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The Washington Center for Equitable Growth is a non-profit research and
grantmaking organization dedicated to advancing evidence-backed ideas and
policies that promote strong, stable, and broad-based economic growth.

Equitable Growth examines whether and how economic inequality—in
all its forms—affects economic growth and stability, and what policy-
makers can do about it.

We work to build a strong bridge between academics and policymakers
to ensure that research on equitable growth and inequality is relevant,
accessible, and informative to the policymaking process. And we have
the support and counsel of a steering committee comprised of leading
scholars and former government officials. Members include Melody
Barnes, Alan Blinder, Raj Chetty, Janet Currie, Jason Furman, John Po-
desta, Emmanuel Saez, Robert Solow, and Janet Yellen.

Since our founding in 2013, we have funded the work of more than 200 schol-
ars and built a broader network through our working papers series, events,
and convenings. By supporting research and bringing these scholars together
to exchange ideas, we have learned a great deal and advanced a broad range
of evidence-based policy approaches to addressing economic inequality and
delivering broad-based economic growth to communities and families.
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Foreword

By David Mitchell, Washington Center for Equitable Growth

The past four decades of U.S. economic policy
have delivered record-high incomes and wealth at
the top of our society, alongside too-little wage
growth and social mobility for the rest. Reversing
these trends is the foremost challenge facing the
country, and the 2020 presidential campaign is an
opportune time to debate what economic poli-
cies should come next.

The evidence shows that building an economy that
delivers strong, stable, and broadly shared growth
requires tackling inequality and concentrated
economic power head-on, with bold, systemat-

ic reforms that fundamentally change the way
markets and government work. In its first 6 years,
the Washington Center for Equitable Growth has
granted nearly $6 million to more than 200 aca-
demic researchers to explore whether and how
inequality affects growth and stability. Equitable
Growth’s President and CEO Heather Boushey
synthesizes what we’ve learned so far in her new
book, Unbound: How Inequality Constricts Our
Economy and What We Can Do About It. The book
is an exploration of recent transformative shifts in
economic research that demonstrate how inequali-
ty obstructs, subverts, and distorts the pathways to
shared economic growth.

Economic inequality obstructs—through oppor-
tunity-hoarding and discrimination—the supply
of talent, ideas, and capital, slowing productivity
growth. Concentrated corporate power subverts
the institutions that manage the market, hobbling
innovation and suppressing wages, while concen-
trated wealth subverts our ability to make public
investments that benefit the majority of Amer-
icans. And these subversions and obstructions
distort the macroeconomy by undermining both
consumer spending and productive investments.

Undoing the economic damage wrought by
economic inequality and building the structures
and institutions necessary to chart a new path
will not be easy. That’s why | am pleased to share
this book—a compilation of research by a new
generation of scholars who are proposing evi-
dence-backed policy ideas that are both concrete
and at-scale, and which seek to point the way
forward. Vision 2020 highlights a range of new
ideas and the academic research behind them, so
that our national debate about economic policy in
2020 is informed by the best and latest research,
and so that our elected officials have available to
them the best policy thinking.

To that end, this book presents 21 essays with big
policy ideas for 2021 and beyond. As the name Vi-
sion 2020 implies, every author not only provides
evidence and historical context for their policy
ideas but also a vision for how to get there. Taken
together, these ideas form the backbone of what
could be an agenda for equitable growth in the
third decade of the 21st century. Importantly, the
views represented in each of the proposals are
those of the authors alone.

Vision 2020 begins by looking at how inequality
subverts the ways markets work and what we can
do about it, particularly focusing on how to cur-
tail anticompetitive behavior by powerful corpo-
rations. By cracking down on U.S. antitrust viola-
tions and unfair competition, policymakers can
begin to address the ways that concentrated eco-
nomic power translates into political and social
power. Tackling this problem will require not just
enhanced enforcement but also modernization of
U.S. antitrust and competition laws, including new
approaches to privacy and data protection, as
detailed by Yale University economist Fiona Scott
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Morton. There are also ways to infuse more ro-
bust competition into the pharmaceutical market,
which will lower prices for life-saving medicines
without sacrificing innovation, as professor of
medicine Aaron Kesselheim at Harvard University
points out.

The legal and institutional context for how firms
operate—and the way inequality subverts these
processes—matters for workers as well. In the
second section of Vision 2020, we tackle the labor
market with a series of essays by scholars who
look specifically at the problem of diminished
worker power and discuss the most cutting-edge
research on how to boost wages. Solutions range
from combating the unfair market power of cer-
tain firms in some labor markets (see the essay by
economists Suresh Naidu at Columbia University
and Sydnee Caldwell, who will soon be joining the
faculty at the University of California, Berkeley), to
building worker negotiating leverage through ex-
panded access to unions (see the essay by Colum-
bia University professor of international and public
affairs Alexander Hertel-Fernandez). The third es-
say in this section, by economist Kimberly Clausing
at Reed College, argues for putting workers at the
center of future trade agreements and expanding
assistance to dislocated workers. And economist
Arindrajit Dube at the University of Massachusetts
Amherst, makes the case for raising the minimum
wage and establishing wage boards to close out
the second section.

Addressing these subversions of markets creates
the potential to remove the obstructions that
are created by high economic inequality, as well
as limit the distortions that inequality is causing
in the U.S. macroeconomy. We know from the
evidence that high economic inequality—in all its
forms, including across firms, as well as by race,
ethnicity, gender, and place—shapes economic
outcomes and destabilizes the macroeconomy.
The proposals in the book’s final three sections
address systemic issues that block individuals,
families, and communities from achieving the

benefits of broadly shared economic stability and
prosperity.

Vision 2020’s third section focuses on a uniquely
American set of obstructions that appear at the
intersection of work and family, preventing par-
ents and caregivers from fully participating in the
economy. The United States is one of only a few
countries in the world without any national paid
family leave policy, which is the jumping-off point
for economists Maya Rossin-Slater at Stanford
University and Jenna Stearns at University of Cal-
ifornia, Davis to examine why providing paid leave
to all new parents could help boost U.S. economic
growth and well-being. American University public
policy professor Taryn Morrissey then details the
costs and consequences of our nation’s extremely
expensive and unequal early childhood care and
education system.

The lack of access to paid leave and affordable
childcare interact with a host of other challenges
that make it nearly impossible for low-income
families to make ends meet and undermines hu-
man capital development among the next gener-
ation. Employers set unstable and unpredictable
schedules (see the essay by social service profes-
sor Susan Lambert at the University of Chicago),
which leads directly to earnings volatility (see the
essay by Syracuse University public administration
and international affairs professor Emily Wiemers
and economist Michael Carr at the University of
Massachusetts Boston). All the while, eligibility for
means-tested programs such as the Supplemental
Nutrition Assistance Program have become more
restrictive, hurting families and weakening the
countercyclical macroeconomic benefits of the
program (see the essay by education and social
policy professor Diane Whitmore Schanzenbach
at Northwestern University and public policy and
economics professor Hilary Hoynes at the Univer-
sity of California, Berkeley). Fixing these problems
would be a game-changer for millions of families
and would also benefit the overall economy.
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The fourth section of Vision 2020 focuses on
how public investment, funded by a fairer tax sys-
tem, could help remove the obstructions caused
by high economic inequality, and how changes in
countercyclical, regulatory, and monetary policy
can reduce the severity of recessions and address
the macroeconomic distortions caused by in-
equality. Princeton University professor of eco-
nomics and public affairs Owen Zidar and finance
professor Eric Zwick at the University of Chicago
set out a proposal for progressive tax increases.
John Sabelhaus, a visiting scholar at Equitable
Growth, points out that Congress has largely
abdicated to the Federal Reserve responsibility
for managing the macroeconomy, which has con-
tributed to inequality-exacerbating asset bubbles.
And law professor Yair Listokin at Yale University
recommends countercyclical policies that can
boost the economy, helpfully providing ideas for
what the executive branch can do to support
both a strong and stable U.S. economy.

Vision 2020’s fifth and final section focuses on
how to ensure the benefits of economic growth
are broadly shared. The essays in this section pay
particular attention to how the structural racism
embedded in housing, K-12 education, criminal
justice, higher education, and environmental pol-
icies is a fundamental obstruction to economic
opportunity that drags down the U.S. economy
through its effects on opportunity and produc-
tivity. Economist Trevon Logan at The Ohio State
University and public administration and policy
professor Bradley Hardy at American University
examine race and economic mobility, offering a
range of community-focused reforms. Profes-
sor of social work Robynn Cox at the University
of Southern California details how the criminal
justice system crushes economic opportunity for
too many Americans. And University of California,
Berkeley post-doctoral sociology fellow and Yurok
Tribe of California member Blythe George argues
that the pervasive historical experience of Native
Americans dealing with substance abuse and in-
carceration can be tackled and become a learning

experience for other troubled communities in the
United States.

The next set of authors present very specific
policy ideas for discrete yet wide-ranging prob-
lems. Economist Dania Francis at the University
of Massachusetts Boston parses out the need
and scope for reparations for the descendants of
the formerly enslaved in the United States. Public
affairs professor Darrick Hamilton at The Ohio
State University and public health and health pol-
icy professor Naomi Zewde at the City University
of New York argue for comprehensive college
student debt cancellation. And political science
professors Leah Stokes and Matto Mildenberger
at the University of California, Santa Barbara pres-
ent the urgency for climate policies that embrace
many of the Green New Deal interventions now
being debated across the nation.

The book concludes with an examination by Equi-
table Growth’s Heather Boushey of why U.S. pol-
icymakers need to change the way we measure
the U.S. economy. She argues that understanding
how the fruits of aggregate economic growth are
distributed across the income distribution would
pave the way for major policy breakthroughs by
transforming the definition of economic prog-
ress to mean broadly shared economic growth.

Reimagining an economy that works for all—pro-
viding good jobs and opportunities and rebuilding
economic and political power for people and
communities across the nation—is the defining
challenge of our time. This national election year
marks a critical juncture in the nation’s political
debate, and we at Equitable Growth hope the
many bold ideas included here inspire the coun-
try to rise to that challenge, fashioning a new
economic vision in 2020 and implementing that
vision in 2021 and beyond.

—David Mitchell is the director of Government
and External Relations at the Washington Center
for Equitable Growth.
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COMPETITION

Competition is a little like good health: You only appreciate it once you've lost it. Research
increasingly shows that the United States suffers from a market power problem that
contributes to wider U.S. economic problems such as income and wealth inequality, wage
stagnation, stifled innovation and entrepreneurship, and slow growth. Solving the market
power problem with evidence-based policies is imperative for delivering the strong, stable,

and broad-based growth the country so desperately needs.

The Washington Center for Equitable Growth’s work in this area examines market power
in the U.S. economy, the relationship between market power and stagnant wages, and the

impact of the current merger wave.

We do this because there are serious, negative ramifications of high market concentration
for our economy and because weak and underenforced antitrust laws justifiably give rise
to the increasingly popular, and politically toxic, belief that the rules of the economy are

rigged for the rich and powerful. Just as money corrupts the political process, market

power corrupts the economy.

In order to get at the scale and scope of the problem, Equitable Growth recently released
a comprehensive literature review on the economic research on competition and market
power, and we are now examining the state of antitrust laws, having recently published a
report on the state of antitrust enforcement. We have analyzed important cases, highlight-
ed scholarly work proposing new avenues for antitrust enforcement, and testified before

Congress on improving competition in pharmaceutical markets.

As the essays in this section underscore, there is substantial research covering both
competition policy generally, and drug pricing specifically. Both essays provide more than
a laundry list of policy proposals—they provide a vision for how to achieve increased com-

petition and, in turn, more widely shared prosperity for our nation.

—Michael Kades, Washington Center for Equitable Growth
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Reforming U.S.
antitrust enforcement and
competition policy

By Fiona M. Scott Morton, Yale University School of Management

Overview

Competitive markets deliver to consumers a variety of benefits: higher pro-
ductivity, lower prices, better quality products, and more innovation. Yet firms
have a financial incentive to restrain competition in order to obtain monopoly
profits. There are three main harmful methods of limiting competition: col-
luding with rivals in a market, merging with rivals or potential rivals, and using
anticompetitive techniques to exclude existing or potential entrants.

U.S. antitrust laws are designed to prevent these behaviors by making
price-fixing, bid-rigging, and similar behavior illegal, requiring government
review of mergers to prevent those that lessen competition, and prohibiting
anticompetitive conduct by an incumbent with market power that tends to
exclude entrants and rivals. Unfortunately, over the past few decades, these
laws have not been operating in a way that generates and preserves vigor-
ous competition in U.S. markets.

It is well understood that market power decreases innovation, productivity,
and the efficient use of resources. Market power, however, also contributes
to growing inequality. Shareholders and senior executives who benefit from
increased market power through higher salaries and increased stock prices
are disproportionately wealthier than consumers, on average. Furthermore,
consumers, suppliers, and workers may be harmed by paying higher prices
for monopoly products or services and receiving lower compensation for
the products and services (inputs or wages) they supply to monopsonists
(buyers with market power).!

10
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Consumption, by contrast, is not nearly so concentrated. Joshua Gans at the
University of Toronto’s Rotman School of Management and his co-authors
report that the consumption of the top 20 percent of the wealth distribution
in the United States is approximately equal to that of the bottom 60 percent,
but their equity holdings are 13 times larger. Thus, if a dollar of monopoly
profit is transferred to lower prices, most of that dollar moves from bene-
fitting the top 10 percent through the value of their stock or dividends to
instead benefitting the bottom 9o percent through lower costs of purchases.

Therefore, antitrust enforcement redistributes wealth without incurring
the traditional shadow costs arising from taxation and, indeed, is an actively
beneficial form of redistribution for the economy.? Because antitrust en-
forcement both redistributes income and wealth to the bottom 9o percent
of the population, as well as increases efficiency, it should be the first choice
of policymakers concerned with equity. The standard for anticompetitive
harm that courts use today is the protection of consumer welfare—mean-
ing price, quality, and innovation, now and in the future. Antitrust enforce-
ment using the best available economic tools—developed, in some cases,
decades ago—generates the evidence needed to show where such anti-
competitive conduct is present.

The underenforcement described below is the fault neither of this standard
nor of the economic tools themselves—though they could, of course, be
better. The antitrust underenforcement we see today is primarily the result
of decisions made over the past 40 years in the courts.

The four policies | recommend to reverse this harmful trend are:

B Dramatically increase the budgets of two federal antitrust agencies, the Federal
Trade Commission and the Antitrust Division of the U.S. Department of Justice,
which would be less expensive than it might appear because the two agencies
collect disgorgement and restitution awards that flow back to consumers.

B Appoint leaders of these two agencies who are committed to using the
best tools available to reverse the decline in competition. Aggressive but
appropriate enforcement will either lead to good results or will identify
failures in the law or by the judiciary to protect competition and consumers.

B Support and pass new legislation so that Congress can make it clear to the
courts how it would like federal antitrust laws to be enforced and require
courts to adopt up-to-date economic learning.

1
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B Create a new “Digital Authority” to enforce privacy laws, protect digital
identities and consumer data from being monopolized by private firms with
market power, and create baseline conditions conducive to competition in
digital marketplaces.

This essay will first address the “hot” topics in antitrust today, such as tech-
nology markets and digital platforms, as well as important everyday markets
such as agriculture, transport, and pharmaceutical products, and then turn
to my recommended reforms.

Key Takeaways

THE EVIDENCE

B Competitive markets deliver higher productivity, lower prices, better-
quality products, and more innovation, yet firms often seek to restrain
competition to obtain monopoly profits.

B Today, there is increasing evidence that many firms are unrestrained
by antitrust enforcement and engage in anticompetitive mergers,
anticompetitive exclusion, and collusion with rivals.

THE SOLUTIONS

B US. antitrust laws need to be strengthened, particularly in the area of
mergers and exclusionary conduct, and a new digital regulatory authority
that would enforce privacy laws and create conditions conducive to
competition would improve outcomes in digital markets.

Market power has increased

The evidence for the failure of current U.S. antitrust policy is detailed in my
report from May 2019 titled “Modern U.S. antitrust theory and evidence
amid rising concerns of market power and its effects,” and its accompa-
nying database.> Economic evidence of rising market power comes from
large samples of firms and industries. One widely discussed study of all
publicly traded firms finds that markups (the difference between the price
charged to a consumer and the cost to make an additional unit) have risen
sharply since 1990 among firms in the top half of the markup distribution.?
Macroeconomists have further documented a declining share of national
incoming going to workers and a rising share going to profit.” New theories



Vision 2020: Evidence for a stronger economy 13

whose empirical implications are only now being explored also are possi-
ble contributors to rising market power. For instance, the huge growth in
overlapping equity ownership of rival firms by diversified financial investors
over the past four decades has plausibly led to less aggressive competition
in many industries.®

Still more evidence of market power comes from labor markets—in this
case monopsony power, which is exercised by a buyer with market power
(such as an employer) to pay less for its inputs (such as workers). Because
workers have specialized skills and are often geographically constrained,
monopsony power is common. Recent studies find that employers have
monopsony power over college professors and nurses.” Wages for nurses
may stagnate after hospital mergers for this reason. The extensive use of
noncompete agreements in employment contracts involving low-wage fast-
food workers and the no-poach agreements between a number of high-
tech firms over software engineers and between rail equipment suppliers
over their workers, provide additional examples of anticompetitive conduct
that harms workers.®

Evidence that antitrust laws are falling short is plentiful. Many cartels go
undiscovered, and tacit collusion is probably even more prevalent because
it is harder for antitrust enforcers to prosecute and deter.” Anticompetitive
horizontal mergers (between rivals) appear to be underdeterred.'’ A vari-
ety of clever strategies used by incumbents to exclude entrants, either by
purchasing them when they are nascent or using tactics to confine them to
a less threatening niche or forcing them to exit have been successfully de-
ployed in recent years, often when antitrust enforcement is late or absent."

Each of these sources of concern can be critiqued, but together they make a
compelling case. Some of the evidence may have benign explanations in part,
such as the growing importance of fixed costs, for example, when creating
software or pharmaceuticals that leads naturally to higher markups, or the
increasing benefit of being on the same platform with other users (known as
“network effects” in the case of a social media site). Firms in industries with
high fixed costs or large network externalities may exhibit high profits and
productivity and low labor shares, and may earn high profits because they
had a good idea early and executed well, thereby getting adoption from many
consumers.'? Nonetheless, the overall picture is clear that market power has
been growing in the United States for decades. Moreover, even where the
explanation for growing market power is benign, we must ensure that compa-
nies do not use anticompetitive tactics to protect their position.

Firms with market power need not compete aggressively to sell their prod-
ucts, so they tend to raise prices, reduce quality, and/or innovate less. Market
power can also contribute to slowed economic growth by, for example, sup-
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pressing productivity increases."* Theoretical and empirical economic studies
convincingly show that innovation is harmed by anticompetitive conduct.'

This is why antitrust enforcement is such a terrific policy tool to strengthen
competition—it does not come with an efficiency downside, as do most pol-
icies that redistribute income. Policies that enhance competition are unam-
biguously beneficial for efficiency, as well as inclusive prosperity, with minor
qualifications.” Other policies for addressing inequality, in particular, such as
labor market and tax policies, may create disincentives or allocative efficiency
losses that must be weighed against their distributional benefits. Policies to
enhance competition, by contrast, offer what is close to a free lunch.'

An agenda to confront market power

An antitrust enforcement policy agenda to confront rising market power
has four parts: increase enforcement resources; appoint agency leaders
committed to using the best tools to combat the decline in competition;
reform statutes to deter and prevent anticompetitive conduct more effec-
tively; and use regulatory tools to foster competition. Let’s look at each of
these policy components in turn.

Increase resources for enforcement

The resources expended on enforcing the antitrust laws in the United States
are lower as a proportion of Gross Domestic Product than they were for
most of the mid-1900s and have experienced a notable decline since 2000.
Interestingly, this decline coincides with a rise in markups by firms, an increase
in U.S. Supreme Court opinions protecting monopolists, and increasing poli-
cies that benefit incumbents. These patterns are consistent with the interests
that favor corporate profits over consumers and those firms gaining more
control of the political process to achieve all of these goals.

Approximately doubling the budget of both federal antitrust agencies would
restore resources to a level where the agencies would be able to combat
much more of the anticompetitive conduct present in the economy. In
increasing resources, Congress should also consider whether it should pro-
vide funds to bolster the enforcement efforts of state attorneys general.
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Appoint leaders committed to using the best tools available
to enforce competition rules

Effective antitrust enforcement requires the appointment of enforcers who
will vigorously protect consumers using modern economic tools. This will in-
evitably require litigation in the face of hostile legal rules, and possibly losses.
Yet aggressive but appropriate enforcement will either lead to good results or
identify failures by the judiciary to protect competition and consumers.

Leadership at the two agencies that is committed to reversing the decline
in competition could take full advantage of existing antitrust laws. The
game theory revolution (creation of tools to understand strategic interac-
tions) in microeconomics beginning in the 1980s and the development of
empirical techniques from the 1990s onward provide underutilized tools
to identify and quantify harmful practices that can be attacked under the
current antitrust rules."”

The enforcement agencies already use econometric methods, sophisticated
simulations, bargaining theory, and other tools to identify harmful conduct
and choose which cases to bring to court, yet in some instances, courts have
trouble understanding these tools and resist accepting them as state of the
art. Too often, court decisions, such as in the merger of AT&T Inc. and Time
Warner Inc.,, reject modern economic ideas.'® Rather than change strategies,
enforcers must continue to rely on the best arguments and evidence even if
there is a chance that in the short run a court will not understand. Sound eco-
nomics is critical to this approach: It shows where there is harm to consumers
and explains how that conduct is harming consumers. Over time, the eco-
nomic arguments can educate all of society, both the public and the courts.
This is not an easy task but generates broad-based benefits.

The history of pharmaceutical pay-for-delay litigation amounts to a long
string of losses in court for the Federal Trade Commission against drugmak-
ers, eventually followed by success."” This history shows that the agencies
are capable of convincing courts to change their views when they rely on
sound economics and persevere. Moreover, publicly demonstrating the
harm through an ultimately unsuccessful court challenge can clarify to the
public and to Congress when a court is ideologically opposed to protecting
consumers from that harm.

One of today’s significant challenges is convincing courts to do more to
protect potential competition from anticompetitive conduct.** When markets
become more concentrated because of network effects or economies of
scale, the primary locus of competition shifts from competition in the market
to competition for the market. In that setting, consumers rely on competitors
who are about to enter, could potentially enter, or who are nascent competi-

15
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Despite the government’s success in some merger litigation, this success
only occurs in transactions that most clearly violate the law.” The fact that
the two antitrust agencies must litigate cases that are clearly anticompeti-
tive—rather than the parties not even considering the deal in the first place
or abandoning it after the government makes its concerns known—speaks
to the limitations of current antitrust legal doctrine.

It would likely take decades to reverse this body of accumulated legal doc-
trine, even if every future case that was litigated were decided with perfect
accuracy. Fortunately, Congress is the final arbiter on competition law

and can change it to reflect the desire of society for competitive markets.
Congress has not substantively amended those laws in more than 60 years.
A broad foundation of economic research supports retooling our antitrust
laws for the 21st century and restoring the vigor that was originally intend-
ed. Although legislation can take many forms, successful antitrust reform
legislation should accomplish four goals:

B Overturn Supreme Court precedent that has inoculated exclusionary conduct
from antitrust scrutiny even when it harms competition by eliminating or
harming competitors

B Prohibit courts from assuming that some aspect of a market is competitive
or will become competitive rather than assessing the evidence in the case

B Create simple rules (known as presumptions) that will lower the resource
cost of enforcement for conduct and acquisitions that economic research
shows are likely to raise competitive problems

B Clarify that the antitrust laws are designed to protect competition that may
manifest itself across a broad range of outcomes such as higher prices,
reduced quality, harm to innovation, lower input prices, and elimination of
potential competition

Lastly, Congress could consider two ways to raise the expertise level of judg-
es. One is to require the court to hire its own economic expert in an antitrust
case, paid by the parties. The neutral expert’s task would be to help the court
understand the economics presented by each side. A second option is to cre-
ate a specialized trial court to hear cases brought under the federal antitrust
laws.?® Doing so would allow antitrust cases to be heard by judges with expe-
rience in evaluating complex economic evidence. A sophisticated judge would
encourage litigants to rely on the best economic arguments and modern
economic tools applied to the facts in the case, improving the accuracy of ju-
dicial decisions and discouraging judicial acceptance of the erroneous general
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economic assumptions that have supported relaxed antitrust enforcement.”’
A term on such a specialized court should be of relatively short duration to
limit the possibility of capture or entrenchment.

Complementary regulation that promotes
competition: Create a federal digital authority

There is a real need for federal agency to regulate digital businesses. This
new agency could create a baseline level of competition in an area that
lacks it. Regulations under its purview could enhance competition by, for
example, facilitating digital-data portability that would allow a consumer to
take her own data in a usable format from one provider to a competitor
(such as moving purchase history from Amazon.com to Jet.com).

A new agency also could define and regulate “interoperability” in the digital
arena; for example, a Verizon phone can call an AT&T phone because they are
interoperable. A digital authority could ensure social media sites were also
interoperable so that a person who uses Snap, for example, could follow her
friends who post content on Instagram or another site. And it could consider
the creation of open standards that promote competition, such as a standard
for micropayments. These payments in fractions of a cent cannot practically
be made today because the transaction cost is higher than the amount being
paid. But micropayments may be critical in compensating consumers for their
attention, may be an important dimension of competition between platforms,
and may aggregate to significant benefit to consumers. By creating one sys-
tem, a regulator could enable price competition in attention markets.

In addition, this new regulator could be tasked with enforcing somewhat
stricter antitrust laws for those digital platforms or sectors that Congress felt
required additional scrutiny and speed, or where competition was particularly
valuable for society. This would allow a faster, more specialized agency to pro-
tect small entrants into digital marketplaces from exclusion or discrimination
by the incumbent platform. It would also allow for review of even the smallest
acquisitions when those small firms are being acquired by the largest incum-
bents. In general, the agency could have a mandate to protect and facilitate
entry to address competition problems in the digital sector.

—Fiona M. Scott Morton is the Theodore Nierenberg Professor of Eco-
nomics at the Yale University School of Management. (This essay draws on
ideas developed in prior work jointly with Jonathan Baker, a research pro-
fessor of law at American University Washington College of Law.)
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Improving competition to lower
U.S. prescription drug costs

By Aaron S. Kesselheim, Harvard Medical School and Brigham and Women’s Hospital

Overview

Prescription drugs are among the most effective and cost-effective inter-
ventions in medicine, and the drug industry plays an important role in bring-
ing these products to market, which can require substantial resources. Yet
drug prices in the United States continue to rise without a direct connec-
tion to the costs of development, which can make breakthroughs unafford-
able for many patients, leading to bad clinical consequences.

