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Overview

Most economists agree that contemporary levels of economic inequality in the
United States are at near-record highs. And most economists also concur that
innovation is a critical engine driving economic growth. In this report, I develop

a framework connecting the two—rising inequality on one hand and declining
levels of innovation and economic dynamism on the other. The result is a set of
research questions designed to stimulate a conversation about how the innovation
channel may be a key mechanism through which rising levels of inequality are
affecting the overall health of the U.S. economy.

The impact of economic inequality on innovation may work differently across the
income distribution, and the framework presented in the pages to follow accordingly
examines how inequality may be impeding innovation through its implications for
the bottom, middle, and top echelons of U.S. society. When viewed this way, the
potential mechanisms through which inequality may be affecting economic growth

come into clearer focus, as do a set of policy implications worthy of consideration.

Briefly, this paper finds that economic growth and inequality, innovation, and
entrepreneurship are inexorably linked, but in very different ways when examined
across the wealth and income spectrum rather than through the usual lens of over-
all small business creation and direct investments in technology and innovation.
From this perspective, perhaps the most telling indicators are the decline in the
number of new startups in the U.S. economy and the declining amount of public
and private investments in innovation and entrepreneurial human capital—all of

which bode ill for future U.S. economic competitiveness and productivity.

The consequences of rising economic inequality at the top and the bottom of the
ladder on innovation and entrepreneurship in the United States is most evident in
the intergenerational accumulation of patents—a key measure of innovation and
entrepreneurship—among those at the top compared to the shriveling number

of patents among those at the bottom. Also troubling is the decline in risk-taking
among middle-class Americans—a trend linked to increasing economic insecurity
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due to a range of factors. And at the top of the ladder, the steady “financialization”
of the U.S. economy incentivizes short-term corporate investment decisions at the

expense of a longer-term vision on markets and human capital.

Possible public policy solutions to declining innovation and entrepreneurship in
the United States due to rising economic inequality await more detailed research
on many of the factors examined in this report. This paper is meant to be more
provocative and less prescriptive. Still, the available evidence suggests that poli-
cymakers focus on steps that can improve human capital and education, buttress
social insurance programs, confront rising wealth and income inequality via the
tax code and corporate governance reforms, and improve the family economic

security of all citizens.
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Rising economic inequality,
declining innovative dynamism

The rise in economic inequality over the past quarter-century is well documented.
University of California, Berkeley economist Emmanuel Saez finds that the share
of pre-tax income going to the top 1 percent of U.S. taxpayers stood at 20 percent
in 2012—the last year for which complete data are available—up from only 9 per-
cent in 1970." The nonpartisan Congressional Budget Office finds that the share
of income accruing to the top 1 percent of households, after accounting for taxes
paid and for transfer income (Social Security payments, refundable tax credits,
safety-net payments), grew by 275 percent between 1979 and 2007. In contrast,
this post-tax-and-transfer income grew by less than 30 percent for those middle-

class households in the middle three quintiles of the income distribution.?

The growing concentration of wealth (as opposed to income) is even more dra-
matic. Gabriel Zucman at the London School of Economics finds that assets are
highly concentrated at the pinnacle of the wealth distribution, with the richest 0.1
percent of taxpayers holding 22 percent of the nation’s capital in 2012, up from 7
percent in 1979.2 In short, no matter how you slice the economic pie, a larger and

larger piece has gone to those at the tippity-top. (See Figure 1)

The contemporary distribution of U.S. economic resources is the most unequal
since the Roaring Twenties, by most measures, and this inequality is reflected

in the unequal growth in family incomes up and down the economic ladder.
Between 1947 and 1979, across the income spectrum, average family incomes
grew at a pace of just over 2 percent a year. In the period from 1979 to 2007,
families on the bottom fifth of the income ladder experienced virtually no growth
while families on higher rungs saw increasingly greater annual income growth the

higher the rung they occupied.

Moreover, income growth for all but the very wealthiest in our society has sput-
tered over the past quarter-century, with average growth rates well below the

2 percent of the post-World War II period.* The economic lives of those in the
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middle and bottom of the income distribution have shifted in fundamental ways

as more of the returns to growth have flowed to the very top.

FIGURE 1

The return of the Roaring Twenties
The share of total U.S. wealth owned by the top 0.1 percent of families, 1913-2012

25%

15

10

0
1913 1923 1933 1943 1953 1963 1973 1983 1993 2003 2013

Notes: Wealth is total assets (incuding real estate and funded pension wealth) net of all debts. Wealth excudes the present value of future
government transfers (such as Social Security or Medicare benefits).

