®’

1. Income growth is due mainly to the addition of a second
earner. The income of American households in the lower half has
grown slowly since the 1970s. But it might not have increased
at all if not for the fact that more households came to have two
earners rather than one. From the 1940s through the mid-1970s,
wages rose steadily. As a result, the median income of most
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families, whether they had one earner or two, increased at about
the same pace as the economy.®® Since then, wages have barely
budged.®’

It’simportant toemphasize that most of this shift from one earner
to two has been voluntary. A growing number of women seek em-
ployment, as their educational attainment has increased, discrim-
ination in the labor market has dissipated, and social norms have
changed. The transition from the traditional male-breadwinner
family to the dual-earner one isn’t simply a product of desperation
to keep incomes growing.

Even so, the fact that income growth for lower-half households
has required adding a second earner has two problematic implica-
tions. First, single-adult households have seen no income rise at
all.” Second, as more two-adult households have both adults in
employment, more struggle to balance the demands of home and
work. High-quality childcare and preschools are expensive, and el-
ementary and secondary schools are in session only 180 of the 250
weekdays each year. The difficulty is accentuated by the growing
prevalence of long work hours, odd hours, irregular hours, and
long commutes. By the early 2000s, 25 percent of employed men
and 10 percent of employed women worked fifty or more hours per
week.” And 35 to 40 percent of Americans worked outside regular
hours (9 a.m. to 5 p.m.) and/or days (Monday to Friday).”* Average
commute time rose from forty minutes in 1980 to fifty minutes in
the late 2000s.”

2. The cost of key middle-class expenses has risen much faster
than inflation. The income numbers in figure 2.5 are adjusted for
inflation. But the adjustment is based on the price of a bundle of
goods and services considered typical for American households.
Changes in the cost of certain goods and services that middle-class
Americans consider essential may not be adequately captured in
this bundle. In particular, because middle-class families typically
want to own a home and to send their kids to college, they suffered
more than other Americans from the sharp rise in housing prices
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and college tuition costs in the 1990s and 2000s. Moreover, as
middle-class families have shifted from having one earner to two,
their spending needs may have changed in ways that adjusting for
inflation doesn’t capture. For example, they now need to pay for
childcare and require two cars rather than one.™

Consider a four-person family with two adults and two
preschool-age children. In the early 1970s, one of the adults in
this family was probably employed, and the other stayed at home.
By the mid-2000s, it’s likely that both were employed. Here is how
their big-ticket expenses might have differed.”” Childcare: $0 in
the early 1970s, $12,500 in the mid-2000s. Car(s): $5,800 for one
car in the early 1970s, $8,800 for two cars in the mid-2000s. Home
mortgage: $6,000 in the early 1970s, $10,200 in the mid-2000s.
When the children reach school age, the strain eases. But when
they head off to college it reappears; the average cost of tuition,
fees, and room and board at public four-year colleges rose from
$6,500 in the early 1970s to $12,000 in the mid-2000s."®

Overall, among American households, debt as a share of per-
sonal disposable income jumped from 74 percent in 1979 to
138 percent in 2007.”” The confluence of slowly rising income and
rapidly rising big-ticket costs is part of the reason why.”

We Can Do Better

In the past generation, ordinary Americans have had less eco-
nomic security, less opportunity, and less income growth than
should be the case in a country as prosperous as ours. Can we
do better? Yes. In the next chapter I explain how.



How Can We Fix It?

AMERICA’S EXISTING INSTITUTIONS and policies aren’t doing well
enough in providing economic security, in promoting capabil-
ities and opportunity, and in ensuring rising living standards
for households in the lower half. We can do better. In this
chapter, I describe how.

Happily, for the most part we aren’t in need of new ideas. We
have good programs in place that we can build on, and other rich
nations have some that we could adopt. We can go a long way
toward a good society via programs already in existence here or
abroad.

How to Enhance Economic Security

What can be done to reduce economic insecurity? In chapter 2,
I highlighted three sources of insecurity: low income, large
income declines, and unexpected large expenses. Let’s consider
these in reverse order.

First, unexpected expenses. The most common large unantici-
pated expense Americans face is a medical bill. The remedy here is
simple and straightforward: universal health insurance.

Who should provide this insurance? Currently, more than half
of Americans get their health insurance via an employer-based
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program. Another third are insured through a government pro-
gram (Medicare, Medicaid, or the Veteran’s Administration),
and the remainder purchase health insurance directly or are not
insured.! Our employer-centered health insurance system was
a historical accident. It originated in World War II, when wage
controls led firms to offer health insurance in order to attract
employees. After the war, encouraged by a new tax break, this
practice proliferated, and it has remained in place ever since. In
a society in which people switch jobs frequently, it makes little
sense for insurance against a potentially major and very costly
risk such as medical problems to be tied to employment. Moreover,
growing numbers of employers have cut back on or dropped their
health insurance plans, and that’s likely to continue.”

This is a problem, but it’s also an opportunity. As fewer
Americans in coming decades have access to affordable private
health insurance, we should allow them to shift into Medicare or
Medicaid (and eventually combine these two programs). This will
free employers from having to deal with the cost and hassle of
health insurance and free employees to move more readily from
job to job. And it will give Medicare and Medicaid more leverage
to impose cost controls on healthcare providers.?

Can the country afford universal health insurance? Containing
the growth of health-care costs is vital, and there is disagreement
about the best way to do it.* The good news is that we can go a
long way simply by learning from other rich nations.” As figure 3.1
shows, health expenditures in the United States have risen much
faster than in other affluent nations, yet we've achieved less im-
provement in life expectancy. This is a big challenge, but it’s a
manageable one.

Next, large involuntary declines in income. Here, four changes
are needed. One is sickness insurance. We are the only rich nation
without a public sickness insurance program.® Though many large
private-sector firms offer employees some paid sickness days,
and a few cities and states have a public program, one in three
employed Americans gets zero days of paid sick leave.”
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Switzerland, and the United Kingdom. Data source: OECD, stats.oecd.org.

A second is paid parental leave. A 1993 law, the Family and
Medical Leave Act, requires firms with fifty or more employees
to provide twelve weeks of leave to employees having a child or
caring for a sick relative. But that isn’t much time, and there
is no requirement that the leave be paid. Consequently, many
Americans in low-income households take little time off. That’s
bad for newborn children. Outcomes for children tend to be best
when they are with their parent(s) throughout the first year of
life.® Swedish policy gets it right. Parents of a newborn child have
thirteen months of job-protected paid leave, with the benefit level
set at approximately 80 percent of earnings. (Two of those months
are “use it or lose it” for the father; if he doesn’t use them, the
couple gets eleven months instead of thirteen.) In addition, par-
ents can take four months off per year to care for a sick child up to
age twelve, paid at the same level as parental leave.’

A third change needed to reduce large income declines is to
expand access to unemployment insurance.'® Only about 40 per-
cent of unemployed Americans qualify for compensation.'*
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Fourth, we should add a new wage insurance program.'?
Flexibility is a hallmark of America’s economy. It’s a feature worth
preserving and enhancing. Some Americans who get laid off from
a job cannot find another one that pays as well and are forced to
settle for one that pays less. For a year or two, wage insurance
would fill half the gap between the former pay and the new lower
wage. This would enhance economic security. It would also ease
resistance to globalization and to technological advance, both of
which are beneficial for the whole but result in job loss for some.

Finally, we come to the question of low income. For the bulk of
working-age Americans, the problem of too-low household income
can be addressed via two simple steps. First, increase the statu-
tory minimum wage and index it to inflation. Second, increase the
EITC benefit level, particularly for households without children,
for whom the EITC currently provides only a small amount. These
two steps would boost the incomes of working-age households that
have someone employed."?

But this leaves out working-age households in which no one is
employed. What to do about such households has long been the
thorniest question in American social policy.'* There is no optimal
solution. If we are generous, some will cheat the system. If we
are stingy, we cause avoidable suffering. Given this tradeoff, the
best approach is a policy that vigorously promotes employment for
those who are able to work, provides a decent minimum for those
who aren’t, and deals on a case-by-case basis with those who can
work but don’t.*

Such a policy would require four modifications to what we have
now. First, we should alter our approach to caseworkers and the
assistance they provide. In theory, caseworkers help TANF recip-
ients find jobs, but in reality many caseworkers are undertrained,
overworked, and have limited means to provide real help.'® We
need a unified active labor market policy. Let me explain what
I mean. For some Americans at the low end of the labor market,
adulthood is a series of transitions, in which they move in and out
of part-time or full-time employment, off-the-books work, receipt
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of government benefits, romantic relationships, child rearing,
drug or alcohol addiction, and time in jail.'” The best thing we
can do is to provide help, support, cajoling, pushing, and the occa-
sional threat. People who struggle to find a job after leaving school
(whether at age 22, 18, or earlier) should immediately get individ-
ualized help.'® This may include temporary cash support, a push
into a training program, and/or a push into counseling. Strugglers
should be monitored as they move along in life. For this to be
effective, we need caseworkers who are well trained, connected to
local labor market needs, committed to their job, and not swamped
with clients. They must be able to make realistic judgments about
when clients can make it in the workforce and when the best solu-
tion is simply to help them survive.

Second, government should act as an employer of last resort.
Make-work has a mixed history in the United States. It played
a prominent role in the 1930s, and subsequent smaller-scale pro-
grams have boosted the employment rates of low-end workers.™
Although these programs don’t tend to provide a ladder to a per-
manent, high-paying job, that shouldn't discourage us. The point
1s to ensure that there is a job for anyone able and willing to work.

Third, restrictions on receipt of TANF should be eased. In bad
economic times, such as the 2008-9 recession and its aftermath,
the five-year lifetime limit instituted in the mid-1990s has proved
too strict, causing needless hardship and suffering.”® We should
allow more exemptions to this limit during economic downturns.

Fourth, the benefit amounts should be increased and eligibility
criteria eased for our key social assistance programs—TANF,
general assistance, food stamps, housing assistance, and energy
assistance. Given the time limit on receipt of TANF benefits, a
generous benefit level is unlikely to be a deterrent to employment.

Of course, there are a variety of circumstances in which we
don’t expect working-age adults to be in a job: unemployment
(actively seeking work but unable to find it), disability, sickness,
and childbirth. Financial assistance for these people comes from
other programs discussed earlier in this section.
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What about the elderly? Social Security is a very good program,
and one that’s in solid shape. With a few tweaks, it will be solvent
and effective for generations to come.”* But we need to shore up
retirement income security’s second tier: private pensions. There
is no going back to the defined-benefit past; for most Americans,
a private pension in the future will be a defined-contribution one.
Rather than allow Americans who are employed full-time to con-
tribute to defined-contribution plans if their employer offers one,
if they are aware of it, and if they feel they can afford to put some
of their earnings in it, we should make contributing the default
option and make it available to everyone.?” Employers with an
existing plan could continue it, but they would have to automat-
ically enroll all employees and deduct a portion of their earnings
unless the employee elects to opt out. Employers without an exist-
ing plan could participate in a new universal retirement fund,
which would automatically enroll every employee. Workers whose
employer does not match their individual contributions would be
eligible for matching contributions from the government.

The final piece of the economic security puzzle is public goods,
services, spaces, and mandated free time—including childcare,
roads and bridges, healthcare, holidays and vacations, and paid
parental leave. These increase the sphere of consumption for which
the cost to households is zero or minimal. They lift the living stan-
dards of households directly and free up income for purchasing
other goods and services.?

Figure 3.2 displays two measures of material well-being for
households at the low end. The horizontal axis shows income for
households at the tenth percentile as of the mid-2000s. On the
vertical axis is a measure of material deprivation, a more direct
indicator of living standards. Two OECD researchers, Romina
Boarini and Marco Mira d’Ercole, have compiled material depri-
vation data from surveys in various nations.”* Each survey asked
identical or very similar questions about seven indicators of mate-
rial hardship: inability to adequately heat one’s home, constrained

food choices, overcrowding, poor environmental conditions (noise,
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FIGURE 3.2 Low-end household incomes and material deprivation

P10 household income: posttransfer-posttax income of households at the tenth percentile
of the income distribution. Measured in 2005 or as close to that year as possible. Incomes
are adjusted for household size (the numbers shown here are for a household with three
persons) and converted into US dollars using purchasing power parities (PPPs). Data
sources: Luxembourg Income Study, www.lisdatacenter.org, series DPT; OECD, stats.
oecd.org. Material deprivation rate: share of households experiencing one or more of the
following: inability to adequately heat home, constrained food choices, overcrowding,
poor environmental conditions (e.g., noise, pollution), arrears in payment of utility bills,
arrears in mortgage or rent payment, difficulty in making ends meet. Measured in 2005.
Data sources: OECD, Growing Unequal?, 2008, pp. 186—188, using data from the Survey
on Income and Living Conditions (EU-SILC) for European countries, the Household
Income and Labour Dynamics in Australia survey (HILDA) for Australia, and the Survey
of Income and Program Participation (SIPP) for the United States. “Asl” is Australia;
“Aus” is Austria.

pollution), arrears in payment of utility bills, arrears in mort-
gage or rent payments, and difficulty making ends meet. Boarini
and Mira d’Ercole create a summary measure of deprivation by
averaging, for each country, the shares of the population reporting
deprivation in each of these seven areas.

The income of a typical low-end household in the United States is
similar to that in many rich countries, albeit lower than in Norway,
Sweden, Denmark, and Finland. Our rate of material deprivation,
by contrast, is higher than in all but one of the other nations, and
by a relatively large margin. This difference is most likely due to
our limited public provision of services. Services enhance access to
medical care, childcare, and housing, and allow poor households to
spend their limited income on other necessities.
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To reduce economic insecurity, we need to make a number of
policy changes. But none are radical, and most build on programs
we already have in place. This is quite doable.

How to Expand Opportunity

Inequality of opportunity is increasing. But all hope is not lost.
We know this because many other rich nations do better. The
best indicator when comparing countries is relative intergen-
erational mobility, and data exist for ten of our peer nations.
As figure 3.3 shows, the United States has less equality of
opportunity than eight of them, and the same amount as the
other two.

What can we do to address this problem? Genetics, families,
friends, and neighborhoods influence capability development,
but we don’t want government intervening directly in family
life or telling us where we should live. We therefore rely heavily
on schools. School is especially valuable for children from less
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FIGURE 3.3 Inequality of opportunity
Correlation between the earnings of parents and those of their children. A higher score
indicates less relative intergenerational mobility and hence more inequality of oppor-
tunity. Data source: John Ermisch, Markus Jantti, and Timothy Smeeding, eds., From
Parents to Children: The Intergenerational Transmission of Advantage, Russell Sage
Foundation, 2012, figure 1.1.
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advantaged circumstances. We know this in two ways. First, chil-
dren from poor homes tend to have significantly lower cognitive
and noncognitive skills than children from affluent homes when
they enter kindergarten, and the size of that gap is about the same
when they finish high school.?” Given the huge differences in home
and neighborhood circumstances, this suggests that schools have
an equalizing effect. Second, during summer vacations, when chil-
dren are out of school, the gap in cognitive ability increases.”

Let’s begin with college. Figure 3.4 shows rates of college entry
and completion by family income for Americans growing up in the
1980s and 1990s. On average, about two-thirds of a typical cohort
enter college and about one-third end up with a four-year degree.
But both entry and completion vary starkly by family income. For
those whose parents’ income is in the bottom quarter, only 30 per-
cent begin college and only 10 percent get a four-year degree.
Moreover, the increase over the past generation has been minimal
(see figure 2.4).
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rIGURE 3.4 College entry and completion by parents’ income

Persons born 1979-82. College entry: includes all two-year and four-year postsecondary
institutions. College completion: four or more years of college. Data source: Martha
Bailey and Susan Dynarski, “Gains and Gaps: A Historical Perspective on Inequality in
College Entry and Completion,” in Whither Opportunity? Rising Inequality, Schools, and
Children’s Life Chances, edited by Greg J. Duncan and Richard J. Murnane, Russell Sage
Foundation, 2011, figures 6.2 and 6.3, using National Longitudinal Survey of Youth data.
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How can we help more Americans from low-income families start
and finish college?®” One suggestion is to improve prior schooling.
Better preparation in elementary and secondary school, in this view,
will encourage more low-income kids to go to college and enable
them to succeed once there. A second approach stresses improving
performance and retention among less advantaged youth who enter
college through better instruction, advising, support, and close moni-
toring. A third emphasizes cost. Now, the actual cost of college some-
times is overstated. If we take into account grants and financial aid,
instead of looking simply at the “sticker price” of tuition and room
and board, the average cost per year for a public four-year university
was $11,500 in 2011-12, and for low-income families the cost often is
less than this. But the average income among families in the bottom
fifth of incomes 1s just $18,000 (see chapter 2), and at that income,
even $5,000 a year for college may be too much.

All three strategies—improving preparation, enhancing re-
tention, and reducing cost—would help. But where do we start?
Christopher Jencks offers the following sensible advice: “Making
college a lot more affordable is a challenge governments know how
to meet, while making students learn a lot more is a challenge we
do not currently know how to meet. Under those circumstances,
starting with affordability is probably the best bet.”?®

In Denmark, Finland, Norway, and Sweden, attending a
four-year public university is free. In those countries the odds that
a person whose parents didn’t complete high school will attend
college are between 40 percent and 60 percent, compared to just
30 percent in the United States.?

Some feel it makes no sense to try to increase college attendance
and completion.?® After all, there is a limited supply of high-skill
jobs, so some graduates will end up in jobs that don’t require
anything near college-level skills. Yet if our aim is to maximize
capabilities, including the ability to make informed preferences,
we must help more Americans from low-income families into and
through college. In addition to providing a vocational skill and a
valuable job-market credential, a college education can aid in the
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development of general skills, such as complex reasoning, critical
thinking, and written and verbal communication.

Moving backward through the education system, what about
K-12? After rising steadily for a century, the share of Americans
completing secondary school has been stuck at 75 percent for several
decades.?® Social and economic shifts are partly to blame: there are
more students for whom English is not the principal language at
home, more children grow up in unstable families, and the incomes
of low-income households have barely budged. Despite these obsta-
cles, or perhaps because of them, we need schools to do better.

A generation ago many blamed the huge inequality of school
resources, a product of our decentralized, property-tax-based
system of school funding.?” Some of that inequality has been recti-
fied, as state governments now contribute a larger share of funds
to schools and distribute them to offset the unequal distribution
of local property values.? While funding inequality across states
remains substantial, overall the situation is better.

Some believe the problem lies in lack of competition among
public schools. If competition works, it is in one respect an ideal
policy strategy: it requires little or no understanding of why some
schools perform well while others don’t. Customers (parents) sim-
ply choose the effective schools, and the bad ones go out of busi-
ness. Choice is a good thing in and of itself. We want to be able to
choose our doctor, after all, so why not our children’s school? Social
democratic Sweden introduced choice into its school systems in
the mid-1990s.

But so far our experience in the United States suggests that
whatever its intrinsic merit, choice may not improve schooling.
Charter schools—publicly funded elementary and secondary
schools that are allowed considerable leeway in determining
procedures and practices and that compete with regular public
schools—have not, on average, boosted student performance.** In
any case, transportation barriers, friendship ties, and other fac-
tors cause many children who might benefit from switching to a
better school to remain at their nearby school instead.*
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The federal government’s 2001 No Child Left Behind reform
mandated regular standardized testing in America’s elementary
and secondary schools. This is a useful means of improving infor-
mation about school effectiveness. But it is not in and of itself a
strategy for making schools better.