Rising drug prices also are a major driver of U.S. healthcare spending, now
accounting for about one-fifth of overall spending, with one private insurer
reporting that 25 percent of healthcare dollars are going to prescription
drugs.! The United States spent about $476 billion on prescription drugs in
2018.2 This is an increase of about $100 billion as compared to $361 billion in
spending in 2014, with the discovery and testing of new drugs accounting
for additional tens of billions of taxpayer and private dollars.

In recent years, there have been great advances in the use of prescription
medications for treating heart disease and certain types of cancer, but high
prescription drug prices have threatened to limit the availability of new
transformative medications such as treatments for the hepatitis C virus
infection,® new gene therapies for devastating illnesses, and decades-old
products such as insulin® and antibiotics.® By contrast, many key pharma-
ceutical therapies for chronic diseases such as high blood pressure and de-
pression can be obtained for $4 per month or less, due to a vibrant generic
drug marketplace in the United States.’

In this essay, | will review the origins of high prescription drug prices in the
United States, as well as various policy mechanisms that can lead to more
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rational spending. There are four main periods in the development process
of a prescription drug:

B The discovery process leading up to approval by the U.S. Food and Drug
Administration

B The brand-name-only period of market exclusivity that lasts a median of 12-14
years or more after drug approval®

B The end of market exclusivity and the transition to a competitive market with
the introduction of generic drugs

B The multisource generic drug period

High drug prices are driven by a variety of factors in each of these time
periods, and the policy solutions that | present in this essay vary based on
when in the process the drug currently sits. These policy recommendations,
in their entirety, would dramatically lower spending on prescription drugs
while ensuring continued funding for true innovation.

Key Takeaways

THE EVIDENCE
B Rising drug prices are a major driver of U.S. healthcare spending,
accounting for a little less than one-fifth of overall spending in 2018.

B High drug prices can limit the availability of new medications, including
gene therapies for devastating illnesses and decades-old products such as
insulin and antibiotics.

THE SOLUTIONS

B Policy reforms are necessary at all phases of drug development and
sales—including the discovery process leading up to approval by the
U.S. Food and Drug Administration, the brand-name-only period of
market exclusivity, the end of market exclusivity and the transition to a
competitive market with generic drugs, and the multisourcing of generic
drugs—to dramatically lower spending while ensuring continued funding
for true innovation.
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Drug discovery period

Government-funded research laboratories and those based in nonprofit
academic centers are the origin of most key fundamental discoveries on
which new drugs are based and are frequently cited in the research underly-
ing new drugs.’ This support is derived from taxpayer funds through the Na-
tional Institutes of Health. Whether the seminal study leading to the devel-
opment of a new therapeutic approach arises through public support or in
the private sector, considerable (and costly) work is then required to bring
a drug to market. This is generally done within the pharmaceutical company
that comes to own the intellectual property for a given compound.

Studies show the central role that public funding plays in the discovery, de-
velopment, and even clinical testing of a growing number of transformative
drugs.'® As a result, there is concern that the public funds this key research
that generates innovation while manufacturers then obtain exclusive rights
to the products and charge high prices to the very taxpayers who funded
the research in the first place.

More government and academic institutions supported by public funding
have sought to patent and license the discoveries they make that are rele-
vant to drug discovery. In a recent study, my colleagues and | examined all
new drugs—excluding biologics, or those drugs produced from living organ-
isms, as opposed to drugs produced through chemical synthesis—approved
in the United States from 2008-2017 and found that publicly supported
research in nonprofit institutions or spin-off companies that had their
origins in public-funded research made important late-stage intellectual
contributions to at least one in four of these new drugs." But few such pat-
ent licenses have traditionally not had clauses that restrict manufacturers’
ability to charge excessive prices to government payers or return royalties
to support future public funding of science.

Policy recommendations for the drug discovery period

One way to lower drug prices when public funding leads to patents cov-
ering approved prescription drugs would be for the National Institutes of
Health to require a reasonable pricing provision in the technology transfer
from the public sector to the private sector. This provision could, for ex-
ample, require that the ultimate price of the product be no greater than its
value-based price—a price reflecting the drug’s potential ability to improve
patient outcomes over comparable interventions—as determined by inde-
pendent organizations.

23
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A less-effective version of such a clause was part of the NIH Combined
Research and Development Agreement process from 1989-1995, but it was
never implemented fully and ultimately was dropped under substantial lob-
bying pressure from the pharmaceutical industry.'

Notably, according to the Bayh-Dole Act of 1980, which established the basic
rules for commercialization of technology arising from government fund-
ing, the federal government retains a license in such patents and can even
“march-in” to invalidate an exclusive commercialization license if the product
is not made available on “reasonable terms.” The NIH, however, does not
interpret reasonable terms as applying to pricing and has never invoked the
march-in provision when public interest groups have requested such a move.

In addition, few drugs have all of their patents linked to government fund-
ing because pharmaceutical manufacturers usually build a broad thicket of
dozens, or hundreds, of patents around the product prior to approval. So,
it is unlikely that greater reliance on the march-in provision will serve as an
effective lever to reduce drug prices in all but a few cases."

Finally, it is important for policymakers to recognize that focusing on pat-
ented technology misses the manifold ways that information and insights
generated by publicly funded science get taken up by for-profit manufactur-
ers and applied to drug discovery. Many of the policy proposals discussed
subsequently in this essay can lead to more rational drug prices and are
ethically justified by the publicly supported science currently serving as a
primary engine of innovation for the for-profit pharmaceutical industry.

Brand-name-only period

After drugs are approved by the U.S. Food and Drug Administration, manu-
facturers hold patents and other exclusivities on their products to prevent
direct competition. There is thus no direct competition that could help low-
er drug prices. Competition between brand-name drugs that treat the same
conditions has not been shown to effectively lower prices, apart from a few
cases. In such an environment, the most direct way to lower prices is to
empower the buyers to negotiate better terms with the exclusivity-holding
manufacturers. So, the best solution is to provide the U.S. government with
the authority to negotiate reasonable prescription drug prices that reflect
the value that the treatments provide to patients.

Currently, in the United States, brand-name manufacturers can set any
price they choose during the market exclusivity period, while the buyers’
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markets for prescription drugs are served by a patchwork of public and
private payers with far less equivalent negotiating power.'* Medicare—the
government program that covers payment for people older than 65 years
of age—is forbidden by law from negotiating prices with drug manufactur-
ers. This is despite Medicare’s ability to negotiate or set the price for every
other kind of medical service it covers. This imbalance in power between
the sole-source supplier and the multiple, competing buyers is made worse
by various rules and restrictions on the payers and their abilities to decline
to cover certain drugs.

Medicare Part B, for example, accepts payment rates for FDA-approved
drugs based on their average sales price, and Medicare Part D plans must
cover at least two drugs in each class in addition to substantially all drugs in
six “protected classes” (including cancer and HIV)."> But Medicare cannot
negotiate the price of these mandatory drugs on behalf of the individual
plans that implement coverage. Similarly, Medicaid programs, which cover
care for the poor and disabled, are required to list virtually all FDA-ap-
proved drugs on their formularies.'®

In the private sector, insurers can refuse to pay for particularly costly drugs
that have equivalently less expensive alternatives, but they may also im-
pose high co-payments to discourage patient demand for such lower-value
medications. The latter approach is counteracted by manufacturer coupons
to patients and patient assistance programs.'” For these and other reasons,
commercial payers receive lower rebates, on average, than Medicare.

Policy recommendations for the brand-name-only period

During this period, the most direct way to address excessive drug prices
would be for the government to negotiate the price of drugs. Numerous
other countries have health technology assessment organizations that
assess a newly approved drug’s clinical value and help determine what a fair
price would be based on how well it is expected to perform against other
available treatments.'® These publicly funded organizations gather data on
the effectiveness, safety, and cost of new drugs, compared with other inter-
ventions, to assess whether the payer should cover the price.

This does not occur in the United States, making it difficult for value-based
assessments to drive medication use and cost. Currently, several smaller pub-
lic and private entities take on this role.'” The United States needs a similar
body operating at the national government level that can make such a deter-
mination within the first year after approval; until then, manufacturers might
be permitted to charge the price they believe is appropriate.® Past legislative
efforts to establish such a body have been derailed by the political process,
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but it would be best situated within the Department of Health and Human
Services and could accept information about the cost of development and
cost of failure as a way of determining a rational, value-based price.

Once the price is established, price increases each year should not be able
to exceed inflation, unless the manufacturer brings new evidence that
changes knowledge about the drug’s value. Similarly, future technology that
lowers the cost of care for the indication should lead to price declines. As a
safety net for particularly essential and high-priced medications for which

a negotiated price cannot be reached, the government has the authority to
reimburse pharmaceutical manufacturers at a fair market-value price for
use of their intellectual property (along with a reasonable royalty rate to
account for the cost of failure) under Section 25 of the U.S. Code, §1498.*!

During this period, brand-name pharmaceutical manufacturers spend
billions of dollars annually to persuade physicians and patients to use their
products, but there is a shortage of noncommercial information dissemi-
nated about drug benefits, risks, and cost effectiveness. As an alternative,
we need to support independent programs designed to generate unbiased
information about evidence-based management of disease and then invest
in actively disseminating this educational information to physicians, so that
it can translate optimally into more cost-effective prescribing.

In addition, at present, manufacturers are limited to only actively promot-
ing their drugs primarily for the diseases or conditions that the FDA has
reviewed and approved, even though prescribing for non-FDA-approved (or
“off label”) prescription drug uses can be common. Recent federal court
decisions interpreting the First Amendment have extended protection of
commercial speech and put these rules in jeopardy, potentially allowing
manufacturers to engage in widespread promotion of off-label drug uses.
Such uses often lack the same level of evidence as FDA-approved uses, and
so can be potentially dangerous to patients.” And they can be costly to

the system, too.? Thus, the FDA must reaffirm its commitment to current
off-label marketing rules, which should be enforced even under the evolving
commercial speech doctrine in this area.®

Transition to a competitive market period

The only type of competition that consistently and substantially lowers
drug prices comes from introduction to the U.S. market of interchangeable,
FDA-approved generic drugs. When the market exclusivity period ends for
a given medication, generic manufacturers can enter the market and pric-
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es generally fall, reducing healthcare spending by patients and payers and
promoting greater access to the drug?

Yet brand-name manufacturers often employ product life-cycle manage-
ment strategies to extend market exclusivity periods.?’ This involves exploit-
ing the interpretations of the standards for patenting under the Patent Act
and seeking “secondary” patents on peripheral aspects of the drug, such as
its appearance or coating, that can extend market exclusivity periods indef-
initely. In one review of two HIV medications, my colleagues and | identified
108 different patents covering the products that could have extended their
market exclusivity by 12 years or more.?® This practice also can be extended
further to “tertiary” patents covering a drug’s delivery via a device, such as
an injectable pen, a patch, or an inhaler.”

Secondary and tertiary patents also enable product-hopping strategies, in
which manufacturers introduce new versions of their products with incre-
mental changes that do not provide advancements in drug efficacy, safety,
or convenience that are commensurate to the higher prices being charged.
In one case, a manufacturer of an antibiotic successively changed its for-
mulation from capsules to tablets and then altered its strength and scoring
marks, allowing it to stay ahead of generic entry.*

In addition, manufacturers use various strategies to prevent the timely
entry of generic drugs. These include filing Citizen Petitions with the Food
and Drug Administration, restricting supplies of their product for generic
manufacturers to use in bioequivalence studies, and entering into settle-
ments with generic manufacturers seeking to challenge patents that include
agreements to drop the challenge and delay or terminate its plans to mar-
ket a competing generic product.

Policy recommendations during the transition to a
competitive market period

There are currently some pieces of legislation being considered in Congress
that try to address generic-delaying strategies in a piecemeal way, such as
by making it illegal to restrict samples or requiring greater disclosure of

a product’s patent landscape. Similarly, more common use of the admin-
istrative Patent Trial and Appeals Board’s patent review process—such

as automatic Patent Trial and Appeals Board review at the time any drug
patent is listed with the FDA—could help weed out insufficiently innovative
patents.’! Congress also could change federal law and direct the Food and
Drug Administration to grant interchangeability ratings to drugs that offer
nonclinically significant changes.
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The states also have a role to play. Regulations permitting or requiring the
substitution of generic drugs for brand-name products is managed at the state
level, with variation across the states. These state laws could be adapted to
permit “therapeutic substitution” of drugs proven to work comparably even if
they are not pharmaceutically equivalent, such as a tablet and a capsule.

Another policy solution that would help prevent secondary and tertiary
patents from delaying generic entry would be to restrict a brand-name
drug’s market exclusivity period to a particular time period and not permit
secondary or tertiary patents—or any of the other strategies—from being
able to block FDA approval of a generic version. My colleagues and | have
proposed that manufacturers be restricted to the single patent for which
they seek and receive Patent Term Restoration (a period of up to 5 years to
account for time spent in clinical trials and FDA review), plus the 6-month
patent extension manufacturers receive for testing their drugs in children.
At the end of this period, generics should be permitted to enter, no matter
what other patents have been obtained. The failure of a generic to enter
the market should spark a formal federal investigation to determine wheth-
er some anticompetitive strategies have been used.

Multisource generic period

After a drug has lost exclusivity protection, prices may not fall if there are
not enough generic manufacturers in the market.** Similarly, older, off-pat-
ent drugs can transition from markets served by multiple manufacturers
to markets served by three or fewer, allowing the remaining manufacturers
more flexibility to raise prices. Such older products may not be lucrative
enough for other generic manufacturers to enter the market.

Policy recommendations for the multisource generic period

In the past, long delays in generic drug approval times at the FDA have limited
generic entry in these kinds of cases, but the agency has substantially accel-
erated review times due to increased funding from user fees starting in 2012.
More resources must be invested at the FDA to ensure that there are not
unnecessary delays in generic drug approval and that guidances are produced
in a timely fashion for the types of studies generic manufacturers will need to
complete to receive FDA approval of interchangeable products, particularly
for complex small molecule products (generic versions of nonliving organic
compounds) and biosimilars (competitor versions of biologic drugs).
Importation is a possible solution in cases of high prices for off-patent
drugs, particularly if there are manufacturers selling these products in other
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similar regulatory systems around the world that, for any reason, have
decided not to pursue FDA approval yet. In one study of 170 off-patent drug
products being sold in the United States by three or fewer manufacturers,
more than half (109, or 64 percent) had at least one manufacturer ap-
proved by a non-U.S. regulator and 32 (19 percent) had four or more.*

In these cases, a process for facilitating United States-wide imports, followed
by an expedited process for formal FDA approval, could help prevent and
respond to price spikes.** Here’s just one example: Pyrimethamine—the

drug used for a complication of advanced HIV that was famously subject to

a 5,000 percent price increase in the U.S. market by Turing Pharmaceuticals,
from $13.50 to $750 per pill—is being sold by some manufacturers for as little
as $0.03 per pill.*

Another solution would be to pursue a system of government-sponsored drug
manufacturing. In recent years, some private organizations have developed
their own efforts at drug manufacturing, and other nonprofit drug manufac-
turers have emerged. A government-run manufacturing plant, as proposed in
Congress in 2018, could be set up to ensure a continued supply of off-patent
products that for-profit generic manufacturers have lost interest in producing.

Conclusion

There is no one single solution for reducing unnecessary spending on
prescription drugs because the market changes so substantially during
the course of a drug’s development and then its widespread use after FDA
approval. But with sensible changes directed toward the different forces
that affect the market at different times, the United States can help con-
tain rising drug costs, better ensure that we pay for clinical value in the
system—rather than whatever price drug manufacturers believe they can
extract—and better ensure availability of important drugs for the patients
who need them.

—Aaron S. Kesselheim is a professor of medicine at Harvard Medical
School Program and the Director of the Program On Regulation, Therapeu-
tics, And Law, or PORTAL, in the Division of Pharmacoepidemiology and
Pharmacoeconomics in the Department of Medicine at Brigham and Wom-
en’s Hospital. His research is supported by Arnold Ventures, with additional
support from the Engelberg Foundation and the Harvard-MIT Center for
Regulatory Science.
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LABOR

Most breadwinners in the United States support themselves and their families through
their work in the labor market, so increasing income inequality is a pre-eminent concern
for the economic well-being of all U.S. workers. The Washington Center for Equitable
Growth supports research to better understand the causes of wage stagnation and how
policies can foster the structural transformation of the U.S. labor market so that workers

can share in the gains of economic growth.

We are especially proud of the work Equitable Growth is engaged in examining monopsony
(lack of competition for workers among individual employers) and overall bargaining pow-
er in the labor market. We also continue to seed cutting-edge research that is revolutioniz-
ing how academics and policymakers alike think about the structural and dynamic forces in

the USS. labor market that determine how wages are set and by whom.

The political appetite for strengthening the power of workers and corralling the current
market power of firms is growing. A number of 2020 presidential candidates are proposing
comprehensive labor policy reforms, while states and municipalities continue to lead the
way on bold policies that improve wages and the security of workers along the income
spectrum. This election year also figures to be a major turning point for active policies
to boost wages, as the U.S. economy is more than 10 years into the recovery from the
Great Recession. Unemployment rates are historically low, and there is evidence of a tight
labor market, yet too many workers still lack access to good jobs and face lackluster wage
growth in the absence of bargaining power to ensure they will be paid commensurate with

the value they create in the economy.

These drags on U.S. workers” employment and career opportunities and long-term earnings
potential are even more persistent because of racialized and gendered labor market bar-
riers that workers face, resulting in persistent intersectional wage gaps. These conditions
today call for bold policies that can alter how the labor market functions in a way that en-

sures growth is broadly shared. The following essays demonstrate the breadth and strength

of scholarship in this area and the possible solutions that can flow from that research.

—Kate Bahn, Washington Center for Equitable Growth
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Wage and employment
implications of U.S. labor
market monopsony and
possible policy solutions

By Sydnee Caldwell, University of California, Berkeley, and
Suresh Naidu, Columbia University

Overview

When a firm cuts wages by 5 percent, how many workers will quit in the
next year? If the labor market works the same way as the market for chairs,
then virtually all of the workers should leave for other firms. This is because,
in a perfectly competitive market, there will always be another firm that

is willing to pay the worker the value of what she produces. But ask any
human resources manager or any worker, and they will tell you that it is
extremely unlikely that all the workers would leave their jobs.

Recent economic research is able to quantify this: Between 10 percent and
20 percent of workers will quit. New estimates of this number—known as
the elasticity of a firm’s labor supply—which rely on administrative data or
innovative experiments, are arriving all the time.’

Economists have a word for this phenomenon: monopsony power. While
literal monopsony power in the sense of a labor market with one employer
is rare, the modern model of monopsony applies to markets where there
are still many firms. The fundamental reason employers have this power is
that jobs are complex transactions where the preferences of both work-

ers and firms over job characteristics and performance are important and
idiosyncratic. Because job shopping is rare and sporadic, workers don’t have
many tools with which to figure out how much they will value a particular
job before they take it.
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A modern job in the United States is integrated in a constellation of relation-
ships among co-workers and managers. Many workers possess skills that

are specialized for particular employers and particular tasks. They also have
preferences about their work environment. They may need to have a short
enough commute. They may enjoy working with certain people. And they may
have strong preferences about the communities in which they live.

Furthermore, searching for a job in the labor market takes time and energy.
All potential job offers are not immediately observable by all workers who
might accept them. Both of these facts mean that employees will only slow-
ly respond to wage changes at their jobs. They may poke around the web
for new job listings or they may ask their friends or former colleagues about
possible job opportunities. None of this happens quickly, however, giving
firms monopsony power over their workforces.

Monopsony power hinders wage growth for workers, which, in turn, slows
consumer demand and reduces overall savings in the U.S. economy. This
slows U.S. economic growth over the long term. Understanding the influ-
ence of monopsony power on the U.S. labor market is important because it
helps make sense of why, from the point of view of employers, labor is of-
ten scarce. This perception often leads employers to demand policies that
increase the supply of properly skilled workers, be they training programs,
education, or increased migration. Some of the perceived “skills gap” may
simply be because employers can’t find skilled workers at a wage they are
willing to pay.

Fortunately, there are a number of policy actions that can be taken that are
effectively “free lunches,” in the sense that there may be room for policy-
makers to increase wages without reducing employment. Other basic labor
market institutions, such as unions, wage mandates, and mandated benefits
may also improve workers’ welfare.

In this essay, we review the evidence for firms’ monopsony power in the
U.S. labor market and explain what this means for wage growth and wage in-
equality. We then explain why, in a labor market where monopsony power is
ubiquitous, policies that restrain firms” wage-setting power and policies that
bring workers to the bargaining table will stimulate wage growth without
costing jobs. Furthermore, policies that encourage competition in the labor
market—such as restricting the use of noncompete or nonsolicit agree-
ments—are likely to help workers throughout the wage distribution.

All of these outcomes, we argue, could help ameliorate income inequality in the
United States and generate more broad-based and sustained economic growth.
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Key Takeaways

THE EVIDENCE
Monopsony power in the U.S. labor market—the power of firms to set
wages below what a competitive market would deliver—hinders wage
growth for workers, which slows consumer demand, reduces overall
savings, and slows economic growth over the long term.

Understanding the influence of monopsony power is important because
when labor is scarce, it often leads employers to call for public policies
that increase the supply of properly skilled workers, yet some of the
perceived “skills gap” may simply be because employers can’t find skilled
workers at a wage they are willing to pay.

THE SOLUTIONS
Policies that restrain firms’ wage-setting power and strengthen workers’
bargaining position will stimulate wage growth without costing jobs.

And policies that encourage competition in the labor market—such as
restricting the use of noncompete or nonsolicit agreements—are likely to
help workers, help ameliorate U.S. income inequality, and generate more
broad-based and sustained economic growth.

Economic evidence for U.S. labor
market monopsony

The academic literature on monopsony—and the term itself—-date back to
1933, when Joan Robinson published The Economics of Imperfect Competi-
tion.> Mainstream mid-20th century U.S. labor economists were enthusiastic
proponents of the view that laissez-faire labor markets were characterized
by monopsony.2 Sometime in the late 20th century, however, this viewpoint
fell out of favor, and economists started to emphasize models where wages
were determined primarily by the value of an individual worker’s skill.

In recent years, research using new matched employer-employee data, which
allows researchers to track workers’ careers across employers, casts doubt on
the idea that workers’ wages are only determined by their individual skills. Pi-
oneering recent research asked a simple question: Do workers’ wages depend
not only on their skills but also on the identity of the firms they work at?
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One answer comes courtesy of graphs such as the one below, produced
using Oregon unemployment records. Figure 1 shows that the wage gains
experienced by Oregonian workers who transition from the firms paying the
lowest overall wages (by quartile) to those in the highest quartile of wage
payers is strongly positive and is similar to the wage decreases experienced
by their counterparts who transition the other way. Figure 1 also shows that
while workers do transition to higher-wage jobs more than to lower-wage
jobs (as measured by the thickness of the line), there are almost as many
transitions from high-wage firms to low-wage ones. (See Figure 1.)

FIGURE 1

Wage changes depend on the pay policies of origin and destination firms

Wage changes for individuals who move between high- and low-wage firms by initial
and ending firm quartile
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Source: lhssan Bassier, Arindrajit Dube, and
Suresh Naidu, “Monopsony in Movers” (Santa
Fe Institute, forthcoming), to be available at
http;//tuvalu.santafe.edu/~snaiduy.

This would not be true if workers” wages depended only on their skill levels.
In that case, workers’ wages would not depend on the identity of their
employers. This empirical research shows that firms played an independent
and significant role in determining wages. In short, the outdated “law of one
price” for an individual worker is, at best, a suggestion in the labor market.

Of course, there are a variety of reasons workers at different firms may be
paid different wages. There could be differences in how productive work-
ers are at different firms or differences in working conditions. The cleanest
test for the presence of firms’ monopsony power involves experimentally
manipulating wages and seeing how much turnover among employees
changes. What monopsony models predict is that the separations response
to randomized wages is low, as it is for new recruits. That means that only
some of the workers leave, and that the firm is still able to recruit new
workers, though fewer of them.


http://tuvalu.santafe.edu/~snaidu/
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The recent availability of administrative data from firms and labor market
platforms, such as Amazon Mechanical Turk and Burning Glass, have made
it possible to examine contexts where wages can be experimentally manip-
ulated in “real world” labor markets. One of these studies comes from the
type of labor market that would seem to be the least likely to be plagued

by monopsony power: an online labor market with thousands of workers
and thousands of easy-to-find employers. Economist Arindrajit Dube at the
University of Massachusetts Amherst and his co-authors conducted a series
of experiments on Amazon Mechanical Turk, where they asked workers
who had already completed a simple task if they would like to complete a
given number of additional tasks at a specific rate.> The take-up of this offer
across workers with different, randomly assigned wage offers allowed the
researchers to estimate the amount of wage-setting market power held by
employers posting on the platform.

The researchers found that, even in this setting, there were sufficient fric-
tions—economic parlance for the difficulty workers face in searching for
jobs—such that a 10 percent increase in the offer increased take-up by only
1 percent, on average. This means that because workers aren’t able to easily
match into the best possible job option, they end up accepting lower wage
offers than would be predicted in a competitive market.

Another popular research strategy to identify firms’ monopsony power
focuses on documenting the extent of concentration in the labor market
and then examining the impact of this concentration on wages.® Intuitively,
more concentrated markets are those in which there are fewer employers
competing for workers.” The two federal antitrust agencies, the Federal
Trade Commission and the Antitrust Division of the U.S. Department of
Justice, have long used the Herfindahl-Hirschman Index, or HHI, a measure
of concentration in product markets when evaluating the impacts of poten-
tial mergers. Finance professor Efraim Benmelech at the Kellogg School of
Management at Northwestern University and his co-authors use adminis-
trative data from the U.S. Census Bureau to calculate the level of concentra-
tion of each labor market in the United States. The researchers find an HHI
level of 2,300.8

This research shows that firms, at the very least, enjoy moderately concen-
trated labor markets for their employees. The main antitrust agencies in
the United States classify product markets as concentrated if the HHI level
is more than 1,500; the cutoff for a market to be considered highly con-
centrated is 2,500. By this metric, many labor markets in the United States
are moderately concentrated. Researchers also uniformly find a negative
correlation between concentration and wages, meaning that wages are, on
average, lower in more concentrated markets.’
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Mergers in more concentrated product markets typically face more govern-
ment scrutiny. New research by labor market economists question whether
mergers in more concentrated labor markets should also face antitrust
scrutiny. While some economists have found that the average merger has
no impact on wages, more careful research—such as by Elena Prager at
Northwestern University and Matt Schmitt at the University of California,
Los Angeles—finds that mergers greatly reduced wages for workers with
healthcare industry-specific skills, who have fewer outside options than
workers with more general skills.” That is, hospital mergers reduced wages
for workers in more concentrated markets.