Source: Emmanuel Saez and Gabriel Zucman “Wealth Inequality in the United States since 1913: Evidence from Capitalized Income Tax Data”,
NBER Working Paper, October 2014, http://gabriel-zucman.eufuswealth/
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An emerging body of research is beginning to reinvestigate what trends in inequal-
ity mean for the dynamism of the economy as a whole. For more than half a
century, Simon Kuznets’s Nobel Prize-winning observation that inequality was

a transitional phase that would reverse itself once poor countries evolved into
developed nations dominated conventional wisdom.* Six decades later, and armed
with far more sophisticated data and computational power than what Kuznets had
available at Harvard University in the 1950s, today’s researchers offer serious chal-

lenges to the U-shaped Kuznets curve.

Economists Andrew Berg and Jonathan Ostry at the International Monetary
Fund made waves with their 2011 study demonstrating the negative relationship
between sustained economic growth spells and high levels of income inequal-
ity.S World Bank economist Roy van der Weide and City University of New York
Graduate Center economist Branko Milanovic use state-level data for the United
States to find that high levels of income inequality decrease income growth for

those at the bottom of the earnings distribution while simultaneously increasing
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income growth for those at the top.” And Harvard economist Nathaniel Hendren cal-
culates that income inequality reduced U.S. economic growth by 20 percent over the

past four decades, adding up to a “social cost” of roughly $400 billion.® (See Figure 2.)

FIGURE 2

Adjusting for inequality
The income for the average U.S. household has gone up, but the increase is smaller once
inequality is taken into account.

$35,000 %
1 2012: -
30,000 Inflation-adjusted $16,451 o
== [nflation- and inequality-adjusted I —
' income growth disappears

20,000 after accounting for
@ rising income inequality.

25,000

15,000
10,000 The social cost of
rising inequality:
5,000 2012: -
$13,188 $ 4 00bllllon
0
or 2.6% of 2012 GDP
-$5,000
1979 1989 1999 2009
Source: Nathaniel Hendren, The | lity Deflator: I I1Ce i without a Secial Welfare Function, Working Paper
(National Bureau of Economic Research, July 2014), http://www.nber.org/papers/w20351. Data provided by the author.
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While the empirical literature on the macroeconomic relationship between
inequality and growth continues to evolve, a key set of questions urgently await
answers. Even if macroeconomists were to come to a universal consensus tomor-
row that inequality was negatively correlated with economic growth—the higher
the inequality, the lower the growth—policymakers would still need evidence-
backed guidance directing them to the appropriate levers for mitigating the
problem of inequality and in turn jumpstarting more equitable growth. In order to
gain traction—to make an abstract conceptual problem concrete and to give poli-
cymakers specific places to look for solutions—researchers need to shift the focus
to include mechanisms that explain how widening inequality might affect eco-
nomic growth and stability. Through what channels might the impact of inequality
affect the broader economy? When we turn the research lens in this direction, the

importance of innovation and economic dynamism begin to come into focus.
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Innovation, dynamism, and
economic growth

Innovation is a critical engine driving economic growth. As Council of Economic
Advisers Chairman Jason Furman recently remarked, for an advanced economy
such as the United States, “catching up to the productivity frontier is not possible
when you are already there.” Borrowing from Simon Kuznets (via fellow Nobel
Laureate Kenneth Arrow), the concept of innovation is best understood broadly,
as “a new combination of existing knowledge to create something useful (in some
sense).”'® A long history of economics research puts innovation at the center of
most growth models, with more recent work focusing on small, young firms—

startups—as the locus of a disproportionately large share of innovation."

Startups’ unique role in fostering innovation stems from their ability to gener-

ate market turbulence, competition, and industry renewal. Indeed, they serve as
particularly effective competitors in arenas that require flexibility and the ability to
efficiently respond to niche markets.'> And startups generally require an individual

actor, the business founder/owner—in other words, the entrepreneur.

Why are startups and their entrepreneurial founders so important for generating
innovation, and in turn economic growth? The research points to two main chan-
nels: job creation and productivity. The contemporary evidence is less clear on
productivity (more on that in a moment) but is more persuasive on job creation.
Startups account for 20 percent of gross job creation in the United States, but high-
growth firms (which are disproportionately successful startups) account for almost
50 percent of gross job creation. Taken together, new businesses and high-growth

firms account for a whopping 70 percent of gross firm-level job creation annually.