Evidence from a variety of sources—standardized tests in the
United States, international tests, quasi-experimental studies,
and a host of qualitative analyses—suggests that teachers are
a key ingredient in effective K-12 schooling.’® We should do
more to attract, retain, and support good teachers. That means
more-rigorous training, better efforts to identify effective teachers,
higher pay, improved working conditions, and reduced restrictions
on firing less effective teachers.?”

Of the various things we can do to improve American schooling,
the most valuable would be to introduce universal high-quality af-
fordable early education. Here, too, we can learn from the Nordic
countries. Beginning in the 1960s, these countries introduced and
steadily expanded paid maternity leave and publicly funded childcare
and preschool. Today, Danish and Swedish parents can take a paid
year off work following the birth of a child. After that, parents can
put the child in a public or cooperative early education center. Early
education teachers receive training and pay comparable to that of el-
ementary school teachers. Parents pay a fee, but the cost is capped at
around 10 percent of household income. In these countries, the influ-
ence of parents’ education, income, and parenting practices on their
children’s cognitive abilities, likelihood of completing high school
and college, and labor market success is weaker than elsewhere.*
Evidence increasingly suggests that the early years of a child’s life
are the most important ones for developing cognitive and noncogni-
tive skills, so the Nordic countries’ success in equalizing opportunity
very likely owes partly, perhaps largely, to early education.*

Early education also facilitates employment of parents, es-
pecially mothers, thereby enhancing women’s economic oppor-
tunity and boosting family incomes.’’ In a country that values
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employment, that wants to facilitate and promote work, this is
the type of service our government should support. About half of
preschool-age American children already are in out-of-home care,
but much of it is unregulated and therefore of uneven quality.*!
While some parents can pay for excellent care, many cannot.
Universal early education would change that.

When someone suggests borrowing a policy or institution from
the Nordic countries, skeptics immediately point out that these
countries are very different from the United States. They're small,
they’re more ethnically and racially homogenous, and their cul-
tures and histories are quite distinct from ours. What works there,
in other words, won’t necessarily work here.

That’s true. But it doesn’t justify blanket skepticism about bor-
rowing. We have to consider the particulars of the policy in ques-
tion. There is no reason to think a system of public, or at least
publicly funded, early-education centers (schools) can function
effectively only in a small homogenous country. France has this
kind of system, even though it’s a pretty large nation. Belgium
does, too, despite its diversity. And we do a reasonably good
job with our kindergartens and elementary schools. Education
experts and ordinary Americans routinely profess dissatisfac-
tion with our K-12 public schools. But recall the evidence from
summer vacations: children from less advantaged homes lose
substantial ground when they aren’t in school. American schools
could be better, to be sure, but for less advantaged children they
are, even in their current condition, far better than the likely
alternative.

Why should early education be universal? Why not just expand
Head Start, our existing public pre-K program for low-income
children? The reason is that development of both cognitive and,
especially, noncognitive skills is helped by peer interaction.
Children from less advantaged homes gain by mixing with kids
from middle-class homes, which doesn’t happen in a program that
exclusively serves the poor.*
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I've focused on schools because they are our principal lever
for enhancing opportunity. But they aren’t the only one. Three
other strategies are worth pursuing.*’ First, we could get more
money into the hands of low-income families with children. Greg
Duncan, Ariel Kalil, and Kathleen Ziol-Guest have found that
for American children growing up in the 1970s and 1980s, an
increase in family income of a mere $3,000 during a person’s first
five years of life was associated with nearly 20 percent higher
earnings later in life.** Most other affluent countries, including
those that do better on equality of opportunity, offer a univer-
sal “child allowance.” In Canada, for instance, a family with two
children receives an annual allowance of around $3,000, and
low-income families with two children might receive more than
$6,000.*> We have a weaker version, the Child Tax Credit, which
doles out a maximum of $1,000 a year per child. Moreover, receipt
of the money is contingent on filing a federal tax return, which
not all low-income families do.

Second, in the 1970s and 1980s, the United States began in-
carcerating more young men, including many for minor offenses.
Having a criminal record makes it difficult to get a stable job with
decent pay, dooming many offenders to a life of low income.*®
We should rethink our approach to punishment for nonviolent
drug offenders. States that have reduced imprisonment, turning
to alternative punishments such as fines and community cor-
rections programs, have experienced drops in crime similar to
those in states that have increased imprisonment.*” If more
states followed suit, we could avoid needlessly undermining the
employment opportunities of a significant number of young men
from less advantaged homes.

Third, since the late 1960s, affirmative action programs for
university admissions and hiring have promoted opportunity
for women and members of racial and ethnic minority groups.*®
Affirmative action should continue, but with family background
as the focal criterion.*’
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How to Ensure Shared Prosperity

In chapter 2, I described the slow growth of income among
lower-half American households since the 1970s. But what if
there is no alternative? Do globalization, heightened competi-
tion, computerization, and manufacturing decline make it im-
possible for more than a little of our economic growth to trickle
down to households on the middle and lower rungs of the
income ladder? To assess this hypothesis, we can look at the
experiences of other rich nations. Have they suffered the same
decoupling of household income growth from economic growth?

Some have, but many haven’t. In fact, in quite a few other
affluent countries we see a healthy relationship between eco-
nomic growth and household income growth since the 1970s.
Figure 3.5 shows the pattern in the United States and fourteen
other nations. The horizontal axis shows change in GDP per
capita, and the vertical axis shows change in average income
among households on the lower half of the income ladder. The
United States is one of the lowest on the vertical axis; the
incomes of lower-half American households increased less than
in most of the other nations. In some cases, such as Finland
and Austria, that’s because their economy grew more rapidly
than ours did. But a number of countries, including Denmark
and Sweden, achieved larger increases in household incomes
despite increases in GDP per capita very similar to America’s.
Too little of our economic growth trickled down.”

Why did some countries do better than others? Lower-half
households have two principal sources of income: earnings and net
government transfers. Earnings are wage or salary income from
employment. Net government transfers are cash and near-cash
benefits a household receives from government programs minus
taxes it pays. Figure 3.6 shows the contribution to household
income growth from each of these two sources. Data are available
for twelve countries. Here I separate households in the bottom
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FIGURE 3.5 Economic growth and lower-half households’ income growth,
1979-2005

Change is per year on both axes. The actual years vary somewhat depending on the
country. Household incomes are posttransfer-posttax, adjusted for household size (the
amounts shown are for a household with four persons). The income data are averages
for households in the lower half of the income distribution. Household incomes and GDP
per capita are adjusted for inflation using the CPI and converted to US dollars using
purchasing power parities. “Asl” is Australia; “Aus” is Austria. Ireland and Norway are
omitted; both would be far off the plot in the upper-right corner. Data sources: OECD,
stats.oecd.org; Luxembourg Income Study, www.lisdatacenter.org.

quarter of incomes from those in the lower-middle quarter (to-
gether these make up the lower half). Among households in the
bottom quarter, rising income came mostly from increases in net
government transfers. Among those in the lower-middle quarter,
rising income stemmed from improvement in both earnings and
net government transfers.”’ In America, neither earnings nor net
government transfers increased much. That’s why we observe the
decoupling of economic growth and lower-half household income
growth in the United States in figure 3.5 (also figure 2.5).

What are the prospects for earnings going forward? Household
earnings can rise in two ways: higher wages and more employ-
ment. From the 1940s through the mid- to late-1970s, much of
the growth in household incomes for working-age Americans
came from rising wages.?” But as figure 3.7 shows, since the late
1970s inflation-adjusted wages in the bottom half have barely
budged.
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FIGURE 3.6 Change in lower-half households’ earnings and net government
transfers, 1979-2005
Earnings and net transfers are adjusted for inflation using the CPI and converted to US

dollars using purchasing power parities. Data source: Luxembourg Income Study, www.
lisdatacenter.org.
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FIGURE 3.7 Wages

Hourly wage at the fiftieth (median) and tenth percentiles of the wage distribution. 2011
dollars; inflation adjustment is via the CPI-U-RS. Data source: Lawrence Mishel et al.,
The State of Working America, stateofworkingamerica.org, “Hourly wages of all workers,
by wage percentile,” using Current Population Survey (CPS) data.

In the post-World War II golden age, many American firms
faced limited product market competition, limited pressure from
shareholders to maximize short-term profits, and significant pres-
sure from unions (or the threat of unions) to pass on a “fair” share
of profit growth to employees. These three institutional features
are gone, and it’s unlikely that they will return. Moreover, a host
of additional developments now push against wage growth: tech-
nological advances (computers and robots), the continuing decline
of manufacturing jobs, new opportunities to offshore mid-level
service jobs, an increase in less-skilled immigrant workers, the
growing prevalence of winner-take-all labor markets, a shift
toward pay for performance, and minimum wage decline.

In the one brief period of nontrivial wage growth in the past gen-
eration, the late 1990s, the key seems to have been a tight labor
market.”® The unemployment rate dipped below 4 percent, the
lowest since the 1960s. It would be good to repeat this, but I sus-
pect it won’t happen. The next time our unemployment rate gets
near 4 percent, the Federal Reserve is more likely to slam on the
brakes by raising interest rates. In the late 1990s, Fed chair Alan
Greenspan held interest rates low despite opposition from other
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Fed board members who worried about potential inflationary con-
sequences of rapid growth, rising wages, and the Internet stock
market bubble. Greenspan’s belief in the self-correcting nature of
markets led him to worry less than others. Given the painful con-
sequences of the 2000s housing bubble, the Fed is highly unlikely
to repeat that approach.

So for Americans in middle- and lower-paying jobs, prospects
for rising wages going forward are slim.

Employment is the other potential source of rising earnings.
Indeed, as I noted in chapter 2, it’s the chief reason there has been
any increase at all in household incomes since the 1970s. We also
need employment to fund generous social programs. Tax rates
need to increase, as I discuss in chapter 4, but we also need a larger
tax base, in the form of more people employed.’* About 85 percent
of prime-working-age males and 70 percent of prime-working-age
females were employed as of 2010. We may see no further increase
among prime-age men, but among women and the near elderly
(aged 55—64) there is substantial room for growth.

The United States has a set of institutions and policies that in
theory should be conducive to rapid employment growth: a low
wage floor, limited labor market regulation, relatively stingy gov-
ernment benefits, and low taxes. Up to the turn of the century,
we were comparatively successful. As figure 3.8 shows, during the
1980s and 1990s the employment rate among 25- to 64-year-olds
rose by seven percentage points—Dbetter than most other rich
nations.”® Some commentators labeled our economy the “great
American jobs machine.”

But in the 2000s the bloom fell off the rose.’® The early years
of recovery after the 2001 recession featured feeble job growth,
and things didn’t improve much after that. By the peak year of
the 2000s business cycle, 2007, the employment rate had not yet
reached its prior peak.”” And during the subsequent economic
crash nearly all the progress of the 1980s and 1990s was erased.

What happened? We don’t know. It may be that economic and
institutional forces—strong competition, the shareholder value
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FIGURE 3.8 Employment rate
Employed share of persons aged 25 to 64. The vertical axis does not begin at zero. Data
source: OECD, stats.oecd.org.

orientation in corporate governance, Wall Street’s appetite for
downsizing, weakened unions—have made management reluctant
to hire.”® Perhaps it was manufacturing jobs fleeing to China and
service jobs shifting to India.”® Or perhaps the computer-robotics
revolution finally began to hit full force.®® Maybe it was a combina-
tion of these and other factors. Whatever the cause, it doesn’t bode
well for employment going forward.

So there 1s reason to worry about both wages and jobs. What can
we do? Let’s begin with employment.®® First, adequate demand
1s essential. When our economy finally emerges from the after-
math of the great recession, it may struggle in the absence of a
1990s- or 2000s-style stock market or housing bubble to fuel con-
sumer spending. Rising living standards in developing nations
should help by boosting American exports, and government job
creation can enhance domestic spending. But demand is a signifi-
cant question mark going forward. Second, as I suggested earlier,
high-quality, affordable early education would help by facilitating
mothers’ employment. Third, we would do well to expand provision
of individualized assistance for those who struggle in the labor
market. This is expensive, but it helps.®® Fourth, government can
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directly promote job creation by subsidizing private-sector job
growth and creating public-sector jobs.®?

The better our educational system, the more Americans are
likely to work in professional analytical jobs. But a nontrivial
share of the jobs in our future economy will be low-end ones.®
Rather than fight this, we should embrace it. As we get richer,
most of us are willing to outsource more tasks we don’t have the
time or expertise or desire to do ourselves—changing the oil in
the car, mowing the lawn, cleaning, cooking, caring for children
and other family members, and much more. This can be a win-win
proposition if we approach it properly. We need more Americans
teaching preschool children, helping people find their way in the
labor market and transition to a new career in midlife, and caring
for the elderly.®” Improved productivity and lower wage costs
abroad reduce the price we pay for manufactured goods and some
services. This enables us to purchase more helping-caring services
and more of us to work in helping-caring service jobs.%

But some of these jobs, perhaps many of them, won’t pay enough
to ensure a good standard of living. And as I've noted, the expe-
rience of the past several decades suggests that pay likely won’t
improve over time.

The solution has two parts. First, we should increase the min-
imum wage a bit and, more important, index it to prices so that it
keeps pace with the cost of living.

The second element is a government program that can com-
pensate for stagnant or slowly-rising wages in a context of robust
economic growth—insurance against decoupling, if you will.®
We could do this by building on the EITC. The ideal, in my view,
would be to give it to individuals rather than households, increase
the benefit amount for those with no children, give it to every-
one with earnings rather than only to those with low income, and
tax it if household income is relatively high. Most important, we
could index it to average compensation or to GDP per capita.®®
This would help restore the link between growth of the economy
and growth of household incomes.®’
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The real value of the minimum wage and the restructured
EITC will need to be adjusted periodically. Rather than relying
on Congress and the president to come to agreement, I recom-
mend delegating this task to an independent board, similar to
the Federal Reserve board and the new Independent Payment
Advisory Board for Medicare in that its members would be nomi-
nated by the president and confirmed by the Senate but it would
have independent decision-making authority.

Policies That Can Help

I've outlined a number of new programs and some expansions
of existing ones that would enhance economic security, expand
opportunity, and ensure rising living standards for Americans.
They include the following:

*  Universal health insurance

*  One year of paid parental leave

*  Universal early education

* Increased Child Tax Credit

*  Sickness insurance

+  Eased eligibility criteria for unemployment insurance

*  Wage insurance

*  Supplemental defined-contribution pension plans with automatic
enrollment

*  Extensive, personalized job search and (re)training support

*  Government as employer of last resort

*  Minimum wage increased modestly and indexed to prices

+  EITC extended farther up the income ladder and indexed to
average compensation or GDP per capita

*  Social assistance with a higher benefit level and more support
for employment

*  Reduced incarceration of low-level drug offenders

+ Affirmative action shifted to focus on family background
rather than race
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+  Expanded government investment in infrastructure and public
spaces
*  More paid holidays and vacation time

The American economy’s performance in coming decades is
likely to be similar to what we’ve experienced since the 1970s: rea-
sonably healthy economic growth, a modest increase in the em-
ployment rate, a rise in the likelihood of losing a job, little or no
improvement in inflation-adjusted wages for earners in the lower
half, growing inequality of market household incomes, and little
rise in wealth for middle- and low-income households. Economic
pressures will continue to intensify. Risks will continue to grow.
Families, civic organizations, and unions will remain weak. In this
context, the policies I've recommended here won’t eliminate the
problems of economic insecurity, inadequate opportunity, or slow
income growth. In fact, they might not fully compensate for these
adverse shifts in our economy and society. Better policies won’t
guarantee better outcomes.

But these policies will help. Americans from less advantaged
homes will have cognitive skills and noncognitive traits that give
them a better shot at successfully entering and staying in the labor
market and at having a long-lasting family relationship. Those
who lose a job will have a stronger incentive to take another job
even if it pays less, and they will have more help in finding one.
Individuals unable to function effectively or continuously in the
labor market, whether working age or elderly, will have a higher
income. No one will have to fear lack of access to medical care,
and fewer will face a massive out-of-pocket expense resulting from
such care. Expanded provision of public goods and services will
enhance economic security and take the edge off rising income in-
equality for those at the low end of the scale. A steady rise in the
EITC will ensure that more of our economic growth reaches house-
holds in the middle and below.

How much will all this cost? That depends on the struc-
ture and generosity of the policies, and it isn’t my aim to offer
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recommendations at that level of specificity. As a ballpark esti-
mate, I suggest we think in terms of 10 percent of GDP to cover
the cost of new programs, the expansion of existing ones, and the
rise in the cost of Social Security and Medicare that will come from
population aging.

Can we afford i1t? Will this “social democratic” approach require
sacrificing other elements of a good society? Are there attrac-
tive alternatives? Can these proposals get passed in our political
system? I answer these questions in chapters 4 and 5.



Objections and Alternatives

SOME WILL SYMPATHIZE with the ends I have laid out— improving
economic security, expanding opportunity, and ensuring shared
prosperity—but disagree with the means. One objection, common
among those on the right side of the political spectrum, is that
bigger government will lead to greater public debt, slower eco-
nomic growth, less employment, restricted liberty, and diminished
self-reliance, so we might do better to rely on private institutions
such as families and communities. On the left, many favor stron-
ger labor unions, promotion of manufacturing jobs, a higher wage
floor, or perhaps a basic income grant. In this chapter I address
these objections and alternatives along with a number of others.

Can We Pay for It?

Suppose we need, as I suggest in chapter 3, an additional
10 percent of GDP to fund new social programs, expansion of
existing ones, and demography-imposed increases in the cost of
Social Security and Medicare. Is that feasible? If so, what’s the
best way to do it?

Let’s begin with feasibility. Is heavy taxation still possible in a
world where firms, institutions, and wealthy individuals can move
their money anywhere they like? The answer, at least so far, is
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yes. Globalization has not induced a race to the bottom in taxa-
tion. Many rich nations have reduced their top statutory rates,
but they’ve offset this by reducing tax exemptions and deductions.
Effective tax rates have therefore changed little, and taxes as a
share of GDP have not fallen.!

Indeed, the rich nations with big governments are no more likely
than others to have large public deficits and debt. As figure 4.1
shows, the social democratic Nordic countries have comparatively
low levels of government debt. (Norway’s oil resources account for
its outlying position.) They spend a lot, but they generate enough
tax revenues to pay for that spending.

How, then, should the United States go about taxing? Before
answering, let me pause for a moment to define some basic terms.
When those with high incomes pay a larger share of their income
in taxes than those with low incomes, we call the tax system “pro-
gressive.” When the rich and poor pay a similar share of their
incomes, the tax system is termed “proportional.” When the poor
pay a larger share than the rich, the tax system is “regressive.”
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FIGURE 4.1 Government spending and government debt

Higher on the vertical axis indicates larger debt. Government net debt: government finan-
cial liabilities minus government financial assets, measured as a share of GDP. The pat-
tern is similar for gross debt (government financial liabilities). Government expenditures
are measured as a share of GDP. Data source: OECD, stats.oecd.org. The correlation

is —25 (with Norway excluded). “Asl” is Australia; “Aus” is Austria.
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The US tax system as a whole—taxes of all types and at all
levels of government—is roughly proportional. The key measure
is the effective tax rate, which is calculated as tax payments di-
vided by pretax (and pre-government-transfer) income. According
to the best data we have, the effective tax rate is about the same
whether one’s income is high, middle, or low.? Federal income
taxes are progressive; the rich pay at a higher rate than the poor.
But that progressivity is largely offset by regressive payroll taxes
and sales taxes.