In some cases, reducing wages may even be an explicit goal of the merg-
ing firms. Recent research conducted in Denmark finds that firms there
target high-wage firms for acquisition, then, after the acquisition, they
fire the managers and lower workers’ wages." As we discuss in the final
section of this chapter, scrutinizing mergers for impacts on labor market
outcomes is well within the orbit of current U.S. antitrust legal doctrine
and enforcement capacity.

Implications of monopsony in the U.S. labor
market for wages and wage inequality

Firms with monopsony power set pay policies, taking into account that if
they want to hire more workers, they have to pay higher wages. This leads
to workers earning less than they produce, as well as to higher unemploy-
ment. The unemployment created by firms” monopsony power is not a
result of market power, per se, but rather firms’ inability to perfectly pay
each worker the minimum amount required to get that worker to become
an employee at the firm.

Because employers cannot observe each worker’s reservation wage—the
minimum the firm would have to pay to get the worker to accept the job—
employers pay relatively uniform wages to their employees. So, even a small
degree of monopsony power—a labor supply elasticity of around 4 (mean-
ing 40 percent of the workers leave if the firm cuts wages by 10 percent)—
would imply that workers take home only about 80 percent of what they
produce, with the rest accruing as profits for their employers.

These pure monopsony profits can raise the measured capital share of
income, which, in the national accounts, combines pure economic prof-
its with the returns to productive capital, as well as the wealth-to-income
ratio and the ratio of market-to-book values of firms. The increase in all
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these measures are part of the so-called Piketty facts, named after the Paris
School of Economics professor Thomas Piketty, the author of the best-sell-
ing Capital in the 21st Century.” These facts point to the increasing impor-
tance of wealth in the economy, and a monopsonistic lens suggests that
some of this rise may be due to the erosion of policies that mitigated the
use of monopsony power.

And because capital income is more concentrated than labor income, these
pure monopsony profits would likely increase overall income inequality as
well. Yet the inequality induced by these additional profits could be offset
somewhat by some high-income workers facing potentially quite high de-
grees of monopsony power (think software engineers, whose high levels of
pay shouldn’t obscure the fact that they work for employers who have con-
siderable market power due to concentration and anticompetitive conduct
such as no-poaching agreements).

Lowering monopsony power may, in fact, raise wages for some already
high-paid occupations. In the United Arab Emirates, for example, research
by one of the co-authors of this essay, Suresh Naidu, and the co-authors
of that paper find that weakening monopsony power raised wages the
most both at the bottom and at the top of the wage distribution.”® While
the overall effect of monopsony on income inequality is an open question,
there are reasons to suspect monopsony is, on net, disequalizing.

Firms’ monopsony power also can contribute to racial and gender wage
gaps. In fact, the original use of monopsony, first put forward by the famous
20th century economist Joan Robinson, was to explain why equally produc-
tive workers might earn different wages. In her formulation, monopsony
power might lead to a gender wage gap, as employers could use “female” as
a tag for less elastic labor supply, identifying workers who are less willing (or
able) to leave their current jobs for better opportunities elsewhere. They
could then exploit this fact to pay these workers lower wages.

There are at least three reasons women and minorities may be less elastic
and thus earn lower wages. First, as in the original Robinson formulation,
women, particularly married women, may face geographic constraints on
their job search that men do not face. For instance, women may need to
work close to their homes if childcare is not widely accessible.

Second, the presence of discriminatory employers in the U.S. labor market
can lead to a wage gap—even at the firms that do not discriminate. This

is because the presence of discriminatory employers affects the wages of
nondiscriminatory employers, worsening the overall labor market for some
individuals more than others.
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Third, some groups of workers, including women and minorities, may have
less access to information about new openings than their nonminority male
colleagues, making the market effectively less competitive for them. This may
contribute to gender and racial wage gaps. A commonly cited statistic is that
half of all jobs in the United States are found through informal contacts or
social networks, which are themselves segregated and unequally distributed.”

Then, there’s the rising practice among companies that use or sell software,
which these firms claim can accurately predict which workers are likely to
leave, as well as when and at what wage. An important open question today
is whether modern human resource analytics, by predicting turnover and
retention and producing recommended wage policies based on the data of
many firms, facilitates employer collusion on wages or wage discrimination.

If firms use these predictions to target wage increases or bonuses—and do
not train their algorithms to be gender- and race-blind—then this may lead
to a wage gap over time. Yet software tools that make competing offers
increasingly visible to workers may prove to play some role in mitigating
monopsony. The interaction of technological change and labor market
monopsony is clearly an area that needs further research.

Public policy implications of monopsony
in the U.S. labor market

There are several ways policymakers can address the potential negative
consequences of firms’ market power on wages and employment in the U.S.
labor market. First, antitrust regulation could be updated to more compre-
hensively and explicitly cover labor market monopsony.® This means both
considering potential labor market harms when evaluating mergers and ac-
quisitions, and increasing the amount of funding available to the two federal
antitrust agencies to investigate anticompetitive practices, including wage
fixing or no-poaching agreements.”

Even in the absence of antitrust action, policies that encourage firms to
compete more aggressively for workers, such as restrictions on the use of
noncompete clauses or nonsolicit agreements, may be effective at helping
workers throughout the wage distribution. Using data from the U.S. Census
Bureau, researchers find that increased enforceability of noncompete clauses
across states in the United States led to lower wage growth and decreased
job-to-job mobility.”® Using discontinuities in laws at state borders, these
researchers further showed that the enforceability of noncompetes had
spillover effects on workers who were not directly affected. These results
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highlight why noncompete clauses and nonsolicit agreements reduce work-
ers’ wages both by reducing workers’ ability to take advantage of new oppor-
tunities and by reducing their ability to renegotiate their wages on the job.

A classic intervention in the presence of monopsony power is the minimum
wage. By restraining firms’ wage-setting ability at the lower end of the U.S.
labor market, policymakers can increase wages for the lowest-paid workers
and stimulate higher wages for those just above them on the wage ladder.
What’s more, modest increases in the minimum wage can lead to gains in
both wages and employment.

The reason increases in the minimum wage may increase employment is
that, in the absence of a minimum wage, firms with market power have

to trade off the benefit of hiring more workers against the cost of raising
wages for all workers (not just the additional worker). A minimum wage
removes this trade-off for many firms. Prior empirical research documents
that increases in the minimum wage increased employment in the most
concentrated labor markets.” These include areas of the country where
there are few firms hiring stock clerks, cashiers, or other retail sales work-
ers. In Germany, the minimum wage has also been shown to reallocate labor
from low-productivity to high-productivity employers.>

Of course, changes in the minimum wage only benefit low-wage workers.
But if firms’ monopsony power is pervasive even for mid- to high-wage
workers, then tools such as unions or wage boards—which can raise wag-
es for workers further up in the wage distribution—may also have quite
limited disemployment effects. A few states, including New York and New
Jersey, already have wage boards, whose power could be strengthened.
These institutions could be copied in other states.

Finally, in the presence of monopsony power, policies that nominally target
large individual firms, including public-sector employers, may have econ-
omywide effects. A classic paper by economists Douglas Staiger at Dart-
mouth College, Joanne Spetz at the University of California, San Francisco,
and Ciaram Phibbs at Stanford University showed that increases in wages at
government-funded Veterans Administration hospitals led to wage increases
at nearby hospitals due to labor market competition.” One way to partially
reconcile the interests of small businesses and workers may be to target wage
increases to large employers (including the government), and rely on labor
market competition to transmit those increases to smaller employers.
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Conclusion

Labor market monopsony in the United States means that firms pay work-
ers much less than the value of what their workers produce. Policymakers
can hope to stimulate wage growth both by promoting competition in the
labor market and by placing constraints on firms’ wage-setting capabilities.
In doing so, policymakers also can help tackle rising U.S. income inequality
and set the table for more sustainable, broad-based economic growth.

—Sydnee Caldwell in 2020 will be an assistant professor of business admin-
istration at the University of California, Berkeley’s Haas School of Business and
an assistant professor of economics at UC Berkeley. Suresh Naidu is a profes-
sor of economics and international and public affairs at Columbia University.
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Aligning U.S. labor law with
worker preferences for labor
representation

By Alexander Hertel-Fernandez, Columbia University

Overview

Just 6 percent of private-sector workers belong to a union in the United
States, down from a peak of nearly a third in the early 1950s." Yet this steep
decline in membership does not reflect a lack of worker demand for unions.
If anything, workers’ interest in joining unions has increased over this peri-
od. In 2017, nearly half of all nonunion workers expressed interest in joining
a union if one were available at their jobs.2 U.S. laws governing labor organiz-
ing and collective bargaining clearly do not reflect what most workers want.

Indeed, workers across the country are strongly supportive of some as-
pects of traditional unions, especially collective bargaining. They also value
features of labor organizations that are either prohibited by existing fed-
eral and state labor laws or are not widely available, such as industry- or
statewide collective bargaining and union-administered portable health and
retirement benefits. These kinds of worker preferences for labor union rep-
resentation have been suppressed in the United States for most of the 2oth
century up to today.

In this essay, | briefly examine the ossification of U.S. labor law over this
time period, alongside the steady decline in union membership since the
early 1960s. | then summarize new academic research that probes workers’
preferences for labor representation and organization that could inform re-
forms to federal labor law: | conclude by describing a range of possible fed-
eral legislation that could help bring labor law in line with the preferences
espoused by majorities of U.S. workers—reforms that give workers greater
access to representation and voice, broaden access to collective bargaining
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rights, build the provision of social benefits and training into unionization,
and expand the scope of collective bargaining.

Key Takeaways

THE EVIDENCE

Steeply declining U.S. union membership does not reflect a lack of worker
demand for unions, with nearly half of all nonunion workers expressing
interest in joining a union.

U.S. workers value industrywide or statewide collective bargaining and
union-administered portable health and retirement benefits that are
largely prohibited by federal and state labor laws.

THE SOLUTIONS

U.S. labor law should include these preferences, giving workers broader
access to collective bargaining rights, new provisions for social benefits
and training, and expanded collective bargaining, so that labor market
outcomes powered by vibrant unions boost broadly shared prosperity and
economic growth.

The ossification of U.S. labor law—
and its heavy toll

Several trends are immediately apparent in the rise and fall of private-sector
union membership in the U.S. labor force from 1920 to present day. First,
membership remained relatively low until the mid-1930s. Amid the Great
Depression, President Franklin Delano Roosevelt signed into law a sweeping
bill intended to provide a comprehensive federal right for private-sector
workers to organize unions and collectively bargain with their employers.
Coupled with a later surge in wartime manufacturing, the National Labor
Relations Act of 1935 boosted union membership to around a third of the
private-sector workforce.

Yet, as important as the National Labor Relations Act was for the U.S. labor
movement, the law still imposed substantial limits on union growth.+ It
excluded large portions of workers from its reach, including the dispropor-
tionately nonwhite agricultural and domestic-workers labor force, as well
as public-sector employees and any worker with supervisory or managerial



Washington Center for Equitable Growth | equitablegrowth.org

duties, however limited. The law and subsequent amendments and court
cases also sharply curbed union rights to picket, boycott, and strike against
recalcitrant employers, thus weakening workers’ most important economic
leverage. What’s more, penalties for employers who violated workers’ rights
during union drives have remained low and poorly enforced, creating strong
incentives for businesses to flout federal law.s

Most crucially, the law established a firm-based model of organizing and
bargaining—as opposed to one where workers in an entire industry or
region could bargain with broad swaths of employers. Firm-based bargain-
ing may have worked well in an economy dominated by massive factories
employing tens of thousands of workers. But today, when many employers
contract or franchise out most of their workers, it makes unionization virtu-
ally impossible in many sectors. (See Figure 1.)

The rise and fall of private-sector unions in the United States
Union membership as a percent of the U.S. private-sector workforce, 1920-2018
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These cracks in federal labor law—alongside the increasing brazenness of
employers in opposing union drives—greatly contributed to the sharp de-
cline in union membership since the 1960s and 1970s. Today, union mem-
bership in the private sector is now lower than it was before the passage of
the National Labor Relations Act—and the fall in membership has exacted

a significant toll on U.S. workers and the economy as a whole. Decades of
research demonstrates that unions boost both unionized and nonunionized
workers’ wages and benefits.” Stronger unions also compress top-end pay,
contributing to lower levels of income inequality.® Aside from their effects
on pay, unions give workers greater voice in the workplace, and this leads to
safer and more equitable working conditions.®

46

FIGURE 1

Firm-based bargaining
may have worked well in
an economy dominated
by massive factories
employing tens of
thousands of workers.
But today, when many
employers contract or
franchise out most of
their workers, it makes
unionization virtually
impossible in many
sectors.

Source: Barry Eidlin, Labor and the Class Idea

in the United States and Canada [New York:
Cambridge University Press, 2018], Appendix A.
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Unions are important outside of the workplace, too. Stronger unions foster
civic skills and political participation among workers and then channel that
mobilization into representing the interests of low- and middle-income
workers and their families.> A number of studies indicate that econom-

ic policies are more aligned with the preferences of less-affluent citizens
where union membership is higher."

What workers want from labor representation

U.S. workers have not been clamoring for the demise of the labor move-
ment. If anything, support for unions has actually increased over the past
five decades. About a third of nonunion workers said that they would join

a union if they could in 1977 and again in 1995, and this proportion grew to
nearly half of all nonunion employees in a 2017 poll.? Looking more broadly,
more than 60 percent of workers in 2018 said that they approved of unions,
compared to only 30 percent who disapproved.s

While these results indicate strong worker support for unions, they do not
say much about the specific representation that workers would want from
labor organizations. To answer that question, | have been working with
Thomas Kochan and William Kimball at the Massachusetts Institute of Tech-
nology’s Sloan School of Management to understand how workers think
about workplace representation and the kinds of labor law reforms that
would best match workers’ preferences. To that end, we have conducted
large-scale, nationally representative surveys of workers, asking respondents
to indicate how likely they would be to join and financially support various
labor organizations. We varied how these organizations were structured,
which permitted us to identify how much respondents valued individual
characteristics of unions.

The characteristics we described in the survey included some common
features of traditional U.S. unions, but also features of new organizations
operating outside of conventional labor law (sometimes called “alt-labor”
groups) and components of unions from other countries currently absent
from the United States.

Which features of labor organizations were most—and least—important to
workers? The most important features of hypothetical labor organizations
to workers as they were considering whether they would join an organiza-
tion include the following 12 characteristics in Figure 2. The presence of all
of these features made workers more likely to say that they would join and
support a labor organization. But some of these characteristics were clearly
more popular than others. (See Figure 2.)
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Characteristics that boost willingness to join a labor organization

Each bar represents the added boost in the likelihood that a worker would join an organization
if a particular feature were present.
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FIGURE 2

The presence of all of
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Several broad conclusions emerge from our findings. First, some features
of traditional unions are still very popular with workers, especially collec-
tive bargaining at the firm or establishment level. But workers also voiced
considerable enthusiasm for other potential features of labor organiza-
tions that are uncommon or even barred under current U.S. workplace law.
Workers found the idea of sectoral or regional bargaining—much more
common in Western Europe than in the United States—about as appealing
as traditional collective bargaining. Expanding the scope of labor bargaining
beyond the individual shop floor to whole industries or states would go far
in rebuilding labor power in the United States, giving unions the opportunity
to match the national scale of capital.

Another set of features that workers found very appealing involved porta-
ble social benefits administered through unions. Workers were substantially
more likely to say they wanted to join unions that offered health insurance,
retirement benefits, jobless benefits, and training and job search help that
they could take with them from job to job. While some unions in the United
States offer all those services, most do not. The provision of social benefits
and training programs through unions could be an effective way for unions
to attract new members, engage existing members more deeply, and raise
revenue independent of member dues.

Initiative at MIT Sloan, 2019].
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In fact, research indicates that the Nordic countries have managed to retain
very high rates of union membership precisely because labor organiza-
tions in those countries are responsible for administering unemployment
insurance and retraining programs.* Similar findings from research | have
conducted with public-sector unions in the United States also bolster this
conclusion—providing highly valued benefits, such as training and profes-
sional development, to union members can foster increases in union inter-
est and participation.s

The final bundle of attributes that attracted worker interest related to great-
er input in management decisions at the shop-floor level (determining how
workers do their day-to-day jobs) and at the firmwide level (determining
how businesses structure their operations). Unions in the United States have
frequently shied away from these activities, even where they are legal.* Our
results buttress the idea that workers would be supportive of unions that did
much more to gain voice on workplace issues, both small and large alike.

National reforms for building greater worker
representation and voice

In all, our findings reveal a substantial gap between the labor organizations
that workers say that they want and the representation they actually receive
in the workplace. Not only do most workers who say they want traditional
unions fail to receive any union representation at all, but current labor law
also bars unions from offering many of the benefits and services that work-
ers say they most value.

New federal legislation offers the most promise in overhauling labor law
in the United States. There are several areas where policymakers ought to
pursue change. Here are four proposals.

Giving workers greater access to representation and voice

At a basic level, Congress ought to make it easier for workers to form and join
traditional unions. This means expediting union elections, giving union organiz-
ers greater rights to communicate with workers and share information about
unions, and, above all, ensuring that employers have strong incentives not to
violate existing worker protections. It also means strengthening workers’ rights
to strike, boycott, and picket employers—without these tools, workers are out-
matched against the economic and political strength of business.
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More ambitiously, Congress might consider requiring regular union elec-
tions across all workplaces. Polling | have conducted indicates that only
about 1in 10 nonunion workers say they would know how to form a union
at their job if they wanted to.” Automatic, regularly scheduled union elec-
tions would thus go far in granting workers the functional right to form a
union, regardless of whether there are union organizers at a worksite or if
union leaders deem a workplace a strategic target.”® In a similar vein, Con-
gress could mandate that all employers permit some minimal level of work-
er representation and voice—perhaps through joint management-worker
committees—that could turn into, or complement, full-blown unions with
collective bargaining rights if workers expressed sufficient interest.

Broadening access to collective bargaining rights

Given the importance of collective bargaining to U.S. workers, Congress ought
to close the exclusions that exist in the National Labor Relations Act—specif-
ically those that shut out many disproportionately minority workers from the
benefits of such bargaining. All domestic workers and agricultural and pub-
lic-sector employees should have the right to bargain with their employers, as
should workers who are low-level or intermediate supervisors or managers.

Congress also should ensure that employers cannot simply turn workers into
independent contractors to avoid unionization drives. Independent contrac-
tors and other self-employed individuals working for businesses that exercise
substantial control over working conditions and pay should be permitted to
organize and bargain with employers, just like conventional employees. Simi-
larly, labor law should permit bargaining between workers and their immedi-
ate employers, as well as other businesses with substantial control over work-
ing conditions, as in franchise and contracting relationships. And Congress
should ensure that employers bargain in good faith with newly recognized
unions, rather than dragging out negotiations to end union drives.

Building the provision of social benefits and
training into unions

Congress might create more opportunities for unions to provide the sort
of social benefits and training opportunities that workers indicated they
value very highly in my research. Unions are currently limited in their ability
to offer health insurance and retirement plans as benefits in the organizing
process, but they should be permitted to do so.

Congress also ought to free unions up to offer portable health and retire-
ment plans to workers across entire industries. Union-administered plans
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could compete with employers and other private alternatives, raise nondues
revenue for the union, and generate stronger incentives for workers to en-
roll as dues-paying members. Unions should have the legal right to manage
these funds independently of employers—something they cannot do under
current law.»

One especially promising approach to labor-administered social benefits
is for Congress to permit states to run unemployment insurance benefits
through unions, as is common in Northern European countries. Not only
would union-run jobless funds give workers good reasons to join unions,
but they could also be paired with high-quality training and job skills pro-
grams tailored to the needs of specific sectors and employers.

Expanding the scope of collective bargaining

On the most sweeping level, Congress could move the National Labor
Relations Act beyond the traditional, firm-based model for organizing and
bargaining by giving unions greater scope for representing workers across
entire sectors or regions. While there are a number of different models that
Congress might pursue, at a minimum lawmakers should set ground rules
about how union and employer representatives would be defined and the
rights and responsibilities of union, employer, and government representa-
tives in bargaining and contract administration and enforcement.=

At the same time, moves toward broader levels of collective bargaining need
to be accompanied by greater voice for workers at the shop-floor level.
Accordingly, Congress might consider expanding the reach of unions to help
address workers’ grievances in their day-to-day jobs. That could mean, for
instance, combining sectoral or regional bargaining with mandatory worker
committees as described above. Those committees could deal with shop-
floor grievances and firm-specific contract negotiations, while sectoral or
regional labor representatives negotiate broader wage and benefit standards.

Conclusion

As these reforms suggest, there is enormous scope for improving the
representation and voice that workers possess on their jobs. Moving for-
ward on these priorities will not only help better align labor law with worker
preferences but also help to accomplish many of the other goals described
in this set of policy essays. A reinvigorated U.S. labor movement holds the
promise of directly boosting stagnant pay and benefits for workers, improv-
ing working conditions and safety, closing yawning gaps in compensation
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between business executives and the workers they employ, and curbing
abuses of employer power in the U.S. labor market. More broadly, history
suggests that policies aimed at broadly shared prosperity and growth are
only possible when supported by vibrant unions.? For all these reasons, an
overhaul of U.S. labor law ought to be a top—and early priority—for the

Congress and the president in 2021.

—Alexander Hertel-Fernandez is an assistant professor of international
and public affairs at Columbia University.
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International trade policy that
works for U.S. workers

By Kimberly A. Clausing, Reed College

Overview

International trade comes with many benefits for Americans. It lowers the
cost and increases the variety of our consumer purchases. It benefits work-
ers who make exports, as well as those who rely on imports as key inputs in
their work. It helps fuel innovation, competition, and economic growth. And
it helps strengthen international partnerships that are crucial for addressing
global policy problems.

Yet trade also poses risks. Because the United States is a country with large
amounts of capital and a highly educated workforce, we tend to specialize
in products that use those key resources intensively. That’s why we export
complex products such as software, airplanes, and Hollywood movies. Yet
we import products that reduce demand for our less-educated labor be-
cause countries with lower wages are able to make labor-intensive products
more competitively.

As a consequence, international trade has harmed many U.S. workers by
lowering demand for their labor. Studies find that increased imports, par-
ticularly those from China during the early 2000s, displaced more than 1
million U.S. workers.! There is no evidence that particular trade agreements,
such as the North American Free Trade Agreement, or NAFTA, created any-
where near so much displacement, yet many U.S. workers are also skeptical
of trade agreements, which they associate with poor labor market out-
comes in the U.S. economy over prior decades.?

Indeed, since 1980, the U.S. economy has delivered a poor performance
for U.S. workers. While Gross Domestic Product growth has been strong,
median household incomes have been relatively stagnant. Income growth in
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the bottom parts of the income distribution has fallen short of expectations
just as income growth at the top has soared: Yet, as disappointing as these
outcomes are, the evidence indicates that factors beyond trade are driv-
ing most of these outcomes.# Such factors include dramatic technological
changes, the increased market power of companies, and important tax and
regulatory policy changes.

This essay first examines why blaming our trading partners and our trade
agreements for disappointing labor outcomes carries two essential risks—
it harms the very workers we are trying to help, as our recent experience
with trade wars shows, and it distracts us from far more effective solutions
to workers’ woes. | then discuss effective solutions that should be at the
heart of U.S. international trade policy, among them expanding the Earned
Income Tax Credit, implementing wage insurance, and strengthening and
modernizing corporate taxation, alongside recommendations for improve-
ments in international trade agreements. International trade works best
when it works for everyone, and policymakers have the tools at their dis-
posal to make that happen.

Key Takeaways

THE EVIDENCE
International trade lowers the cost and increases the variety of U.S.
consumer purchases, benefits U.S. workers who make exports and those
who rely on imports as key inputs, and helps fuel innovation, competition,
and economic growth.

International trade poses risks to less-educated workers since imports
reduce demand for their labor, yet other factors, including enormous
technological changes, the increased market power of companies, and
important economic policy changes, also play key roles in the slow wage
growth of many U.S. workers.

THE SOLUTIONS
To help U.S. workers, expand the Earned Income Tax Credit, implement
broader wage insurance programs, combat global tax avoidance, and craft
improved trade agreements to better balance social goals.
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What not to do: Regressive responses
to trade challenges

Unfortunately, U.S. international trade policy has taken a serious turn for
the worse over the past 3 years. Aiming to correct perceived injustices in
past trade agreements, the Trump administration has engaged in a series
of costly and ineffective trade conflicts, levying unusually high tariffs, and
issuing frequent disruptive threats.

U.S. workers have borne the cost of these trade wars in three important
ways. First, it is important to remember that tariffs are a tax, and, beyond
that, they are a regressive consumption tax.> Low- and middle-income fam-
ilies spend a higher share of their income on tariffs than do the rich, both
because they consume all or most of their income (and tariffs don’t burden
savings) and because they typically consume a higher share of the taxed
import goods. Indeed, concerns over economic inequality were a key rea-
son why reformers advocated for creating an income tax in the early 2oth
century, since tariffs fell too heavily on the poor.? Early evidence indicates
that the new Trump tariffs have already cost U.S. households hundreds of
dollars each year’

Second, both export workers and workers in industries reliant on imports

as part of their production process are harmed by the disruption of global
supply chains and export opportunities. Many countries facing new U.S. tariffs
have retaliated, risking the livelihoods of workers, from soybean farmers to
whiskey distillers. Disruptions to international supply chains have harmed U.S.
auto production, negatively impacting auto industry employment.® And the
chaos of constant tariff threats has introduced uncertainty and disruption
into business planning, hampering investment while also weakening U.S. alli-
ances and our ability to work with other countries in solving global problems.?

Third, and perhaps most importantly, all of the sound and fury surrounding
these trade conflicts has distracted voters and policymakers from far more
direct and productive ways to help workers. In fact, instead of using tax
policy to make workers more secure, the recent tax legislation, known as
the Tax Cuts and Jobs Act (passed in late 2017), increased worker insecurity.
While those at the top received large tax cuts, most workers received only
tiny tax cuts that disappear over time, leaving only greater government debt
and the promise of higher taxes or spending cuts down the road.”