The high-tech sector plays a particularly important role in job creation. High-tech
firms, defined as the group of industries with disproportionately high shares of
employees in the STEM fields of science, technology, engineering, and math, were
23 percent more likely than the private sector as a whole to witness a new business

formation over the past three decades. While high-tech business formation was
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once consolidated to the Route 128 corridor and Silicon Valley, these startups are

increasingly geographically dispersed.'*

As Federal Reserve Board economist Ryan Decker and his colleagues summarize,
“startups and young businesses are small, the underlying reason why many com-
menters describe small businesses as the engine of job growth.”"* It is worth noting
that firm age is more important than firm size because once researchers control for
firm age, a business’s size has no relationship to its growth trajectory.' Also worth
noting is this: Most startups fail, and the majority that last create only a handful of
jobs. Massachusetts Institute of Technology economist Antoinette Schoar calls young
businesses with low rates of job creation “subsistence” entrepreneurship, which she
contrasts with “transformational” entrepreneurship that creates jobs at a rapid pace."”

These “transformational” startups are the engine of American job growth.

Entrepreneurship, then, is a high-risk, high-reward enterprise on multiple levels. On
amicro level, the prospect of business failure for a given individual entrepreneur is
high, and comes with substantial costs. On a macro level, an economy based on the
dynamism inherent in the creation of new businesses in general and in high-tech

startups in particular requires substantial tolerance for failure and volatility.

The second key role for startups in generating economic growth is their role in
boosting productivity. While startups’ disproportionate role in job creation is well
documented, their contribution to overall productivity is less clear. Productivity
is central to any growth model—it’s a key source of long-run economic growth
and gains for workers. Total factor productivity (sometimes called the Solow
residual—after Nobel Laureate Robert Solow—or simply “technology”) captures
how well a given economic unit combines capital and labor to produce output. A
sizable body of research posits that startup firms are an important source of pro-
ductivity growth, because of their unique ability to successfully combine capital

and labor to produce high levels of innovative output.

For instance, New York University economist William Baumol posits a “David
and Goliath” partnership between small startup businesses and large corporations,
whereby the small startups excel at generating radical innovations and the larger
established corporations then improve upon them by adding capacity, usability,
and marketability."® The symbiotic relationship between the two types of firms

in turn generates the products that have revolutionized our lives and grown the
economy over time. From a theoretical perspective, this is why startups may play a

key role in the productivity growth rate.
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FIGURE 3
U.S. productivity growth has slowed since 2003

U.S. productivity growth was robust in the late "90s" and early "00s", but has slowed down since,
and has been below historical levels for the past five years.
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Research from the Organisation for Economic Co-operation and Development shows
that firms across its 34 member nations exhibit high levels of total factor productiv-

ity. Yet productivity growth since 2003 has slowed considerably from its pace in the
late 1990s and early 2000s, and remains well below the rate of growth seen in earlier
post-World War I periods." (See Figure 3.) The “diffusion mechanism” that translates
productivity growth in vanguard firms to productivity growth on behalf of the macro

economy as a whole appears to be broken, or at least not functioning as it once did.

As aresult, the role of startup businesses in spurring economic growth is less clear
than it once was. A recent paper from Federal Reserve Board economist Ryan
Decker and colleagues suggests that the declining rate of business dynamism may
be explained by a decreased response to productivity shocks.” In other words,
when a firm experiences an innovation that makes workers more productive, they
are less responsive to those shocks today than they were before 2000. As a result,
the relationship between innovation, productivity, and job creation looks weaker
now than previously. Decker and his colleagues restrict their study to firms in the
high-tech manufacturing space, but it provides clues as to what might be driving

forces in other industries as well.

What Do Trends in Economic Inequality Imply for Innovation and Entrepreneurship? | www.equitablegrowth.org 13



Innovation, entrepreneurship, and
economic growth across the U.S.
wealth and income spectrum

Given the importance of young firms for innovation, it is worth pausing here to
review the contemporary empirical state of affairs for these firms in the United
States. Recent evidence suggests that many U.S. entrepreneurs do not have aspira-
tions to create high-growth or innovative firms but rather started their businesses
for non-pecuniary reasons such as flexibility in work hours.” These less-than-
multimillionaire aspirations are consistent with the industry characteristics of
most small businesses, which are concentrated among skilled craftsmen, lawyers,
real estate agents, doctors, small shopkeepers, and restaurateurs.” So it is perhaps

unsurprising that the majority of startups exhibit low net rates of job creation.