America is not unique in this. In all rich nations for which we
have data, the tax system does little to alter the distribution of
pretax income. In fact, if anything, our tax system is a bit less
regressive than those of other affluent countries, because most of
them have heavier consumption and payroll taxes than we do.?

For the past generation, America’s left has focused on the pro-
gressivity of federal income taxes, viewing taxes through a lens
that emphasizes fairness and redistribution. But if your concern
1s income redistribution, your focus should be on transfers. It is
transfers that do the bulk of the redistributive work in affluent
countries.”

Taxes matter mainly because they provide the funds for
public goods, services, and transfers, and our tax system pro-
vides much less revenue than most other rich countries. This
brings us back to the question of how to increase revenues in
the United States.

As a candidate for president in 2008, Barack Obama pledged
to not increase tax rates for the bottom 95 percent of American
households, and as president he has held to this promise.” There
1s some sense in focusing on those at the top in the search for more
revenue. The chief rationale for progressive taxation is that those
with more income can afford to pay a larger share of that income
than those with less.® The incomes of Americans in the middle and
below have risen slowly over the past few decades. Meanwhile, the
incomes of those at the top have soared, so they’re now able to pay
a larger share of those incomes.
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FIGURE 4.2 Effective federal tax rate on the top 5 percent of incomes

Effective tax rate: tax payments as a share of pretax income. Federal taxes include per-
sonal income, corporate income, payroll, and excise. The chart has two estimates of the
actual rate. Data sources: for the top line, Thomas Piketty and Emmanuel Saez, data set
for “How Progressive Is the U.S. Federal Tax System?” Journal of Economic Perspectives,
2007, available at elsa.berkeley.edu/~saez; for the lower line, Congressional Budget
Office, “Average Federal Tax Rates and Income, by Income Category, 1979-2007.” See the
notes for calculation of the rate needed to increase tax revenues by 10 percent of GDP.

To get a lot more revenue, however, we have to go beyond the
rich. Suppose we need an additional 10 percent of GDP, as I sug-
gest in chapter 3. Figure 4.2 shows the effective federal tax rate on
the top 5 percent of households going back to 1960. This includes
all types of federal taxes—personal income, corporate income,
payroll, and excise. We have two estimates of this tax rate, one
beginning in 1960 and the other in 1979. The dot for the year 2007
indicates what the effective tax rate on this group would need to
have been in 2007 to increase tax revenues by 10 percent of GDP.”
This is far above the actual rate at any point in the past half cen-
tury. Whether desirable or not, an increase of this magnitude
won’t find favor among policy makers.

If getting the needed revenues solely from the rich is unlikely,
where can we get it? To raise the 10 percent of GDP in additional
tax revenues that we need, a multipronged approach is required.
Figure 4.3 shows one way to do it.
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It begins with a national consumption tax. Limited use of con-
sumption taxation is the main feature of the US tax system that
separates us from other rich nations. Currently, we collect only
about 5 percent of GDP in consumption taxes, almost entirely at
the state and local levels. Most other affluent countries collect
10 percent or more.® A value-added tax (VAT) at a rate of 12 per-
cent, with limited deductions, would likely bring in about 5 per-
cent of GDP in revenue.’

The idea of a large consumption tax has yet to be embraced by
America’s left, which objects to its regressivity. The degree of re-
gressivity can be reduced by exempting more items from the tax;"
but the greater the exemptions, the less revenue the tax will bring
in. A better strategy is to offset the regressivity of a new consump-
tion tax with other changes to the tax system, including some of
those listed in figure 4.3.

The right tends to object to a VAT for fear it will become a
“money machine”—a tax that can be steadily increased over time.
But this fear is based on a misreading of the experience of other
rich nations. Some countries have decreased their VAT rate, some
have held it constant, and most of those that have increased it
did so mainly in the 1970s and early 1980s, when high inflation
made such increases less noticeable.'' Some argue that tax in-
creases in rich countries since the 1960s have come mainly via

5.0% National consumption tax (VAT) at a rate of 12%, with limited deductions or a small flat
rebate

2.0 Return to the 2000 (pre-Bush) federal income tax rates

0.7 Several new federal income tax rates for households in the top 1%, increasing the
average effective tax rate for this group by an additional 4.5 percentage points

0.6 End the mortgage interest tax deduction

0.7 Carbon tax

0.5 Financial transactions tax of 0.5% on trades

0.2 Increase the cap on the Social Security payroll tax so the tax covers 90% of total
earnings, as it did in the early 1980s

0.3 Increase the payroll tax by 1 percentage point

FIGURE 4.3 How to increase tax revenues by 10 percent of GDP
The numbers are percentages of GDP. They total 10 percent. All are estimates.
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VAT increases; in fact, they have come as much or more from in-
creases in income and payroll taxes.'?

It may be a while yet before political leaders on America’s left
and right come to agreement that a VAT has considerable advan-
tages and few drawbacks. But eventually it will happen.

Second, we should return to the pre-Bush income tax rates for
everyone. This would increase revenues by about 2 percent of GDP.

Third, we can raise income tax rates for those in the top 1 per-
cent a bit more.'* Increasing the average effective tax rate for this
group by 4.5 percentage points would generate about .7 percent
of GDP. The 2012 tax deal will return the effective tax rate on
the top 1 percent to around its pre-Bush level of 33 percent. An
increase of four to five percentage points, to a 37—38 percent effec-
tive rate, would hardly be confiscatory.

Fourth, we can get rid of the tax deduction for interest paid on
mortgage loans. This would increase revenues by about .6 percent
of GDP. The aim of the mortgage interest deduction is to boost
home ownership, but other affluent nations, such as Australia and
Canada, have homeownership rates comparable to ours or higher
without a tax incentive. Moreover, most of this deduction goes
to households in the top fifth of incomes.'” Few in the middle or
below benefit from it.

Fifth, we need a carbon tax. This would generate about .7 per-
cent of GDP in revenues. We should have a carbon tax regardless
of its impact on government revenue, to shift resources away from
activities that contribute to climate change.

Sixth, we could impose a modest tax on financial transactions,
such as purchases of stock shares, which would bring in about
.b percent of GDP. Opponents warn that it might cause trading to
flee to other financial centers that don’t have such a tax, but the
United Kingdom has long had a financial transactions tax without
any apparent damage.

Seventh, we can increase the cap on earnings that are subject to
the Social Security payroll tax. A person’s earnings above $114,000
are not subject to the tax (as of 2013). Because a growing share of
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total earnings in the US economy has gone to those at the top in
recent decades, a growing share has been exempt from the tax. In
the early 1980s, about 90 percent of earnings was subject to the
Social Security payroll tax; as of 2012 this had dropped to 84 per-
cent.'® Raising the cap to get back to 90 percent would increase tax
revenues by about .2 percent of GDP.

Finally, to get an additional .3 percent of GDP, bringing the total
to 10 percent, we could increase the payroll tax by one percentage
point (half a percentage point on employees and half a point on
employers).!” This would leave the payroll tax rate well below what
it is in many European countries, and almost certainly below the
level at which it would be a significant deterrent to employment.

Figure 4.3 offers only one way to increase tax revenues. There
are other options. The point is that the technical details of getting
an additional 10 percent of GDP are not difficult.

Let’s return now to progressivity and redistribution. Some
egalitarian readers may be incredulous. Why would I say that
America’s tax system currently is not very progressive and then
recommend changes that might make it even less so?

Keep in mind that the principal objectives of government social
programs are to enhance economic security and opportunity and to
ensure rising living standards. Redistribution of income is not the
chief aim. And yet, in doing these things, social policy does achieve
a good bit of redistribution. Let me spell out how this works.

Figure 4.4 shows a hypothetical distribution of tax payments and
receipt of government goods, services, and transfers. Households
are separated into quintiles based on their pretax income. The
light bars in the chart show the share of dollars paid in taxes by
households in each quintile. The tax system in this illustration is
proportional; households pay the same effective tax rate regardless
of their pretax income. Although everyone has the same tax rate,
those with higher pretax income pay more in tax dollars because
their pretax income is higher. The richest fifth of households get
56 percent of all pretax income, so they pay 56 percent of the tax
dollars in this illustration.’® The poorest fifth of households get
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FIGURE 4.4 Tax payments and receipt of public goods, services, and transfers by
income quintile

These shares are hypothetical. They assume all households pay the same effective tax
rate (proportional tax system). And they assume all households receive or use the same
quantity (dollar value) of public goods, services, and transfers.

4 percent of the pretax income, so they pay 4 percent of the tax
dollars.

The dark bars in the chart show the estimated value of the
government goods, services, and transfers received and used by
households in each group. I assume this value to be equal for all
groups; in other words, households at each point on the income
ladder get about the same amount of services, public goods, and
cash and near-cash transfers. This is fairly close to the truth for
public goods such as roads and parks and for public services such
as schooling and healthcare. It’s less likely to be true for transfers.
But let’s suppose, for this illustration, that it’s accurate for the
total of services, goods, and transfers doled out by the government.

What we see in the chart is that even with a tax system that is
proportional rather than progressive, government social programs
are fairly heavily redistributive. Those with high pretax incomes
pay far more in tax dollars than they receive in government goods,
services, and transfers. Those with low pretax incomes receive
much more than they pay in taxes. Although redistribution is not
the chief aim, it is a result nonetheless.
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Much of this redistributive impact is hidden. We can’t see it
in income statistics. A lot of government social expenditure is on
public services and goods, and their value isn’t included in house-
hold income measures. But that doesn’t mean it isn’t real.

One final point: while increasing tax revenues by 10 percent of
GDP would be a significant change, it isn’t unprecedented. Over
the course of the twentieth century, revenues’ share of our GDP
rose by about twenty-five percentage points. And an increase of
10 percent would put the United States merely in the middle of
the pack—not at the front—among the world’s rich countries.

The bottom line: we can pay for bigger government.

Is Big Government Bad for Economic Growth?

If our government gets bigger, will our economy suffer? It’s
easy to understand why some think so. After all, an increase in
taxes reduces the financial incentive to work harder or longer,
invest in acquiring more skills, start a new company, or expand
an existing one. And when governments provide goods and ser-
vices, they inevitably waste some resources, particularly when
they face no competition.

But that’s too simplistic.’® The incentive effect of higher taxes
can also work in the other direction; if tax rates go up, I may
work more in order to end up with the same after-tax income
I had before. Moreover, some of what government does helps
the economy.”” When government protects people’s safety and
property and enforces contracts, it facilitates business activity.
Enforcement of antitrust rules enhances competition. Schools
boost human capital. Roads, bridges, and other infrastruc-
ture grease the wheels of business activity. Limited liability
and bankruptcy provisions encourage risk taking. Affordable
high-quality childcare increases parental employment and boosts
the capabilities of less advantaged kids. Access to medical care
improves health and reduces anxiety. Child labor restrictions,
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antidiscrimination laws, minimum wages, job safety regulations,
consumer safety protections, unemployment insurance, and a
host of other policies help to ensure social peace.

There surely is a tipping point at which government taxing and
spending begins to harm the economy. But where are we in relation
to that point? We have the experiences of the world’s rich countries
to draw upon in answering this question. This evidence doesn’t give
us a full and final answer, but it strongly suggests that America
hasn’t reached the tipping point. Indeed, we might be far below it.

A useful measure of the size of government is government rev-
enues as a share of GDP. Data for the United States are available
going back to the early 1900s. These data include the federal gov-
ernment and state and local governments. Most of the revenues,
though not all, are from taxes. The chart on the left in figure 4.5
shows that revenues rose from the 1910s through the 1990s and
then leveled off. All told, government revenues increased by ap-
proximately twenty-five percentage points, from less than 10 per-
cent of GDP to around 35 percent.

The chart on the right in figure 4.5 shows GDP per capita all
the way back to 1890. I display the data in log form in order to
focus on the rate of growth. The straight line represents what
the data would look like if the economic growth rate had been
perfectly constant. The actual data points hug this line. In other
words, despite occasional slowdowns and speedups, the rate of
per capita GDP growth in the United States has essentially been
constant for the past 120 years.” We’ve gone from being a coun-
try with a relatively small government to one with a medium-size
government, and in doing so we've suffered no slowdown in eco-
nomic growth.”

Now let’s look at two big-government countries: Denmark and
Sweden. Figure 4.6 shows trends in government revenues and
in economic growth for these two nations. In both, government
revenues jumped sharply, especially in the decades after World
War II. Revenues stopped rising around 1990, flattening out
in Denmark and falling back a bit in Sweden. Like the United
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FIGURE 4.5 Government revenues and economic growth in the United States
Government revenues: Government revenues as a share of GDP. Includes all levels

of government: federal, state, and local. The line is a loess curve. Data sources: for
1960-2007, OECD, stats.oecd.org; for 1946-55, Economic Report of the President 2011,
tables B-79, B-86; for 1913-25, Vito Tanzi Government versus Markets, Cambridge
University Press, 2011, pp. 9, 92, with a minor adjustment. GDP per capita: Natural log
of inflation-adjusted GDP per capita. A log scale is used to focus on rates of change. The
vertical axis does not begin at zero. The line is a linear regression line; it represents a
constant rate of economic growth. Data source: Angus Maddison, www.ggdc.net/maddison/
historical_statistics/vertical-file_02-2010.xls.

States, these two countries have had a nearly constant rate of
economic growth since the late 1800s. A very large increase
in the size of government didn’t knock either country off its
growth path.

A possible exception is what happened in Sweden around 1990.
At the end of the 1980s, government revenues in Sweden reached
65 percent of GDP. Shortly thereafter, the country experienced a
severe economic downturn. By 1995, revenues dropped to 60 per-
cent of GDP, and the economy returned to its long-run growth
path. The onset of the early-1990s crisis stemmed mainly from the
deregulation of Swedish financial markets and the government’s
pursuit of fiscal austerity during the downturn. Given that the
economic downturn coincided with a high point in government
revenues, it could be argued that government taxing and spending
at 65 percent of GDP is too high. Maybe that’s correct. If we follow
that logic, however, then we must conclude that 60 percent of GDP,
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FIGURE 4.6 Government revenues and economic growth in Denmark and Sweden
Government revenues: Government revenues as a share of GDP. Includes all levels of
government: central, regional, and local. The lines are loess curves. Data sources: for
1960-2007, OECD, stats.oecd.org; for pre-1960, Vito Tanzi, Government versus
Markets, Cambridge University Press, 2011, table 13.2, with a minor adjustment. GDP
per capita: Natural log of inflation-adjusted GDP per capita. A log scale is used to focus
on rates of change. The vertical axis does not begin at zero. The lines are linear re-
gression lines; they represent a constant rate of economic growth. Data source: Angus
Maddison, www.ggdc.net/maddison/historical_statistics/vertical-file_02-2010.xls.

the level of government revenues when the Swedish economy
returned to solid growth, is not too high.

When the United States is compared to countries like Denmark
and Sweden, a common objection is that the latter are small and
homogenous.?® But the point here has nothing to do with simi-
larities or differences between these three countries. The point is
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FIGURE 4.7 Government revenues and economic growth, 1979-2007

Government revenues: Average level of government revenues as a share of GDP, 1979—
2007. Includes all levels of government: central, regional, and local. Data source: OECD,
stats.oecd.org. Economic growth: Average annual rate of change in GDP per capita,
adjusted for initial level (catch-up), 1979-2007. Data source: OECD, stats.oecd.org. The
correlation is .11 (with Ireland and Norway excluded). “Asl” is Australia; “Aus” is Austria.

that developments over time within each of the three countries
tell a similar tale. In each, government taxing and spending rose
substantially—in the United States to about 35 percent of GDP,
in Denmark and Sweden as high as 60 percent—with no apparent
impact on economic growth.

Some might still object that only small, homogenous nations
can have a big government without hurting economic growth.
The story would be that a large, heterogeneous nation like
the United States may do just fine with a rise in government
spending of up to 35 percent of GDP, but beyond 35 percent
growth will slow down. It’s conceivable that this is true, but the
story is based on assumption rather than evidence, so there is
reason for skepticism.

Let’s extend the inquiry to the full set of twenty rich longstanding
democratic nations, concentrating, for reasons of data availability, on
the recent era. Given the shifts in the world and domestic economies
in the 1970s, I focus on the 1980s, 1990s, and 2000s.%* Specifically,
I look at the period from 1979 to 2007 (both of these years were
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business-cycle peaks). When comparing economic growth across
nations, it’s necessary to adjust for a process known as “catch-up,”
whereby countries that begin the period with lower per capita GDP
grow more rapidly simply by virtue of starting behind.

Figure 4.7 shows the average level of government revenues (hor-
izontal axis) and the average catch-up-adjusted economic growth
rate (vertical axis) in these countries between 1979 and 2007.
There is no association between the size of government and eco-
nomic growth. More detailed cross-country studies have reached a
similar conclusion.?’

Can Our Economy Thrive with Less
Institutional Coherence?

Though I favor significant changes to America’s social programs,
I see a need for only limited restructuring of other economic in-
stitutions, such as our financial system, corporate governance,
labor relations, and so on. But might a shift toward more gen-
erous public social programs hurt the economy by disrupting
the coherence of its current institutions and policies?

An influential perspective on differences among the world’s rich
nations, known as the varieties of capitalism approach, contends
that economies perform better to the extent that their institutions
and policies are coherent.”® According to Peter Hall and David
Soskice, those policies and institutions aren’t drawn up in advance
by a master planner, but because of selection pressures they end
up fitting together. The result is a relatively coherent package—a
gestalt, a whole that functions more effectively than the sum of its
parts. So if we graft a set of social democratic government policies
onto America’s liberal market economy, will we upset the gestalt
and thereby hurt the economy?

Hall and Soskice suggest that rich economies fall into one of
two groups. Coordination is market-based in “liberal market
economies,” such as the United States and the United Kingdom.
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FIGURE 4.8 Institutional coherence and economic growth, 1979-2007

Economic growth: Average annual rate of change in GDP per capita, adjusted for

initial level (catch-up), 1979-2007. Data source: OECD, stats.oecd.org. Institutional
coherence: degree of coherence of institutions and policies within and across economic
spheres. Data source: Peter A. Hall and Daniel W. Gingerich, “Varieties of Capitalism and
Institutional Complementarities,” British Journal of Political Science, 2009. The correla-
tion is .01 (with Ireland and Norway excluded). “Asl” is Australia; “Aus” is Austria.

Coordination is based largely on nonmarket or extramarket insti-
tutions in “coordinated market economies” such as Germany and
Austria. Neither type, according to Hall and Soskice, is inherently
better at generating good economic performance. What matters
for successful economic growth is not the type of economic coordi-
nation, but the degree of institutional coherence. Countries with
coherent institutions—that is, with consistently market-oriented
or consistently non-market-oriented institutions and policies—
should grow more rapidly.?”