Moreover, the Tax Cuts and Jobs Act weakened health insurance markets by
removing the mandate to purchase health insurance. This directly results in
higher health insurance premiums in the health insurance market. Indeed,
premium increases are likely to dwarf tax cuts for most families.”


https://voxeu.org/article/us-tariffs-are-arbitrary-and-regressive-tax
https://libertystreeteconomics.newyorkfed.org/2019/05/new-china-tariffs-increase-costs-to-us-households.html
https://www.npr.org/2019/05/11/722476220/soybean-farmer-loses-from-retaliatory-tariffs-with-no-bailout-funds-in-sight
https://www.npr.org/2019/05/11/722476220/soybean-farmer-loses-from-retaliatory-tariffs-with-no-bailout-funds-in-sight
https://www.freep.com/story/money/cars/general-motors/2019/05/31/trump-tariff-mexico-gm-immigrants/1299393001/
https://www.freep.com/story/money/cars/general-motors/2019/05/31/trump-tariff-mexico-gm-immigrants/1299393001/
https://www.nytimes.com/2019/03/26/us/politics/us-mexico-canada-metal-quotas.html
https://www.nytimes.com/2019/03/26/us/politics/us-mexico-canada-metal-quotas.html
https://www.wsj.com/articles/trumps-trade-levers-test-long-term-u-s-alliances-11559495186

Vision 2020: Evidence for a stronger economy 57

What does a progressive response to trade look
like? It supports labor.

There are far better ways to modernize economic policy to suit our glob-

al economy. The key is to ensure that all of the forces that buffet the U.S.
economy (whether trade, technological change, or others) ultimately result
in benefits for all U.S. workers.

How do we do that? Federal tax policy is our most effective tool. By taking
more in tax payments from those who have “won” due to trade, techno-
logical change, and other market changes, and giving more in tax rebates

to those who have “lost,” we can make sure that gains in GDP translate into
gains for typical workers. This can be done while also funding the important
fiscal priorities of the federal government.

Elsewhere, | have elaborated on the outlines of such substantial tax reform.”
Here, I will focus on two essential tools that go directly to worker problems:
the Earned Income Tax Credit and wage insurance. The EITC rewards work
and increases standards of living by generating negative tax rates for those
with low incomes. Presently, this credit is far more generous for a parent
with children than for a childless worker. At low incomes, the Earned In-
come Tax Credit turns every $10 of wages into $14 for a parent with two
children; credits can top $5,800 for such families. But credits for childless
workers are paltry, peaking at about $530. (In both cases, credits are phased
out at higher incomes.)

Since linking the Earned Income Tax Credit to children adds complexity and
compliance issues, one ideal reform would be to make the EITC more gen-
erous for all workers while simultaneously expanding refundable child tax
credits.® It is important to make such credits refundable since many work-
ers with lower incomes do not end up owing federal income tax, although
they all pay payroll taxes and many also pay substantial state and local taxes.

Wage insurance is a second important way to help workers. Wage insurance
targets those who have lost higher-paying jobs, helping workers cope with
the painful nature of economic transitions. Wage insurance currently exists
on a very small scale for some older trade-displaced workers, but it can be
expanded to reach workers regardless of their age or the source of job loss.

With wage insurance, the government would make up 50 percent of the dif-
ference between the wage received at the old job and the new, lower-pay-
ing job. So, if a worker earning $50,000 lost her job and had to instead take
a job (or multiple jobs) that paid $30,000, then the government would
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make up half of the difference. Of course, benefits could be capped and
time-limited, and some employment experience would be required in order
to qualify. Yet wage insurance would make economic disruption easier to
bear. Wage insurance also provides more income to communities that are
hit by geographically concentrated disruption due to trade, technological
change, domestic competition, or other factors.

Both programs support work and, because they are linked to work, they
have a far lower cost than universal support programs, allowing greater
generosity. These two policies focus on the key economic problem at hand:
It’s not that the U.S. economy doesn’t provide plentiful job opportunities,
it’s that existing jobs are too often poorly compensated. If recessions, dis-
ability, or child-rearing prevent employment, then those challenges can be
handled through programs that target those populations directly.

What does a progressive response to trade look
like? It modernizes taxation.

In order to finance wage insurance, an expanded Earned Income Tax Credit,
and the many important fiscal priorities of the federal government, we need
an efficient, fair, and administrable tax system. Unfortunately, the international
mobility of capital creates a conflict between the globalization of economic ac-
tivity and the revenue needs of the government. It is therefore paramount that
we modernize the tax system to ensure that it is suited to a global economy.

One key challenge is addressing the profit shifting of multinational companies.
Estimates indicate that the U.S. government was losing more than $100 billion
a year due to the profit shifting of multinational corporations before the Tax
Cuts and Jobs Act.* And while that law took some steps to reduce profit
shifting, it took other steps that made profit shifting worse by offering U.S.
companies a territorial tax system that exempts much of their foreign income
from U.S. taxation and by taxing other foreign income at a reduced rate.”

The new tax law also directly encourages the offshoring of U.S. physical assets
by U.S. multinational companies because foreign income in low-taxed countries
is more lightly taxed when companies have more assets offshore. Early evi-
dence shows that U.S. multinational companies receiving large tax breaks under
the law have responded to such incentives by increasing foreign investment.®

Improving the collection of the corporate tax is an important step toward a
better tax system. The corporate tax is an essential part of taxing capital since
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the vast majority of U.S. equity income goes untaxed at an individual level by
the U.S. government, as it is held in tax-exempt accounts or by individuals or
institutions that are exempt from U.S. tax.” Capital is becoming a larger share
of national income, and taxing capital is an integral part of a fair tax system.
This is because capital income is more concentrated than labor income, and
capital income is often the result of “rents” that stem from market power or
from reaping the gains of global markets and technological change.

Fortunately, there are simple ways to modernize the U.S. corporate tax. One
step that could be taken nearly immediately is to strengthen the minimum
taxes that are part of the Tax Cuts and Jobs Act, while also raising the
corporate tax rate.” In the medium run, it would be useful to rethink our
entire system of international taxation in a way that makes it less vulnerable
to profit shifting. A system of formulary apportionment is promising in this
regard, and it is already being considered by other countries and as a model
for digital taxation.”

The latter proposal works best within a context of international coopera-
tion. Modernizing international trade agreements could provide an excellent
forum for such coordination.

What does a progressive response to trade look
like? Better trade agreements.

Our multilateral trading system was built over the seven decades since
World War I, and it serves an essential function—implementing the rules
of the world trading system. The United States should restore our com-
mitment to the World Trade Organization, continuing multilateral efforts
to foster the free flow of trade, while at the same time reforming domestic
policies to ensure that the resulting prosperity is widely shared.

Preferential trade agreements such as the North American Free Trade
Agreement have often been vilified for prioritizing corporate interests over
those of workers.>® While there is little evidence that such agreements have
harmed workers, there is still substantial room to improve U.S. trade agree-
ments by better balancing corporate and social interests. So-called investor
state dispute settlement provisions and intellectual property provisions
should either be eliminated or substantially rethought because they unnec-
essarily prioritize corporate interests over larger social aims.”

In fact, trade agreements can be a useful tool for governments to constrain
corporate power. By combining trade liberalization with joint agreements
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on issues such as tax and regulatory competition, agreements can help
counter the negative consequences of capital mobility. When companies
threaten to relocate based on tax or regulatory considerations, govern-
ments often choose lower tax rates and looser regulations than would
otherwise be socially desirable.

Modern trade agreements can pair the “carrot” of open market access with
other socially desirable aims, such as combatting corporate tax avoidance
or tackling climate change. International trade agreements, for example,
could explicitly allow border adjustments to counter inadequate climate
policies among trading partners. Global externalities such as climate change
require global cooperation. International trade agreements provide a useful
forum to build trust and cooperation. In contrast, as we’ve seen lately, trade
wars breed distrust, making cooperation less attainable.

Conclusion

Even ideal international trade agreements will not address the increased

economic inequality and wage stagnation of the previous decades since

trade agreements had very little to do with these trends. Responding by

ramping up trade conflicts and erecting trade barriers only adds insult to
injury, harming U.S. workers instead of helping them.

To best help workers, we need to focus on policies that target their needs
most directly. An expanded Earned Income Tax Credit can put more of the
gains from trade (and other economic forces) in workers’ pockets, and
wage insurance can ease the pain of those who have lost jobs due to eco-
nomic disruption.

We also need to recognize that the global economy generates new policy
challenges. Tax rules need to be modernized to combat international tax
avoidance, and trade agreements also need to be modernized, both to put
workers at the center of the conversation and to better address global poli-
cy challenges such as tax competition and climate change.

—Kimberly Clausing is the Thormund A. Miller and Walter Mintz Professor
of Economics at Reed College.
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Rebuilding U.S. labor market
wage standards

By Arindrajit Dube, University of Massachusetts Amherst

Overview

Over the past 40 years, the United States has experienced a sustained rise
in wage and income inequality. This high level of inequality reflects both a

disconnect between average wages and productivity and between top and
bottom wages, with much of the growth in labor productivity accruing to

wages at the top of the distribution.

The results: a growing gap between median compensation and average pro-
ductivity and between the capital and labor shares of national income. While
net productivity grew by 72 percent between 1973 and 2014, median real com-
pensation grew only by 8 percent over that same period. (See Figure 1.)

Much of the gap between mean productivity and median compensation
arises from growing inequality in the labor market, which has risen steadily
over this period and especially since 1980. This is evident because mean
compensation grew by around 43 percent over this period, versus 9 percent
for the median. Further underscoring this dynamic, real wage growth for
those at the goth percentile of income was more than 35 percent between
1973 and 2016, compared to 6 percent real wage growth for median income
earners and the bottom 10th percentile.

Globalization and technological change have likely played a role in these
growing income inequality trends, but a sizable body of evidence in econom-
ics suggests institutions have been important contributors to these trends
as well—including collective bargaining and statutory minimum wages. The
stagnation of the federal minimum wage since 1980 contributed to real wage
declines at the bottom of the income distribution." And the erosion of collec-
tive bargaining led to wage declines for middle-income workers.?
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Trends in wages and productivity in the United States
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This essay first examines the evidence demonstrating that raising the fed-
eral minimum wage boosts the incomes of those workers at the bottom of

the income distribution without any significant job losses for those workers.

| then present the case for establishing so-called wage boards in the United
States, akin to those now in place in Australia, where they set minimum pay
standards by industry and occupation. Indeed, the legal infrastructure for
wage boards in the United States is in place in several states already and
could be emulated or expanded upon by policymakers.

If federal policymakers are interested in raising the pretax earnings for Amer-
ican workers in our nation, then these are important arrows in our policy
quiver. As | detail below, raising the federal minimum wage (and indexing it to
the median wage) is an obvious starting point. Going beyond just raising the
minimum wage, policymakers should also consider wage boards, which could
also raise wages for the typical U.S. middle-income worker.
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FIGURE 1

While net productivity
grew by 72 percent
between 1973 and

2014, median real
compensation grew only
by 8 percent over that
same period.

Source: Josh Bivens and Larry Mishel,
“Understanding the Historic Convergence
Between Productivity and a Typical Worker’s
Pay,” Figure C, Economic Policy Institute,
September 2, 2015, available at https://www.
epi.org/publication/understanding-the-
historic-divergence-between-productivity-
and-a-typical-workers-pay-why-it-matters-and-
why-its-real/.
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Key Takeaways

THE EVIDENCE
The United States is experiencing a sustained rise in wage and income
inequality, reflecting both a disconnect between average wages and
productivity and between wages at the top and bottom of the income ladder.

The growing gap between median compensation and average productivity
and between the capital and labor shares of national income means that
net productivity grew by 72 percent between 1973 and 2014, yet median
real compensation grew only by 8 percent.

THE SOLUTIONS

Raising the federal minimum wage would boost the incomes of workers at the
bottom of the income distribution without any significant job losses for those
workers. Establishing wage boards to set minimum pay standards by industry
and occupation would also raise wages for U.S. middle-income workers.

Raising the federal minimum wage

Between 1938 and 1968, wages throughout the wage distribution were gen-
erally growing together, and the minimum wage also kept up with the wages
of most other workers in the U.S. economy. The high-water mark for the
minimum wage was in 1968, when it reached $10.50 an hour in 2019 dollars.
The minimum wage then began to decouple from both productivity and
even the median wage starting around 1980, reaching a historic low of $6.63
an hour in 2006 (in 2019 dollars) and today stands at $7.25 per hour.

Consider also the shrinking size of the federal minimum wage compared to
the median wage of full-time workers. This ratio (sometimes called the Kaitz
index) reached a high of 55 percent in the United States in 1968. Today, it

is around 35 percent, one of the lowest in the developed world. The stag-
nant federal minimum wage has led 29 states to raise their minimum wages
above the federal standard. Yet for a large share of the U.S. workforce, the
federal minimum is the only standard in effect—and this standard is at an
all-time low in both historical and comparative terms.

A substantial increase in the federal minimum wage is an important lever for
raising pretax earnings for those workers at the bottom of the pay distribution.
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Are there unintended consequences of raising
the minimum wage?

Minimum wages raise the pay of workers at the bottom of the income dis-
tribution, but one concern is that a higher minimum wage also may lead
employers to cut back on hiring. There is a large and sometimes contentious
literature that has looked at this question with varying conclusions: In my
assessment, the overall weight of recent research strongly supports the view
that the minimum wage increases of the magnitude we have seen in the Unit-
ed States in recent years generate only modest employment effects.

In their 2014 book What Does the Minimum Wage Do?, economists Dale
Belman at Michigan State University and Paul J. Wolfson at Dartmouth
College’s Tuck School of Business review a large body of literature, and
conclude that it was unlikely that the minimum wage increases under study
led to substantial job losses. A similar conclusion was reached by other
economists doing formal meta analysis, a well-defined statistical approach
of pooling the results from a large number of separate analyses. And a meta
analysis conducted by economists Hristos Doucouliagos at Deakin Univer-
sity and T.D. Stanley at Hendrix College, along with one released in 2015 by
Belman and Wolfson, also concludes that the overall impact of minimum
wages on employment is small.4

While meta analyses are helpful in summarizing the overall state of the
literature, not all studies are created equal. This is why policymakers and
economists alike should put more weight on high-quality evidence. In a
paper | co-authored that was recently published in the Quarterly Journal of
Economics, we provide arguably the most complete picture to date of how
minimum wages impact low-wage jobs.> The basic idea is simple. Imagine
the minimum wage rises from $9 to $10 an hour in Nebraska. Clearly, there
will be fewer jobs paying less than $9 per hour in Nebraska after the policy
is enacted. Some of those jobs that would have paid less than $9 are now
simply paying $9 or a bit more; other jobs may be destroyed if the costs
exceed benefits to employers.

By comparing how many fewer jobs paying less than $9 there are due to the
policy to how many additional jobs are paying $9 or slightly more, we can
infer the total change in low-wage jobs caused by the minimum wage policy
change. Of course, it’s possible that wages would have risen even absent the
policy change in Nebraska; to account for that, we compare the changes in
sub-$9 jobs and above-$9 jobs in Nebraska to the same in other states that
did not raise the minimum wage. Finally, we pool across 138 prominent mini-
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mum wage changes instituted between 1979 and 2016 across various states.
The following figure summarizes our key findings. (See Figure 2.)

FIGURE 2

The effect of the minimum wage on jobs across the wage distribution
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Figure 2 shows the effect of an average minimum wage increase on the
wage distribution at each wage level relative to the minimum wage. As we
would expect, minimum wage increases led to a clear reduction in jobs
paying less than the new minimum wage, confirming employers are abid-
ing by the law. Yet the reduction in jobs paying less than the minimum was
balanced by a sharp increase in the number of jobs paying at the new mini-
mum, along with additional increases in jobs paying up to $5 more than the
new minimum.

As Figure 2 also shows, my co-authors and | found virtually no change in
employment higher up in the wage distribution. Overall, then, low-wage
workers saw a wage gain of 7 percent after a minimum wage increase, but
little change in employment over the 5 years following implementation.

Our research also shows why methods used in some of the previous studies
are more susceptible to biases resulting from shocks to local labor markets,
especially when comparing across long periods of time. These methods also
insufficiently focus on workers or jobs that are likely affected by minimum
wage policies. In other words, our research doesn’t just provide new evi-
dence—we also show why it’s better evidence. This is one reason why, in my
assessment, the 2019 report by the Congressional Budget Office predicted
job losses larger than warranted from a federal minimum wage increase by
putting equal weight to some of the studies suggesting very large job losses
that my co-authors and | showed were flawed.
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Encouragingly, we found that minimum wages as high as 59 percent of the
median wage generated little indication of job losses. Moreover, in new
work updating the published Quarterly Journal of Economics study, | find
that minimum wage increases in the seven states with the highest minimum
wages have (through 2018) not experienced losses in low-wage jobs.® Finally,
another recent study using sub-state variation focusing on low-wage areas
reaches a similar conclusion.’

Overall, the weight of evidence suggests a substantial increase in the federal
minimum wage is likely to attain its intended effects of boosting bottom
wages and family incomes without substantial unintended consequences in
the form of reduced employment growth.?

Beyond the minimum—reaching U.S. middle-
income workers using wage boards

A major increase in the federal minimum wage can raise wages for tens of
millions of U.S. workers, but its reach will still be limited to the bottom third
of the workforce. What about those workers in the middle—what tools do
we have to move their wages higher? First, let’s look at why wage boards—de-
fined in detail below—are necessary in the United States today.

In the era following World War I, the key countervailing force to employ-
er-side power in the United States labor market came from unions. Overall
union membership reached a height of around 35 percent of the workforce
in the mid-1950s. Since then, however, union membership has steadily fallen,
and stands at around 12 percent today—and less than 7 percent in the private
sector. Unions affected wages both directly and indirectly through pattern
bargaining, as in the so-called Treaty of Detroit agreement between the Unit-
ed Auto Workers and the Big Three automakers at the time—General Motors
Co., Ford Motor Co., and Chrysler (now Fiat Chrysler Automobiles NV).?

The impact of falling union membership has been particularly acute due to
the enterprise-level bargaining structure in the United States (and other
countries such as the United Kingdom and Canada), which differs greatly
from countries such as France, Germany, and Australia, where collective
bargaining coverage (the share of jobs covered by collectively bargained
contracts) is much greater than union membership rates.

France, for example, has an 8 percent union membership rate (similar to
the United States), yet more than 95 percent of its workforce is covered by



Vision 2020: Evidence for a stronger economy 69

extensions of nationally negotiated collective bargaining contracts. While
coverage rates also have fallen across the developed world over the past
several decades, the outcomes have varied greatly among countries with
different legal systems. Consider that:

Union membership and coverage have remained high in so-called Ghent
system countries such as Denmark, where labor unions are generally
responsible for unemployment benefits rather than the government (and
named after the city of Ghent in Belgium, where this system was first
implemented in the early 20th century).

Union coverage has remained high even as membership has fallen in
countries with sectoral bargaining and extension of contracts (rather than
negotiating a new collective bargaining agreement), such as France.

Membership and coverage rates have both fallen sharply in countries with
enterprise-level bargaining, as in the United States. Overall, this decline in
union density has likely led to substantial reductions in wages of workers in
the middle of the income distribution.”

While reforming labor laws to facilitate organzing is important, given the very
low coverage rates in the United States today, such changes are unlikely to
affect the overall wage distribution in the near term. One way to reach mid-
dle-income workers in the United States more immediately would be through
instituting a wage board that sets multiple minimum pay standards by sector
and occupation—potentially chosen using consultation with stakeholders,
such as business and worker representatives.” This system would allow for
raising wages not just for those workers at the very bottom of the overall pay
scale, but also for those in the middle. This is effectively done in countries
where there are extensions of collective bargaining contracts, but it also can
be done by setting multiple minimum pay levels statutorily.

An example of a wage board approach comes from Australia, which has a
combination of a national minimum wage, a system of industry- and occupa-
tion-specific minimum wages, and enterprise-level collective bargaining, called
the Modern Awards system. Around 36 percent of the workforce is covered
by collective bargaining contracts, but another 23 percent are covered by

the wage board standards. Most of these standards are by industry, although
some workers, among them nurses and pilots, are covered by occupation.
There are 122 such standards, and within each one, there are a host of wage
rates based on skill requirements or experience; there may be anywhere be-
tween a handful to several dozen pay grades specified in each agreement.
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How to set up wage boards in the United States

In order to institute wage boards at the national level in the United States,
federal law would need to be changed. But there are institutions in place
already at the state level upon which to build or emulate.

At least five states (Arizona, Colorado, California, New Jersey, and New York)
already have legislation on the books that allows for constituting wage boards
by industry or occupations. But these boards have been used infrequently.
Most prominently, they were used to raise the overall minimum wages in Cali-
fornia in the 1990s, and more recently to establish a fast food minimum wage
in New York. But there has been little effort to use the wage board mecha-
nism to target wages for those in the middle of the income distribution.

At the same time, the machinery is in place to push for a broader array of
wage standards. State experimentation with wage boards to set standards
higher up in the wage distribution—as in the Australian case—could play a
possibly useful role in mitigating wage stagnation and inequality. Moreover,
other states can follow suit and establish similar wage board legislation to
those in place in California.

While details can vary, a wage board system would set minimum pay stan-
dards by sector and occupation. This allows the mechanism to affect the
distribution of wages not just at the very bottom but additionally toward
the middle of the distribution. As an illustration, below | simulate the effect
of a wage board by imposing region-by-industry-by-occupation standards,
separately calculated by region (specifically using nine U.S. Census Bureau
divisions), 17 two-digit industries, and six occupational groups—producing a
total of 102 wage standards.

The choice of standards is, of course, a key issue. To show how this may af-
fect wage inequality, | consider two standards. In the first, “low” standard, |
set the minimum wage to 30 percent of the median wage in each of the 102
categories in that particular Census division. In the second, “high” standard,
| set it to 35 percent of the median. While as a share of the median wage,
these two standards seem to be not very far apart, they do imply quite dif-
ferent bites for the policy.

As a starting point, the wage standards would be binding for 20 percent
and 31 percent of workers under the low and high standards, respectively. In
other words, the low and the high standards straddle the Australian case—
where around 23 percent of workers’ wages are set by the Modern Award
system. Australia, however, also has a substantially higher set of workers
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with collectively bargained wages (36 percent) than the United States (12
percent). Therefore, the high standard would still imply a smaller set of
workers who are covered by either collective bargaining or by a wage board
than in Australia. (See Figure 3.)

FIGURE 3

How a wage board system could set wage standards in the United States
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As shown in Figure 3, overall, both the high and low standards imply substan-
tial wage gains, especially for the bottom and middle of the wage distribution.
Under the low standard, the 20th, 4oth, and 6oth percentile of wages rises by
13 percent, 9 percent, and 4 percent, respectively. Under the high standard,
the wage gains extend somewhat further. Wages at the same percentiles
would rise by 19 percent, 15 percent, and 12 percent, respectively.

Contrast these distributional impacts of wage boards with those from typical
minimum wage increases in the United States. The consequences of raising
the federal minimum wage mostly fades out by the 2oth percentile of the
wage distribution, whereas the wage boards extend wage gains well into the
middle of the distribution. In short, wage boards are much better positioned
to deliver gains to middle-wage jobs than a single minimum pay standard.

Of course, these calculations are illustrative and make many simplifying
assumptions such as ruling out additional spillover effects and changes in
composition of jobs, to name a few. But what they show is that a suitably
chosen wage standard can substantially raise middle and bottom wages and
reduce wage inequality.
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While it is difficult to definitively assess the impact of the Australian system
of labor standards, there are broad metrics that offer a positive verdict.
Household inequality in Australia is more muted compared to the United
States: While Australian families at the 9oth percentile earn around 4.3
times as much as those at the 10th percentile, in the United States, they
earn around 6.3 times as much.” Importantly, the median wage has kept

up with the mean wage in Australia much more than in the United States,
where the median has stagnated since the 1980s.

At the same time, the more muted growth in inequality in Australia is not
associated with any obvious differences in labor market performance. While
the Australian unemployment rate in August 2019 was 5.3 percent as op-
posed to 3.7 percent in the United States, over the past 10 years, Australia
has averaged 5.5 percent unemployment versus 6.9 percent in the United
States. Focusing on younger or lower-skilled workers does not yield very
different comparisons. Overall, the Australian evidence is broadly consis-
tent with the perspective that judiciously applied wage setting using a wage
board system can help ameliorate wage inequality without causing any
serious harm to the labor market.

Finally, at the national level, a wage board system can complement efforts
to reform labor law to allow sectoral bargaining in the United States. In
particular, having statutory sectoral wage standards can serve as a back-
stop, which can be superceded by sectoral agreements between unions and
employer associations if union membership exceeds a minimal threshold.
Overall, policymakers would be well-advised to experiment with a variety of
institutional reforms to help reverse wage stagnation and inequality than
has afflicted the labor market in the United States.

—Arindrajit Dube is a professor of economics at the University of
Massachusetts Amherst and research associate at the National Bureau of
Economic Research.

Endnotes

1 David H. Autor, Alan Manning, and Christopher

L. Smith, “The Contribution of the Minimum
Wage to US Wage Inequality over Three
Decades: A Reassessment,” American Economic
Journal: Applied Economics 8 (1) (2016): 58-99,
available at https://feconomics.mit.edu/files/3279.

Henry S. Farber and others, “Unions and
Inequality Over the Twentieth Century: New
Evidence from Survey Data” (Princeton

University and National Bureau of Economic
Research, 2018), available at https://scholar.
princeton.edu/sites/default/files/kuziemko/files/
union_submitted.pdf.

David Card and Alan B. Krueger, “Minimum
Wages and Employment: A Case Study of
the Fast-Food Industry in New Jersey and
Pennsylvania,” American Economic Review
84 (4) (1994): 772-793, available at http://

72


https://economics.mit.edu/files/3279
https://scholar.princeton.edu/sites/default/files/kuziemko/files/union_submitted.pdf
https://scholar.princeton.edu/sites/default/files/kuziemko/files/union_submitted.pdf
https://scholar.princeton.edu/sites/default/files/kuziemko/files/union_submitted.pdf
http://davidcard.berkeley.edu/papers/njmin-aer.pdf

Vision 2020: Evidence for a stronger economy

davidcard.berkeley.edu/papers/njmin-aer.pdf; 5
David Card and Alan B. Krueger, “Minimum
Wages and Employment: A Case Study of

the Fast-Food Industry in New Jersey and
Pennsylvania: Reply,” American Economic
Review 90 (5) (2000): 1397-1420, available

at http//davidcard.berkeley.edu/papers/
reanal-ff-nj.pdf; David Neumark and William
Wascher, “Minimum Wages and Employment:
A Case Study of the Fast-Food Industry in
New Jersey and Pennsylvania: Comment,”
American Economic Review 90 (5) (2000):
1362-1396, available at https://www.aeaweb. 7
org/issues/151; Arindrajit Dube, T. William

Lester, and Michael Reich, “Minimum Wage

Effects Across State Borders: Estimates Using
Contiguous Counties.” Working Paper #157-07

(IRLE, 2010), available at https//irle.berkeley.
edu/files/2010/Minimum-Wage-Effects-Across- 8
State-Borders.pdf; David Neumark, J.M. lan
Salas, and William Wascher, “Revisiting the
Minimum Wage-EmploymentDebate: Throwing
Out the Baby with theBathwater?,” ILRR Review
67 (2014), available at https://www.socsci.uci.
edu/~dneumark/neumark,salas,wascher-ilrr-14.
pdf; Sylvia Allegretto and others, “Credible
Research Designs for Minimum Wage Studies:
A Response to Neumark, Salas, and Wascher,”
LR Review 70 (3) (2017): 559-592, available at
https://irle.berkeley.edu/files/2017/Credible-
Research-Designs-for-Minimum-Wage-Studies.
pdf.