Multiple studies note a marked decline in the rate of new business creation over
the past four decades, from 12 percent in the 1980s to an average of 10.6 percent
just before the Great Recession of 2007-2009, during which it plunged to less than
8 percent. The rate of this decline has varied across business sectors, but applies

broadly across the economy.

The slowing average rate of new business creation has not been counterbalanced
by an increase in the size of the average new business. Depending on the data
used, the average size of these new firms has either decreased or remained stable
since the 1980s.”* The combined result of these two trends is that newly created
businesses play a smaller role in the U.S. economy today than they did in the past.
Firms five years old or younger comprised 47 percent of all firms in the late 1980s,

but declined to 39 percent prior to the Great Recession.*

Concurrently, recent empirical work shows that the slowdown in new business
formation accounts for 32 percent of the observed decline in net job creation
since the 1980s. Similarly, this slowdown contributed to a 20 percent decline in
job destruction over the same period.*® And finally, the falling rate of new business
formation also led to a 26 percent decline in job reallocations between the 1980s

and 2000s, meaning that fewer workers switched jobs over this period.”” Lower

14 Washington Center for Equitable Growth | What Do Trends in Economic Inequality Imply for Innovation and Entrepreneurship?



rates of job switching may have contributed to stagnant wages for workers, as a
substantial body of research suggests that job-to-job mobility is key for boosting a
worker’s paycheck over time.**

Given their role in fostering innovation and driving job creation, the startup slow-
down has obvious implications for economic dynamism and growth. An open
question, and the focus of the remainder of this report, is how economic inequal-
ity might be playing a role in the startup slowdown as well as on other indicators
of economic dynamism, especially innovation and entrepreneurialism in general.
For the sake of introducing some analytic clarity, I approach inequality slice by
slice, suggesting ways that inequality’s impacts may flow through the economic
realities for the bottom, middle, and top of the income distribution. Doing so
necessarily requires a focus not just on firms but also on individuals—a departure
from much of the research on growth, dynamism, and entrepreneurship, but a
critical one. The bottom-middle-top framework below provides an analytic lens

for structuring a research agenda with many critical yet unanswered questions.

Inequality and innovation at the bottom: Wasted potential?

Entrepreneurship is at the heart of the rags-to-riches mythology, the lifeblood of the
American Dream. The idea that poor kids with gumption and a great idea can rise out
of poverty and lift themselves and their families into the vaunted top echelons of soci-
ety has been echoed time and time again, from literary figures such as Horatio Alger

to Jay Gatsby to scrappy business go-getters from Andrew Carnegie to Mark Cuban.

A wealth of new empirical work, however, suggests that the intergenerational
mobility embodied by the American Dream has been largely overstated.? What
remains an open question is whether the broken promise of the American Dream
is linked to trends in entrepreneurship and innovation. Are low-income individu-
als more or less likely to succeed in entrepreneurship compared to their wealthier
counterparts, all things being equal? How has increasing economic inequality in

recent decades affected the likelihood of entrepreneurial success among the poor?

New research from a team of economists from Harvard University, the U.S.
Treasury Department, and the London School of Economics quantifies just how
far out of reach entrepreneurial success is for the vast majority of children born
into low-income families in the United States.** The team matches up data on

patents in the United States with tax returns of the people receiving the patents,
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and the tax returns of those patent recipients’ parents. This multigenerational match
allows them to see not only how much these inventors earn as adults, but also their
families’ economic resources during the inventor’s childhood.*' As a result, for the

first time ever, we have the beginnings of a picture of the lifecycle of an inventor.