Peter Hall and Daniel Gingerich have created a measure of in-
stitutional coherence for twenty rich nations, focusing on two eco-
nomic spheres: labor relations and corporate governance. Nations
score higher to the extent that their institutions and policies are
coherent within each sphere and consistent across both spheres.?®

Figure 4.8 shows countries’ institutional coherence and their
rates of growth of GDP per capita from 1979 to 2007 (adjusted
for catch-up). There is no indication of the hypothesized positive
association between coherence and economic growth. All along the
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coherence spectrum—at the high end, in the middle, and at the low
end—there are some fast-growing nations and some slow-growing
ones.*

The hypothesis that institutional coherence is good for economic
growth makes sense. But the empirical record suggests it’s wrong.
Nations with hybrid institutions and policies, or with a mix that
changes over time, have grown just as rapidly as those with more
coherent arrangements.? Concern about a potential slowdown in
economic growth resulting from inconsistent or shifting policies
and institutions is therefore unjustified.

Does Innovation Require High Inequality and
Minimal Cushions?

Daron Acemoglu, James Robinson, and Thierry Verdier also
contend that there are two varieties of capitalism, but in their
view one does tend to perform better than the other.’® They
hypothesize the following:

+  Countries choose between two types of capitalism. “Cut-
throat” capitalism provides large financial rewards to suc-
cessful entrepreneurship. This yields high income inequality,
but it stimulates entrepreneurial effort and hence is condu-
cive to innovation. “Cuddly” capitalism features less finan-
cial payoff to entrepreneurs and more generous cushions
against risk. This yields modest income inequality but less
innovation.

* Because of the difference in innovation, economic growth is
initially faster in cutthroat-capitalism nations. But techno-
logical advance spills over from cutthroat nations to cuddly
ones, so growth rates then equalize. Over the long term, the
level of GDP per capita is higher in cutthroat nations (due to
the initial burst), while economic growth rates are similar for
both types.
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+ Average well-being may be higher in cuddly countries because
the more egalitarian distribution of economic output more
than compensates for the lower level of output.

*  Nevertheless, it would be bad for all countries if the
cutthroat-capitalism nations switched to cuddly capitalism.
That would reduce innovation in the (formerly) cutthroat na-
tions, thus reducing economic growth in all nations.

Acemoglu, Robinson, and Verdier say their model might help
us understand patterns of economic growth and well-being in
the United States and the Nordic countries—Denmark, Finland,
Norway, and Sweden. The United States has chosen cutthroat
capitalism, whereas the Nordics have opted for cuddly capitalism.
The United States grew faster for a short time, but since then, all
five countries have grown at roughly the same pace. America’s
high inequality encourages innovation, so the Nordics can be
cuddly and still grow rapidly because of technological spillover
from the United States. If America were to decide to go cuddly,
innovation would slow. Both sets of nations would then grow less
rapidly.

How does this square with the data? To keep things simple,
I'll compare the United States with just one of the Nordic
nations: Sweden.

An indicator of financial incentives for entrepreneurs is the top
1 percent’s share of household income. An indicator of the extent
of cushions against risk is government expenditures’ share of
GDP. Both are shown in figure 4.9, going back to 1910. What we
see in the data is a lot of similarity between the United States and
Sweden until the second half of the twentieth century. Government
spending begins to diverge in the 1960s, and income inequality di-
verges in the 1970s.

Sweden’s top 1 percent get a smaller share of the total income
than their American counterparts, but are incentives for entrepre-
neurs really much weaker in Sweden? Although Swedish CEOs
and financial players don’t pull in American-style paychecks and
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FIGURE 4.9 When did the United States go “cutthroat” and Sweden go “cuddly”?
Top 1 percent’s income share: share of pretax income, excluding capital gains. Data
source: World Top Incomes Database, topincomes.g-mond.parisschoolofeconomics.eu.
Government expenditures: government spending as a share of GDP. Data sources: Vito
Tanzi, Government versus Markets, Cambridge University Press, 2011, table 1; OECD,
stats.oecd.org.

bonuses in the tens of millions of dollars, there is little to prevent
an entrepreneur from accumulating large sums of money. In the
1990s Sweden undertook a major tax reform, reducing marginal
rates and eliminating loopholes and deductions. It lowered cor-
porate income and capital gains tax rates to 30 percent and the
personal income tax rate to 50 percent. Later, it did away with
the wealth tax. In the early 2000s, a writer for Forbes magazine
mused that Sweden had transformed itself from a “bloated welfare
state” into a “people’s republic of entrepreneurs.”*?

Suppose the incentives for entrepreneurs began to differ in the
two countries around 1960 or 1970. The model predicts that inno-
vation would diverge as well. Acemoglu, Robinson, and Verdier
refer to a measure of patent applications per capita that shows
the United States leading Sweden starting in the late 1990s. This
timing is consistent with the model’s prediction if we allow a sub-
stantial lag. But they also cite a measure that has the United
States ahead of Sweden in 1980. This suggests that America’s
innovation advantage may have preceded the type-of-capitalism
choice, rather than followed it.
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FIGURE 4.10 When did US and Swedish GDP per capita diverge?

Natural log of inflation-adjusted GDP per capita. A log scale is used to allow comparison
of rates of change. The lines are linear regression lines. Data source: Angus Maddison,
www.ggdc.net/maddison/historical_statistics/vertical-file_02-2010.xls.

The final outcome is GDP per capita. Here the model clearly
stumbles. As figure 4.10 shows, the gap between the two coun-
tries isn’t recent; it started more than a century ago. Apart from
a few hiccups, each country has stayed on its long-run growth
path throughout the past one hundred years, with Sweden slowly
catching up to the United States.

The really interesting question posed by Acemoglu, Robinson,
and Verdier is whether innovation will slow in the United States
if we strengthen our safety net and/or reduce the relative finan-
cial payoff for entrepreneurial success. I doubt it will, for three
reasons.

The first is America’s past experience. According to Acemoglu
and colleagues’ logic, incentives for innovation in the United States
were weakest in the 1960s and 1970s. In 1960, the top 1 percent’s
share of pretax income had been falling for several decades and
had nearly reached its low point. Government spending, mean-
while, had been rising steadily and was close to its peak level. Yet
there was plenty of innovation in the 1960s and 1970s, including

notable advances in computers, medical technology, and other
fields.
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Second, the Nordic countries, with their low income inequality
and generous safety nets, are now among the world’s most innova-
tive countries. The World Economic Forum’s Global Competitiveness
Index has consistently ranked them close to the United States in
innovation. The most recent report, for 2012—-13, rates Sweden as
the world’s most innovative nation, followed by Finland. The United
States ranks sixth. The World Intellectual Property Organization
(WIPO)-INSEAD Global Innovation Index 2012 ranks Sweden sec-
ond and the United States tenth. This suggests reason to doubt that
modest inequality and generous cushions are significant obstacles
to innovation.

Third, if Acemoglu and colleagues are correct about the value
of financial incentives in spurring innovation, we should see this
reflected not only in the United States but also in other nations
with relatively high income inequality and low-to-moderate gov-
ernment spending, such as Australia, Canada, Ireland, New
Zealand, and the United Kingdom. But as figure 4.11 indicates,
we don’t.

There is one additional possibility worth considering. If
financial incentives truly are critical for spurring innovation,
it could be the opportunity for large gains that matters, not
the absence of cushions. Suppose we increase government rev-
enues in the United States by imposing higher taxes on every-
one—steeper income taxes on the top 1 percent or 5 percent
plus a new national consumption tax. Imagine we use those
revenues to expand public insurance and services—fully uni-
versal health insurance, universal early education, a beefed-up
EITC, a new wage insurance program, more individualized
assistance with training and job placement. These changes
wouldn’t alter income inequality much, but they would enhance
economic security and opportunity. Would innovation decline?
I suspect not.

We may get a test of this moderate-to-high inequality with
generous cushions scenario at some point. I suspect this is where
America i1s heading, albeit slowly. Interestingly, the Nordic
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FIGURE 4.11 Is type of capitalism a good predictor of innovation when we include
additional “cutthroat” nations?

“Cutthroat” nations: Australia, Canada, Ireland, New Zealand, United Kingdom, United
States. “Cuddly” nations: Denmark, Finland, Norway, Sweden. Innovation rank: average
ranking on the World Economic Forum’s innovation index in 2008-09 and 2012-13.

Data source: World Economic Forum, Global Competitiveness Report, www.weforum.org/
reports, pillar 12. Top 1 percent’s income share: share of pretax income, excluding capital
gains, 1989-2007. Data source: World Top Incomes Database, topincomes.g-mond.pariss-
choolofeconomics.eu. Government expenditures: government spending as a share of GDP,
1989-2007. Data source: OECD, stats.oecd.org.

countries, where the top 1 percent’s income share has been trend-
ing upward, might get there first.*

Do We Know How to Grow Faster?

If healthy economic growth doesn’t require small government,
institutional coherence, or high income inequality, what does
contribute to growth? Surprisingly, when it comes to rich na-
tions, we don’t really know.

Consider the United States since World War II. From the
mid-1940s through the early 1970s, the American economy expe-
rienced healthy growth, low unemployment, and modest inflation.
But then the economy sputtered for a decade—a deep downturn in
1973-75, followed by high unemployment and inflation, followed
in turn by a double-dip recession in 1980 and 1981-82. Stagflation,
manufacturing decline, and foreign competition had policy makers
befuddled.
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The changed context spurred a slew of recommendations on
how to rejuvenate the economy. The right blamed government
overreach. Taxes, regulations, Keynesian demand management,
and welfare state generosity had all, in this view, gone too far.*
The left proposed myriad solutions, including industrial policy,
managed trade, a stakeholder-centered financial system, flexible
specialization, lean production, corporatist partnerships between
business, labor, and government, and collaboration between and
within firms.*®

In the mid-to-late 1990s, during the Clinton presidency, a
Clinton-Reich-Rubin-Sperling variant of pro-growth progres-
sivism emerged.?® It embraced some of these ideas but empha-
sized education and skill development, free trade, and a (social
democratic®’) commitment to balance the government budget
during economic upswings. Like the “Third Way” orientation
championed by Anthony Giddens and Tony Blair in the United
Kingdom,® the aim was to reconcile traditional justice and fair-
ness concerns of the left with an emphasis on economic growth.
The approach maintained a commitment to basic economic secu-
rity but de-emphasized equality of outcomes in favor of enhancing
opportunity, capabilities, and employment.

As 1t turned out, America’s economic growth from 1979 to
2007 was pretty healthy.?® It was slower than during the post—
World War II “golden age.” But that isn’t surprising; growth
was especially rapid in those years because it had been so slow
in the 1930s and because so much of the industrial capacity in
Western Europe and Japan was destroyed during the war. US
GDP per capita grew at a rate of 1.9 percent per year between
1979 and 2007. That’s right on the long-run trend; the American
economy’s average growth rate from 1890 to 2007 was 1.9 per-
cent.’® The United States also did well in 1979-2007 compared
to nineteen other rich longstanding democracies. If we adjust for
catch-up—nations that begin poorer grow more rapidly because
they can borrow technology from the leaders—America’s growth
rate was third best.
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Unfortunately, we know little about why. Was it due to the US
economy’s traditional strengths, such as its large domestic market
and its array of large firms with established brands? To its strong
universities and research and development (R&D), which keyed a
successful transition to a high-tech service economy? To deregula-
tion, tax cuts, and wage stagnation? To the adoption of some of the
strategies proposed by the pro-growth progressives? To stimula-
tive monetary policy (after the early 1980s)? To stock market and
housing bubbles? To something else? We don’t know.

Nor do social scientists have a compelling explanation for why
some rich nations have grown more rapidly than others in recent
decades. We know that catch-up matters. Limited product and
labor market regulations and participation by business and labor
in policy making (“corporatism”) seem to help, but they account
for only a small portion of the country differences in economic
growth between 1979 and 2007.*" Even education seems to have
played little or no role. Growth hinges on technological progress,
which should be boosted by education, particularly in the modern
knowledge-driven economy. Yet across the rich countries, those
with higher average years of schooling, larger shares of university
graduates, or faster increase in educational attainment have not
grown more rapidly than others since the 1970s.*?

An interesting and perplexing piece of the growth puzzle is the
tendency of countries to do well for a while and then falter. In
the past half century, a number of national models have gone
in and out of fashion, first surging to the front and then falling
back: Sweden (“middle way”) in the 1960s, Germany (“modell
Deutschland”) and Japan (“Japan Inc.”) in the 1970s and 1980s,
the United States (“great American jobs machine”) in the 1980s
and 1990s, the Netherlands (“Dutch miracle”) in the 1990s,
Denmark (“flexicurity”) and Ireland (“Celtic tiger”) in the 1990s
and 2000s. Some later rebounded, such as Sweden in the 2000s
and Germany in the 2010s.

Economic growth is valuable. Yet for affluent democratic coun-
tries, we know very little about what causes faster or slower
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growth. Should we throw up our hands in despair? Not neces-
sarily. The upside is that policies and institutions aimed at other
outcomes, such as security and fairness, seldom doom the economy
to stagnation.

A Future of Slow Growth?

Will the economies of rich nations such as the United States
continue to grow at a healthy clip? Some are pessimistic. A key
reason for pessimism is the shift from manufacturing to ser-
vices. In most manufacturing industries, there is significant
room for improvement in efficiency. In many services, that is
not true. Think of cleaning rooms in a hotel or waiting tables
in a restaurant or performing basic nursing tasks in a hospi-
tal. Productivity improvement in these jobs is difficult, in part
because they are hard to automate. William Baumol calls this
the “cost disease” of services.*® If a significant portion of our
economy consists of such tasks, the thinking goes, we could be
stuck with low growth.

I suspect this is wrong. While productivity improvement is dif-
ficult in low-end services, it is not impossible. Hotels, for instance,
have made considerable strides in improving efficiency in room
cleaning. Yes, improvement in services occurs at a slower pace
than in manufacturing, but it happens. Think, too, of telephone
operators, typists, bank tellers, and travel reservation agents.
These positions have been largely automated via advances in
technology.

Moreover, even if productivity growth is sluggish in low-end
services, it may, as Baumol himself points out, be rapid in other
parts of the economy.** Technological advance and improvements
in work organization can yield leaps forward. The computer and
communications revolutions already have generated considerable
advance in manufacturing, finance, and an array of other services.

They will soon do so in medicine, education, and elsewhere.
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In recent years, several analysts, including Robert Gordon
and Tyler Cowen, have expressed pessimism about the like-
lihood of further productivity-enhancing innovations.*” The
information technology revolution has largely run its course,
they say, and in any case it never boosted productivity to the
same degree as earlier innovations such as steam engines,
railroads, electricity, the assembly line, indoor heating and air
conditioning, running water, sewers, roads, and the internal
combustion engine.

It’s true that we don’t see the benefits of the IT revolution
in the productivity statistics. But that doesn’t necessarily
mean there has been a decline in innovation or in the payoff
from innovation. For one thing, benefits may appear only after
a nontrivial delay. The period of strongest productivity growth
stemming from earlier innovation was the thirty years between
the mid-1940s and the mid-1970s, but that was quite a while
after the innovations occurred. The same may be true for the
digital revolution.

For another, since the 1970s the impact of innovation on produc-
tivity has been partly masked by rising employment. Productivity
is calculated as output per employed person or per hour worked.
Since employment is the denominator, a significant increase in
employment will reduce the measured amount of productivity
growth. In the 1950s and 1960s, the share of American adults
with a paying job held steady at about 56 percent. In the 1970s,
1980s, and 1990s that share increased steadily, reaching 64 per-
cent at the end of the 1990s before leveling off in the 2000-2007
business cycle.® This is part of the reason measured productivity
growth has been slower in recent decades.

Finally, as countries shift away from fossil fuels toward renew-
able sources of energy, the world’s existing commercial and resi-
dential building space will need to be retrofitted or rebuilt from
scratch. This promises to be a source of growth for quite some time.

Rapid economic growth is a relatively recent phenomenon,
dating from the beginning of the Industrial Revolution around
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1750. There is no reason to assume it will continue forever. But
nor are there compelling grounds for thinking it will halt any-
time soon. Innovation is a product of innate human creativity,
education, and an institutional framework that provides finan-
cial reward to successful innovators.*” As long as countries such
as the United States ensure ample opportunity for learning and
don’t allow large firms or government regulations to stifle incen-
tives for innovation, we should expect a relatively robust rate of

economic advance.

Is Big Government Bad for Employment?

Working-age Belgians, French, and Germans spend, on average,
about 1,000 hours a year in paid employment. In the United
States, Switzerland, and New Zealand, by contrast, the average
is about 1,300 hours. That’s a big difference. Is it due to differ-
ences in the size of government?

These averages are determined by the share of people who have
a paying job and by the number of hours they work over the course
of a year. In the United States, for instance, the employment rate
in 2007 was 72 percent, and the employed worked an average of
1,800 hours (.72 x 1,800 = 1,300). In France, the employment rate
was 64 percent, and the average number of hours worked was
1,550 (.64 x 1,550 =~ 1,000).*®

Because high taxes reduce the financial reward for paid work,
they may reduce employment.*? On the other hand, as I noted ear-
lier, some people might work more when taxes are higher, in order
to reach their desired after-tax income. And lots of other things
affect people’s calculations about whether and how much to work,
including wage levels, employment and working-time regulations,
paid vacation time and holidays, availability and generosity of
government income transfers, access to health insurance and re-
tirement benefits, the cost of services such as childcare, and pref-

erences for work versus leisure.”
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Figure 4.12 shows the association between government revenues
as a share of GDP over the years 1979 to 2007 and employment
hours per working-age person in 2007. The pattern looks broadly
supportive of the notion that high taxes reduce work hours.

But knowledgeable comparativists will notice a familiar clus-
tering of countries in figure 4.12.°' One group, in the lower-right
corner, includes Belgium, France, Germany, Italy, and the
Netherlands. These countries, along with Austria, have several
features that might contribute to low employment hours. One
is strong unions. Organized labor has been the principal force
pushing for a shorter work week, more holiday and vacation
time, and earlier retirement. These nations are also character-
ized by a preference for traditional family roles—breadwinner
husband, homemaker wife. This preference, often associated
with Catholicism and Christian Democratic political parties,
is likely to influence women’s employment rates and work
hours. It is manifested in lengthy paid maternity leaves, lack
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FIGURE 4.12 Government revenues in 1979-2007 and employment hours in 2007
The line is a linear regression line. Government revenues: Average level of government
revenues as a share of GDP, 1979-2007. Includes all levels of government: central,
regional, and local. Data source: OECD, stats.oecd.org. Employment hours: employment
rate (employed persons as a share of the population age 15—64) multiplied by average
yearly employment hours per employed person, 2007. Data source: OECD, stats.oecd.org.
The correlation is —.34. “Asl” is Australia; “Aus” is Austria.
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of government support for childcare, income tax structures that
discourage second earners within households, and practices
such as Germany’s school day ending at lunch time and France’s
schools being closed on Wednesday afternoons. These countries
also fund their social insurance programs through heavy payroll
taxes, the kind most likely to discourage employment growth in
low-end services."”

A second group consists of the four Nordic nations: Denmark,
Sweden, Finland, and Norway. These countries also have strong
unions. But they have had electorally successful social democratic
parties that promote high employment.”® Denmark and Sweden,
in particular, have led the way in using active labor market pro-
grams to help get young or displaced persons into jobs, public
employment to fill gaps in the private labor market, and govern-
ment support for childcare and preschool to facilitate women’s
employment.