4 Megan de Linde Leonard, T.D. Stanley, and
Hristos Doucouliagos, “Does the UK Minimum
Wage Reduce Employment? A Meta-Regression
Analysis” (Conway, AR: Hendrix College 1
Department of Economics and Business,

2015), available at https:/www.hendrix.edu/
uploadedFiles/Departments_and_Programs/
Business_and_Economics/AMAES/UK-MinWage-
BEMA.pdf; Paul J. Wolfson and Dale Belman,

“15 Years of Research on U.S. Employment

and the Minimum Wage” Working Paper No.
2705499 (Tuck School of Business, 2016),
available at https://papers.ssrn.com/sol3/papers.
cfm?abstract_id=2705499.

12

73

Arindrajit Dube and others, “The Effect of
Minimum Wages on Low-Wage Jobs,” Quarterly
Journal of Economics 134 (3) (2019): 1405-1454,
available at https://academic.oup.com/qje/
article/134/3/1405/5484905.

Arindrajit Dube, “Review of the international
evidence on the impacts of minimum wages”
(Report for Her Majesty’s Treasury, 2019),
available at https://www.gov.uk/government/
publications/impacts-of-minimum-wages-review-
of-the-international-evidence.

Anna Godgy and Michael Reich, “Minimum Wage
Effects in Low-Wage Areas” Working Paper

No. 106-19 (IRLE, 2019), available at https://irle.
berkeley.edu/files/2019/07/Minimum-Wage-
Effects-in-Low-Wage-Areas.pdf.

Arindrajit Dube, “Using Wage Boards to Raise
Pay,” Economics for Inclusive Prosperity 4
(2019), available at https://econfip.org/policy-
brief/using-wage-boards-to-raise-pay/#.

Frank Levy and Peter Temin, “Inequality and
Institutions in 2o0th Century America.” In Paul
W. Rhode, Joshua L. Rosenbloom, and David

F. Weiman, eds., Economic Evolution and
Revolution in Historical Time (Stanford, CA:
Stanford University Press, 2011), available at
https://stanford.universitypressscholarship.com/
view/10.11126/stanford/9780804771856.001.0001/
upso-9780804771856-chapter-14.

Farber and others, “Unions and Inequality Over
the Twentieth Century:New Evidence from
Survey Data.”

Kate Andrias, “The New Labor Law,” Yale Law
Journal 126 (2) (2016), available at https://
papers.ssrn.com/sol3/papers.cfm?abstract_
id=2853485; David Madland, “Wage Boards for
American Workers” (Washington: Center for
American Progress, 2018), available at https://
www.americanprogress.orgfissues/economy/
reports/2018/04/09/448515/wage-boards-
american-workers/.

According to most recent data from the
Organisation for Economic Co-operation and
Development.



http://davidcard.berkeley.edu/papers/njmin-aer.pdf
http://davidcard.berkeley.edu/papers/reanal-ff-nj.pdf
http://davidcard.berkeley.edu/papers/reanal-ff-nj.pdf
https://www.aeaweb.org/issues/151
https://www.aeaweb.org/issues/151
https://www.aeaweb.org/issues/151
https://irle.berkeley.edu/files/2010/Minimum-Wage-Effects-Across-State-Borders.pdf
https://irle.berkeley.edu/files/2010/Minimum-Wage-Effects-Across-State-Borders.pdf
https://irle.berkeley.edu/files/2010/Minimum-Wage-Effects-Across-State-Borders.pdf
https://www.socsci.uci.edu/~dneumark/neumark,salas,wascher-ilrr-14.pdf
https://www.socsci.uci.edu/~dneumark/neumark,salas,wascher-ilrr-14.pdf
https://www.socsci.uci.edu/~dneumark/neumark,salas,wascher-ilrr-14.pdf
https://irle.berkeley.edu/files/2017/Credible-Research-Designs-for-Minimum-Wage-Studies.pdf
https://irle.berkeley.edu/files/2017/Credible-Research-Designs-for-Minimum-Wage-Studies.pdf
https://irle.berkeley.edu/files/2017/Credible-Research-Designs-for-Minimum-Wage-Studies.pdf
https://www.hendrix.edu/uploadedFiles/Departments_and_Programs/Business_and_Economics/AMAES/UK-MinWage-BEMA.pdf
https://www.hendrix.edu/uploadedFiles/Departments_and_Programs/Business_and_Economics/AMAES/UK-MinWage-BEMA.pdf
https://www.hendrix.edu/uploadedFiles/Departments_and_Programs/Business_and_Economics/AMAES/UK-MinWage-BEMA.pdf
https://www.hendrix.edu/uploadedFiles/Departments_and_Programs/Business_and_Economics/AMAES/UK-MinWage-BEMA.pdf
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2705499
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2705499
https://academic.oup.com/qje/article/134/3/1405/5484905
https://academic.oup.com/qje/article/134/3/1405/5484905
https://www.gov.uk/government/publications/impacts-of-minimum-wages-review-of-the-international-evidence
https://www.gov.uk/government/publications/impacts-of-minimum-wages-review-of-the-international-evidence
https://www.gov.uk/government/publications/impacts-of-minimum-wages-review-of-the-international-evidence
https://irle.berkeley.edu/files/2019/07/Minimum-Wage-Effects-in-Low-Wage-Areas.pdf
https://irle.berkeley.edu/files/2019/07/Minimum-Wage-Effects-in-Low-Wage-Areas.pdf
https://irle.berkeley.edu/files/2019/07/Minimum-Wage-Effects-in-Low-Wage-Areas.pdf
https://econfip.org/policy-brief/using-wage-boards-to-raise-pay/
https://econfip.org/policy-brief/using-wage-boards-to-raise-pay/
https://stanford.universitypressscholarship.com/view/10.11126/stanford/9780804771856.001.0001/upso-9780804771856-chapter-14
https://stanford.universitypressscholarship.com/view/10.11126/stanford/9780804771856.001.0001/upso-9780804771856-chapter-14
https://stanford.universitypressscholarship.com/view/10.11126/stanford/9780804771856.001.0001/upso-9780804771856-chapter-14
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2853485
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2853485
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2853485
https://www.americanprogress.org/issues/economy/reports/2018/04/09/448515/wage-boards-american-workers/
https://www.americanprogress.org/issues/economy/reports/2018/04/09/448515/wage-boards-american-workers/
https://www.americanprogress.org/issues/economy/reports/2018/04/09/448515/wage-boards-american-workers/
https://www.americanprogress.org/issues/economy/reports/2018/04/09/448515/wage-boards-american-workers/

Washington Center for Equitable Growth | equitablegrowth.org

- FAMILY ECONOMIC SECURITY

The Washington Center for Equitable Growth works to advance evidence-backed ideas

. that promote strong, stable, and broad-based U.S. economic growth. Economic growth
that is truly broadly shared is experienced by families across the income distribution. Fam-
ily economic security is fundamentally intertwined with growth: Families are the structures
that support workers who provide the labor that fuels growth, and they are the economic

units through which the fruits of economic growth are shared.

. At Equitable Growth, we focus on four policy areas that structure the economic lives of
families: paid family and medical leave, childcare and early education, work schedules, and

the social safety net. Each of these support families as they engage in the labor market,

making it possible for families to both care for each other and raise the next generation

while also contributing to the economy through paid employment.

. Equitable Growth’s investments in academic research in each of these four areas—along-

side our own policy analysis—helps policymakers understand the relevance of this research

at the federal level, such as the reintroduction of the Federal Schedules That Work Act in
. 2019 and debates around a variety of federal paid leave proposals. And we are engaged,
too, at the state and local level, where researchers in the Equitable Growth network are

. weighing in on proposed paid leave policy designs in Vermont and on fair scheduling legis-

lation now under consideration in New Jersey.

Policymakers are hungry for innovative ideas that will raise living standards for families in

this country. The following essays offer not just those ideas but also critical information

. on how research evidence squares with hotly debated ideas. It is my hope that each of the
four essays contained in this section are the beginning of a longer dialogue between policy-
. makers and academics on how we can leverage the evidence we have to enact smart policy

that improves the well-being of people and families across the income distribution.

. —Alix Gould-Werth, Washington Center for Equitable Growth
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The economic imperative of
enacting paid family leave across
the United States

By Maya Rossin-Slater, Stanford University, and
Jenna Stearns, University of California, Davis

Overview

Many workers across the United States have caregiving responsibilities. The
majority of mothers and fathers of infants and small children work in the
labor force, and the aging of the baby boomer population implies that many
workers have parents and other older relatives who may require care. Paid
family leave policies are designed to help employees balance the competing
needs of work and family by allowing them to take time off from work with
partial wage replacement to care for newborn or newly adopted children or
ill family members.

Yet the United States remains one of only a few countries in the world with-
out any national paid family leave policy and the only high-income country
without one.” Only 17 percent of U.S. private-sector workers have access to
paid family leave through their employers, and this access is highly un-
equal—meaning that low-income workers have much less access than their
higher-income counterparts.? Federal law requires 12 weeks of job-protect-
ed unpaid leave under the 1993 Family and Medical Leave Act, but stringent
eligibility requirements mean that less than two-thirds of the U.S. workforce
is eligible. Not surprisingly, the majority of working parents report that their
work-family balance is a significant challenge

Paid family leave is receiving significant attention in the political discourse.
At the end of 2019, Congress and the Executive Branch reached agreement
to extend six weeks of parental paid leave for a newly born or adopted
child to the federal workforce. During the 2016 election, for the first time
in U.S. history, both Democratic and Republican presidential candidates
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included paid leave proposals in their campaign platforms. Advocates credit
paid family leave with encouraging career continuity and advancement for
women and improving child and family health and well-being. There is also
growing interest in encouraging men to take leave, in an effort to promote
gender equality both at home and in the labor market. Yet some business
groups and other opponents of paid family leave argue that it could impose
substantial costs on employers. Paid time away from work could lower em-
ployees’ attachment to their jobs, and even lead to discrimination against
women (who are more likely than men to take leave).

In this essay, we first examine paid family leave programs at the state and
local level, which are helping to set the stage for a federal paid leave pro-
gram. We then describe the current research on the impacts of paid family
leave on workers, children, and employers, with an eye toward understand-
ing the economic costs and benefits of a potential federal program and the
key policy levers to consider. We also briefly discuss how paid family leave
may relate to the growth in economic inequality in America and whether a
federal policy could help curb this trend.

Paid family leave policies can cover both bonding with a new child and caring
for other relatives, but in this essay, we will focus the discussion on the effects
of bonding leave. This restriction stems from a lack of research on the im-
pacts of nonbonding leave and the fact that bonding leaves currently make up
the vast majority of all claims in states with paid family leave programs.

Key Takeaways

THE EVIDENCE

B Many US. workers have caregiving responsibilities for infants and small children,
as well as parents and other older relatives, which means the lack of paid family
leave at most low- and moderate-income jobs exacerbates inequality.

B Paid leave can help employees balance the competing needs of work
and family by allowing for partial wage replacement to care for newborn
or newly adopted children or ill family members while improving job
continuity for caretakers.

THE SOLUTIONS
B Paid parental leave at the state and local level improves child health and
development and maternal well-being while causing minimal negative impacts
on employers, and paid leave at the federal level could help children from
all backgrounds, curb the growth in inequality, and boost long-term U.S.
economic growth and stability.
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Paid family leave at the state and local level

There has been substantial policy action for paid family leave at the state
and local level. California became the first state to enact legislation in 2004,
followed by New Jersey (in 2009), Rhode Island (in 2014), and New York (in
2018). Washington state and the District of Columbia both recently passed
legislation, with benefits available starting in 2020. Massachusetts, Connecti-
cut, and Oregon also recently passed laws to start providing paid family
leave benefits in 2021, 2022, and 2023, respectively.> At least 16 other states
have introduced similar legislation.

The current state and local paid family leave laws are all similar in that they
provide partial wage replacement during leave and cover a broad segment
of the workforce through minimal eligibility requirements. But they differ
on several key policy levers: duration, benefit amount, job protection, fund-
ing mechanism, and what constitutes a qualifying event.

Wage-replacement rates vary from 50 percent to 100 percent (up to a
weekly maximum benefit amount) for 4-12 weeks. The maximum benefit
amount currently ranges from $650 to $1,250 per week. While higher-income
workers receive higher total benefit amounts, the replacement rate is high-
er for low-wage workers in California (as of 2018), the District of Columbia,
Massachusetts, Washington state, Oregon, and Connecticut. Paid family leave
legislation in California, New Jersey, and the District of Columbia do not have
any provisions for job protection, which require that employers allow work-
ers to return to their preleave jobs after the leave has ended, though eligible
workers can simultaneously take job-protected unpaid leave under current
federal or state law. The other states specifically include job security provi-
sions for most employees in their paid family leave laws.

Most states fund paid family leave entirely through employee payroll taxes,
while the District of Columbia has a payroll tax on employers. In Oregon and
Washington state, the leave will be jointly financed between employees and
employers. This payroll tax is currently between 0.1 percent and 1 percent of
wages (up to a cap) across states.

All states cover leaves associated with the arrival of a new child (through
birth, adoption, or foster care) and serious health conditions of close family
members. But the definition of close family members varies somewhat
across programs. Additionally, Massachusetts and Washington state will
cover needs related to the military deployment of a family member. New
Jersey and Oregon include specific provisions to cover victims of domestic
violence and their caregivers.
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Paid family leave and take-up by employees

Most Americans support a national paid family leave policy.° But how many
workers would such a policy benefit? Evidence from California indicates
both mothers and fathers value it. The leave-taking rate of mothers with
infants nearly doubled after paid family leave became available, while fathers
were 50 percent more likely to take leave.” This increase in leave-taking
indicates that access causes new parents to take more time away from
work following the birth of a new child than they would in the absence of
the policy. But even those who do not change their leave-taking behavior
may benefit by receiving partial wage replacement during periods of leave
that would have otherwise been unpaid. Overall, a recent study by one of
the co-authors of this essay, along with two other colleagues, estimates that
about 47 percent of employed new mothers and 12 percent of employed
new fathers in California made a paid family leave claim in 2014.°

Why don’t all new parents access this paid family leave program? There are
a number of barriers that may limit take-up, including lack of policy aware-
ness, too-low pay, or the absence of job protection.® These barriers may be
especially high for workers in low-wage jobs, who are less likely to be eligible
for job protection through the current federal unpaid leave law and less
likely to be able to afford to take even partially paid leave.”

Paid family leave and workers’ labor
market trajectories

Paid family leave could impact workers’ subsequent labor market outcomes
such as employment and wages in several different ways. Because paid leave
increases the time parents spend away from work, it could lead to a loss of
job-specific skills and make re-entry into the labor market more difficult. Yet the
availability of paid family leave, particularly when job protection is available, may
reduce the probability that new parents quit their jobs upon the birth of a child.
This could have a positive effect on job continuity and future earnings.

Although employers are not responsible for paying employees during the
leave, extended absences are costly in other ways. The productivity of firms,
for example, may decrease if it is difficult to reassign tasks or hire a replace-
ment while an employee is on leave for several weeks. Employers who find
leaves particularly costly may discriminate against groups most likely to take
up the leave—new mothers or women of childbearing age—by being less
likely to hire them or offering them lower wages.
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Studies on these programs in other countries typically find that provisions
of leave up to 1year in length increase the employment of mothers shortly
after childbirth and have positive or zero effects on wages, though longer
leave entitlements can have adverse effects on maternal long-term em-
ployment and wage trajectories.” There is no evidence that paternity leave
impacts fathers’ subsequent labor market outcomes.”

The evidence on the employment effects of paid family leave in the United
States is mixed. While several studies have found the introduction of paid fam-
ily leave in California had positive impacts on employment and wages of new
mothers in the short term, recent work using large-scale administrative data
finds zero or small negative impacts on long-term employment and wages.?

Moreover, it is possible that the design of the leave policy in terms of its
specific components (such as duration, replacement rate, and the inclusion
of job protection) matters. Yet there is limited research on this question be-
cause it is hard to isolate the effect of a particular policy lever from the oth-
er features that are implemented at the same time. That said, new research
by one of the co-authors of this essay, along with two other colleagues,
isolated the impact of the wage-replacement rate in California’s paid family
leave program for relatively high-income mothers, finding that higher ben-
efit amounts do not affect either the duration of leave or the probability of
making a claim, but may improve job continuity by increasing the likelihood
that women return to their preleave employers.*

Paid family leave and family health outcomes

A lot of the discussion about the importance of paid family leave focuses on
women’s labor market trajectories, yet these policies may also be beneficial
for families more broadly. For instance, paid leave could impact maternal
and child health and well-being. Access to leave may lower maternal stress
during pregnancy, which has been shown to adversely affect child well-be-
ing at birth and in later life.’s Paid family leave also may impact breastfeed-
ing duration, enable parents to obtain prompt healthcare for their infants,
improve maternal postpartum physical and mental health, and strengthen
parent-child bonds.

While studies of the impacts of extensions in already-generous paid family
leave policies on children from other countries find no effects, they offer
little guidance on what one might expect from the introduction of a short-
er-but-similar federal program such as those now being considered in the
United States.”® There is one instructive example that comes from research
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on the long-term impacts of the 1977 implementation of a four-month

paid maternity leave policy in Norway. That research shows that it led to a
reduction in high school drop-out rates and an increase in adult earnings,
concentrated among children from disadvantaged backgrounds.” Another
study further shows that the same policy improved a range of maternal
health indicators, with the benefits again concentrated among women from
less advantaged backgrounds.®

We can also draw on a small body of research conducted in the U.S. con-
text. One study shows that the introduction of paid maternity leave in five
U.S. states lowered rates of low birth-weight and preterm births, with the
largest impacts among African American and unmarried mothers. Im-
provements in these measures of health at birth have been correlated with
improvements in long-term health, suggesting that paid leave may have
long-lasting benefits for kids. The introduction of paid family leave in Cal-
ifornia also is associated with increases in the duration of breastfeeding,
reductions in hospitalizations for infants due to avoidable infections and
illnesses, and improvements in maternal mental health.”

Although paid family leave policies at the state and local level in the Unit-

ed States have not existed long enough to study the long-term impacts of
children’s health into adulthood, there is already some evidence of improve-
ments in later childhood health. The introduction of California’s paid family
leave program is associated with lower rates of being overweight, attention
deficit hyperactivity disorder, and hearing problems in Kindergarten.> Re-
cent work finds that paid family leave also increases time mothers spend in
childcare activities, suggesting that improvements in childhood health may
be driven by both physiological and behavioral channels.”

Paid family leave and employers

A central concern among opponents of government-mandated paid family
leave is the costs imposed on employers. Even if employers do not have to
fund the leave, they could face indirect costs from the need to hire replace
ment workers, coordinate employee schedules, or reassign work tasks. Al-

ternatively, employers could experience cost savings if workers who would
have otherwise quit instead return to their jobs and reduce turnover rates.

The existing evidence on the impacts of paid family leave on employers

is sparse. Surveys of selected firms in California and New Jersey find that
the vast majority of employers report either positive or neutral effects on
employee productivity, morale, and costs.?? These studies do not find much
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evidence that program administration has been challenging or that employ-
ees resent their co-workers who take leave.

Then, there’s the recent survey of small and medium-sized businesses in the
food services and manufacturing sectors in Rhode Island, Connecticut, and
Massachusetts just before and shortly after Rhode Island’s paid family leave
program went into effect. Comparing Rhode Island employers pre- and post-
law to Massachusetts and Connecticut employers over the same time period,
the study found no evidence of significant impacts of the law on outcomes
such as turnover rates or employee productivity. Still, the sample sizes were
small, limiting the conclusions that could be drawn from this analysis.

One of the co-authors of this essay and another colleague used adminis-
trative data on nearly all California employers that ever existed between
January 2000 and December 2014 to study how employers’ labor costs and
productivity respond to changes in employee leave-taking rates.* They find
no evidence that employee turnover or wage costs change when leave-tak-
ing rates rise. In fact, the average firm has a lower per-worker wage bill and
a lower turnover rate today than it did before California’s paid family leave
program was introduced.

But there still may be significant differences in the costs of paid family leave
faced by different firms. Again using administrative from California, another
recent analysis finds that take-up of paid leave is substantially higher in firms
that pay similarly skilled workers relatively higher wages.” These firms also
have higher employee retention following periods of leave. That research
posits that better-paying firms may have cultures that are more conducive
to leave-taking, suggesting that changing firm behavior and norms may be
important for encouraging the use of leave more broadly.

Conclusion

As other states and the nation as a whole consider paid family leave legisla-
tion, it is critically important to understand the costs and benefits of exist-
ing programs and identify key policy features. The current research yields
five key take-aways.

First, both mothers and fathers respond to the introduction of paid family
leave programs through higher leave-taking rates and longer leave duration,
but barriers to take-up remain, especially among low-wage workers in small
firms. Job protection and high wage-replacement rates for workers at the
bottom of the wage distribution may be important for encouraging more
widespread take-up.
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Second, relatively short leave entitlements can improve job continuity for
women and increase their employment rates several years after childbirth.
Paid leaves longer than 1 year, however, could have adverse consequences
for mothers’ long-term career opportunities.

Third, the current paid leave programs at the state and local level in the
United States have positive impacts on child health and development, as
well as maternal well-being. Thus, while there is no research identifying the
“optimal” duration of leave precisely, it appears that programs of up to six
months in length are likely to generate benefits for families without signifi-
cant costs to women’s careers.

Fourth, the current evidence shows minimal negative impacts of existing
state programs on employers, suggesting that paid family leave programs
afford benefits to workers and their families at little to no cost to the
employers. These benefits may be especially important for the least advan-
taged families, in which workers are the least likely to have access to any
employer-provided paid leave.

Finally, a growing body of evidence underscores that rising economic in-
equality and persistent intergenerational transmission of low socioeconom-
ic status in the United States are perpetuated through disparities in early
childhood circumstances.®® The current research suggests that a federal
paid family leave policy could level the playing field for children from all
backgrounds and help curb the growth in inequality and boost long-term
U.S. economic growth and stability.

—Maya Rossin-Slater is an assistant professor of health policy in the Depart-
ment of Medicine at Stanford University School of Medicine. Jenna Stearns is
an assistant professor of economics at the University of California, Davis.
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Addressing the need for
affordable, high-quality early
childhood care and education
for all in the United States

By Taryn Morrissey, American University

Overview

In 2017-2018, most children in the United States under 6 years of age—68
percent of those in single-mother households and 57 percent in mar-
ried-couple households—Ilived in homes in which all parents were em-
ployed.' Most of these families require nonparental early care and edu-
cation, such as childcare centers, preschools, family childcare homes, or
informal arrangements with relatives or neighbors, to care for their children
while at work. In a typical week in 2011, the most recent year for which com-
plete data are available from the U.S. Census Bureau, 12.5 million of the 20.4
million children under the age of 5 living in the United States (61 percent)
attended some type of regular childcare arrangement.

Unfortunately, on average, the early care and education settings attended
by many young children, particularly low-income children or children of
color, provide quality at levels too low to adequately promote children’s
learning and development.® This exacerbates socioeconomic and racial and
ethnic inequalities. At the same time, in most regions of the country, fam-
ilies with young children are spending more on childcare than they are on
housing, food, or healthcare.*

In this essay, | argue that greater policy attention to early childcare and edu-
cation is warranted for three reasons:
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B High-quality early care and education promotes children’s development and
learning, and narrows socioeconomic and racial/ethnic inequalities.

B Reliable, affordable childcare promotes parental employment and family
self-sufficiency.

B Early care and education is a necessary component of the economic infrastructure.

| then provide the research underlying these three statements, and follow
with a discussion of several policy solutions to address the current prob-
lems of affordability, quality, and supply of early care and education in the
United States. The overwhelming evidence shows that more public invest-
ment is needed to help ease the cost burden for families and ensure that a
trained, stable workforce has adequate compensation. A universal early care
and education plan, particularly one with a sliding income scale to provide
progressive benefits, may not pay for itself in the short term, but will very
likely do so in the long term by boosting broad-based U.S. economic growth
and stability while narrowing economic inequality.

Key Takeaways

THE EVIDENCE
B High-quality early care and education promotes children’s development and
learning, and narrows socioeconomic, racial, and ethnic inequalities while
promoting parental employment and family self-sufficiency, yet most existing

programs in the United States are expensive and difficult for parents to
juggle alongside their jobs.

B Existing state and local paid family leave programs help parents manage their
own health and their newborns’ needs while maintaining their jobs and a basic
income, but the transition to early care and education is often tumultuous for
both parents and children, given the dearth of high-quality, affordable options.

THE SOLUTIONS

B Early care and education is a necessary component of the U.S. economic
infrastructure. Following periods of paid leave and preceding preschool,
families face gaps in affordable, high-quality, and stable early care and
education arrangements that match their working hours. Expanding early

care and education options can narrow pervasive social and economic
inequalities and lead to greater U.S. economic growth.
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High-quality early care and education promotes
children’s development and learning and
narrows inequality

Early childhood, especially the first 3 years of life, constitutes a sensitive pe-
riod of the life course, one during which caregiver warmth, responsiveness,
and developmentally appropriate stimulation are vital for development.
Experiences during early childhood—whether positive, such as language
exposure, or negative, such as high and chronic levels of stress or depriva-
tion—have lasting effects.® Research demonstrates that socioeconomic dis-
parities in cognitive skills and physical development are apparent in infancy.”

Over the past five decades, a wealth of research has examined how early

care and education affects children’s development. Most studies find that

the majority of the intensive, high-quality, at-scale model programs promote
children’s academic school readiness in the short term. These include the
Abecedarian project (studying a set of children born between 1972 and 1977
into their adult years), the Perry Preschool project (studying of a select group
of children born between 1962 and 1967), the Infant Health and Development
Program (a 1980s program that studied low birth-weight children in their first
3 years), and longstanding federal at-scale early care and education pro-
grams such as Head Start, state pre-Kindergarten programs, and high-quality
center-based programs.® Effects are generally strongest for disadvantaged
children, suggesting that early care and education may help to narrow socio-
economic, racial, and ethnic disparities in achievement.’

Among the early care and education programs in existence long enough to
have data on long-term effects, research finds substantial and lasting bene-
fits for educational and economic outcomes, including higher rates of high
school completion, college attendance, and earnings, and reduced criminal
activity and public assistance reliance into adulthood."* There also is emerg-
ing evidence for intergenerational benefits." Yet the research is somewhat
mixed for the mid-term effects of early care and education programs.
Research finds benefits of participation for reduced grade retention, or re-
peating a grade in school.”? The short-term benefits on test scores, however,
appear to “fade out” or converge with children who did not attend early
care and education programs as they age."* But some research suggests that
may be due to the quality of the schools attended after early childhood.