Unsurprisingly, children born to wealthy parents are far more likely than poor
children to obtain a patent later in life. More surprising is the sheer magnitude of
that patent gap. Early research findings suggest that for every 10,000 children born
to families in the top 1 percent, 22.5 will receive a patent in adulthood. In contrast,
just 2.2 of every 10,000 children born to families with incomes below the U.S.
median income will receive a patent in adulthood. Worth noting: Just as income
inequality is characterized by runaway rates at the very top of the income distribu-
tion, so too are patent rates. Children born into families in the top 1 percent are
twice as likely to obtain a patent in adulthood compared to children born into the

top 10 percent.**

Importantly, the data indicate that the vast majority of the patent gap is not
Theem pl rical explained by inherent skills differences between low- and high-income children.
The researchers merge test score data for third-graders in their study and find that
evidence su gQgestS  patent rates in adulthood are roughly equal for low- and high-income kids with
similar test scores—except for the high performers. Among high-performing chil-
that low-inCOMe  dren, those born into high-income families are about four times as likely to obtain
patents than their peers born into low-income families.
children face
What explains the patent gap, then? The lion’s share of the gap is explained by
m aj or barriers  the cumulative consequences of educational disadvantage. The share of the pat-
ent gap explained by test scores grows by nearly S percent per grade from the
to successful third-grade baseline through eighth grade, the last year for which the researchers
have testing data available. And when the researchers look at the role of college
entrepreneurs ni O,  quality in determining who files successfully for a patent, the importance of this
human capital channel of education grows even starker: 90 percent of the income-
even when th €Y  innovation relationship is explained by whether or not an individual attended a
high-quality college.*
show significant
In sum, the empirical evidence suggests that low-income children face major
prom IS€.  barriers to successful entrepreneurship, even when they show significant promise.
Despite early measured ability, poor children are significantly less likely to file
successfully for a patent than their wealthy peers. Subsequent schooling essentially

accounts for this difference, which suggests that human capital policy is hugely
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important for fostering innovation across the income spectrum. Research from
Stanford University economist Caroline Hoxby and Harvard University econo-
mist Chris Avery tells us that even the highest-achieving low-income students are
not attending the most selective colleges.’* In general, we need far more research

quantifying the lifecycle of inventors, and entrepreneurs more generally.

The Harvard team’s cutting-edge creation of a dataset with multigenerational lay-
ers of administrative data represents the frontier for research that will allow us to
better understand the implications of inequality for entrepreneurship at the bot-
tom of the income ladder. Better understanding macro-level phenomena requires
the application of novel, large-scale micro-level data to answer key questions—an

exciting, promising endeavor that remains in its early days.

Inequality and innovation in the middle: Risk aversion?

For millions of middle-class Americans, the idea of “striking it rich” these days is
sadly far from their imaginations. Middle-class incomes have stagnated, with only
the rise of women in the labor force keeping the vast majority of middle-class
families afloat over the past half-century.’ (See Figure 4.) This wage-constrained,
dual-income working experience of the typical American family may well blunt

entrepreneurship for multiple reasons.

First, the time crunch faced by millions of American families may crowd out the
potential for the development of successful business plans. Second, the increase
in both perceived and real economic insecurity may mean the middle class is
substantially more risk averse than in the past. Third, the middle class may face
serious capital constraints in the face of low and eroding wealth, with implications
for the rate of new business formation and especially the time and thinking and

money needed to launch a high-tech startup.

Working middle-class families face a serious time crunch. Delayed marriage and
child-bearing, more births outside of marriage, the increase in women’s labor force
participation, and the aging of the U.S. population have altered family life and cre-
ated new challenges for those with caregiving demands.* Mothers in the United
States have decreased the time they spend on housework as their time in the labor
market has gone up, but they also have increased the time spent on child care.
Fathers have increased the time spent on child care as well. Intensive child-rearing

practices are more common, perhaps in response to the rat race that comes along
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with rising inequality and higher perceived costs of failure.”” Workers increasingly
must contend with non-standard work schedules, with the resulting high levels of

unpredictability adding additional stress for families balancing care responsibilities.*®

FIGURE 4

Female participation in the U.S. labor force drove household income up
But since female participation peaked, household income has been falling

Median U.S. household income (2014 $)
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Source: US. Bureau of Labor Statistics, Civilian Labor Force Participation Rate: Women [LNS11300002], and Real Median
Household Income in the United States [MEHOINUSAG72N], retrieved from FRED, Federal Reserve Bank of St. Louis,
https:/fresearch.stlouisfed.org/fred2/series/LN511300002, February 9, 2016.
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Whether dual-earner families or single parents, these factors all translate into
unprecedented levels of time pressure for many working American families. How

is this multilayered time crunch affecting the entrepreneurial success rate of the
American middle class? If potential entrepreneurs are collapsing at the end of a busy
day, exhausted after a long day of work and “second-shift” responsibilities caring for
children (and, increasingly, aging parents), what's the likelihood that they have the
energy to push their nascent big idea—Dbe it a new restaurant or the latest idea for a

new app for a mobile phone—into a transformational new venture?
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As noted earlier, entrepreneurship inherently involves risk. The vast majority of new
businesses fail. Recent empirical work raises serious questions about whether the mid-
dle class may have grown more risk averse, even among those whose lives are currently

financially stable enough to serve as fertile ground for potential entrepreneurship.