The third group of countries, in the upper-left corner, includes
Australia, Canada, Japan, New Zealand, and the United
States. These nations have relatively weak labor movements
and limited influence of social democratic parties and Catholic
traditional-family orientations.

The other five countries—Ireland, Portugal, Spain, Switzerland,
and the United Kingdom—are a hodgepodge.”

Based on their institutional-political makeup, we would expect
the weak-labor countries to have comparatively high employment
hours, the social-democratic countries to be intermediate, and the
traditional-family-roles countries to have low hours. As figure 4.13
indicates, that’s exactly what we see.

If we adjust statistically for institutional-political group mem-
bership, the negative association between tax levels and work
hours shown in figure 4.12 disappears. Differences in union
strength and in preferences for traditional family roles are the
likely source of differences in employment hours across the world’s
rich nations.”
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FIGURE 4.13 Institutional-political group and employment hours, 2007
Institutional-political group: See the text for description. Employment hours: employment
rate (employed persons as a share of the population aged 15-64) multiplied by average
yearly employment hours per employed person, 2007. Data source: OECD, stats.oecd.org.
The correlation is —.89. “Asl” is Australia; “Aus” is Austria.

Is Big Government Bad for Liberty?

Public provision of social services and transfers is paternalistic.
Government takes money from us and spends it to ensure eco-
nomic security, expand opportunity, and enhance living stan-
dards. In doing so, it reduces individual freedom.®

That isn’t especially objectionable. Only diehard libertarians
believe individual liberty should trump all other considerations.
Virtually everyone supports government paternalism in the form
of property protection, traffic lights, and food safety regulations,
to mention just a few examples. And many people support public
social programs. When our basic needs are met, we tend to want
greater security, broader opportunity, and confidence that living
standards will improve over time. We are willing to allocate some
of our present and future income to guarantee these things, and
we are willing to allow government to take on that task. That’s
why public social programs tend to expand in size and scope as
nations grow richer.
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Does a big safety net imply other limitations on economic lib-
erty? No, it doesn’t. In fact, a social democratic approach to gov-
ernment can feature a relatively light regulatory touch. In the
best real-world examples of modern social democracy, the Nordic
nations, government sets basic standards for employee and con-
sumer protections, but it doesn’t tell economic actors how to meet
those standards. The aim is to maximize individuals’ opportu-
nities and to provide security for those who fail (consistent with
the spirit of our limited liability and bankruptcy protections) while
impinging as little as possible on competition and flexibility. It’s
big government in one respect and small government in another.

We can see this in some prominent measures of economic
liberty. The Heritage Foundation, a conservative think tank,
partners with the Wall Street Journal to score countries on ten
dimensions of economic freedom: security of property rights,
freedom from corruption, business freedom (the right to estab-
lish and run an enterprise without interference from the state),
labor freedom (absence of hiring and firing restrictions and other
limitations on work conditions), monetary freedom (a stable cur-
rency and market-determined prices), trade freedom (absence of
regulatory barriers to imports and exports), investment freedom
(absence of restrictions on the movement of capital), financial free-
dom (a transparent and unrestricted financial system), low taxes
(“fiscal freedom”), and low government spending. The vertical axis
in figure 4.14 shows the average scores for the United States and
other rich nations on eight of these ten dimensions, with the taxes
and government spending dimensions left out. Three of the four
Nordic countries score higher than the United States.

A relatively similar picture emerges from the World Bank’s
scoring of the ease of doing business. Countries are ranked accord-
ing to how easy it is to start a business, deal with construction
permits, register property, get credit, protect investors, pay taxes,
trade across borders, enforce contracts, resolve insolvency, and get
electricity. The rankings on these aspects of doing business are
then combined to establish an overall ranking. The rich countries’
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FIGURE 4.14 Government spending and economic freedom

Economic freedom is measured as the average score for eight items: business freedom,
trade freedom, monetary freedom, investment freedom, financial freedom, property rights
freedom, freedom from corruption, labor freedom. Each item is scored from 0 to 100. Data
are for 2012. Data source: Heritage Foundation, www.heritage.org/index. Government
spending: total government expenditures as a share of GDP, in 2007. Data source: OECD,
stats.oecd.org. The correlation is —.14 (with Italy excluded). “Asl” is Australia; “Aus” is
Austria.

positions in the rank-ordering of all countries is shown on the
vertical axis in figure 4.15. Here the United States edges out the
Nordic nations, but not by much. Two of the Nordic countries are
among the top four, and the other two are among the top nine.

In other words, a nation can tax and spend quite heavily
while still giving economic actors considerable freedom to start
and operate a business, allocate capital, hire and fire employees,
and engage in all manner of economic activities. This approach
1s sometimes called “flexicurity.” Government allows individuals
and firms substantial freedom, with one exception: they pay a sig-
nificant share of their earnings to the collectivity. This revenue
1s used to enhance security and opportunity and to ensure that
prosperity is widely shared across the society. Economic freedom
is abridged in one important respect, but is kept at a high level in
all others.

This approach is tailor-made for a country like the United States,
where citizens and firms prize economic liberty and flexibility.
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FIGURE 4.15 Government spending and ease of doing business

Ease of doing business: country rank in 2011. Italy’s rank is 87; it is omitted here. Data
source: World Bank, www.doingbusiness.org/rankings. Government spending: total gov-
ernment expenditures as a share of GDP, in 2007. Data source: OECD, stats.oecd.org. The
correlation is .12 (with Italy excluded). “Asl” is Australia; “Aus” is Austria.

Does Big Government Reduce Competition?

Competition drives innovation and economic dynamism.
Americans embrace competition as much or more than their
counterparts in any other rich nation. Yet our economy is rid-
dled with rules, regulations, and practices that inhibit compe-
tition or privilege particular firms and industries. Half-hearted
antitrust enforcement allows corporate behemoths to maintain
market share and profitability despite little innovation. Patents
limit competition in pharmaceuticals, computer software, enter-
tainment, and a slew of other product markets.”” Licensing,
credentialing, and certification requirements for occupations or
particular types of businesses dampen competition in product
markets ranging from medical care to legal services to educa-
tion to taxi transportation to hairdressing and beyond.’® Zoning
restrictions and historic preservation designations limit the
expansion of housing units in large cities by imposing building
height restrictions and preventing new construction on much of
the land.” The federal government’s practice of treating large
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banks as “too big to fail” allows those banks to engage in riskier
strategies, with potentially higher profit margins, and encour-
ages investors to choose those banks over competitors. Both
investors and management know that they are likely to be res-
cued by taxpayers if their bets go sour.’” Our federal tax code
is chock-full of exemptions, loopholes, and benefits for particular
firms and sectors.

Does an increase in the size of government weaken competition?
On one view, the answer is yes. Here is Luigi Zingales, channeling
Milton Friedman:

When government is small and relatively weak, the most effec-
tive way to make money is to start a successful private-sector
business. But the larger the size and scope of government
spending, the easier it is to make money by diverting public re-
sources. After all, starting a business is difficult and involves
a lot of risk. Getting a government favor or contract is easier,
at least if you have connections, and is a much safer bet.®!

This sounds sensible. But figure 4.16 shows that across the rich
nations there is no association between the magnitude of govern-
ment expenditures and the degree of competition in product mar-
kets. Competition is measured here as the degree of intensity of
local competition, the degree to which corporate activity is spread
across many firms rather than dominated by a few, the degree to
which anti-monopoly policy effectively promotes competition, and
the absence of barriers to imports. The scoring for each of these el-
ements is based on a survey of executives conducted by the World
Economic Forum. Though not a foolproof measure of competition,
this is likely to be a reasonably accurate one. The data suggest
that nations with big governments are just as likely as those with
small governments to have competitive product markets.

Why is that? First, the hypothesis that big government results
in less competition fails to consider the types of programs that

make government big. Public insurance programs mainly transfer
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FIGURE 4.16 Government expenditures and product market competition

Product market competition: average responses by executives in each country in 2011—
2012 to four questions: (1) How would you assess the intensity of competition in the local
markets in your country? 1 = limited in most industries; 7 = intense in most industries.

(2) How would you characterize corporate activity in your country? 1 = dominated by a few
business groups; 7 = spread among many firms. (3) To what extent does anti-monopoly
policy promote competition in your country? 1 = does not promote competition; 7 = effec-
tively promotes competition. (4) In your country, to what extent do tariff and nontariff bar-
riers limit the ability of imported goods to compete in the domestic market? 1 = strongly
limit; 7 = do not limit. Data source: World Economic Forum, The Global Competitiveness
Report 2012-13, www.weforum.org/reports. For survey details, see pp. 69—78 of the report.
Government expenditures are measured as a share of GDP, in 2007. Data source: OECD,
stats.oecd.org. The correlation is .04. “Asl” is Australia; “Aus” is Austria.

money to individuals; they offer little opportunity for firms or inte-
rest groups to grab a piece of the pie. This is largely true for gov-
ernment provision of services as well. Opportunity for large-scale
diversion of public resources is present mainly in government ser-
vice programs that rely on private provision, such as the US mili-
tary or Medicare’s prescription drug benefit.

Zingales discusses a number of instances of American firms
seeking and obtaining government favors. But most are efforts
to avoid regulations or to shape regulations to their benefit; rela-
tively few are attempts to gobble up government spending. A more
generous set of social policies implies higher government expendi-
tures as a share of GDP, but it need not imply greater regulation.
Zingales has in mind countries like Italy, which has a government
that both spends a great deal and regulates heavily. But as the
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measures of economic liberty shown in the previous section reveal,
there are other possibilities. The Nordic nations have compara-
tively high expenditure levels but modest regulations on business
activity.

Second, much of firms’ political activity involves lobbying for
tax favors. If they devote a great deal of effort to this and suc-
ceed, the result will be a smaller state—in terms of expenditures
as a share of GDP—rather than a larger one. American business
is surely a world leader at lobbying for preferential tax treatment,
and the loopholes, deductions, and exemptions in our tax system
leave our government with less revenue, not more.

The hypothesis that higher government spending will lessen
competition in product markets seems compelling. But in prac-
tice that’s not what we observe. An expansion of America's public
social programs is likely to have little or no impact on competition.

Does Big Government Mean Bad Government?

A related argument, made by Alberto Alesina and George-Marios
Angeletos, is that “a large government increases corruption
and rent-seeking.”® The more a government taxes and spends,
in this view, the more it invites lobbying by interest groups
for favors, and the more opportunity and incentive it creates
for policy makers and other public officials to dispense such
favors.

Do big governments perform worse than small ones? There are
various ways to measure the quality of government.®®> A common
indicator is the World Bank’s government effectiveness measure,
which attempts to gauge public and expert perceptions of the
quality of public services, the quality of the civil service and the
degree of its independence from political pressures, the quality of
policy formulation and implementation, and the credibility of the
government’s commitment to such policies. Figure 4.17 shows the

relationship between countries’ scores on this measure and their
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FIGURE 4.17 Government expenditures and government quality

Government effectiveness attempts to capture perceptions of the quality of public ser-
vices, the civil service and the degree of its independence from political pressures, policy
formulation and implementation, and of the credibility of the government’s commitment
to such policies. Measured in 2007. The data set includes most of the world’s countries,
so “moderate” or “high” government effectiveness is relative to this larger group. Data
source: Jan Teorell, Nicholas Charron, Marcus Samanni, Soren Holmberg, and Bo
Rothstein, The Quality of Government Dataset, version April 6, 2011, University of
Gothenburg: The Quality of Government Institute, www.qog.pol.gu.se, variable WBGI_
GEE, using data from the World Bank. Government expenditures are measured as a
share of GDP, in 2007. Data source: OECD, stats.oecd.org. The correlation is —.12. “Asl”
is Australia; “Aus” is Austria.

level of government spending as of 2007. There is no association.
Countries with bigger governments don’t tend to have less effec-

tive ones.%

Does Big Government Produce Excessively
Complex Policy?

The United States has some complicated government pro-
grams with an array of overlapping rules, benefits, and exemp-
tions.®> We have, for instance, an assortment of programs and
regulations that facilitate access to medical care: Medicare,
Medicaid, the Children's Health Insurance Program (CHIP),
the Veteran’s Administration, tax breaks for employer contri-
butions to employee health insurance, healthcare exchanges
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run by federal and state governments in which private insurers
compete for customers, a requirement that private insurance
plans don’t exclude people with preexisting conditions, a re-
quirement that private plans allow parents to include their
children up through age 25, and much more. Our tax system,
with its multitude of deductions and exemptions, is equally
complex.

This complexity can be costly. The IRS Taxpayer Advocate
Service estimates that the direct and indirect costs of complying
with the US tax code total more than $150 billion a year, or 1 per-
cent of GDP.% Inefficiencies caused by overlapping regulations
and jurisdictions in healthcare are likely considerable, though
I'm not aware of concrete cost estimates. The chief beneficiaries
are those who lobby for and are best able to take advantage of
the multitude of specific provisions and exemptions—industries,
firms, and affluent individuals.

Simpler would be less costly. The tax overhaul in 1986 removed
a number of exemptions and deductions and was able to raise the
same revenue with lower tax rates. Similarly, a Medicare for All
healthcare system would likely be less expensive. In both cases, a
simpler system also would reduce ordinary Americans’ confusion
and frustration.

Is policy complexity caused by government’s size? No. Social
Security is one of our biggest government programs, but it also is
very simple. Medicare for All would increase government expendi-
tures’ share of GDP, but it would be much less complex than the
system we have now. The size of government and the complexity
of government policy are distinct issues.

Policy complexity in the United States is a result not of gov-
ernment’s size but of its structure. Our policy-making process is
ridden with veto points that allow legislative opponents and inte-
rest groups to insert loopholes and special benefits in exchange
for allowing proposed policies to go forward. The fact that we have
multiple levels of government—federal, state, local—often adds
an additional layer of complexity.
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Does Big Government Turn Us into Moochers?

A frequent concern about big government is that it breeds depen-
dency. Republican presidential candidate Mitt Romney famously
quipped that there are

47 percent of Americans...who are dependent upon govern-
ment, who believe that they are victims, who believe that gov-
ernment has a responsibility to care for them, who believe
that they are entitled to health care, to food, to housing, to
you name it—that that’s an entitlement and the government
should give it to them.®’

Nicholas Eberstadt makes a more detailed case for this senti-
ment in his book A Nation of Takers.®® Eberstadt notes that over
the past half century, the share of Americans who receive a gov-
ernment cash transfer and/or public health insurance—Social
Security, Medicare, Medicaid, unemployment compensation, and
so on—has grown steadily. The United States, he concludes, is
now “on the verge of a symbolic threshold: the point at which more
than half of all American households receive, and accept, transfer
benefits from the government.” According to Eberstadt, growing
reliance on government for help is undermining Americans’ “fierce
and principled independence,” our “proud self-reliance.”

Is this really reason for concern? Eberstadt’s alarm stems from
his deployment of a misleading dichotomy. In his view, people are
either givers or takers—taxpayers or benefit recipients. But this is
mistaken. Each of us is both a giver and a taker. Every American
who doesn’t live entirely off the grid pays some taxes. Anyone who
is an employee pays payroll taxes, and anyone who purchases
things at a store pays sales taxes. Likewise, every American
receives benefits from government—if you or your children have
attended a public school, if you've driven on a road, if you've had
a drink of tap water or taken a shower in your dwelling, if you've
deducted mortgage interest payments or a business expense from
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your federal income taxes, if you haven’t been stricken by polio, if
you've never had a band of thugs remove you from your home at
gunpoint, if you've visited a park or lounged on a beach or hiked a
mountain trail, if you've used the Internet, and on and on.

Eberstadt’s emphasis on receipt of cash from government also
is puzzling. He thinks receiving a government cash transfer or
health insurance somehow renders people less self-reliant than
receiving the myriad public goods, services, and tax breaks that
government provides. But why?

Once upon a time, individuals and privately organized militias
ensured the public safety. Then we shifted to government police
forces and armies. At one point humans got their own water and
disposed of their own waste. Then we created public water and
sewage systems. The education of children was once a family
responsibility. Then we created public schools. There’s a good
reason for these shifts: government provision offers economies of
scale and scope, which reduces the cost of a good or service and
thereby makes it available to many people who can’t or won’t get
it on their own. Did Americans’ character or spirit diminish when
these changes occurred? Is there something different about the
more recent shift from individual to government responsibility in
how we deal with retirement saving, healthcare, unemployment,
and other risks? Here Eberstadt is silent.

Government does more now than it used to. All of us, not just
some, are dependent on it. And life is better because of it.

Revitalize Families?

In 1950s and 1960s America, many large employers offered
their employees health insurance and a generous pension. Most
children grew up in a stable family with both of their biological
parents. Churches, parent-teacher associations (PTAs), Kiwanis
Clubs, sports teams, and other community organizations helped
to foster a cooperative spirit, aid struggling adults and children,
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and check government abuse of authority. Labor unions helped
to ensure rising wages and improvements in working conditions
and product safety.®

Some elements of American life during that era, particularly
the racism and sexism and other forms of intolerance, have des-
ervedly been relegated to history’s dustbin. But what of families
and voluntary associations? Could families, community groups,
and labor unions achieve economic security, equal opportunity,
and shared prosperity as well or better than the government pro-
grams I highlighted in chapter 3?

Let’s begin with families. (The next section looks at commu-
nities, and I'll come to unions later in the chapter.) Historically,
the family has played a central role in providing economic secu-
rity, promoting opportunity, and enhancing living standards for
its members. But in the past half century marriage has decreased
among Americans, and so too has the share of children growing up
in intact families.”

Our principal concern should be the children. As figure 4.18
shows, the share of American kids living with both biological par-
ents decreased by nearly twenty percentage points over the past
half century.”” We have substantial evidence, first marshaled by
Sara McLanahan and Gary Sandefur in the mid-1990s and steadily
buttressed since then, that children who grow up with both biolog-
ical parents tend to fare better on a range of outcomes, from school
completion and performance to crime to earnings and income to
maintaining lasting relationships.” This advantage holds com-
pared to children whose parents never married, who married and
then divorced, or who married, divorced, and remarried.”

But it’s not just the kids who are affected. In the past genera-
tion median income has increased only for households and fam-
ilies with two earners. For those with a single earner it has been
flat.”* And the risk that unemployment, sickness, or disability will
result in significant income decline is much greater among house-
holds with only a single adult. As Ross Douthat and Reihan Salam
point out, “For the working-class American, who inhabits a more
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precarious world than the rich or the upper-middle class, family
stability is a prerequisite for financial stability.”"

Three shifts have combined to delay marriage and reduce its
prevalence among American women.’® The first is their finan-
cial autonomy. Since the 1950s, women have become better ed-
ucated and more likely to be employed and to earn enough to
live independently. Plus, government benefits allow those with
limited labor market prospects to survive without depending on
a husband. For many women, marriage is no longer a financial
necessity. Second, along with this change, and in part because of
it, the stigma attached to divorce, nonmarital cohabitation, and
out-of-wedlock childbearing has dissipated. Third, women’s expec-
tations of partnership and fulfillment have increased. Women are
now much less likely to marry, or stay married to, a man who isn’t
a good partner.