A largely separate body of research examines the health effects of early
care and education. Studies find that the initial entrance of young children
into group care is associated with a short-term increase in the incidence of
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communicable diseases.”s But there are substantial and lasting benefits of
early care and education participation for health, including increased on-
time immunization rates, early screening rates, improved cardiovascular and
metabolic health, and reduced smoking.'s

Reliable, affordable childcare promotes parental
employment and family self-sufficiency

Early care and education provides a context for child development, as well
as temporary relief to parents for childcare, allowing them to work. Indeed,
increased access to affordable childcare increases parents’ labor force par-
ticipation, particularly among single mothers. A recent review of the labor
effects of childcare estimates that a 10 percent decrease in childcare costs
would lead to a 0.25 percent to 1.25 percent increase in parental labor force
participation.'” Research finds that public preschool programs, which typically
offer part-day, school-year programming, have some but potentially limited
effects on parental employment.'® But full-day, full-year early care and edu-
cation—particularly for infants and toddlers for whom care is expensive and
hard to find, and who are less likely to attend center-based care (See Figure
1)—would likely have larger effects on parental labor force participation.'

FIGURE 1
The childcare arrangements of U.S. children under the age of 5 with
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Early care and education is a necessary
economic infrastructure component

Childcare can be considered an infrastructure component akin to transpor-
tation. Without reliable, affordable sources, workers cannot regularly get
to work or stay there. In the short term, early care and education settings
support the productivity of two types of workers: employed parents and
childcare workers. Research by University of Chicago economist and Nobel
Laureate James Heckman and others suggests that many early childhood
programs pay for themselves before children begin kindergarten via in-
creased maternal employment, which generates both household income
and tax revenue.” Further, research from the early 2000s suggests that
investments in childcare have strong local economic development effects,
or multiplier effects, because much of those dollars are spent on childcare
worker wages that they, in turn, spend locally.?!

In the long term, early care and education supports the preparedness and
skills development of the future workforce of the country. Benefit-cost
analyses of several intensive model programs and public early care and edu-
cation programs indicate that the benefits—such as improved educational,
economic, and health outcomes, and reduced criminal activity and receipt
of public assistance—outweigh the initial program costs, demonstrating
positive returns for participants, as well as the public.?

Barriers in accessing the promise of
early care and education

Unfortunately, families with young children today face barriers in access-
ing and paying for the opportunities offered by early care and education.
High-quality early care and education is expensive and hard to find, particu-
larly for infants and toddlers.>* Families with young children spend about 10
percent of their incomes on childcare expenses, but families in poverty—
families below 100 percent of the Federal Poverty Level of about $12,000
per year for a family of three—spend 30 percent.” These expenses repre-
sent families’ actual expenses at a mix of regulated centers and homes and
informal lower-cost arrangements with relatives, not necessarily what they
may choose to spend if more options were available.

In 2017, infant childcare at centers or licensed homes cost an average of
$9,000 to $12,000 per year across the country, more than public college
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tuition in most states.” These high childcare costs accrue during a period
when parents are at the lowest earning years of their careers and when the
financing mechanisms of grants and low-interest loans are unavailable.?
The public programs that exist to help families access early care and ed-
ucation—namely the Early Head Start/Head Start program and childcare
subsidies provided under the federal and state Child Care and Development
Block Grant program—serve a small fraction of those eligible. In 2016-2017,
35 percent of 3- to 5-year-old children in poverty attended Head Start, and
10 percent of children under age 3 in poverty attended Early Head Start.”” In
2015, of the 13.5 million children eligible for childcare subsidies under federal
rules, only 15 percent received them.

Public investments in preschool contribute to dramatic increases in partici-
pation in early learning programs in the year or two prior to children’s entry
into kindergarten. Whereas in 1970, about 1.09 million (27 percent) 3- to
5-year old children in the United States attended preschool, by 2016, 4.701
million (60 percent) were enrolled.29 Yet these overall rates mask dispar-
ities in attendance. While income-based gaps in enrollment in preschool
narrowed in recent decades, children in low-income families continue to be
less likely to attend center-based care than their higher-income peers.30 As
shown in Figure 1, among children under age 5 with employed mothers, only
28 percent of those in homes under the poverty line attend center-based
care, versus 39 percent of those above the poverty line. This is problematic,
as center-based settings tend to provide higher-quality, more stable care, on
average, than unregulated arrangements. *!

Further, centers that low-income children attend provide lower quality care,
on average, than those attended by their higher-income peers.*> Research
shows that higher-income families are enrolling children in formal early care
and education programs at increasingly younger ages.* In 2005, for exam-
ple, 22 percent of 1-year-olds from families with incomes above 200 percent
of the federal poverty line (at that time, about $32,000 per year for a family
of three) attended center-based settings, compared to just 11 percent of
1-year-olds from families with incomes below 200 percent of the federal
poverty line.* Our system’s reliance on private family investment in early
childhood is a driver of inequality, putting children on unequal playing fields
well before they walk through the doors of their kindergarten classrooms.*

Despite their high expense, early care and education programs should ac-
tually cost more, not less. The quality of early care and education depends
on the warmth and responsiveness of teachers and caregivers and on the
strength and consistency of the caregiver-child relationships, which means
economies of scale do not apply to childcare in the same way as with other
economic sectors. For good reason, state and local regulations set child-



Washington Center for Equitable Growth | equitablegrowth.org

adult ratios and group sizes and teacher training requirements. In turn,
most childcare costs are directed to labor expenses.*

Yet, despite parents paying as much (or more) than they can afford, child-
care workers are paid little. In 2018, the median hourly wage for childcare
workers was $11.17 ($23,240 per year).”” This is considerably less than the
$16.56 median hourly wage for bus drivers ($34,450 per year).®* What’s
more, there are wide racial and ethnic gaps in teacher pay and benefits such
as health insurance coverage or paid sick leave.*® Many workers earn so little
that they rely on public assistance. Between 2014 and 2016, more than half
(53 percent) of childcare workers lived in families that participated in one or
more of four public programs.® This compares to 21 percent in the general
population.*!

Low pay and few benefits present barriers in attracting and retaining a
skilled early care and education workforce. Teacher educational qualifica-
tions and stability are associated with the quality of early childhood settings
and, in turn, a wide range of children’s outcomes.® In 2012, 25 percent of
childcare centers had turnover rates of 20 percent or higher.** A 2018 study
found that 10 percent of children in Head Start (whose teachers average
lower pay than those at public preschool programs) had a teacher who left
Head Start entirely during the program year, with harmful consequences for
children’s outcomes.* Adequate caregiver and teacher compensation and
training is necessary for supporting quality and stability in, and augmenting
the supply of, early care and education.

This lack of reliable, affordable childcare has reverberating effects for par-
ents, employers, and the U.S. economy. Interrupting a career due to a lack
of adequate childcare—something more often done by mothers—has both
short- and long-term economic ramifications for families in terms of lost
wages, retirement savings, and other benefits, with an estimated average
reduction of 19 percent in lifetime earnings.* Even when maintaining labor
force participation, working parents and their employers feel the economic
consequences of childcare inadequacy. A 2018 survey found that workers
with children under the age of 3 lose an average of 2 hours per week of
work time due to childcare problems, such as leaving early or arriving late.
One-quarter of respondents reported they reduced regular work hours,
turned down further education or training, or turned down a job offer due
to childcare problems.* One recent study estimated that the childcare crisis
results in $57 billion in lost earnings, productivity, and revenue each year.#’
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Policy solutions

Most early care and education policies are designed for one or both of two
purposes: to provide care while parents work or to promote children’s readi-
ness to enter kindergarten by supporting cognitive, social-emotional, and be-
havioral development. This is a false dichotomy. As detailed above, high-qual-
ity, affordable, reliable programs accomplish both purposes. Yet there are
simply too few high-quality, affordable, reliable programs in the United States
today, and most are out of reach for low- and middle-income families.

In order to address families’ and employers’ early care and education needs,
policies must address the affordability, quality, and supply problems in our
current system. More public investment is needed to help ease the cost
burden for families and ensure that a trained, stable workforce has ade-
quate compensation, which will promote affordability and quality. Low-in-
come families disproportionately shoulder the economic and other burdens
caused by the lack of childcare, although middle-income families are also
economically squeezed during the years in which their children are young.

A universal plan, particularly one with a sliding income scale to provide pro-
gressive benefits, may not pay for itself in the short term, but will likely do
so in the long term.** A universal plan that offers benefits such as mixed-in-
come classrooms may have beneficial peer effects.* And these kinds of
plans have fewer administrative barriers and stigma, and a broader base of
political support.® Further, an analysis of the Infant Health and Develop-
ment Program estimates that socioeconomic achievement gaps would be
substantially narrowed from universal programs.s' Policies should be flexible
enough to meet families’ diverse needs, address the overall supply of early
care and education, and cope with the gaps that are particularly trouble-
some for families today, such as care during nonstandard hours and for
children with special needs.*

Two examples of universal policy solutions that would improve affordability,
quality, and supply are the Child Care for Working Families Act and the Uni-
versal Child Care and Early Learning Act. Both of these proposed bills would
increase public investment in early care and education to limit families” out-of-
pocket payments to 7 percent of family income (the threshold recommended
by the U.S. Department of Health and Human Services), increase childcare
worker compensation and training, and expand public preschool and the sup-
ply of childcare for infants and toddlers. The Child Care for Working Families
Act does so by expanding childcare subsidies, nearly doubling the number of
children eligibles* The Universal Child Care and Early Learning Act relies more
on public provision, expanding a network of early care and education options
through federal-state or federal-local partnerships.*
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Both bills, if passed by Congress and signed into law, would lead to substantial
increases in the availability of high-quality, affordable early care and education
programs. An analysis of the Child Care for Working Families Act estimated
that, at full implementation, the availability of new childcare subsidies and re-
duced childcare costs would lead to 1.6 million more parents joining the labor
force, the bill would create 700,000 new jobs in the childcare sector, and pay
among teachers and caregivers would increase by 26 percent.

Conclusion

The recent increases in state and local paid family leave programs in a handful
of states and cities are laudable and help parents manage their own health
and their newborns’ needs, while maintaining their jobs and a basic income.’
Likewise, federal and state public preschool programs and Head Start serve
increasing numbers of children, with 44 percent of 4-year-olds and 16 percent
of 3-year-olds enrolled in public programs across the country.” But in the
years following the (relatively brief) period of paid leave and preceding the
availability of preschool, families require affordable, high-quality, stable early
care and education arrangements that match their working hours.

To ignore early care and education policy means to ignore a major expense
and pressing concern for families and employers across the nation. More-
over, the research shows that early care and education can promote chil-
dren’s cognitive and other outcomes, narrowing disparities and leading to
greater economic growth.®® Our nation’s current lack of investment in early
care and education—unique among our peer countries—constitutes a lost
economic opportunity to enhance our global competitiveness, as well as a
lost opportunity for narrowing pervasive social and economic inequalities
among families today.

—Taryn Morrissey is an associate professor at the School of Public Affairs
at American University.
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Fair work schedules for the U.S.
economy and society: What’s
reasonable, feasible, and effective

By Susan Lambert, University of Chicago

Overview

Scheduling practices in low-wage jobs are the focus of increasing public con-
cern in the United States, as awareness has grown of their potential harmful
effects on workers and families. Changing work schedules requires changing
the behaviors of frontline managers because they are the ones who schedule
employees. Policymakers in the next Congress and administration can enact
new federal laws to shift incentives on the frontlines of firms to help establish
work-hour standards that benefit both employers and employees.

In this essay, | first detail the problematic scheduling practices prevalent in
today’s U.S. economy and their serious ramifications for firm productivity
and worker well-being. | draw on recent evidence indicating that improving
work schedules can be good for families, employees, and employers alike.

| then suggest two promising directions for public policy: legislating new
work-hour standards in low-wage jobs and helping businesses meet them.

Key Takeaways

THE EVIDENCE

B Scheduling practices in low-wage U.S. jobs are problematic for hourly U.S.
workers due to fluctuating hours, short notice of work schedules, and little
input into when and how much they work.
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B Problematic work schedules make it difficult for these workers to care for
loved ones, do well in school, and achieve economic security.

THE SOLUTIONS

B Improving work schedules for hourly U.S. workers requires policies aimed at
changing the behaviors of frontline managers because they are the ones who
schedule employees, and these managers can improve the predictability and
stability of employees’ schedules while also meeting business imperatives.

Problematic scheduling practices: Serious
ramifications, widespread prevalence, and
unproductive results

Research tells us that several dimensions of work schedules in today’s
jobs—instability, unpredictability, inadequacy, and lack of input—undermine
worker health and family economic security. Specifically:

B Schedule instability and unpredictability make it difficult to fulfill a host of
family responsibilities, from arranging childcare and attending parent-teacher
conferences to securing benefits through public safety-net programs.

B Shortfalls in weekly work hours fuel financial insecurity and distrust in
societal institutions, including Congress.?

B Problematic scheduling practices are more strongly associated with
psychological distress, sleep quality, and unhappiness than are low wages.?

These problematic scheduling practices are widespread in today’s labor
market, especially among low-paid workers. More than three-quarters of
hourly-paid workers in the bottom third of the wage distribution report
fluctuations in weekly work hours that average more than a full day of pay.*
Fully 40 percent of hourly workers say that they “know when they will need
to work” one week or less in advance, and 1in 6 know their schedule a day
or less in advance.” What’s more, between 2007 and 2015, involuntary part-
time employment increased almost five times faster than voluntary part-
time work and about 18 times faster than all work.® And about half of hourly
workers report that they have little or no input into the number or timing
of the hours they work.”
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Work scheduling problems are multidimensional problems. The most disad-
vantaged workers experience fluctuating, unpredictable, and scarce hours,
determined by their employers. A larger proportion of black than white
workers have highly fluctuating work hours at the behest of their employer,
not by choice.® And a larger proportion of low-paid than higher-paid work-
ers, and black than white workers, experience the “triple whammy” of work-
hour volatility, short advance notice, plus lack of schedule control.?

Importantly, evidence indicates that scheduling practices that are problem-
atic for employees can also be problematic for employers. The latest re-
search on the operations of retail firms reveals an inverted U-shaped curve
between store-level labor flexibility and profit, demonstrating that too much
labor flexibility undermines business goals.® A recent randomized experi-
ment at the U.S. retailer Gap, Inc. finds that improving schedule stability and
predictability for hourly sales associates increased labor productivity and
store sales, suggesting that improving scheduling practices can yield posi-
tive business benefits."

Policy answers to problematic
scheduling practices

Depending solely on employers to improve work schedules voluntarily is
risky if policymakers are to improve the quality of jobs and quality of life for
all U.S. workers and their families.” The business models revered by Wall
Street emphasize the importance of minimizing the cost of labor in order to
maximize returns to shareholders.® These pressures trickle down to front-
line managers who are held accountable for operating within increasingly
tight labor budgets.

Frontline managers adopt practices that allow them to keep their workers’
schedules flexible so they can readily adjust staffing levels to perceived busi-
ness needs. Key among managers’ labor-flexibility tools are the scheduling
practices that create the problems for workers: posting schedules with little
advance notice, making last-minute changes, and maintaining a large pool of
workers just in case they need more.* The incentive structures of firms make
it difficult for frontline managers to change their scheduling behaviors.

Public policy can shift incentives on the frontlines of firms. Since 2014, one
state (Oregon) and six municipalities (San Francisco, Seattle, New York City,
Philadelphia, Chicago, and Emeryville, California) have passed comprehen-
sive scheduling laws, and more than a dozen additional cities have legislative
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initiatives underway. The new regulations are intended to establish universal
standards for scheduling hourly employees in targeted industries, primarily
in retail, food service, and hospitality, and in large corporations.”

Although the administrative rules vary across municipalities, these laws
are coalescing around common provisions that align with the problematic
dimensions of work schedules. By addressing multiple dimensions of work
schedules, the laws are consistent with social science research indicating
a multidimensional approach is needed to accomplish meaningful change.
The major provisions included in current legislation and the scheduling
dimension each one is intended to improve are compiled in Table 1.

TABLE 1

Problematic scheduling practices at U.S. firms and some common provisions
in scheduling legislation

Oregon and six municipalities* have implemented these kinds of scheduling provisions, with other
state and local legislators considering similar action

The major provisions
included in current
legislation and the

Dimensions of problematic work schedules . . .
scheduling dimension
Instability:
Fluctuations in the
number and timing
of employees’ work
hours

Unpredictability: The Inadequate hours: Not
difficulty of employees  working enough hours  having a say in how
anticipating when they  to earn an adequate much or when you
will worlc and when living wark

they will not

Lack of input: Not Nonstandard timing:
Working during times
outside the conventional
Monday-through-Friday

daytime schedule

each one is intended to
improve are compiled
here.

Major provisions in scheduling legislation

A good-faith estimate
requires firms to provide
employees with an
accurate estimate of
the number (and, in
some locations, also
the timing) of hours
they will work, including
any on-call shifts, which
also improves
predictability

Two-week advance
notice by firms of
employees’ work
schedules

“Predictability pay” to
employees for
employer-driven
changes to their
original work schedule

The right of employees
to refuse to work shifts
different than on the
original schedule, which
also improves schedule
input

Access to hours
requires employers to
offer available hours
to current employees
before hiring new staff

The right of employees
to request a change in
their regular work
schedule without fear
of retaligtion, and the
right to receive
accommodation for
major life events, such
as school and
caregiving

The right to rest, also
called a “clopening”
provision, which gives
employees the right to
refuse to work back-to-
back shifts and extra
compensation when
agreeing to do so

Source: Author’s analysis.

*The six municipalities are San Francisco, Seattle, New York City, Philadelphia, Chicago, and Emeryville, California.

Scheduling legislation is designed to preserve
flexibility for both employers and employees

One concern of employers is that regulating scheduling practices will
impede profitability by limiting their ability to adjust labor to changing
demand. But the provisions of the laws place more emphasis on improving
schedule predictability rather than schedule stability. This focus on predict-
ability preserves labor flexibility for employers. Notably, even though work-
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ers’ schedules are to be posted two weeks in advance of each workweek,
these laws do not prohibit employers from making changes to the sched-
ules once they are posted. Instead, the laws require employers to provide
a premium—*“predictability pay”—to workers when a manager requests a
change, commonly an extra hour of pay.

Predictability pay for schedule changes is a risk-sharing approach. It ac-
knowledges that schedule changes create costs for workers such as by
disrupting childcare arrangements, school and training schedules, and trans-
portation arrangements. Just as an overtime premium compensates hourly
employees for working beyond what is conventionally viewed as a reason-
able workweek, predictability pay helps to compensate employees for the
adjustments they have to make when accommodating employer requests
for flexibility. Predictability pay also provides an incentive to managers to
limit schedule changes to those literally worth it to the business.

Of equal concern is that by increasing the cost to employers of schedule
changes, scheduling legislation will reduce flexibility for employees. But the
predictability premium only pertains to employer-driven schedule changes.
The laws do not require that employers pay a premium when employees
swap shifts with one another or actively initiate a change, including request-
ing additional hours or even leaving work early.

Moreover, although it may seem logical that employers may become hes-
itant to grant an employee’s request for time off out of fear that they will
have to provide predictability pay to another employee who works those
hours, the administrative rules governing the implementation of current
laws outline procedures employers can follow to respond to such employ-
ee-driven schedule changes without having to pay a predictability premium.
And the “right to request” and “access to hours” provisions, along with the
“right to refuse” to work hours not on the original work schedule, expand
employee control over work hours.

In sum, the concern that scheduling legislation will necessarily curtail em-
ployer or employee flexibility appears overstated, as does the assumption
that low-paid jobs provide substantial flexibility to begin with—more than
50 percent of low-paid hourly workers say they have little or no input into
the number or timing of their work hours.” Nonetheless, such concerns are
important and are being addressed in ongoing research on the implementa-
tion and effects of current scheduling legislation, described below.
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Problematic scheduling practices are often
driven by factors under employers’ control

The common view is that schedule instability and unpredictability are driven
by factors outside the control of employers, notably variations in consumer
demand. But research indicates that much of the variation in employees’
schedules is driven by internal corporate processes, such as the account-
ability practices discussed above and adjustments to scheduled sales pro-
motions and deliveries rather than by changing consumer demand.”®

A telling case in point is data from one store that participated in the Gap sched-
uling experiment referenced above. Specifically, the data show that although
there are certainly peaks and valleys in traffic and overall store labor hours,
individual employees’ hours vary much more dramatically. (See Figure 1.)

Hourly worker schedule instability is not only due to retail store
customer traffic

Work-hour instability at a Gap retail store compared to customer traffic

300%

32 hourly employees

200
100
Traffic
0
Payroll hours
-100
Sep. 2015 Nov. 2015 Jan. 2016 Mar. 2016

Each thin line represents a store employee and shows how much an individ-
ual employee’s hours diverged from his/her average hours over a six-month
period. The thick blue line graphs how much the store’s overall labor hours
varied from its mean over the months. And the orange line shows how much
customer traffic varied. As is evident, although there are certainly peaks and
valleys in traffic and overall store labor hours, individual employees’ hours
vary much more dramatically. This and other evidence indicates that there is
more stability and predictability already in business that can be passed on to
workers by improving basic business and scheduling practices.”
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FIGURE 1
...the data show that
although there are
certainly peaks and
valleys in traffic and
overall store labor hours,
individual employees’
hours vary much more
dramatically.

Source: Susan Lambert and others, “The
Stable Scheduling Study” (2019). Details
available from author.



Vision 2020: Evidence for a stronger economy 107

Is scheduling legislation effective?

Given that scheduling legislation is new, so too is research on its effects. To
date, state-of-the-art studies conducted in Seattle and Emeryville, Califor-
nia suggest these laws are making a difference in the lives of workers in
jobs in retail and food service. By comparing survey responses of retail and
food-service employees working in the same firms but in municipalities
with and without scheduling legislation, sociologists Kristen Harknett and
Véronique Irwin at the University of California, San Francisco and Daniel
Schneider at UC Berkeley are able to isolate changes in workers’ scheduling
experiences due to Seattle’s Secure Scheduling Ordinance, which became
law in 2017. They find that just eight months after the new scheduling law
went into effect, the share of covered employees reporting at least 14 days
advance notice increased by almost 20 percent (more than 9 percentage
points). The new law also more than doubled the reported receipt of “pre-
dictability pay” for schedule changes (a 7 percentage point increase relative
to baseline).* In the second year of the evaluation of Seattle’s scheduling
ordinance, Schneider and Harknett will examine the possible effects on
employee health and well-being.

In Emeryville, economist Elizabeth Ananat at Columbia University and child
development expert Anna Gassman-Pines at Duke University have fielded
time-diary studies with mothers of young children that enable them to track
the effects of scheduling legislation on parents’ daily well-being. They find
that the Emeryville Fair Workweek Ordinance decreased daily instances

of schedule unpredictability overall and also reduced last-minute schedule
changes. They also find an overall effect on the well-being of working par-
ents, with the law improving subjective reports of sleep quality.”

Research conducted by myself and my colleague Anna Haley at Rutgers
University on the implementation of scheduling laws by frontline managers
in Seattle, New York City, and Philadelphia indicates that compliance will
take time. The laws are complex, and firms and managers are still figuring
out strategies of implementation.” The full effects of the laws may not be
realized for some time.

A consistent challenge for managers is complying with requirements for
documentation of the scheduling process, especially documenting schedule
changes. Even though most covered employers are part of large chains, not
all use sophisticated software, and the manager/owners of franchises are
often left to develop their own systems. The federal government could help
businesses by subsidizing research and development of technology to ease
compliance and documentation, facilitating enforcement too.
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Is federal legislation a useful next step?

The federal-level Fair Labor Standards Act of 1938 was informed by decades
of prior state-level legislation demonstrating that businesses could, in fact,
thrive without child labor and testing employer incentives to reduce the
punishingly long work hours characteristic of the industrial revolution—
what is now our overtime premium. Eight decades later, similar policy
innovation at the state and local level to improve the quality of U.S. jobs in
the 21st century lays a foundation for federal legislation, providing evidence
of the feasibility of changing employer scheduling practices and the conse-
quences for workers, families, and firms of doing so.»

In addition to establishing universal work-hour standards, federal legislation
might also lessen implementation challenges. Both corporate representa-
tives and software vendors express a reluctance to change their scheduling
and “workforce optimization” technologies, given that administrative rules
vary from one city to another.** Perhaps most importantly, without federal
legislation, there is no clear incentive for corporations to change the la-
bor-cost accountability structures that drive these practices.

Conclusion

Workers in low-paid hourly jobs often face a constellation of problematic
scheduling conditions, among them fluctuating hours, short notice of their
work schedules, too few scheduled hours, and little input into when and
how much they work. Research is clear that the consequences of these
conditions can be grim. Unstable, unpredictable hours over which workers
have little control make it difficult to care for loved ones, do well in school,
and achieve economic security.

But change is feasible. The best available evidence indicates that it is possible
for employers to improve the predictability and stability of employees’ sched-
ules while also meeting business imperatives. Currently, firms’ accountability
metrics focus managers’ attention on the instability and unpredictability in
business demands, leading managers to discount the substantial stability and
predictability that also exists. Scheduling legislation shifts incentive structures
and the focus of managers. With the right tools and assistance, managers can
learn to identify and deliver greater stability and predictability to workers. The
federal government has an opportunity to provide leadership in transform-
ing problematic scheduling practices into fair scheduling standards that will
support the vitality of U.S. families and firms.
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Earnings instability and mobility
over our working lives: Improving
short- and long-term economic
well-being for U.S. workers

By Emily E. Wiemers, Syracuse University, and
Michael D. Carr, University of Massachusetts Boston

Overview

Rising inequality in earnings is a fact of the U.S. economic landscape. The
rise in earnings inequality has occurred because earnings have become
more unstable in the short term, and because the more stable, or per-
manent, part of earnings has become more unequal in the long term. As
permanent earnings have become more unequal, workers find it harder to
move up the earnings distribution over their careers!