Even prior to the Great Recession, public opinion polls suggested high levels of
economic anxiety among Americans. A 2007 poll revealed that more than half of all
Americans felt they had not moved forward, while nearly a third said they had fallen
back.** Only 41 percent said they were better off than they were five years ago, the
lowest level in nearly 50 years. Meanwhile, the share saying they were worse off than

they were five years ago rose to 31 percent, the highest level in almost half a century.

These perceptions picked up by pollsters match the reality of the American experi-
ence fairly closely. Income growth among lower- and middle-income families has
been very slow over recent decades, and has declined somewhat over recent years. In
contrast, among higher-income households, income growth has been strong—much
stronger than growth for everyone else over the past four decades. So it is easy to see
why many middle-class Americans feel they are falling further and further behind.

Survey data provide ample evidence of the precarious economic experiences

of most Americans. For instance, the 2009 TNS Economic Crisis survey asked
households about their capacity to come up with $2,000 in 30 days. About one-
quarter of Americans reported that they would certainly not be able to come

up with such funds, and an additional 19 percent reported they would do so by
pawning or selling possessions, or taking payday loans. Based on this finding,
Dartmouth University economist Annamaria Lusardi and her colleagues deter-
mined that nearly half of Americans are financially fragile, including a sizable frac-

tion of seemingly “middle-class” Americans.*

Families simply don’t cope with risk using “precautionary savings,” either. While
savings come first in the “pecking order” of coping methods, the typical house-
hold relies heavily on family and friends, formal and alternative credit, increased
work hours, and selling items. Empirical studies of short-term income volatil-
ity—for instance, the likelihood of experiencing a large monthly or annual drop

in income—suggest a rising risk of economic insecurity. More than one in seven
families experienced a drop of income of at least 50 percent in a given four-month
period, on average between 1996 and 2004. The probability of not fully recovering
from a substantial drop in income within a year rose sharply between 1996 and
2004, with 81.9 percent failing to recover in 1996 versus 92.4 percent in 2004.*!
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Stagnant incomes, financial fragility, and a relatively high probability of experiencing
a substantial and irredeemable drop in income in the short term all combine to pro-
vide good reason to wonder whether risk tolerance among America’s middle class has
indeed shifted. In the face of such economic insecurity, what happens to the probabil-
ity of entrepreneurial success? How, if at all, does the half-century-long shift toward

higher individual and family economic risk impact the entrepreneurial spirit*

Finally, consider the effects of the erosion of middle-class wealth on the prob-
ability of entrepreneurial success. There are plenty of good reasons to imagine
that liquidity constraints impact an individual’s likelihood of starting a business.
Simply put, starting a business costs money. Personal wealth can be seed capital or
loan collateral. One way of quantifying liquidity constraints is through individual
or household wealth. Early seminal work from Global Economics Group econo-
mist David Evans and his colleagues established a positive relationship between
wealth and the probability of becoming an entrepreneur.” More recent work from
World Bank economist Camilo Mondragén-Vélez expands on this analysis to
show that most potential entrepreneurs in the economy—especially those below
the top of the wealth distribution—face capital constraints when making the
decision to start a business.* Moreover, given the role of liquidity constraints, dif-
ferential access to financial markets can help determine who becomes a successful
entrepreneur. Increased financing costs and limited access to borrowing for low-

and middle-income individuals can hamper entrepreneurship.