What hasn’t changed is women’s desire to have children. This
helps us understand a key feature of the decline of marriage and
of both-biological-parent child rearing in America: it is much more
pronounced among those with less education.”” Better-educated
adults are now a little less likely to stay together to raise chil-
dren, while less-educated adults are much less likely to do so.
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Better-educated women now place considerable emphasis on a
career, so they delay not only marriage but also pregnancy and
childbearing. This gives them more time to get established and
to find the right partner. Among less-educated women, in con-
trast, age at first pregnancy and first childbirth hasn’t changed.
Because they take less time to mature personally and to find
a partner with whom they are compatible, because their part-
ners’ financial prospects tend to be weaker, because their part-
ners more often have a preference for traditional gender roles,
and because the presence of a child can heighten financial and
interpersonal tensions, women with less education are less likely
than their better-educated counterparts to stay with their child’s
biological father. For these reasons, the decline in marriage, in
happiness among those who are married, in sustained cohabita-
tion, and in both-biological-parent child rearing is much sharper
among the less educated. This is true across racial and ethnic
groups.

In fact, among Americans with a college degree or better the
decline in family is minimal. They are less likely to marry or stay
married than their counterparts of half a century ago and less
likely, whether married or not, to remain together throughout
their kids’ childhood. But the change has been minor. The collapse
of the two-biological-parent family has occurred mainly among
those without a college degree, and particularly among those who
haven’t completed high school.

If marriage were being replaced by long-term cohabitation,
we might have little reason for worry. In principle, cohabitation
can confer the same advantages as marriage. Look at Sweden.
Relatively few Swedish children have parents who are married,
yet many live with both biological parents throughout childhood.
In effect, cohabitation is a substitute for marriage. The United
States is different. More Americans are cohabiting, but most
cohabiting partners split up. As of the early 1990s (the most recent
data I'm aware of), a Swedish child born to cohabiting parents had
about a 60 percent chance that her parents would still be together
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fifteen years later. Her American counterpart had about a 20 per-
cent chance.™

Proposals for revitalizing family in America usually aim to
increase marriage.”” One recommendation is to restructure gov-
ernment taxes and benefits to more strongly favor marriage, with
a special focus on rewarding marriage among couples with low
incomes. A second is to mount an advertising and messaging
campaign aimed at shifting the culture, perhaps coupled with
enhanced dissemination of information. A third is to provide
intensive marital counseling sessions and support services for vul-
nerable couples.

Unfortunately, none of these recommendations is likely to have
much success in revitalizing marriage.® More important, the focus
on marriage is misplaced.®! Getting more low-income couples in
their teens or early twenties who find themselves pregnant to
decide to marry is unlikely to produce many lasting relationships.
The shotgun wedding approach worked a half century ago because
marriage was a financial necessity for many women and because
they tended to have limited expectation of emotional fulfillment
or shared decision making in a relationship. This has changed.®
If more couples in that position were to get married these days,
many of them might end up divorced.

The key is for more women with limited education to delay
childbirth until their mid-to-late twenties, when they are in a
better position financially or at least are more likely to have found
a genuinely suitable partner.®® Greater availability of stable jobs
along with higher wages probably would help, particularly if sup-
plemented by a more generous EITC for those without children.
This would make less-educated men more attractive as long-term
partners or husbands.® And it would heighten the influence of
employment in women’s calculations about when to have a child.
At the moment, many women with little education consider their
work prospects to be so dim that they are eager to move quickly
to what they perceive as the other key source of fulfillment in
life: having a child.®
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When a trend is moving in the wrong direction, our first incli-
nation is to try to reverse it. But this isn’t always the most useful
approach. Sometimes the wisest course of action is to offset the
adverse impacts. I believe that’s our best bet with respect to family
decline. We should look for institutions and policies that can help
struggling families, particularly families with a single adult or
limited labor-market capability. Denmark and Sweden have ef-
fective programs: one-year paid parental leave and high-quality
affordable early education. I discussed both in chapter 3.

Opponents of these programs come from various camps. Some
oppose the expansion of government because they believe it
constricts liberty or harms the economy. I suggested earlier
in the chapter that these arguments aren’t compelling. Others
worry that a government early education program will weaken
the family as an institution. Of course, some might have had
the same fear when public elementary and secondary schools
were introduced, but no evidence suggests that universal public
K-12 schooling is a key cause of family decline. There is the
further awkward fact that fewer American children grow up in
homes with both biological parents than do their counterparts
in Sweden, a nation with extensive public early education. As
I noted above, Swedish parents don’t marry as frequently as
American parents, but they are more likely to stay together,
often as cohabiting couples.

Other opponents support helping families but favor a strategy
that is neutral with respect to parental employment. Some sug-
gest a cash grant or tax benefit that would allow a family to either
pay for good-quality childcare and preschool or keep one parent
at home.® This is what Finland and Norway do. Since 2008, some
municipalities in Sweden also have offered a small home-care
allowance. This approach offers parents more choice, but it has
two drawbacks. First, it leads mothers to stay out of the labor
market longer, which hurts their long-run employment, promo-
tion, and earnings prospects, a problem that could be particu-
larly pronounced in the American context.’” Based on an in-depth
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study of 160 women with limited education, Kathryn Edin and
Maria Kefalas conclude that, because they see their labor-market
prospects as poor, these women view children as the key source
of meaning and fulfillment in their lives.®® Offering this group a
subsidy to stay home might further weaken their labor-market
attachment.® Second, this approach may be suboptimal for chil-
dren in less advantaged households. Income is only one of many
disadvantages in such households.” Early education is likely to
be more effective than additional household income in offsetting
these barriers to opportunity.’

To summarize: Families play a vital role in ensuring economic
security, enhancing opportunity, and raising living standards.
Yet the American family has weakened considerably, mainly
among those with less education. Gone are the days when a couple
who gets pregnant and has a child in their late teens or early
twenties stays together through thick and thin. Expectations of
satisfaction from a partnership are higher, the stigma attached to
out-of-wedlock birth and divorce has faded, and economic neces-
sity no longer exerts the same influence on women. Women with
college degrees are delaying having children until they find a
partner with whom they have a decent shot at long-term har-
mony and happiness. When they have kids, they are now only a
little less likely to stay together than their grandparents were.
In contrast, many women with less education still get pregnant
and have a child before their mid-twenties. Whether they marry
the father or not, the relationships seldom last. Many of these
children do not grow up in a household with both of their original
parents.

We can alter this trend, through a combination of increased
women’s education, improved financial prospects for those at
the low end of the labor market, and a shift in attitudes among
less-educated women in favor of later childbearing. But it may
take a while, and in the meantime we could do a lot of good for
children and parents by providing year-long paid parental leave
and high-quality, affordable early education.
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Revitalize Communities?

Communities, like families, are considered a mainstay of
well-being in the United States. Churches, PTAs, civic clubs,
sports leagues, YMCAs, and other community organizations
underpin America’s success, according to some, because they
enable us to address social and economic needs without a big
government. These organizations foster norms conducive to em-
ployment and civic participation, facilitate trust and thereby
enhance economic cooperation, sponsor activities that keep ado-
lescents and young men occupied and out of trouble, assist the
less fortunate, and monitor and participate in political decision
making.

Alexis de Tocqueville, Robert Putnam, Theda Skocpol, and
Charles Murray, all keen observers of American society, have
linked the health of the country to the health of its communities
and voluntary organizations.”? Putnam, for example, finds civic
participation to be associated with government quality across
regions in Italy, economic success across nations, and a host
of social, economic, and political outcomes across America's
states.”

Can community organizations address America’s current defi-
cits in economic security, opportunity, and shared prosperity?

The problem is twofold. First, like families, community organiza-
tions are weakening, and this trend is unlikely to reverse. After cal-
culating average membership in thirty-two national chapter-based
associations, Putnam finds a steady drop between 1970 and 2000
(the last year in his analysis).” Using time diary data to calculate
the extent of participation in civic associations, Robert Anderson
and colleagues also find a decline beginning in the 1970s.”” Theda
Skocpol points out that as the older organizations studied by
Putnam have decayed, they have been replaced by newer ones. But
the new organizations, according to Skocpol, tend to be profession-
ally managed mass-membership groups. “Participation” often con-
sists simply of writing a check once a year.”
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Second, even if we could restore community organizations to
the level of participation and vibrancy they had half a century
ago, it still wouldn’t be sufficient. Voluntary organizations can do
a lot of good. But very few are designed to provide comprehensive
coverage. They help who they can, but some who need assistance
fall through the cracks, and some types of assistance that should
be offered aren’t. That is one reason government programs have
steadily expanded—to fill in those cracks, to ensure no one gets
left out.

Would Social Democracy Require Too Big a Leap?

In 1990, Gesta Esping-Andersen published a book titled The
Three Worlds of Welfare Capitalism.”” In it, and in subsequent
work,”® Esping-Andersen argues that the social-policy package in
most rich countries falls into one of three categorically different
groups, or “worlds.” The “social democratic” world includes the
Nordic countries—Denmark, Finland, Norway, and Sweden—
along with the Netherlands. The “conservative” world consists
of most of the continental European nations, including Austria,
Belgium, France, Germany, and Italy. The “liberal” world fea-
tures a number of English-speaking countries, including the
United States, Australia, Canada, and New Zealand.” A few
nations, such as the United Kingdom, don’t fit neatly into a
single group.

As I outline in chapter 3, we could improve economic secu-
rity, expand opportunity, and ensure rising living standards for
all by moving toward a social democratic policy approach. But if
Esping-Andersen is correct, that requires shifting to a fundamen-
tally different type of safety net, which might be a very tall order.

Esping-Andersen’s classification is based on three dimensions
of social programs:

*  Social democratic dimension: How universal are public social
insurance programs and how uniform is the benefit level?
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* Liberal dimension: To what degree is means testing used in
determining eligibility for benefits and to what degree is pro-
vision of health insurance and old-age pensions private rather
than public?

+  Conservative dimension: To what degree does the generosity
of public social insurance programs vary depending on a per-
son’s occupation and on whether she or he is employed in the
public sector or the private sector?

Esping-Andersen scored countries on each of these three dimen-
sions. He discovered that the highest-scoring countries were
different for each dimension: the countries that scored highest
on the social democratic dimension were not among the high-
est scoring on the liberal or conservative dimension, and so on.
He defined the social democratic world of welfare capitalism as
comprising the countries that scored highest on the social dem-
ocratic dimension, the liberal world as comprising those that
scored highest on the liberal dimension, and the conservative
world as comprising those that scored highest on the conserva-
tive dimension.

This seems sensible. But a more formal statistical analysis
yields a different picture. Rather than three worlds, there are
two. %

One of the two, also called “social democratic,” combines
Esping-Andersen’s social democratic and liberal worlds. Those
two worlds are actually the opposite ends of a single continuum,
with the Nordic countries at one end and the United States at the
other. This isn’t just the product of fancy number crunching; it
also makes intuitive sense. Nations that provide universal (rather
than targeted) benefits are, almost by definition, less likely to
make extensive use of means testing as an eligibility criterion.
And nations with egalitarian, universalistic benefits tend to be
strongly oriented toward government, as opposed to private, pro-
vision of healthcare and pensions.
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The second of the two worlds of welfare capitalism corresponds
to Esping-Andersen’s “conservative” world. Its top-scoring nations
are Italy, Austria, Belgium, France, and Germany.

This tells us that the difference between Nordic and American
policies is one of degree, not of kind. For America to get its social
policies to where Denmark, Finland, Norway, and Sweden are
now involves a continuation of the advance that has occurred over
the past century, not a radical break. That doesn’t mean the pol-
itics of moving forward are easy, but it does mean we can stick to
our historical path.

A Smaller, More Targeted Public Safety Net?

Compared to other rich countries, particularly other English-
speaking ones, Australia has done well in recent decades on a
variety of outcomes, combining healthy economic growth with
modest poverty and income inequality. Australia has done this
with a lower level of government taxing and spending than
most other nations.

One key to Australia’s success may be that its government
transfers are highly targeted. As the two charts in figure 4.19
show, they are directed toward lower-income households to a
greater degree than in any other affluent country. On the hori-
zontal axis of both charts in the figure is a measure of the degree
to which government transfers are targeted to the poor. Countries
with greater targeting are to the right; countries with a more uni-
versalistic public safety net, with transfers spread more evenly up
and down the income ladder, are to the left. In the first chart, the
vertical axis shows public transfers as a share of total household
income; here we see that Australia’s transfers are highly targeted
and that the country spends comparatively little on them. In the
second chart, the vertical axis shows the degree to which trans-
fers reduce income inequality; given its low spending, Australia’s
public transfer system is effective at redistributing income.**
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FIGURE 4.19 Australia’s government transfers: heavily targeted, inexpensive, and
redistributive

Australia is “Asl.” Targeting: concentration coefficient for government transfers; “high”
indicates more targeted, “low” more universal. Transfer generosity: government transfers
as a share of household income. Redistribution: percentage reduction in inequality of
household income (Gini coefficient) when government transfers are added. Data source: Ive
Marx, Lina Salanauskaite, and Gerlinde Verbist, “The Paradox of Redistribution
Revisited,” unpublished paper, 2012, using Luxembourg Income Study data.

Is the Australian model an attractive one? Yes, in some respects.
Is it a feasible alternative for the United States? Probably not.

A key concern is the durability of a public safety net that relies
on heavy targeting. Universal transfer programs are likely to
have broader political support, because everyone (or nearly every-
one) is a recipient. Targeted programs, in contrast, will be seen
as benefiting only a few and will therefore be more vulnerable to
cutbacks.'” While Australia’s targeted system has managed to
confound this expectation, the country has an exceptionally egali-
tarian culture. With their deep-seated commitment to a “fair go,”
Australians willingly support transfer programs that are dispro-
portionately directed to those with low incomes. By way of contrast,
think of America’s public pension program. If Social Security were
restructured so that few upper-middle class or affluent Americans
received any benefits, its political support might plummet.

This isn’t to say that all social transfer programs need to be
universal. In the United States, some targeted programs such
as Medicaid and the EITC have been expanded rather than
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retrenched. And Denmark, which has one of the world’s most
expansive public safety nets, has moved toward greater target-
ing.'® It is to say that it may be difficult for us to duplicate the
Australian model.

Finally, it’s important not to overstate Australia’s success.
Figure 4.20 shows the rate of material deprivation plotted by
the share of GDP going to public social programs, including both
transfers and services. Australia, like the United States, is above
the prediction line; in other words, it does worse than expected
given its level of public social expenditures. This is partly due to
its limited public provision of services. Services enhance access to
medical care, childcare, and housing, and they allow poor house-
holds to spend their limited income on other necessities.

us
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FIGURE 4.20 Social policy generosity and material deprivation, mid-2000s
Australia is “Asl.” The line is a linear regression line, calculated with Italy omitted.
Material deprivation: share of households experiencing one or more of the following:
inability to adequately heat home, constrained food choices, overcrowding, poor envi-
ronmental conditions (e.g., noise, pollution), arrears in payment of utility bills, arrears
in mortgage or rent payment, difficulty in making ends meet. Measured in 2005. Data
source: OECD, Growing Unequal?, 2008, pp. 186-188, using data from the Survey on
Income and Living Conditions (EU-SILC) for European countries, the Household Income
and Labour Dynamics in Australia (HILDA) survey for Australia, and the Survey of
Income and Program Participation (SIPP) for the United States. Social policy gener-
osity: public social transfers and services as a share of GDP, adjusted for the share of
the population age 65 and over and for the unemployment rate (see Lane Kenworthy,
Progress for the Poor, Oxford University Press, 2011, pp. 116-117), measured as an av-
erage over 2000—2005. Data source: OECD, Social Expenditure Database, stats.oecd.org.
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Expand Our Private Safety Net?

The total quantity of “social” expenditures is larger in the
United States than in social democratic archetypes Denmark
and Sweden. A key reason is that in the United States there
is a lot of private spending on transfers and social services,
mainly by employers.’® Could we address America’s problems
of economic insecurity, inadequate opportunity, and slow income
growth by expanding our private safety net?

There are two drawbacks to this approach. First, it tends to be of
less help to the poor than a public safety net.'® Second, it is ill-suited
to a modern economy that relies on flexibility and mobility.

Let me back up. How can it be that social expenditures are larger
in America than in Denmark and Sweden? The standard measure
is gross public social expenditures as a share of GDP. The first row
in figure 4.21 shows that on this measure Denmark and Sweden
are much higher than the United States. But this leaves out some
important things. Private social expenditures, such as those on
employment-based health insurance and pensions, are greater
in the United States. Also, the US government distributes more
social benefits in the form of tax reductions than do Denmark and
Sweden, those two countries tax back a larger portion of public
transfers than the United States does, and America’s per capita
GDP is larger than Denmark’s or Sweden’s.

If we shift to net (rather than gross) public and private (rather
than public alone) expenditures per person (rather than as a
percentage of GDP), we get a different picture. According to the
calculations of OECD researchers Willem Adema and Maxime
Ladaique, by this measure the United States is the biggest spender
of the three.'® These numbers are in the second row in figure 4.21.

This seems like good news for America’s poor. Unfortunately,
it isn’t. Private social spending accounts for roughly two-fifths
of the US social expenditure total shown in row 2 of figure 4.21.
It consists mainly of employer contributions to health insurance
and employment-based pension benefits. These expenditures are
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Denmark Sweden u.s.
Gross public social expenditures as a 27% 29% 16%
share of GDP
Net public and private social $7,400 $9,100 $10,000
expenditures per person
Average posttransfer-posttax income  $9,600 $8,200 $5,900
of households in the bottom income
decile
Average net government transfers $6,800 $5,300 $2,900
received by households in the bottom
income decile
Average share of the population 5% 5% 13%

reporting deprivation in seven areas

FIGURE 4.21 Social expenditures and living standards of the least well-off in Den-
mark, Sweden, and the United States, mid-2000s

Row 1: From OECD, Social Expenditure Database, stats.oecd.org. Row 2: 2000 US dollars.
From Willem Adema and Maxime Ladaique, "How Expensive Is the Welfare State? Gross
and Net Indicators in the OECD Social Expenditure Database (SOCX)," OECD Social,
Employment, and Migration Working Paper 92, 2009, table 5.5. Rows 3 and 4: 2000 US
dollars per equivalent person. The numbers refer to a household with a single adult; for a
family of four, multiply by two. Danish and Swedish kroner are converted into US dollars
using purchasing power parities (PPPs). Luxembourg Income Study data. Row 5: From
OECD, Growing Unequal?, 2008, pp. 186—-188.

encouraged by government tax advantages.'”” But they do little
to help people at the bottom of the ladder, who often work for em-
ployers that don’t provide retirement or health benefits. Another
version of the private safety net approach is tax-advantaged ind-
ividual accounts, such as individual retirement accounts (IRAs)
and health savings accounts (HSAs). These rely heavily on indi-
vidual capacity and initiative to contribute, so the poor end up
with inadequate protection.'®®

What about tax “clawbacks”? Public transfer programs in
Denmark and Sweden tend to be “universal” in design: a large
share of the population is eligible for the benefit. While this boosts
public support, it makes the programs very expensive. To make
them more affordable, the government claws back some of the
benefit by taxing it as though it were regular income. All countries
do this, including the United States, but the Nordic countries do
it more extensively. Does that hurt their poor? Not much. The tax
rates increase with household income, so much of the tax claw-
back hits middle- and upper-income households.
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So how well-off are the poor in the United States, with its
private welfare state, relative to their counterparts in social
democratic Denmark and Sweden? One measure is average
posttransfer-posttax income among households in the bottom
income decile. The third row in figure 4.21 shows my calculations
using the best available comparative data, from the Luxembourg
Income Study (LIS).'” There is a sizable difference, not in
America’s favor.'*

This cross-country difference in the incomes of low-end house-
holdsis a function of government transfers. I've calculated averages
among households in the bottom income decile for the three chief
sources of household income: earnings, net government transfers
(transfers received minus taxes paid), and “other” income (money
from family or friends, alimony, etc.). Average earnings are virtu-
ally identical across the three countries, at about $2,500. The same
1s true for “other” income, which averages around $500 in each of
the three. Where bottom-decile Danish and Swedish households
fare much better than their American counterparts is in net gov-
ernment transfers, as shown in the fourth row of figure 4.21.