Instability in year-to-year earnings, or earnings volatility, can result from econ-
omywide trends such as increases in unemployment or decreases in work
hours during recessions, or from more microeconomic trends such as changes
in the prevalence of precarious work arrangements, job turnover, or bonuses
and other types of performance pay.> Some volatility, such as receiving a large
bonus or switching to a higher-paying job, is welcome. Yet an unexpected
negative earnings shock can be difficult to manage, especially for low-income
workers facing an involuntary or unanticipated decline in earnings:

Permanent earnings inequality reflects longer-term trends in the U.S. labor
market such as changes in the returns to education and other skills, inter-
national trade and technological change, changes in unionization, and the
value of the minimum wage.* Growing permanent earnings inequality not
only increases persistent disparities in living standards among workers but
also is associated with declines in long-run earnings mobility. The result is
that an increasing number of workers will have persistently low earnings
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while other workers will spend large parts of their working lives at the very
top of the earnings distribution.®

In this essay, we briefly review what recent research suggests about trends
in short-run earnings volatility, permanent earnings inequality, and mobility,
as well as the causes of these trends. We then offer a number of policy rec-
ommendations that we think will help alleviate some of the negative effects
of these recent changes. In particular, we discuss the merits of incentives
and reforms to boost household incomes and savings alongside education
reforms to help today’s workers find good jobs and our future workers be
better prepared early in life to contribute productively over the long term.

Key Takeaways

THE EVIDENCE

B Rising U.S. earnings inequality is due to earnings becoming more volatile
in the short term while the more stable, or permanent, part of earnings
become more unequal in the long term.

B US. workers consequently find it harder to move up the earnings ladder
over their careers. This trend is exacerbated by the growing precarity of
work, especially for less-educated and low-income workers.

THE SOLUTIONS

B US. workers need more accessible and robust public safety net programs
and incentives to increase private savings to buffer short-term declines in
earnings and spells of unemployment, alongside investments in education and
pathways to high-quality employment to reduce long-term earnings inequality
and improve upward earnings mobility.

What do we know about earnings volatility,
permanent earnings inequality, and mobility?

Most evidence shows that year-to-year volatility in men’s wage and salary

earnings increased considerably from the 1970s through the early 1980s as
inequality increased rapidly.® Since the 1980s, short-term earnings volatility
for men is highly cyclical, increasing during recessions and declining during
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expansions, though whether the trend is broadly increasing, flat, or decreas-
ing differs between datasets and studies.’

Earnings volatility is the highest for men with less education and with lower
earnings—that is, for workers who likely have the hardest time maintaining
their well-being during periods of low earnings.® For women, earnings are
more stable than in the past, with falling earnings volatility since the 1970s,
though earnings volatility for women is higher than for men.® Volatility in
family income—which includes both wage and salary earnings and other
sources of income such as transfers from government programs, including
the Earned Income Tax Credit and Supplemental Nutrition Assistance Pro-
gram—is rising over time, and government transfers are less able to buffer
earnings fluctuations than in the past.”®

Even ignoring the year-to-year fluctuation in earnings and focusing instead
on the more constant part of earnings over a lifetime, permanent earnings
inequality is growing rapidly. Much of this increase is driven by an increase
in inequality in earnings early in workers’ careers.” This increase in perma-
nent earnings inequality means that individuals are more “stuck in place” in
the earnings distribution throughout their careers, with smaller chances of
upward mobility than in the past.”

What are the risks that U.S. workers face?

Workers face two distinct types of risk. Despite the relatively flat trend in
short-term earnings instability since the 1990s for all workers, short-term
earnings risk remains large and is growing for less-educated and lower-earn-
ing workers. Unanticipated declines in earnings are particularly problematic
for low-income families and less-educated adults who have little in savings.
Only 29 percent of low-income households have savings for unexpected
emergencies, and 42 percent of adults with a high school degree or less could
not pay their monthly bills if faced with an unexpected $400 expense. These
workers have limited ability to weather earnings shocks because of the weak-
ening of the public safety net, because low earnings make saving difficult, and
because they lack access to formal low-cost credit markets.

At the same time, the vast majority of workers face a new risk: If early-ca-
reer earnings are low, the likelihood that earnings remain low has increased.
Workers with more education are more likely to have high earnings, but
even for these workers, the likelihood of rising up through the earnings
distribution over a career is declining.
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These dual risks necessitate investment in policies that reduce short-run
earnings volatility and enhance workers’ ability to cope with temporarily low
earnings, particularly for workers with fewer resources, alongside policies to
promote careers that provide for long-run upward mobility.

Policy remedies for short-term
earnings volatility

Earnings can be volatile because of both positive changes such as end-of-
year bonuses, or negative ones such as unexpected cuts in work hours. We
focus on policies that address the source and consequences of negative
earnings changes, particularly for families who are less likely to be able to
adequately weather periods of lower earnings.

Policies to reduce volatility

Outside of employment transitions, we know relatively little about the
sources of earnings volatility, which makes articulating policies that reduce
volatility difficult. Reducing employment transitions reduces earnings vol-
atility. We focus on policies to reduce earnings volatility from two specific
sources—poor health and family caregiving responsibilities—that would be
particularly helpful to lower-income families.

The first policy is to increase access to paid leave for workers’ own healthcare
needs and for family caregiving. Employees’ access to such leave is more com-
mon among high earners than low earners, though eight states, the District of
Columbia, and the federal government for its own employees have enacted
paid leave policies. Access to paid leave may reduce the instability of earnings
for workers who themselves become ill or whose family members (including
infants) require care.

Similarly, access to flexible, low-cost childcare may also promote stable earn-
ings. Such childcare arrangements would provide insurance against unantic-
ipated childcare needs that can disrupt work and would be compatible with
the irregular work schedules that are common for low-income workers.”

Policies to help families cope with downward
earnings shocks

Because unexpected negative earnings changes are inevitable, families must
be able to maintain basic living standards during periods of low earnings.
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The Supplemental Nutrition Assistance Program is one of the most effec-
tive transfer programs to help all families cope with temporary spells of
unemployment or low earnings because benefits through this program

can be obtained quickly.”® Eliminating work requirements for this program
entirely or establishing a national unemployment trigger in which work re-
quirements would be automatically suspended when unemployment is high
would help workers during recessions when short-term earnings volatility
spikes.” Because low-income and less-educated individuals face persistently
volatile earnings, policymakers also should increase the value of benefits—
for example, by accounting for the time required for food preparation and
the geographic variation in food prices—helping those workers who face
volatile earnings in both recessionary and expansionary periods.”

Government policies can also help households save to self-insure against
short-term earnings losses. A suite of small policy changes would facilitate
higher levels of savings for low-income households. First, improving access
to banking services for low-income families would encourage saving. Only 17
percent of households without a bank account report saving for unexpected
emergencies, compared to more than 55 percent of households who have at
least one checking or savings account.” These expansions must encourage
savings vehicles such as no-overdraft accounts to prevent households with
low levels of savings from incurring substantial costs from banking.*

Second, we should provide incentives for individuals to save regularly from
each paycheck or from lump sum amounts from government transfer pro-
grams such as the Earned Income Tax Credit or the child tax credit. Encour-
aging employers to offer nonretirement savings plans to workers though
payroll deductions and for households to receive tax refunds through
direct deposit to a bank account would both help encourage saving.” Ten
states and one city have enacted legislation allowing for state-facilitated
retirement savings programs, some of which feature autoenrollment, and
nonretirement savings plans could follow a similar model.” Direct deposit of
tax refunds from the Earned Income Tax Credit are particularly relevant for
low-income families and are large, worth an average of $2,488 in 2018.

Policy remedies to address long-term inequality
and stagnant mobility over our working lives

Policy proposals to decrease long-term inequality and increase long-term
economic mobility should help young adults start their careers in strong
economic positions. Many of these policies would be cost effective because
the costs of the programs are offset by increased tax revenues and de-
creased transfer payments over the working lives of adults.
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These policies start from early childhood. Expanding access to high-qual-
ity preschool has been shown to increase educational attainment and to
improve income and health in adulthood, particularly for children from
low-income families.** Moreover, these programs have high rates of return:
$1 invested in the Perry Preschool program—one of the most successful
high-quality preschool interventions for black children with risk factors of
failing in school—returned $7 to $12 back to society.®

Promoting college graduation is also important for reducing long-term
earnings inequality and increasing long-term earnings mobility. The gap in
college completion between individuals from high- and low-income families
is growing.*® Because college-educated workers have higher levels of long-
term mobility than less-educated workers, and because these workers begin
their career at higher points in the earnings distribution and are more likely
to stay there throughout their working lives, promoting college completion
among children from low-income families is critical.””

There are several policy options to consider. The expansion of Pell Grants,
which target low-income college students, is one such policy. Its costs are
recouped within 10 years.® Increasing state funding for community colleges
to provide more clear pathways to both associates degrees and four-year
colleges would also improve graduation outcomes for low-income students.”

Because much of lifetime earnings inequality is driven by inequality in ear-
ly-career earnings, and permament inequality is growing even among college
graduates, young adults must start their careers on a solid trajectory.® Assisting
four-year and community colleges to develop programs to teach students how
to conduct a job search to find a high-quality first job or to establish explicit
pathways to apprenticeships for high-demand careers is another step toward
maximizing early-career earnings and improving long-term earnings mobility.?

Conclusion

Workers in the United States face the risks of high short-term earnings
volatility for less-educated and lower-income workers, declining rates of
mobility, and increasing permanent earnings inequality for most workers.
To cope with these risks, workers require a combination of more accessible
and robust public safety net programs and incentives to increase private
savings to buffer short-term declines in earnings and spells of unemploy-
ment, alongside investments in education and pathways to high-quality
employment to reduce long-term earnings inequality. Importantly, increases
in education and high-quality employment—both of which reduce long-
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term inequality and increase long-term mobility—also reduce the number
of workers with particularly high levels of short-term earnings volatility, thus

providing a double benefit to U.S. workers.

—Emily E. Wiemers is an associate professor of public administration and
international affairs at the Maxwell School of Citizenship and Public Affairs
at Syracuse University. Michael D. Carr is an associate professor in the De-
partment of Economics at University of Massachusetts Boston.
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Policies to strengthen our
nation’s Supplemental Nutrition
Assistance Program

By Hilary Hoynes, University of California, Berkeley and
Diane Whitmore Schanzenbach, Northwestern University

Overview

Our nation’s Supplemental Nutrition Assistance Program, previously known
as food stamps, is a central element of the U.S. social safety net. SNAP is
the nation’s primary food support program, providing electronic vouchers
that can be used to purchase most foods at participating retail outlets and
helping low-income families afford the food that they need.

SNAP reaches a broad range of low-income individuals, including the elder-
ly, disabled, families with children, workers, and the unemployed. During a
typical month in 2018, the program helped 40 million people—about 1 out
of every 8 Americans—afford the food they need. SNAP is means tested,
and eligibility for the program requires that net household income (equal to
total income less allowable deductions) be no higher than 100 percent of
the poverty line, or about $1,780 per month for a family of three. This bene-
fit is designed to supplement out-of-pocket spending on food, and benefits
average about $4 per person per day. The result of this targeting is one of
the most important anti-poverty programs in the United States.

A recent National Academy of Sciences report on child poverty finds that
the elimination of the program would raise the child poverty rate from

13 percent to 18.2 percent. Only two federal refundable tax credits—the
Earned Income Tax Credit and the refundable portion of the Child Tax
Credit—are more successful at alleviating child poverty. Further, the re-
port found that this supplemental nutrition assistance is the most effective
program at reducing deep child poverty (income below 50 percent of the
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poverty line). Eliminating it would raise deep child poverty from 2.9 percent
to an estimated 5.7 percent.

SNAP caseloads can quickly respond to increased need—for example,
during economic downturns or natural disasters—and benefits are quickly
spent, generally in the recipient’s community, which also stimulates the local
economy. This program increases households’ spending on food, reduces
recipients’ likelihood of experiencing food insecurity, and improves eco-
nomic and health outcomes.’

A key priority of the next US. Congress and administration in 2021 should be
to preserve this important program and to enact policies that enhance its
impacts on the macroeconomy and on children. This essay examines current-
ly proposed changes to key policy components of the Supplemental Nutri-
tion Assistance Program—its broad-based eligibility category, and its “public
charge” critieria for legal immigrants, and conditions under which work
requirements are waived—and then offers ways to strengthen the program’s
ability to protect young children by increasing SNAP benefits to their families,
as well as enhance its recession-fighting power.

Key Takeaways

THE EVIDENCE

B The Supplemental Nutrition Assistance Program is effective and efficient,
providing food benefits to a wide range of needy individuals and families,
who purchase the foods they desire from local food retailers.

B Supplemental nutrition assistance reaches a broad range of low-income
individuals, helping about 1 out of every 8 Americans afford the food they need.

THE SOLUTIONS

B Congress should repair the damage done to the program in the Trump era by
reversing the rule changes for eligibility and the public charge determinations
for legal immigrants, and strengthening the program’s ability to protect young
children by increasing these benefits to their families and enhancing the
program’s recession-fighting power.

120



Vision 2020: Evidence for a stronger economy 121

Preserve work supports built into the
Supplemental Nutrition Assistance Program

An increasing share of SNAP participants are low-wage working families,
reflecting our nation’s recent shift toward a work-based safety net for
those who are not elderly. Today, about 80 percent of the federal safety net
spending on families with children goes to working families, compared to
about a third in 1990. Per-child spending directed to nonworking families
decreased in real terms by 20 percent over this period.

But two recent policy changes by the Trump administration make it harder
for many working families to receive SNAP benefits. First, the administration
proposes to eliminate the program’s broad-based category eligibility, which
allows families with total incomes above 130 percent of poverty to partic-
ipate if they have certain characteristics, such as high expenses for hous-
ing or childcare, or if the earned-income deduction in the SNAP formula
gives them eligibility (they must still meet the net income test whereby net
income is below 100 percent of the poverty line). The overwhelming major-
ity of benefits paid under this broad-based eligibility go to households with
total incomes between 131 percent and 150 percent of the poverty line. This
category also allows the program itself to be more efficient by waiving the
requirement to collect detailed information on a household’s assets. Most
SNAP participants have no or very low levels of assets, and documenting
this for every case is costly to families that must provide documentation, as
well as states that must collect it.

Families that include employed, elderly, or disabled family members are
disproportionately represented among families receiving supplemental
nutrition assistance through the broad-based category eligibility. The Trump
administration’s proposed elimination of broad-based eligibility introduces
a sharp cliff in benefits that may act to discourage these SNAP participants
from working, which would hurt working families. States’ option to adopt
broad-based category eligibility should be reinstated.

Second, the Trump administration has proposed changes to the public charge
rule, a long-standing administrative rule that determines whether to confer
citizenship to an immigrant, with one factor for consideration being whether
the applicant is likely to become a “public charge” of the state. Recently, the
Trump administration announced a change to the interpretation of this public
charge rule, which will make it difficult for members of families of docu-
mented immigrants who receive SNAP benefits to obtain citizenship. This

rule provides strong incentives for documented immigrants who are eligible
for supplemental nutrition assistance to not participate in the program and
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other safety net benefit programs. Immigrant households make up a small
share (only 6 percent) of the total SNAP caseload, yet the program provides
an important source of supplemental food benefits to these families, many of
which also include U.S. citizen children. Households that tap nutrition assis-
tance often have immigrant members who are more likely to be employed
than U.S. citizens who avail themselves of the program.

Removing documented immigrant families from the Supplemental Nutri-

tion Assistance Program will cause harm to these families and to their local
economies, as we note below. This proposed “public charge” categorization is
grossly out of line with the modern realities of SNAP and related social safety
net programs. Today, a large share of social benefits spending goes to support
working families who need an extra boost to afford the food and medical care
that they need, due to market realities such as stagnant wages and instability
in employment and hours. The radical reforms proposed by the Trump ad-
ministration that define anyone who is likely to use even modest amounts of
SNAP benefits temporarily as a “public charge” should be rejected.

Supplemental nutrition assistance helps
stimulate the economy

SNAP is an effective “automatic stabilizer” that responds quickly at times,

in places, and for individuals experiencing the effects of periodic economic
downturns.* At the depths of the Great Recession of 2007-2009, 15 percent
of Americans received benefits from the program. At the time, Congress
authorized a temporary increase in maximum benefits, which was a very
effective fiscal stimulus—every dollar in new SNAP benefits during this period
was estimated to spur $1.74 in economic activity.> We have elsewhere argued
in more detail that temporary reforms to SNAP during the Great Recession
were highly effective at increasing family well-being and fiscal stimulus.®

Learning from this experience, the next Congress and administration should
implement two automatic-stabilizer reforms that would automatically kick

in when an economic downturn occurs. Both would be triggered when the
national unemployment rate rises at least 0.5 percentage points above its
low in the prior 12 months, according to the so-called Sahm rule, developed
by Claudia Sahm, the former chief of the Consumer and Community Devel-
opment Research Section at the Federal Reserve in Washington, D.C7 (Sahm
is now Director of Macroeconomic Policy at Equitable Growth.) First, maxi-
mum SNAP benefits should be automatically increased by 15 percent. Second,
existing SNAP work requirements would automatically be waived by the U.S.
Department of Agriculture when the Sahm rule indicates that a recession has
begun. Automatic waivers at the beginning of a recession will quickly help
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alleviate hardship and stimulate the economy without costly delays. Note
that this stands in contrast to the Trump Administration’s recent final rule on
work requirement waivers to SNAP, which makes it more difficult for areas to
qualify for waivers even when unemployment is increasing®

Strengthen the protection of young children
and intergenerational benefits

An increasing base of evidence demonstrates that children’s access to
adequate resources in early life improves later-life health and economic
outcomes.? In particular, research by the two authors of this essay and an-
other colleague used a variation in the original introduction of SNAP across
counties to estimate the impact of having access to the program from con-
ception through age 5.° We found that access to food stamps before age 5
leads to large and statistically significant reductions in the subsequent adult
incidence of “metabolic syndrome” (obesity, high blood pressure, heart
disease, diabetes).

In addition, our research found that access to food stamps in early child-
hood for women (but not for men) leads to an increase in economic
self-sufficiency. Our measure included current earnings and family income,
and indicator variables for whether the individual graduated from high
school, is currently employed, is currently not living in poverty, and is not
participating in the Temporary Assistance for Needy Families program or
SNAP. The effects were largest among those children who had access at the
youngest ages and among those who spent their childhoods in the most
disadvantaged counties.

More recent research extends our work and finds that early life access to
SNAP benefits leads to improvements in long-term earnings and education,
reductions in mortality, as well as a reduction in incarceration among black
men." And other research finds that access to the program between con-
ception and age 5 improves the child’s parent-reported health in later child-
hood, measured at ages 6 to 16 (with suggestive evidence of reductions in
school days missed, doctors’ visits, and hospitalizations at ages 6 to 16).”

Despite the evidence on the importance of resources during early childhood,
young children in the United States face high rates of poverty: 13 percent of
children overall, 18 percent of black children, and 22 percent of Hispanic chil-
dren live in families with income below the poverty line.* Some straightfor-
ward changes to SNAP would yield a double dividend by reducing poverty for
families with young children and improving the children’s life trajectories.
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To address the unmet needs of families with young children, we propose in-
troducing a “young child multiplier” that would increase maximum SNAP ben-
efits by 20 percent for households with children between ages o and 5. For
any family with a qualifying child in the household, the maximum benefit will
be multiplied by 1.2, then the family’s benefits would be calculated according
to the standard benefit formula for deductions and net income calculations.

Although SNAP is a universal program with no additional targeting besides
income and asset criteria, it nonetheless serves a large number of young
children and would be an effective lever for increasing resources in families
with young children. As of 2017, more than one in five households receiving
these benefits has a young child (aged o to 5), and 12.9 percent of all individ-
uals receiving these benefits are young children. Of the $60.6 billion spent
by the federal government to provide SNAP benefits in 2018, about $24
billion (40 percent of the total) went to families with young children.

A strength of the Supplemental Nutrition Assistance Program, compared to
other programs such as the Earned income Tax Credit, is that SNAP benefits
are paid monthly and can be incorporated into a household’s regular expens-
es on an ongoing basis. We estimate the annual cost of the young child multi-
plier to be $6.5 billion. This would serve as a supplement to the current Wom-
en, Infants and Children, or WIC, social benefit program that already targets
low-income families with young children. Paying additional benefits through
the Supplemental Nutrition Assistance Program would be more efficient and
effective than expanding WIC for several reasons. First, SNAP benefits are
more flexible than WIC benefits and are expected to have a stronger protec-
tive effect on other aspects of a family’s financial well-being. Furthermore,
the WIC program is hampered by low participation rates among families with
children—the participation rate drops from 35 percent of 1-year-olds to only
15 percent of 4-year-olds, while SNAP participation rates are relatively high,
estimated at 85 percent in 2016 and steady across these ages.”

Continue the progress of increasing take-up
rates for SNAP benefits

Like any safety net program, for SNAP to be effective, it must reach those
who need it. Participation rates have been steadily increasing in recent
years, up from a low of 53 percent in 2001. Despite this progress, high take-
up rates are not universal. There is substantial variation in take-up rates
across states—from 72 percent in California and 73 percent in Texas, to near
100 percent in lllinois, Oregon, and Michigan.”® Participation rates are lower
for the elderly and for those with lower expected benefit levels, such as
eligible households with income above the poverty threshold.
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Recent work shows that providing information on eligibility or information

plus application assistance can meaningfully increase these rates for the el-
derly.” Other work shows that regular recertification periods contribute to
incomplete take-up.’® Overall, we need more experimentation and attention
to maintaining and increasing SNAP participation.

Conclusion

The Supplemental Nutrition Assistance Program has been effective and effi-
cient, providing food benefits to a wide range of needy individuals and families
that, in turn, purchase the foods they desire from local food retailers. The next
Congress and administration should repair the damage done to the program
by recent rulemaking in the Trump era, reversing the rule changes for eligibil-
ity and public charge determinations for legal immigrants, and preserving the
ability to appropriately waive work requirements during economic downturns.
And policymakers should strengthen the program’s ability to protect young
children by increasing SNAP benefits to their families, as well as enhance its
recession-fighting power. Each proposal would be a well-targeted incremental
reform that would strengthen the program to better serve U.S. families.

—Hilary Hoynes is the Haas Distinguished Chair in Economic Disparities at
the Richard and Rhoda Goldman School of Public Policy at the University
of California, Berkeley. Diane Whitmore Schanzenbach is the Margaret
Walker Alexander Professor of Education and Social Policy at Northwestern

University, where she also directs the Institute for Policy Research.
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TAX & MACROECONOMICS

A strong economy operates at its potential and delivers high living standards to the entire
population. Monetary, fiscal, and tax policies all help determine the level and distribution of
income, wealth, and economic well-being. As the distribution of income and wealth have
changed in recent decades—with inequality rising—this trend has implications for the effi-

cacy of policy tools we have now and new ones we need to strengthen the economy.

The Washington Center for Equitable Growth’s work on tax policy aims to improve our
understanding of how taxation, inequality, and U.S. economic growth relate to one another.
This improved understanding will inform policies that promote strong, stable, and broad-
based growth. Here, it is important to construe growth broadly, with consideration to the
range of factors that contribute to economic well-being. Broad measures of economic
well-being should reflect both the costs and the benefits of output growth. In contrast,
Gross Domestic Product—a common measure of growth—Ilargely ignores the costs and

focuses only on the benefits.

With macroeconomic policy, Equitable Growth has two priorities. First, we want to under-
stand how policies for the aggregate U.S. economy interact with the large differences across
households—referred to as heterogeneity—in income, wealth, and economic well-being.
Second, we want to identify policies that will allow the U.S. economy to achieve and remain
at its potential. Proposals in our Recession Ready book with the Hamilton Project at The
Brookings Institution show several ways to automatically support the economy in a reces-
sion. A less severe recession would keep more people employed, and stronger safety net
programs, such as Unemployment Insurance, would help those who do lose their jobs. We
also fund research on the effect of inequality and heterogeneity on inflation, the efficacy of

monetary policy, and the factors that make recessions more severe.

The essays in this section demonstrate the far-reaching effects of the tax and macroeco-
nomic policies in the United States. We hope that they are useful and contribute to the

public debate.

—Greg Leiserson and Claudia Sahm,
Washington Center for Equitable Growth
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A modest tax reform proposal to
roll back federal tax policy to 1997

By Owen Zidar, Princeton University, and
Eric Zwick, University of Chicago

Overview

The fiscal position of the United States was much healthier in the late 1990s
than it is today. The federal government now collects 3 percent less of
Gross Domestic Product than it did two decades ago, yet the nation faces

a number of pressing needs for new spending, including on infrastructure,
research and development, education, and healthcare. This essay draws on
new research to present a modest proposal to address this problem: roll
back federal tax policy to 1997.

We propose a set of reforms to the individual income tax and estate tax,
with particular attention to the tax treatment of “pass-through” income—
profits from certain types of businesses that, for tax purposes, pass through
to individual owners who then pay income tax on those profits. These
reforms would raise revenues by $5 trillion over the next decade and reduce
after-tax income inequality.

In terms of tax revenues, it’s important to recognize that pass-through firms
generate more taxable income than traditional C corporations, so the tax
treatment of these business entities and their owners is key. Higher tax
rates on individual income and these reforms for pass-through taxation
represent important steps for taxing substantial amounts of income.
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Key Takeaways

THE EVIDENCE

M The federal government now collects 3 percent less of Gross Domestic
Product in tax revenues than it did two decades ago, yet the nation faces
a number of pressing needs for new spending, including on infrastructure,
research and development, education, and healthcare.

B Within the base of taxable income, nearly half of the rise since 1980 in the top
1 percent income share comes from pass-through businesses, which generate
more taxable income than traditional C corporations, so higher tax rates on
individual income and on pass-through income represent important steps for
taxing substantial amounts of income.

THE SOLUTIONS

B Reforms to the individual income tax and estate tax, with particular attention
to the tax treatment of pass-through income, would raise revenues by $5
trillion over the next decade and reduce after-tax income inequality.

Top incomes and U.S. tax policy

The rise in income inequality over the past several decades presents a
natural place for federal policymakers to start to raise revenue. The rise of
top incomes since the mid-1990s coincided with a series of changes to tax
policy that reduced top tax burdens and contributed to rising federal bud-
get deficits. These revenue reductions include the 2001 income tax cuts, the
2003 dividend tax cut, the 2001 estate tax cuts, and the reduction in capital
gains taxes in 1997 and again in the early 2000s.

More recently, changes include the permanent extension of part of the
2001 income tax cuts and the personal and business income cuts in the
2017 tax law. While there were modest increases in income taxes in 2013,
the net effect over the past 25 years of federal income tax policy has been
to reduce the overall revenue collected from top earners. (See Figure 1.)

Our research seeks to characterize the nature of top income inequality

and understand the drivers of its recent rise. Within the base of taxable
income, nearly half of the rise since 1980 in the top 1 percent of income
share comes from pass-through businesses, which includes the ordinary
income earned by partners in partnerships and the profits of S corporation
owners.! While this income is taxed as business profits, its underlying nature
more closely reflects the labor income of the business owners.?
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We highlight three implications of these findings. First, policymakers need
to look at income beyond wage income to understand top incomes and
how to tax them. More than sixty cents of every dollar of income for top
earners comes from nonwage sources. (See Figure 2.)