Median wealth in  The empirical trends in middle-class families’ asset portfolios provide reason to ask
whether liquidity constraints are hampering successful entrepreneurship. Median
America in 2013 wealth in America in 2013 was at itts lowest rate since the early 1980s.* The average
family’s net worth plummeted between 2007 and 2010, mainly due to the high debt
was at its lowest leverage of the average U.S. household prior to the recession, and the prominence of
housing in the average asset portfolio of most middle-class families.* What’s more,
rate since the ea r|y the racial and ethnic wealth gap, largely stable from 1983 to 2007, widened dramati-
cally over the course of the Great Recession. And the wealth of households under
1980s.  the age of 45 has taken an especially hard hit in recent years.*’

Taken together, these three basic sets of trends have potentially important implica-
tions for successful entrepreneurship. Middle-class families face serious time pres-
sures, which may be constraining their ability to do the work necessary to move
from the daydreaming stage to the reality of starting their own business. Economic
precariousness may be holding back potentially transformative ideas from taking

flight as Americans become more risk averse in the face of rising downside risk.
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And liquidity constraints stemming from eroding wealth and limited access to
borrowing for credit-constrained individuals may be an additional roadblock. All
three of these pathways are key channels through which the effects of inequal-
ity on the middle class may be holding back innovation, and in term hampering

broader economic growth and dynamism.

Inequality and innovation at the top: Perverse incentives?

Top-end income and wealth have skyrocketed over the past half-century. Twenty
percent of pre-tax income in the United States now goes to the top 1 percent of U.S.
taxpayers.** The wealthiest 0.1 percent of taxpayers held 22 percent of the nation’s
assets in 2012.* How does the pulling away of those individuals and families at the
top of the economic ladder affect trends in innovation and entrepreneurship? Below,

work through two potential mechanisms worthy of further exploration.

First, an increasing fraction of top-end income earners in the United States are
employed in the financial sector. Think investment bankers and highly paid money
managers, and private equity and hedge fund investors.** How has financializa-
tion possibly harmed innovation and entrepreneurship? The transition of the U.S.
economy over the past three decades from manufacturing-dominated to finance-
driven is well established.’' Corporate governance is increasingly more responsive

to financial markets than to product markets.>

Financialization has reshaped managerial priorities away from battling for ever-
growing market share and toward short-term profits, which has implications for
investments in research and development. This dynamic, in turn, has potential
consequences for innovation as firms are more inclined to take a short-term
approach to business rather than a long-term approach.” The research and devel-
opment funding necessary for breakthrough innovations, for example, may have
long-term payoffs but yields limited short-term results, and thus takes a backseat

in an economy characterized by high levels of financialization.

Relatedly, investing in workers’ skills and talents may also be disincentivized

in a world where short-term shareholder value trumps a longer-term vision.
Underinvesting in workers may have hidden negative spillover effects for innova-
tion and entrepreneurship. Today’s large firms are the incubators of tomorrow’s
high-growth startups, places where employees see market opportunities that their

employers are either uninterested in or too big to care about.’* If financialization

Financialization
has reshaped
managerial
priorities away
from battling for
ever-growing
market share and
toward short-term
profits, which

has implications
for investments
in research and

development.
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means a shift in focus from long-term goals to short-term goals, the role of the firm
as alocus for human capital development may have shifted in fundamental ways.
And, for reasons noted below, the public sector has not accordingly responded to

the erosion of a key private-sector capacity.

Second, consider the potential political dynamics at play. The outsized influ-

ence of money in the political process means that a well-organized conservative
movement deeply committed to reducing the size and scope of government plays
a powerful role in shaping political debates and outcomes.** Continued cuts in
public investment in research and development, including cuts to the National
Institutes of Health, the National Science Foundation, and elsewhere, are argu-
ably a consequence of organized economic elites determined to rein in the role of
government. Starving the country of investments in critical research and develop-
ment that could spur important innovations is potentially a serious consequence

of rising economic inequality.

Likewise, the anemia of the social insurance system that protects against some of
the risks faced by middle- and lower-class households can also plausibly be traced
down the same path. Consider the organized fight against the Affordable Care Act.
A growing body of empirical work shows that access to affordable, universal health
insurance can play a critical role in stimulating entrepreneurship, by untethering
workers’ health care needs from an employer.* Yet the push by a small but highly
organized, well-resourced economic elite jeopardizes a key element of social insur-

ance policy with the potential to jumpstart entrepreneurial activity.
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From research frameworks to
policy implications

On both a micro and macro level, the risk inherent in an entrepreneur-driven
economy such as the United States requires a set of public policy solutions
designed to incentivize “smart” risk-taking and to protect against the major down-
sides of that risk. But it remains an open question whether and how policy shifts
could incentivize more “subsistence entrepreneurs,” whose self-employment plays
a key role for the individual and their family but with only a small role in overall
job creation to make the leap into “transformational entrepreneurs” who play a

key role in both innovation and job creation.’’