Not only are incomes in the bottom decile higher in Denmark
and Sweden; they also have increased more rapidly over the past
generation. That’s because in those two countries net government
transfers have risen more or less in line with economic growth.
Not so in the United States.''*

Another difference is that public services such as schooling,
childcare, medical care, housing, and transportation are more
plentiful and of better quality for the poor in the Nordic countries.
Public services reduce deprivation and free up income to be spent
on other needs. It’s difficult to measure the impact of services on
living standards, but one indirect way is to look at indicators of
material deprivation, such as the OECD measure I described in
chapter 3. The material deprivation rates for Denmark, Sweden,
and the United States are shown in the fifth row of figure 4.21.'*2
The gap between the countries in material deprivation is larger
than the gap in low-end incomes, which is what we would expect



OBJECTIONS AND ALTERNATIVES 127

to see if public services help the poor more in the Nordic countries
than in the United States.

So while we spend more money on social protection than is
often thought, that spending doesn’t do nearly as much to help
America’s poor as we might like. The private-safety-net model has
another important weakness: it fits poorly with employers’ need
for flexibility and workers’ need for mobility. Tying a person’s
health insurance and pension to a job doesn’t make much sense in
a modern economy.''? Either is fine as a supplement, but people’s
main health insurance and retirement pension should be indepen-
dent of their employer.

Private Provision of Services?

Not so long ago, many political parties on the left believed gov-
ernment should be the producer of key manufactured goods,
such as steel, cars, and chemicals. But it’s now widely agreed
that private ownership and market competition are more effec-
tive at delivering innovation, good quality, and low cost in
manufacturing.

Services are different in that we often want not just innovation,
quality, and low cost but also universal access. It isn’t necessary
that all citizens have a car. But everyone should have physical
safety, schooling, healthcare, basic transportation (roads, buses,
subways, trains), clean water, sewage, electricity, mail delivery
(yes, still), and Internet access.

That doesn’t mean government must be the provider, however.
We could rely on private providers, regulating them to ensure that
they extend service to all. Broadly speaking, we have three op-
tions: monopoly public provision, a mix of public and private pro-
vision, and fully private provision with regulation. Which should
we choose when universal access to a service is critical? That will
depend on particularities of the service and national or local cir-
cumstances.'™ The world’s rich nations vary widely in provision of
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education, healthcare, transportation, policing, mail delivery, util-
ities, and other services. There is no reason to presume that fully
public or fully private provision will always be the best option. The
choice should be dictated by the goals—universal access, quality of
provision, cost control, and innovation.

Service provision tends to be a blind spot for the political left.
The public sector is a source of stable, decent-paying jobs, and
for some that becomes the goal rather than a side benefit. Where
public employees are unionized, concerns about the quality of ser-
vice provision are often interpreted by the left as veiled attacks on
unions.

This is the wrong approach. Our focus should be on the
users of services, not the producers. A society isn’t fairer when
some people enjoy better job protection or working conditions
or pay simply because they happen to be employed by govern-
ment. Here Tony Blair got it right: “The end is quality services
irrespective of wealth....The end is utterly progressive in its
values. But the only progressive means are those that deliver
the progressive ends.”''” Or, as Ezekiel Emanuel has said about
medical care: “Health care is about keeping people healthy or
fixing them up. It is not a jobs program.”'*® We should expect
public services to perform as well as private-sector counter-
parts. They ought to be responsive, accountable to consumers,
and innovative.

In many instances, this requires embracing competition from
private providers. Service users should be allowed to choose among
providers, including private ones. That doesn’t mean taxpayers
must bear the full cost of a private provider if it exceeds that of
a public one. What it means, in most cases, is allowing users to
choose between public and private providers.

There are two potential drawbacks. The first is that if enough
users switch to private providers, the public provider may no
longer be able to offer high quality at low cost. If enough students
in an area choose to attend a private school (or a public school in
another area), the local public school may not be able to effectively
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serve its remaining students. But this shouldn’t cause us to shy
away from allowing private alternatives. It simply requires extra
effort, including providing extra resources, to ensure that public
provision to the remaining students in the local school is as good
as possible or to help those students move to other schools.

The second (related) problem is social division. When people
with greater means choose private service providers and those
with less use public providers, inequality of income and assets
spills over into other realms of life. Economic inequality becomes
social inequality. Arguably, societies function better—they achieve
a greater sense of common purpose—when there are elements of
life in which the rich, middle, and poor share the same space or
experience.'!’

But forced togetherness is not an optimal solution here. We
don’t limit the number of grocery stores in a town in order to force
people to shop together. By the same token, we shouldn’t try to
mandate togetherness by limiting the choice of schools. A better
path is to strive for excellence in public service provision so that
middle-income and wealthy users—a sizable share of them, at any
rate—voluntarily select the public option. In addition, we might
consider requiring a year of national service after high school as
an alternative mechanism for achieving social mixing.''®

At the same time, we shouldn’t go overboard in embracing
choice. Education and medical care are much more complicated
and consequential than toothpaste. Most of us have little exper-
tise, and even the most knowledgeable among us can make poor se-
lections.'™ Allowing choice in elementary and secondary schooling
doesn’t mean we should offer parents a menu of “education plans”
with various combinations of subject coverage or different options
for sequencing math classes. We should simply allow parents to
choose which school their child will attend. In healthcare, the
most sensible approach is similar. It doesn’t ask citizens to choose
among dozens of healthcare plans. Government pays and offers a
small number of plans, perhaps even just one, and citizens choose

their providers.'*
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Put the Brakes on Globalization?

Imports, outsourcing, and immigration have contributed to job
loss and wage stagnation for Americans in the middle and
below. Should we reduce them?

No. This shouldn’t be even a minor part of a strategy for imp-
roving economic security, opportunity, and income growth, much
less its chief focus. Trade, investment abroad, and immigration
tend to benefit people in developing nations, most of whom are
much poorer than even the poorest Americans.'®! It’s true that
globalization enriches some rapacious corporations and despotic
rulers and that vulnerable workers are exploited. But access to
the American market and to employment by US-based transna-
tional firms has improved the lives of hundreds of millions of
Chinese, Indians, and others in recent decades. And moving to
the United States almost invariably enhances the living stan-
dards of immigrants from poor nations. It would be a bitter
irony if American progressives succeeded in making a real dent
in the country’s wage and jobs problems at the expense of the
world’s poorest and most needy. We should look elsewhere for
solutions.'#*

That doesn’t mean we should sit idly by and let globalization have
its way with Americans who lose their jobs or suffer falling wages.
We should cushion the fall and enhance their ability to adapt via
policies such as wage insurance, better unemployment compensa-
tion, portable health insurance and pensions, support for retraining,
and assistance with job placement. Indeed, these types of policies
are attractive not just because they blunt the adverse consequences
of globalization, but because they do so for economic change in gen-
eral, whether it’s a product of technological progress or geographic
shifts of industries and firms within the United States.

Arguing for limits on globalization directs our attention away
fromthese policies, making their adoptionlesslikely. Paradoxically,
we then end up with the worst of both worlds: marginal trade
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limits, half-hearted steps to curtail investment abroad, confused
and ineffective immigration policy, and too little support and

cushioning for successful adjustment.'*

Reindustrialize?

For persons with limited education, a job in manufacturing
is one of the few paths to decent and rising pay. Protecting
existing manufacturing jobs, bringing back lost ones, and cre-
ating new ones is a perennial aim of the left. Is this a viable
strategy?

No, it isn’t. As figure 4.22 shows, since the 1970s, manufacturing
employment has been shrinking steadily in all rich nations. As
in agriculture, this employment decline is due partly to auto-
mation. It owes also to the availability of low-cost production in
poorer nations. Neither is likely to abate. Two decades from now,
manufacturing jobs will have shrunk to less than 10 percent of
employment in most affluent countries. Here in the United States,
they may well be less than 5 percent.
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FIGURE 4.22 Manufacturing employment
Manufacturing employment as a share of total employment. The lines are loess curves.
Data source: OECD, stats.oecd.org.
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Revitalize Unions?

Labor unions ensure that employers pass some of their profits
on to workers in the form of pay raises. They improve economic
security by negotiating for employer contributions to health
insurance and pensions. And they enhance opportunity for the
less advantaged by tying pay raises and promotion partly to
seniority instead of solely to performance.'®*

In principle, a revitalization of unions could reduce the need
for government intervention in the United States, especially with
respect to income growth. For US workers at the median and below,
inflation-adjusted wages have barely risen since the 1970s. If unions
were strong enough to help change that, as they were in the 1950s
and 1960s, there would be less need for government to step in.

But it is extremely unlikely that US unions will return to their
previous size or strength. Among private-sector employees, the
unionized share is down to just 7 percent.'® Indeed, union mem-
bership has been falling in most affluent nations. Figure 4.23 shows
unionization rates since the 1970s in the United States and nineteen
other rich democracies. Only five now have rates above 40 percent,
and in four of those (Belgium, Denmark, Finland, and Sweden), ac-
cess to unemployment insurance is tied to union membership.

Many on the American left see unions as a critical part of a solu-
tion to wage stagnation, slow income growth, inadequate economic
security, and unequal opportunity. But unions are too weak now
to have much impact, and there is little reason to expect that their
decline can be reversed. To the extent unions play a significant
role going forward, it is likely to be an indirect one—as proponents
of government programs and supporters of the Democratic Party.

Profit Sharing?

If we can’t count on steady wage increases from manufacturing
jobs or unions, would profit sharing be a useful alternative? In
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FIGURE 4.23 Unionization rates

Union members as a share of all employees. The lines are loess curves. Data source: Jelle
Visser, “ICTWSS: Database on Institutional Characteristics of Trade Unions, Wage
Setting, State Intervention, and Social Pacts,” version 3, 2011, Amsterdam Institute for
Advanced Labour Studies.

profit-sharing plans, employees receive part of their compensa-
tion in the form of a portion of the firm’s profit rather than
as a guaranteed wage or salary. This has an upside for both
owners and workers. For owners, the advantage is that when
the firm is struggling, for example during a recession, its labor
costs will fall, because workers will absorb part of the reduction
in profits in the form of lower take-home pay. For workers, the
advantage is that if profits rise, their pay will automatically
rise. Over time, their pay will be higher than it would have
without profit sharing.'?®

The chief disadvantage for employees is that they will bear
part of the cost of falling profits during bad economic times. That
heightens insecurity. Then again, the enhanced flexibility in
labor costs makes it less likely that firms will need to fire emplo-
yees during rough times.'*” In this respect workers’ security is
increased.

Despite its attractiveness, profit sharing is likely to be only a
partial solution going forward. The idea has been around for quite
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some time, yet it has made limited headway in rich nations. That
could change, but the historical record suggests little reason for
optimism.

A High Wage Floor?

Social democratic countries have a high wage floor—a high min-
imum wage that employers must pay, even for low-end service
jobs. In Denmark, for instance, the hourly wage for a hotel room
cleaner as of 2006 was about $16 per hour, making annual
full-time earnings around $32,000. In the United States, by con-
trast, a comparable job would have yielded earnings of about
$11,000. In fact, according to calculations by Peter Edelman,
half of the jobs in the United States pay less than $34,000 a
year, and nearly a quarter pay less than $22,000.'%®

There is no prospect of low-end service employees in the United
States achieving Danish-level wages via collective bargaining.
American unions are too weak. But suppose we raised the statu-
tory minimum wage from its current level of $7.25 per hour to $15.
Would that be a good thing to do?

Maybe not. We should care more about posttransfer-posttax
household income than about individual wages, and there are
ways to get to a decent income floor that don’t require a high wage
floor.'?*

The Denmark—United States comparison illustrates this. The
first chart in figure 4.24 shows the massive gap in annual earn-
ings just mentioned for a hotel cleaner in Denmark and the United
States. The second chart compares their income after government
transfers are added and tax payments are subtracted. There is
much less difference.

In Denmark, a significant portion of the earnings are taxed away;
our hotel cleaner would pay about $10,000 in income tax, $5,000
in consumption tax, and $1,000 into an unemployment insurance
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FIGURE 4.24 Yearly earnings and posttransfer-posttax income for a hotel room cleaner
in Denmark and the United States

As of 2006. Assumes two children. Currency conversion: 5.5 Danish kroner = 1 US

dollar. Data sources: Center on Budget and Policy Priorities, www.cbpp.org; Niels
Westergaard-Nielsen, personal communication.

fund. In the United States, our cleaner has no federal income tax
payments and modest state income tax and consumption tax pay-
ments. And earnings are supplemented by government transfers.
For a person with this amount of earnings and two children, the
EITC adds nearly $5,000. Food Stamps add another $2,500.

So a high wage floor isn’t the only way to get to a particular
income floor. Is it nevertheless the best way to do so?

Reasons to Favor a High Wage Floor

There are six main objections to a low or modest wage floor
coupled with an EITC-style supplement. Let’s consider each
in turn.

1. Low wages are demeaning. Some feel a low wage conveys
lack of respect for the work a person does. This surely is true
to an extent. But if there is a tradeoff between the level of the
wage floor and the number of jobs available, then the real ques-
tion is whether people would rather work for a low wage or not
be employed at all. The fact that millions of Americans currently
choose to work in low-paying positions suggests that the former

is true for many.
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2. Relying on a wage supplement forces taxpayers, rather than
employers, to pick up the tab. Mandating moderate-to-high wages
for low-end service jobs forces employers (shareholders, entre-
preneurs, heirs, and others) to bear the cost of assuring decent
incomes for low-end households. To some that seems more desir-
able, on fairness grounds, than having taxpayers foot the bill.

Compare this, however, to how we think about health insur-
ance, pensions, unemployment insurance, and sickness/disability
insurance. Like income, these contribute to economic security
and material well-being. In all affluent nations, they are financed
at least partly by taxpayers, and few object to the fact that firms
are not the sole funders. Why, then, is it objectionable for tax-
payers to provide part of the funding for what amounts to insur-
ance compensation for low earnings? In addition, if firms bear
the full cost, via mandatory moderate-to-high wages, they will
pass some of it on to consumers. But if taxpayers bear part of
the cost, prices for eating out, clothes cleaning, home cleaning,
and similar services will be lower. This is akin to provision of
public services.

3. A generous wage supplement allows employers to keep wages
low. An EITC-style employment-conditional earnings subsidy
may lead to reductions in low-end wage levels, offsetting the im-
provement in income."® This can happen in two ways. First, if the
subsidy pulls more people into work, the increased competition for
jobs will put downward pressure on wages. Second, regardless of
labor supply, employers will be tempted to incorporate the value
of the subsidy into the wages they offer.

The solution is a decent wage floor—perhaps higher than the
current US minimum, though not as high as in Denmark. As long
as the minimum wage is high enough, these problems will be
minor or irrelevant.

4. Low wages reduce employers’incentive to improve productivity.
This argument has some appeal, but I'm not convinced it matters
much for long-run productivity trends. Even in the United States,
which has a comparatively low wage floor, employers regularly
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seek out ways to increase productivity, via new technology or by
making changes in the work process.'® They have had limited
success for tasks such as cleaning offices and hotel rooms, waiting
tables, and stocking shelves in supermarkets. But it 1is not for lack
of trying.

5. Low-wage jobs are less likely to come with employer-provided
benefits. In the United States, employees in low-wage jobs sel-
dom get employer benefits such as health insurance and a pri-
vate pension plan. But that doesn’t mean increasing the wage
floor would result in more workers receiving such benefits. If
anything, it might have the opposite impact. If employers’ wage
costs go up, some will respond by cutting costs in other areas,
such as benefits.

6. A low wage floor would disrupt the social democratic gestalt.
As T've suggested throughout this book, the Nordic countries
come as close as any nation in history to having a set of insti-
tutions and policies conducive to a good society. On one view,
those policies and institutions work well precisely because they
reinforce one another. They are complementary—a coherent
mix, a gestalt. The whole, in this view, is greater than the sum
of the parts.'®

Jonas Pontusson identifies six core features of the Nordic social
democratic model: (1) universalism in the design of social insur-
ance schemes, (2) direct public provision of social services, (3) sol-
idaristic wage bargaining (including a high wage floor), (4) active
labor market policies, (5) policies that promote female employ-
ment and gender equality in the labor market, and (6) high levels
of investment in public education and policies to equalize educa-
tional opportunity.'®®

How might a lower wage floor with household incomes boosted
by an employment-conditional earnings subsidy threaten the
Nordic gestalt? I see three possibilities. First, reliance on an
EITC-type benefit means greater targeting in government trans-
fers, and that could weaken the solidarity that underpins policy
generosity.'®* Second, allowing a low-wage segment of the labor



138 SOCIAL DEMOCRATIC AMERICA

market to emerge might reduce social equality, a mainstay of the
social democratic model.'®® Third, unions would be weakened, and
in the absence of strong unions, these countries might be less likely
to continue their high levels of government services and transfers.

Each of these worries is plausible. Yet history suggests grounds
for optimism about the robustness of the social democratic model.
In Sweden, the past half century has witnessed a continuous
stream of alterations and adaptations: family-friendly programs
were created and steadily expanded beginning in the 1960s and
1970s; centralized wage bargaining collapsed in the early 1980s;
financial markets were deregulated in the 1980s and 1990s; the
1990s and 2000s have featured growing use of private competition
in services (schools, childcare); an employment-conditional earn-
ings subsidy was introduced in 2007. Any one of these changes
might have been predicted to trigger the demise of the model. And
yet it persists, as successfully as ever.

Moreover, the social democratic model varies across the Nordic
countries. Large-scale active labor market policy was confined
to Sweden until Denmark began in the 1990s, and Finland and
Norway make limited use of it even today. Finland and Norway
also have a different childcare arrangement: a home-care allow-
ance to parents during the first three years of the child’s life. And
these four nations differ in the degree of universalism of their
transfer programs.'®

It 1s difficult to know beforehand whether a particular element
of an institutional configuration truly is or is not a lynchpin. What
seems vital may turn out not to be. I suspect the United States can
emulate much of what works well in the social democratic coun-
tries—in particular, generous public provision of goods, services,
and transfers—without needing to also have a high wage floor.

Reasons to Accept a Low or Modest Wage Floor

Is there any reason to prefer a modest wage floor? I think there
are two.
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1. A high wage floor may reduce employment. The degree to
which high wages are bad for employment often is overstated.
Yet there is a tipping point; no one disputes that. The question is
where the tipping point lies and how large the effect is once that
point is crossed.

For low-end service positions, the wage level in Denmark is
high enough to discourage employment. In fact, in private-sector
low-end service jobs, the Nordic countries have both lower employ-
ment rates and less employment growth than countries with lower
wage floors.'® The reason is straightforward: productivity in such
jobs tends to be relatively low and difficult to increase.'®®

Some feel that if low productivity prevents decent wages in
low-end service jobs, a good society ought to reduce the prevalence
of such jobs. This position is related to the core notion behind the
Swedish Rehn-Meidner model, which aimed to raise wages in order
to force inefficient employers out of business, thus creating both
healthy wages and a highly-productive economy—the best of both
worlds. But there is a difference between forcing out the least effi-
cient employers in a particular industry, as in the Rehn-Meidner
model, and discouraging particular types of jobs.

The argument in favor of allowing low-end service jobs that pay
low wages is that there is both a demand and a supply. As we get
richer, we are more willing to outsource childcare, food prepara-
tion, cleaning, repair work, and related activities. And there are
people willing to do such jobs. This is especially relevant for the
young and immigrants, two groups who already struggle in the
labor market.

But then why impose any wage floor at all? If there is some-
one willing to work for a very low wage, why not let an em-
ployer hire at that wage? The answer is that most of the time
there are more people seeking jobs than employers seeking
workers. The resulting power asymmetry tends to force wages
down to a very low level. Legislation (a statutory minimum
wage) or collective bargaining can impose a wage floor with
no employment-reducing impact, and so it is a good idea to do
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so. The trick 1s to figure out the tipping point—the level above
which employment is impeded—and set the wage floor at or
near that point.

The optimal wage floor will differ across regions. In the United
States the federal government sets a minimum wage, but many
states and some cities establish a higher minimum. That’s a sen-
sible arrangement. The optimal floor also will differ across indus-
tries. This is something collective bargaining is ideally suited to
address, but America's unions are so weak that at some point gov-
ernment may have to play a more active role.

2. As a practical matter, in the United States efforts to supple-
ment low wages are likely to get farther than efforts to impose a high
wage floor. Earlier I asked you to imagine a rise in the US min-
imum wage to $15 per hour. In reality, this is extremely unlikely
to happen. Figure 4.25 shows the evolution of America’s minimum
wage and EITC, expressed in annual (rather than hourly) values.
The minimum wage increased steadily until the 1970s, but it then
fell and has been flat since. As of 2013 the federal minimum is
$7.25 per hour, less than half the Danish (collectively bargained)
minimum. We certainly can afford a higher minimum wage, yet
recent history offers no reason to believe it will get close to the
Danish level.

More likely is a moderate increase in the minimum wage cou-
pled with an increase in the EITC. In 1993 the EITC was indexed
to the inflation rate, so it, unlike the minimum wage, always keeps
up with price increases. In the past several decades it has risen
faster than prices, due to legislated increases in the late 1980s,
the early 1990s, and 2009.

Past is not always prologue, of course. Extrapolating from de-
velopments in recent decades doesn’t necessarily tell us what
will happen in the future. But it does suggest that a big jump
in the minimum wage i1s unlikely. We're much more likely to
get a modest rise in the minimum wage and an expansion of
the EITC.
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FIGURE 4.25 The minimum wage and the Earned Income Tax Credit (EITC)
Federal minimum hourly wage multiplied by 2,000. Average yearly EITC benefit per
recipient household. Federal minimum wage and EITC only; many states have a higher
minimum wage and/or an additional EITC. 2011 dollars; inflation adjustment is via the
CPI-U-RS. Data sources: Bureau of Labor Statistics; Tax Policy Center.

Beyond Earnings and Income

Despite getting paid a much higher wage, a typical low-end ser-
vice worker in Denmark ends up with a posttransfer-posttax
income that is only a little higher than that of her American
counterpart. This doesn’t, however, mean their living standards
are similar. Denmark does a better job than the United States
at three things that boost material well-being but don’t show
up in income statistics.

Public goods and services. Governments in affluent nations pro-
vide or subsidize a host of services and public goods. Here is a
partial list:

+  Physical safety: policing, the military

+ Assurance of basic liberties: freedom of thought, speech, polit-
1cal participation, and religious practice

*  Money

+  Enforcement of property rights and contracts

+  Financial safeguards: limited liability for passive investors,
bankruptcy, bank deposit insurance, protection against unau-
thorized use of credit cards
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* Clean air and water

+  Street cleaning, removal and disposal of sewage and garbage

*  Housing

*  Healthcare

*  Disability services

* Elderly services

* Workplace safety

*  Consumer safety

* Disaster prevention and relief: firefighting, levee building,
cleanup, compensation to uninsured victims

*  Schooling: early education, K-12, university

*  Childcare

* Job training

* Job search and placement assistance

* Antidiscrimination enforcement

*  Public transportation

+ Facilitation of private transportation: roads, bridges, stop-
lights, enforcement of speed limits, air traffic control

*  Public spaces: roads, sidewalks, museums, parks, sports
fields, forests, campgrounds, beaches, oceans, lakes, swim-
ming pools, zoos

+  Communication, information, and entertainment: support for
phone lines, broadband, the Internet, public television and
radio programming, subsidization of free private television
and radio networks, libraries, festivals

*  Free time: work-hours regulations, paid holidays, paid vaca-
tion days, paid parental or family leave, paid sick leave

When governments provide or subsidize public services and
goods, they expand the sphere of consumption for which the cost
to households is zero or minimal. This lifts the living standards of
those on the low rungs of the income ladder, and it frees up their
limited income to purchase other goods and services."®

Work conditions. Many low-end jobs offer limited mental stimu-
lation or opportunity to participate in decision making, and many
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are stressful.’® There is a limit to the amount of stimulation that
some low-end jobs will ever be able to provide, but most could
do better, and efforts to figure out how and to push firms in that
direction are well worth undertaking. Indeed, we should aim to
improve working conditions in all jobs, rather than assuming that
higher-skilled, better-paying positions automatically have decent
work quality.'*!

There 1s evidence that efforts by government, unions, and
employers to improve working conditions and to increase employee
participation in decision making can make a difference. Denmark
and Sweden have made concerted efforts in this direction, and
survey evidence suggests that they stand out among European
nations as the ones in which job quality and employee participa-
tion are highest.'*?

Duncan Gallie recommends an auditing procedure whereby
government sets outcome standards for work conditions, leaves
it up to firms to decide how to meet the standards, and monitors
their efforts to do so. He describes it as

a system of periodic “health audits” in organizations, which
will provide for an external evaluation of an organization’s
strategy in relationship to both physical and psychological
health, of the internal system for monitoring working condi-
tions, and of the internal procedures for acting upon issues
that are likely to be detrimental to the health (in the broad
sense of the term) of employees. Such audits would require
organizations to develop systematic risk assessments, which
would clearly need to take account of employees’ reports of
their jobs and working conditions, as part of the evidence col-
lected. As well as providing a strong incentive to organiza-
tions to improve their practices, such audits would provide a
means for the diffusion of best practice information to indi-
vidual work organizations. Such a system would require the
development of specialized health-audit organizations that
would be licensed to assess and approve company policies.'*?
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Work schedules are important too. According to Harriett Presser,
about two-fifths of the American labor force works at nonstandard
times—during the evening or at night, on a rotating shift, or on the
weekend.'** This calls for an increase in the availability of high-quality
affordable childcare, so that those with children have more options.'*

Mobility out of low-wage jobs. Whether the wage floor is low,
high, or in between, we should aim to help people exit from low-end
jobs into better ones. Government services can help by enhancing
human capital, assisting with job search and placement, and
facilitating work-family balance. Here we tend to think mainly of
the K-12 school system, but there is far more, including health-
care, early education, lifelong learning opportunities, retrain-
ing, job placement assistance, special services for the mentally or
physically disabled, language assistance for immigrants, targeted
programs for the young and the elderly, assistance with transpor-
tation, and help in organizing formal job ladders.'*®

A Basic Income Grant?

Like the EITC, a basic income grant would give American
adults a lump sum of money every year. But unlike the EITC,
a basic income grant would be unconditional; it wouldn’t depend
on need or employment status. In most proposals, it also would
provide a larger amount than the EITC. The idea originated
with Milton Friedman, and Congress gave a version of it serious
consideration in the early 1970s.'*” Today, it is supported by
some on the left, most prominently Philippe Van Parijs, and some
on the right, such as Charles Murray.'*®

On the left, the argument in favor focuses on the potential
enhancement of freedom—specifically, freedom from work. In

the words of Van Parijs:

Abasicincome would serve as a powerful instrument of social jus-
tice: it would promote freedom for all by providing the material
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resources that people need to pursue their aims....A UBI [uni-
versal basic income] makes it easier to take a break between
two jobs, reduce working time, make room for more training,
take up self-employment, or join a cooperative. And with a
UBI, workers will only take a job if they find it suitably attrac-
tive....If the motive in combating unemployment is not some
sort of work fetishism—an obsession with keeping everyone
busy—Dbut rather a concern to give every person the possibility
of taking up gainful employment in which she can find recog-
nition and accomplishment, then the UBI is to be preferred.'*?

For proponents on the right, the chief advantage is reduction in
the deadweight costs of public social programs. If the government
simply cuts a check to each adult, there is no need for caseworkers
or bureaucratic oversight.

Proponents also point to the universality of a basic income
grant. If everyone receives the grant, and in the same amount,
recipients of government assistance face no stigma.

Despite these considerations, I don’t think a basic income grant
is a good 1dea for the United States, for two reasons. First, a grant
that is large enough to allow adults to live without earnings would

150 We need high employment to ensure that

reduce employment.
we have a tax base large enough to pay for generous social pro-
grams and government’s other functions.'”* Moreover, the notion
of reciprocity is strong among Americans,'®* so a program that re-
duces employment might weaken support for public social protec-
tions, including the basic income grant itself.

Second, while letting people choose what to do with the help
they receive from government has a certain attractiveness, a key
purpose of government is to do things that individuals should do
but don’t. Government builds roads, ensures clean air and water,
and protects us from physical harm. It educates us, provides access
to medical care, and forces us to save for retirement. These types
of services and public goods ought to take precedence over maxi-
mization of individual choice.'® Giving people cash is consistent
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with a libertarian approach to the good society. The idea has some
merit. But in my view, the case for a paternalistic orientation is
stronger.

Asset Building?

The final alternative strategy I consider in this chapter is pro-
motion of asset accumulation by middle and low-income house-
holds. There are various proposals for how to do this. Some
recommend a government match for saving by the poor, others
a government grant at birth (a “baby bond”) that can grow in
a tax-exempt savings account throughout the childhood years,
and still others a “stakeholder grant” of, say, $20,000 to be
given to each American on reaching adulthood.'”

Assets can help to reduce economic insecurity and expand op-
portunity. But the lessons of recent decades suggest that asset
building is not the best strategy for achieving these goals. If the
assets are liquid—in a savings account, for example, or a retire-
ment account that can be accessed early—those with low incomes
will be tempted to spend them. We see this most clearly in the
tendency of Americans with a defined-contribution pension, such
as a 401(k), to cash it out when switching jobs. Another problem
is the vulnerability of money invested in stocks or housing to mar-
ket swings. Since 2000, the US stock market has had two sharp
declines, leaving those who invested at or near the peak with a se-
verely depleted net worth. The crash in home prices beginning in
2006 was just as devastating, and unlike stock values, the housing
market’s recovery is likely to be very slow.

For these reasons, I see asset building as a potentially useful
supplement to the types of social programs I emphasize in
chapter 3. But we shouldn’t allocate funds to it at the expense of
those programs.

It’simportant to distinguish asset building from banking. Recent
estimates suggest that one in four low-income Americans don’t
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have a bank account, compared to just one in fifty in Sweden and
the United Kingdom.'®® As a result, many use check-cashing out-
lets and payday lenders, which charge very high fees and interest
rates. Getting more of America’s poor banked, via a checking acc-

ount or even simply prepaid spending cards, would be helpful.'”®

Are the Nordic Countries Exceptional?

Throughout this book I have drawn lessons for America from
the experience of the Nordic countries. Have I gone too far?
According to some, those nations’ small size, homogeneity, and
tradition of good government allows them to have strong economies
despite their generous public social programs and high taxes, so
it’s best not to draw any inferences for the United States.'®” The
problem with this argument is that when we examine the full set
of rich nations, there is no apparent advantage to small size, homo-
geneity, or government quality for national economic success.'”®
Actually, the economic success of the Nordic nations is not puz-
zling. Orthodox economic theory suggests that markets encourage
innovation and allocate resources effectively but don’t adequately
provide infrastructure, education, safety, protection against risks, or
other valuable goods and services. The most efficient way to address
these failings is with public programs rather than through regula-
tion of private behavior. This is essentially what the Nordic coun-
tries do: they let markets work, and government fills in the gaps. It
isn’t in spite of their policies and institutions that the Nordic nations
achieve economic security, equal opportunity, and shared prosperity

together with strong economic performance. It’s because of them.'”

America’s Path

Growth of government spending is not, for the most part, a

consequence of rent-seeking special interests or narrow-minded
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bureaucrats expanding their turf. It’s a product of affluence. As
people and nations get richer, they are willing to allocate more
money for insurance (protection against risks) and for fairness
(extension of opportunity and security to those who are less
fortunate). There are quite a few proposed private-sector rem-
edies for economic insecurity, inadequate opportunity, and slow
income growth. But none is likely to work as thoroughly and
effectively as the government programs I outline in chapter 3.

We don’t only want security and fairness, however. We also
want freedom, flexibility, and a vibrant economy. It’s perfectly
reasonable to worry about the impact of big government on the
economy and on freedom. Happily, the available evidence suggests
that rich nations can generate the tax revenues needed to pay for
generous social programs, couple big government with an innova-
tive and growing economy, and do so without excessively restrict-
ing liberty.

The evidence also suggests we can reap the benefits of generous
social programs without importing the full Nordic gestalt. We
have much to learn from those nations’ policies and institutions,
but that doesn’t mean we need to adopt all of them.



Can It Happen?

I EXPECT THE size and scope of American social policy will

expand significantly in coming decades. My reasoning can be

stated simply:

The United States has deficiencies in economic security,
opportunity, and shared prosperity.

The economic and social trends at fault will continue and per-
haps get worse.

Experience here and abroad suggests that government social
programs can help.

Policy makers try to solve problems. Reason and evidence will
lead some of them to propose new government programs and
the expansion of existing ones.

On occasion, they will succeed. (The hypothesis doesn’t specify
when or why. It’s probabilistic.)

Those successes will tend to stick.

This is how social policy in the United States has evolved over

the past century. It has expanded in fits and starts, bursts and

lulls. Movement has been largely forward; backsliding has been

rare. Simple extrapolation suggests that this is what we should

expect for the future. Further advance won’t necessarily happen

soon, and progress almost certainly won’t be steady or regular.
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But if we think in terms of decades or, better yet, a half cen-
tury, the most reasonable projection is for a significant expansion
of public social programs along the lines of those suggested in
chapter 3.

Is it sensible to extrapolate? In this chapter, I consider five
reasons for skepticism. First, Americans don’t want big govern-
ment. Second, opponents of big government have become very
effective at deploying the rhetoric of reaction. Third, the left will
increasingly struggle to get elected. Fourth, the balance of orga-
nized power in the United States has shifted to the right. Fifth,
the structure of our political system impedes progressive policy
change.

Each of these is a potentially powerful obstacle to progress.
Yet none is likely to derail America’s slow but steady movement
toward an expanded government role in improving economic secu-
rity, enhancing opportunity, and ensuring rising living standards
for all.

Obstacle 1: Americans Don’'t Want Big Government

Compared to other rich nations, the United States has a rela-
tively small government—particularly with respect to programs
that provide economic security, enhance opportunity, and fa-
cilitate rising living standards. Many say this is because it’s
what Americans want. More than our counterparts in other
rich nations, we tend to believe that individual effort, rather
than luck, determines success in life. We therefore see a need
for only minimal government assistance.

This view has a long history. One of its best expositions is by
Seymour Martin Lipset, who helped to popularize the notion of
American exceptionalism. Lipset argues that Americans’ belief in
individualism and liberty and their hostility to government are
the source of many differences between the United States and
other rich countries.’
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In the early 2000s, John Micklethwait and Adrian Woolridge, a
British editor and writer for the Economist magazine, took a close
look at the peculiarities of American politics and political culture.
In their book The Right Nation, they conclude that “the United
States has always been a conservative country, marinated in reli-
gion, in love with business, and hostile to the state.... Americans
are exceptionally keen on limiting the size of the state and the
scope of what it does.”

A more recent statement of this view comes from Alberto
Alesina and Edward Glaeser, who argue that differences in the
generosity of government social programs across the world’s rich
nations stem from differing popular views of the causes of poverty.
Alesina and Glaeser find that in countries in which a larger share
of the population believes people’s effort is the key determinant
of their income, government spending on social programs tends
to be lower. In nations where people deem luck more important,
social program expenditures tend to be higher.? The United States
is among the former. Only about 35 percent of Americans in the
survey feel luck is more important than effort, compared to 60 per-
cent of Danes.

Ideologically Conservative but Programmatically Progressive

Public opinion data support the notion that Americans don’t like
big government. Surveys conducted since the mid-1970s have
asked representative samples of American adults, “If you had to
choose, would you rather have a smaller government providing
fewer services or a bigger government providing more services?”
In only a few years did the the share choosing “bigger govern-
ment providing more services” reach 50 percent; in most years,
it has hovered between 30 percent and 45 percent.* Gallup pe-
riodically asks, “In your opinion, which of the following will be
the biggest threat to the country in the future—big business,
big labor, or big government?” Since the early 1980s, 50-70 per-
cent of Americans have said “big government” is the largest
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threat.” For more than twenty years, the Pew Research Center
has asked Americans whether they agree or disagree that
“when something is run by the government, it is usually ineffi-
cient and wasteful.” In each year 55-75 percent have said they
completely agree or mostly agree.® The National Election Study
(NES) regularly asks, “Do you think that people in government
waste a lot of the money we pay in taxes, waste some of it, or
don’t waste very much of it?” In most years 60—75 percent have

T Finally, since the early 1970s, the General Social

said “a lot.
Survey (GSS) has asked Americans if they have “a great deal
of confidence, only some confidence, or hardly any confidence at
all” in various organizations and institutions. For Congress and
the president, the share responding “a great deal of confidence”
has been below 30 percent in every year.?

Public opinion data like these buttress the impression that
Americans are averse to activist government. But they hide a
deeper truth: although Americans are ideologically conservative
when 1t comes to the size and scope of government, we’re pro-
grammatically progressive. We're averse to big government in the
abstract, but we like a lot of the things government actually does.

The GSS regularly asks a set of questions prefaced by the fol-
lowing statement: “We are faced with many problems in this coun-
try, none of which can be solved easily or inexpensively. I'm going
to name some of these problems, and for each one I'd like you to
tell me whether you think we’re spending too much money on it,
too little money, or about the right amount.” Since the late 1970s,
a large majority, always over 80 percent and often more than
90 percent, has said current spending is too little or about right
on “assistance to the poor,” on “improving the nation’s education
system,” on “improving and protecting the nation’s health,” and on
“Social Security.”® An irregular series of polls between 1980 and
2007 asked, “Do you favor or oppose national health insurance,
which wou