These are not easy policy questions to answer. The analysis in this paper is meant
to be more provocative and less prescriptive. More research is needed if we are to
fully understand whether and how inequality affects economic growth via innova-
tion and entrepreneurship. But the analytic framework presented in this paper
implies that there is a constellation of policy areas worthy of consideration by

those looking to rejuvenate a dynamic, growing economy overall.

First, human capital policies are critical. The research on the relationship between
childhood economic status and adult patent receipt suggests that the U.S. edu-
cational system is fundamentally failing students born into low-income families,
especially those who show academic/intellectual promise in their early years.
Gifted and talented programs for promising low-income youth, mentorship
programs, rigorous college (and other postsecondary degree) counseling services,

and other creative investments in public schools are all worth putting on the table.

Second, the evidence suggests that success in filing for a patent may be just as
much about who an individual knows as it is about what that person knows. As
a result, policies that more effectively connect talented low-income young adults
with mentorship opportunities and connections to investors are worth consider-
ing. And given the early age at which these education gaps open up, universal

pre-kindergarten programs belong in the discussion—especially because of the
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important role these classes can play for families across the income distribu-
tion. Pre-kindergarten is an investment in children, but it is also an investment in
parents, including middle-class families facing a major time crunch that may be

affecting their ability to act on their entrepreneurial instincts.

Third, social insurance policies are a key element of a new entrepreneurial policy
framework. Recent empirical work on the role of social insurance suggests the
key role it plays in fostering entrepreneurship, especially for those in the lower
and middle tiers of the income distribution. For instance, HEC Paris economist
Johan Hombert and his colleagues find that extending unemployment benefits to
individuals who start their own companies (and further extending those ben-
efits if the new company fails) increased the rate of new business creation by 10
percent across all industries.*® These new businesses facilitated by the extension
of unemployment benefits were just as high quality as their counterparts founded
by better-funded entrepreneurs, as measured by job creation, growth, and survival
rates. And entrepreneurs who used unemployment benefits to finance their new

businesses reported higher levels of ambition than other entrepreneurs.

While Hombert’s study used French data, two recent studies from Harvard
Business School economist Gareth Olds find similarly positive impacts of access
to social safety-net programs in the United States, including the State Children’s
Health Insurance Program and Supplemental Nutrition Assistance Program, com-
monly known as food stamps.* In short, reducing downside risks through robust
social insurance programs can incentivize entrepreneurial entry and promote

entrepreneurial success.

Fourth, policies designed to lessen the impact of economic inequality on innova-
tion cannot ignore the top-end inequality. A constellation of tax reforms is almost
certainly a necessary part of this solution, given the erosion of the top income tax
rates over time. But tax policy alone cannot be the only answer. As noted above,
financialization is likely a major culprit in the shift in the American way of doing
business, with implications for innovation and entrepreneurship flowing through
several financial capital and human capital channels. Undoing the consequences of
financialization may require corporate governance reforms that tackle the prob-
lems associated with shareholder value theory—the prevailing corporate ethos of
maximizing short-term returns at the expense of longer-term growth, stability, and

innovation, often at the expense of the worker.®

Finally, and critically: The vast majority of Americans don’t work for a new busi-

ness or a high-tech startup, and they aren’t entrepreneurs. Half of private-sector
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employment in the United States is accounted for by the less than 1 percent of
firms with more than 500 employees.' This basic fact has critical implications for
policy, namely that boosting economic dynamism and promoting entrepreneur-
ship requires boosting the quality of life for all Americans. We don’t know where
the next blockbuster idea might come from, and therefore we should be promot-
ing an economy where all people have the capacity to pursue those great ideas,

regardless of their current economic status.

We don’t know where the next great American breakthrough innovation will come
from, which means that bread-and-butter economic policy issues are important,
including policies that don’t immediately come into play in the entrepreneurship
debate—or; if they do, typically get treated as anti-small business. Consider poli-
cies such as the minimum wage, paid sick and parental leave, and expanded access
to child care. All have potential implications for promoting overall economic
growth and dynamism in the United States, and belong on the table. If the goal

is to stimulate transformational entrepreneurship, it is not enough just to push
narrow policies designed to “support entrepreneurs.” We need a comprehensive
package of creative solutions that move the entire economy toward broad-based

health and growth for all.
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