FIGURE 2
Business income is the largest source of income of top earners
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Second, the data reveal a striking world of business owners who prevail

at the top of the income distribution. Most top earners are pass-through
business owners—a group that encompasses consultants, lawyers, doctors,
and owners of large nonpublicly traded businesses such as autodealers and
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beverage distributors. More than 69 percent of the top 1 percent of income
earners and more than 84 percent of the top 0.1 percent of income earners
accrued some pass-through business income in 2014, the most recent year
for which complete data are available.?

In 2014, in absolute terms, that amounts to more than 1.1 million pass-
through owners with annual incomes of more than $390,000, and
140,000 pass-through owners with annual incomes of more than $1.6
million. In both number and aggregate income, these groups far surpass
that of top public company executives, who have been the focus of much
inequality commentary. (See Figure 3.)

FIGURE 3
Pass-through business owners account for a much larger share of
people and income in the top 1 percent than public company executives
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Third, policymakers need to take seriously the nebulous boundary be-
tween labor and capital income, especially among business owners who
can flexibly characterize their income to minimize taxes. Politicians in both
parties, for example, have successfully lowered their taxes through the
so-called Gingrich-Edwards loophole, named after former Speaker of the
House Newt Gingrich (R-GA) and former Sen. John Edwards (D-NC), which
involves characterizing compensation for consulting and speaking fees as
business profits rather than wages.
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Our tax reform proposal

The growth of pass-through businesses in recent decades and the concen-
tration of ownership make the taxation of pass-throughs a central element
of reform. While we believe that reforming the broader corporate tax sys-
tem is important, detailing reforms to the corporate tax system is beyond
the scope of this proposal. In terms of tax revenues, however, it’s important
to recognize that pass-through firms generate more taxable income than
traditional C corporations.*

The tax treatment of these pass-through business entities and their owners
is a critical part of reform. Higher tax rates on individual income and these
reforms for pass-through taxation represent important steps for taxing sub-
stantial amounts of income. Rolling back tax policy to 1997 entails reforms in
four main areas: marginal income tax rates, business income taxes, taxes on
dividends and capital gains, and estate taxes. Let’s consider each one in turn.

Marginal income tax rates

We propose returning the personal tax rate and bracket structure, adjust-
ed for inflation, to where it was in January 1997. For married couples, taxes
would amount to 36 cents instead of 24 cents of their 300,001st dollar. For
those making $500,000, marginal rates would increase to 39.6 percent from
35 percent.

These changes will raise average tax rates on top incomes considerably.
Rolling back the 2001 and 2017 income tax cuts would also entail modest in-
creases throughout the income distribution. Under our proposal, a tax credit
similar to the Making Work Pay tax credit from the 2009 Recovery Act would
offset tax increases for low- and middle-class earners in a targeted way. Figure
4 shows how this change (without the Making Work Pay credit) would affect
marginal tax rates relative to the 2016 and 2019 tax rate schedules.

Business income taxes

We propose removing the active business income exclusion from the net
investment income tax and repealing the recently enacted deduction for
people who receive income from pass-through businesses. These provi-
sions offer lower tax rates on income from some pass-through firms. These
changes will increase taxes on private business owners who prevail at the
top of the income distribution and ensure parity in the tax rates between
people who receive income in different forms.
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Reverting to the 1997 schedule would increase marginal tax rates across the
income distribution

U.S. federal statutory marginal income tax rates under our proposal (before accounting for the
Making Work Pay credit) and under 2016 and 2019 law, in thouands of 2019 dollars
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We also propose taxing nonpublicly listed C corporations at the top person-
al income tax rate rather than the otherwise applicable corporate rate of

21 percent. This change would prevent entrepreneurs from using retained
earnings and deferral as a strategy for avoiding higher income tax rates.

Dividends and capital gains

We propose returning the dividend and capital gains tax rates to their 1997
levels. This change would increase the top federal tax rate to 39.6 percent
from 20 percent for the recipients of most taxable dividends. For capital
gains, this change would bring maximum long-term capital gains tax rates
back to 28 percent from 20 percent today.

We also propose extending the time horizon for preferential capital gains
rates to 10 years to treat more carried-interest compensation as wage
income while preserving incentives for long-term investment. Dividends,
and especially capital gains realizations, are quite concentrated at the top
of the income distribution. In recent years, more than 5o percent of taxable
dividends and 8o percent of capital gains realizations have gone to the top 1
percent of income earners.” These changes will increase taxes at the top of
the income distribution.

Estate taxes
We propose unwinding the 2001 and 2017 reductions in estate and gift

taxation by returning to a 55 percent top rate and setting a $1 million effec-
tive exemption. We also propose eliminating the so-called step up in basis
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at death, a policy that exempts from income tax any capital gains on assets
held by a taxpayer at death.

Our proposal also treats charitable contributions and gifts as realization
events, meaning that taxes would be due on any unrealized capital gains
at that time. Reinvigorating the estate tax should also be paired with
careful steps to curtail abusive private business valuations.® These chang-
es will help reduce wealth concentration, raise revenue, and increase the
fairness of the tax system.

Revenue and distribution analysis

Our proposal would raise $5.1 trillion over the next 10 years, according

to the Penn Wharton Budget Model. The largest contributors to this in-
crease are $1.8 trillion from the increase in tax rates on ordinary income
net of the Making Work Pay credit, $1.7 trillion from taxing privately held C
corporations as pass-throughs, and $0.6 trillion from increasing taxes on
capital gains and dividends. Without the Making Work Pay Credit, the other
changes raise $6.9 trillion, with the increase in tax rates on ordinary income
accounting for $3.6 trillion instead of $1.8 trillion. (See Table 1.)

TABLE 1
Our federal tax proposal would raise $5 trillion over the first decade
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Most of the revenues from our proposal come from the top of the income
distribution. Specifically, the top 10 percent, 5 percent, 1 percent, and 0.1

percent account for 83 percent, 70 percent, 46 percent, and 23 percent of
the increase, respectively. The average after-tax income of the top o.1 per-
cent, whose average pretax income is $2.1 million, would fall by 14 percent,
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or $220,000. The average after-tax income of the fourth quintile, whose

average pretax income is $98,000, would fall by 2.5 percent, or $2,000. In
contrast, the bottom three quintiles do not face tax increases due to the
Making Work Pay credit. The estimates highlight the extent to which the

changes since 1997 have been concentrated at the top. (See Table 2.)

Our federal tax proposal would increase taxes on the top two income quintiles
with the largest tax increases among the top 1 percent
Average tax change, share with tax increase, and percent change in after-tax income, 2022

Percent chnage in

Income group Average tax change Share with tax increase e e e
Bottom quintile -§145 1% 4.4%
Second quintile -$715 8% 31%
Middle quintile -$10 46% 0.2%
Fourth quintile $2.120 81% -2.5%
80-90% $5,770 100% -4.3%
90-95% $12,810 100% -6.7%
95-99% $29,930 100% -9.5%
99-99.9% $128,295 100% -14.6%
Top 0.1% $1,054,650 100% -14.2%

Addressing potential criticisms

In 1997, tax revenue was 3 percent higher as a share of GDP. Top federal
rates were approximately 40 percent, tax rates on labor and capital income
for entrepreneurs were more closely aligned, and the tax base was broader.
The subsequent evolution in pass-through income has raised the stakes in
how we tax nonwage income, especially for closely held firms. Our proposal
would directly address this development in aligning the taxation of private C
corporations with pass-through businesses.

One might criticize this proposal for jeopardizing economic growth. Recent
research, however, about the growth effects of taxing top incomes suggests
this criticism is overstated. In response to the dividend tax cut of 2003—
one of the exact policies we propose to roll back—economist Danny Yagan
at the University of California, Berkeley finds a large increase in payout and
no change in investment in a large sample of private firms, whose owner-
ship likely skews toward top incomes.’
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TABLE 2

Most of the revenues
from our proposal come
from the top of the
income distribution.

Source: Analysis provided by the Penn
Wharton Budget Model.
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One of the co-authors of this essay finds that tax changes of the magnitude
seen in the post-World War Il period for top earners have small impacts on
employment growth.® These findings suggest returning to modestly higher
top income tax rates and to a dividend tax closer to the personal rate will
have small effects on investment and growth. Indeed, estimates of this plan
prepared by the Penn Wharton Budget Model suggest it would have no
discernable impact on growth in the first two decades but ultimately would
increase growth by 2050.

While some critics may cite large taxable income elasticities as evidence for
large distortions, Matthew Smith at the U.S. Department of the Treasury,
UC Berkeley’s Yagan, and the two co-authors of this essay document a large
shifting response to the difference between top entrepreneurial income
treated as wages versus that treated as profits.” Prior to the 2017 tax re-
form, the tax-preferred form was pass-through profits because this form
benefited from lower social insurance and passive investment income tax.

Because much of this income is better thought of as reflecting human
capital, the literature documenting small labor-supply responses to income
taxes applies to most pass-through income as well. Proposals that align tax
rates on different income sources receive additional support in the litera-
ture that finds large reporting responses to tax changes.

A second criticism is that this proposal is modest. Indeed it is! We view it
as a point of departure for tax reform and are sympathetic to additional
steps that focus on top incomes and enforcement. We view our approach
as complementary to more ambitious revenue-raising proposals, such as a
national value-added tax, a carbon tax, and a wealth tax.

—Owen Zidar is an associate professor of economics and public affairs at
Princeton University. Eric Zwick is an associate professor of finance at the
University of Chicago’s Booth School of Business.
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Good U.S monetary policy
can’t fix bad U.S. fiscal policy

By John Sabelhaus, Washington Center for Equitable Growth

Overview

In August 2018, Federal Reserve Chair Jerome Powell gave a speech in which
he explained the macroeconomic “stars” that guide monetary policy." The
three stars are the values for the unemployment rate (u), inflation (), and
the short-term interest rate (r), which together are consistent with long-run
macroeconomic equilibrium. These three equilibrium variables are generally
written with “stars”—as in u*, m*, and r*—in the mathematical represen-
tation of the New Keynesian macroeconomic models used by macroeco-
nomists to discern the direction of economic activities. Powell stated in

his speech that the stars were all aligned, with the exception that the Fed
probably needed to continue gradually raising the federal funds rate, as in
previous expansions.

U.S. stock markets became rattled shortly after Powell’s speech because the
Fed continued to signal that it intended to move gradually to “normalize”
(meaning raise) interest rates over the next few years. The steep decline in
stock prices in October 2018 led to a change of tone by Fed officials by the
end of 2018. Fed officials at first suggested there might be no need for fu-
ture interest rate increases, and then completely switched direction and cut
the target range for the federal funds rate by 50 basis points in 2019, from
2.25-2.5 t0 1.75-2.0.

Many academic economists and other voices across the political spec-

trum argued that the Fed simply misjudged the value of r* (the equilibrium
short-term interest rate, which in this essay will be used interchangeably) in
recent years. John C. Williams, president of the New York Fed and vice chair
of the Federal Open Market Committee, has long advanced the idea that r*
has declined in recent decades.? Williams is certainly not alone, with voices
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from both ends of the political spectrum arguing that maintaining low inter-
est rates is crucial for continued economic expansion.?

In terms of the macroeconomic stars invoked by Fed Chairman Powell,
there is widespread agreement that the U.S. economy today seems to be at
or near full employment (u=u* in mathematical parlance) and that inflation
is not rising (m < @*). Therefore, higher interest rates would only do harm
to an otherwise well-functioning economy. In contrast, fiscal policy (gov-
ernment revenues and spending) is holding back the U.S. economy because
needed government investments in human capital, scientific research, or
infrastructure are not happening.

This is the conundrum facing the monetary policymakers at the Fed. Lower-
ing its benchmark federal funds rate will increase asset valuations and provide
some economic stimulus, but without boosting potential long-run economic
growth. The Fed may have little choice because fiscal policymakers, most of
whom remain mistakenly fixated on rising government spending rather than
on falling government revenue, will not support the government investments
needed to boost long-term economic growth and prosperity. Should a reces-
sion occur, as one eventually will, Fed efforts to boost growth by lowering the
short-term interest rate will be ineffective. Thus, in the event of a downturn,
fiscal policymakers may once again be forced by events to provide short-term
stimulus spending, but they will likely again fail to make the real investments
necessary to boost long-run growth.

In this essay, | examine why a falling r* matters to the Fed, how lower inter-
est rates increase asset valuations in the economy without boosting neces-
sary investments, and then why fiscal policy has to change by recognizing
that it is not rising government budget deficits that are a danger to future
U.S. economic growth but rather falling government revenues. In short, |
argue that appropriate monetary and fiscal policies in tandem will boost the
incomes of the many—not just the values of assets owned by the few—to
create the macroeconomic conditions most suitable for sustained and
broad-based economic growth.

Key Takeaways

THE EVIDENCE
B The U.S. economy today seems to be at or near full employment, and
inflation is not rising, which means higher interest rates would only do
harm to an otherwise well-functioning economy while lower interest rates
would increase asset valuations in the economy without boosting necessary
investments.



Washington Center for Equitable Growth | equitablegrowth.org 140

B In contrast, restrained fiscal policy (government revenues and spending)
is holding back the U.S. economy because needed government
investments in public goods such as human capital, scientific research, and
infrastructure are not happening at the scale required for sustained and
broad-based economic growth.

THE SOLUTIONS

B Appropriate monetary and fiscal policies in tandem will boost the incomes
of the many—not just the values of assets owned by the few—to create the
macroeconomic conditions most suitable for sustained and broad-based
economic growth.

Why has r* fallen, and why does it matter?

There is an active academic literature about a declining equilibrium short-
term interest rate (r¥) and the implications for Fed policy.* The research

on why r* has fallen mostly focuses on two key determinants: productivity
growth and an aging population. Through the lens of New Keynesian macro-
economic models, when productivity growth slows, the demand for invest-
ment falls, and when populations age, the supply of saving rises. Declining
demand for borrowed funds along with an increasing supply of saving
pushes r* down.

Accepting the proposition that r* has fallen does not mean the crucial
monetary policy questions are all resolved. When r* is low, for example,
monetary policymakers have to be more concerned about limits on nominal
interest rates. The real interest rate—the nominal rate minus inflation—is
what impacts real behavior in New Keynesian models. So, if inflation and
real interest rates are both low when the economy is expanding, then there
is little room for monetary policymakers to cut real rates in the event of a
downturn, because zero is a natural lower bound on nominal rates.>

A second practical issue associated with lower r* is that the return to risk-
free savings is reduced. Low risk-free rates of return are most important
for securing retirement incomes for both individual savers and institution-
al funds with guaranteed pension benefits and other forms of annuities.
Savers are forced to accept greater risks in order to get positive financial
returns in a world with low r* or to compensate for low returns in some
other way, such as saving even more.
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One potential benefit in a low-r* economy is that the cost of borrowing is also
lower, but that assumes the risk premium—the wedge between private and
government borrowing costs—remains stable. Unfortunately, risk premia are
not stable, and large increases in risk premia are generally associated with the
end of an economic expansion. At the end of an expansion, investors become
worried that growth will slow, and thus borrowers will have difficulty repaying
their debts. Lenders are willing to supply less in the way of new loans to busi-
nesses and consumers at any given interest rate. Even if the Fed can lower the
risk-free interest rate, movements in the actual cost of borrowing for busi-
nesses and consumers will depend on what is happening with risk premia.

Movements in risk premia and other economic fundamentals affecting r*
point to a broader set of questions connecting risk, return, and asset values.
In particular, the value of corporate stock is the discounted present value
of the future profits the corporation is expected to earn. For a given stream
of expected profits and a given risk premium to compensate for the uncer-
tainty of those profits, a lower r* increases the value of a share of stock.® If
the owners of the corporation can borrow to fund their operations more
cheaply, then their profits will be higher, everything else equal.

What can the current level of U.S. stock markets tell us about r* and other
economic fundamentals? The famous value investor Warren Buffet has

long advocated the following measure of stock market valuation: Add up all
outstanding shares of corporate stock at current market values and divide
by the size of the overall economy. A high ratio of stock market valuation to
Gross Domestic Product indicates an overvalued market. At the end of 2018
the so-called Buffett Ratio was near the recent historical high that had oc-

FIGURE 1
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curred before the crash of 2000, and, in general, the ratio has been higher
and much more volatile in recent decades. (See Figure 1.)

One possible explanation for a higher Buffett Ratio is more corporate invest-
ment, which will happen if people save more and capital markets convert that
additional saving into real investment. Yet the other line in Figure 1 shows that
accumulated investment in nonresidential capital stock relative to GDP has
been stable. This means the level of interest rates and stock market valuations
are not associated with greater real investments in the U.S. economy.

The share of national income going to corporate profits can also push up
the Buffett Ratio because a higher profit share means the expected level of
profits is higher. The ratio of measured corporate profits to GDP, however,
cannot explain the increasing Buffett Ratio either, because there has been
no corresponding increase in the corporate profits share.’

All of this evidence suggests that current stock market values are being
maintained at historically high levels by the combination of low risk-free
interest rates and low-risk premia. This ties the hands of the Fed because
maintaining high asset-valuation ratios becomes essential for sustaining
aggregate demand. Asset owners are willing to borrow, spend, and invest in
productive capital when they feel wealthier. But if risk premia rise and asset
values fall, then the resulting decreases in asset values will have dispropor-
tionate negative effects on spending and investment.®

Is U.S. monetary policy constrained by bad U.S.
fiscal policy?

Evidence about asset valuation and asset price volatility suggests that de-
scribing economic fluctuations in terms of deviations from a New Keynes-
ian equilibrium that ignores the risk premium is at best incomplete. The
now-widespread belief that the Fed should simply acknowledge that r* has
fallen goes hand in hand with accepting the inherent risk of keeping the
economy growing by boosting the values of assets owned by the few, rather
than boosting the incomes earned by the many.

This is where better fiscal policy becomes important. Although targeting

a lower r* may be the best monetary policy given current fiscal policy, it is
possible to change fiscal policy in ways that address the underlying reasons
for declining r*. Better fiscal policy would make it possible for the Fed to
conduct better monetary policy, meaning the Fed could achieve full em-
ployment and stable inflation—the U.S. central bank’s “dual mandate”—
without the inherent financial market valuation issues and instability associ-
ated with a low r* equilibrium.
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Examining the composition of federal spending and the composition of
federal revenues relative to GDP can provide a high-level perspective on

fiscal policy over the past 50 years. The data clearly reject the narrative that

increased government spending is the primary reason for rising govern-

ment deficits in recent years. Total spending, at about 20 percent of GDP in

2018, is close to its 50-year average. (See Figure 2.)

Total U.S. government spending is not the reason for rising federal deficits
Federal spending as a share of Gross Domestic Product, 1969-2018
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In contrast, total federal revenue relative to GDP is well below its 5o-year
average. (See Figure 3.)

Shrinking U.S. government revenue is the reason for rising federal deficits
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FIGURE 2
Total spending, at about
20 percent of GDP in
2018, is close to its 50-
year average.

Source: Congressional Budget Office.

FIGURE 3
In contrast, total federal
revenue relative to GDP
is well below its So-year
average.

Source: Congressional Budget Office.
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A closer look at the composition of spending in Figure 2 cuts further against
the narrative about rising government spending. The component of spending
associated with direct government intervention in the real economy—nonde-
fense discretionary spending—has fallen as a share of GDP in recent decades.
The fastest growing categories of outlays are for programs such as Social Se-
curity, Medicare, and Medicaid, all of which are government programs gener-
ally financed by payroll taxes on the same group of low- and moderate-wage
earners who also are the beneficiaries of these programs. The increase in
payroll taxes used to fund these programs is evident in Figure 3. Thus, another
crucial takeaway from this high-level perspective is that the overall decline in
total revenues relative to GDP is because corporate, estate, gift, and income
taxes have fallen even more than payroll taxes have increased.

Most analysis of fiscal policy focuses on the economic effect of deficits, with-
out regard for why the deficits were created. The trends in the composition
of spending and revenue shown above are suggestive that all deficits are not
created equal. A deficit created by increased nondefense discretionary spend-
ing focused on investment in human capital, scientific research, or infrastruc-
ture has positive effects on aggregate demand and boosts productivity. Such
policies have the potential to reverse the downward pressure on r*.

A deficit generated by reducing taxes on capital incomes, in contrast, has
only short-run effects on aggregate demand, mostly through increased
asset prices. Indeed, the effect of such fiscal policies is to reinforce a low-r*
equilibrium because the after-tax return from owning stock is higher, and
thus standard asset-valuation models tell us the stock should be worth
more. Yet experience with those sorts of policies over the past two decades
shows they do not lead to the sorts of investments that will make the U.S.
economy grow and help alleviate the downward pressure on r*.?

The recent history of fiscal and monetary policies suggests that bad fiscal
policy and constrained monetary policy have increasingly reinforced each
other in recent decades, contributing to a slowdown in overall U.S. econom-
ic growth alongside rising income and wealth inequality and financial insta-
bility. Fiscal policymakers have abdicated their responsibility to make the
investments in people, technology, and infrastructure that private investors
cannot and will not make.

The good news is that a continued slowdown in economic growth and lower r*
is not inevitable. Understanding how to reverse the decline in r* just involves a
deeper understanding of the proper role of government in today’s economy.
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Policies for the next Congress
and administration

Bad fiscal policy has increasingly constrained monetary policy, and thus the
first set of policies to embrace involve rethinking government intervention
more broadly. On the spending side, the federal government needs to step
up and identify areas where more investment is warranted in human capi-
tal, science and technology, and infrastructure. Federal investment in these
areas will not be displacing private investments because those investments
are simply not happening now. These sorts of investments will increase pro-
ductivity growth, providing a direct offset to the otherwise-declining r*.

Increasing government investment may involve deficit spending in the short
run, thus the second policy recommendation is to transform the way policy-
makers and the public think about spending and taxes. When a private citizen
makes an investment, the payoff is in the form of profits, dividends, or inter-
est. When government makes an investment, the fiscal payoff is in the form
of higher taxes on the additional income that is generated. Most of the policy
discussion about taxes involves the negative consequences of taxing some
positive outcomes, but policymakers need to remember that those positive
outcomes are, sometimes in large part, the payoff on public investment. Our
tax system is increasingly allowing those who have benefitted the most from
public investments in science and technology to pay less in taxes.

Although better fiscal policy is the key to better monetary policy, there are
some monetary policy principles the Fed can and should embrace if eco-
nomic conditions deteriorate. Economic shocks generally involve both fi-
nancial effects and real effects in the economy, with the wealthy experienc-
ing declines in their net worth but the less wealthy experiencing job losses.
In the past, the Fed has focused on propping up the financial system—for
example, bailing out mortgage lenders but not mortgage borrowers. The
Fed needs to expand their policy purview if the fiscal authorities won’t act in
the interests of all the people, and make sure the next round of Quantitative
Easing—Fed speak for the central bank’s purchase of financial securities in
the marketplace to boost liquidity in the economy—or other extraordinary
monetary policy actions do not simply rescue those who benefitted from
the mistakes that led to problems in the first place.

—John Sabelhaus is a visiting scholar at the Washington Center for Equita-

ble Growth. Previously, from 2011 to mid-2019, he was assistant director in the
Division of Research and Statistics at the Board of Governors of the Federal Re-
serve System, and prior to that, his roles at the Federal Reserve Board included
oversight of the Microeconomic Surveys and Household and Business Spending
sections, including primary responsibility for the Survey of Consumer Finances.
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Fighting the next recession in
the United States with law and
regulation, not just fiscal and
monetary policies

By Yair Listokin, Yale Law School

Overview

Is the United States ready for the next recession? According to many
experts, the answer is no.! Our nation’s primary recession-fighting tools—
monetary stimulus by the Federal Reserve and fiscal stimulus by Congress—
appear hamstrung. New policy options are desparately needed. In this
essay, | outline what | call countercyclical regulatory policy as a new macro-
economic policy option. Like monetary and fiscal policy, regulatory policy
affects total spending in the U.S. economy. Regulatory actions that encour-
age banks to lend, firms to invest, and consumers to spend can increase
demand and reduce unemployment when the next recession hits—even if
(as is likely) monetary and fiscal stimulus falter.

In the next recession, the Fed will be constrained in its ability to reduce
interest rates to stimulate investment and consumption spending and lower
unemployment. Today’s historically low rates leave the Fed little space to
stimulate the economy by lowering interest rates before they hit their effec-
tive lower bound around zero. Interest rates cannot go deeply into negative
territory because savers will hoard cash or prepay taxes rather than accept
a negative return.?

When monetary policy is constrained during a recession, the textbook
macroeconomic policy response is fiscal stimulus. Increases in government
spending and decreases in taxes raise total spending—also known as aggre-
gate demand—to offset the weakness in spending causing the recession.
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Yet partisan gridlock and fears about excessive deficits during the most
recent economic downturn, the Great Recession of 2007-2009, caused the
size of fiscal stimulus passed by Congress in 2009 to fall well short of what
was needed to effectively relieve unemployment.# Because partisan gridlock
is, if anything, worse than a decade ago and public debt as a percentage of
Gross Domestic Product has increased since 2009, we cannot depend on
fiscal stimulus during the next recession.

As | explain in my latest book, Law and Macroeconomics: Legal Remedies to
Recessions,® law and regulation offer a wide variety of stimulus options in
recessions across many parts of the U.S. economy. Many federal regulatory
program affect the business cycle. Regulatory options are not subject to
the constraints of monetary and fiscal policy. If regulators and administra-
tors systematically favor policies promoting spending and employment in
recessions, then they could collectively have an important stimulating effect
on the U.S. economy. At the very least, these proposed countercyclical reg-
ulatory policy options could avoid the unintentionally pro-cyclical effects of
many current laws and regulations.

Key Takeaways

THE EVIDENCE

B In the next recession, the Federal Reserve will be constrained in its ability
to reduce interest rates to stimulate investment and consumption and
lower unemployment.

B Fiscal stimulus can offset this monetary policy shortcoming by sparking
economic demand, yet partisan gridlock means fiscal stimulus could fall
well short of what is needed.

THE SOLUTIONS

B Countercyclical regulatory policies to encourage banks to lend, firms to invest,
and consumers to spend can increase demand and reduce unemployment
during a recession, without the approval of Congress.

What is countercyclical regulatory policy?

Countercyclical regulatory policy directs regulators to apply a rule that
promotes spending during recessions and a different and more restrictive
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rule during periods of robust economic growth. In financial regulation,
conventional wisdom favors countercyclical regulatory policy. The Basel

Il accords—a set of international standards of bank regulation—highlight
the value of “countercyclical capital buffers,” which apply a relatively strict
regulatory regime to financial institutions in good times and a more lenient
one during recessions.®

Unfortunately, U.S. financial regulators have been reluctant to implement
countercyclical rules in practice.” With countercyclical monetary and fiscal
policy constrained, the next administration should appoint financial regu-
lators more willing to implement countercyclical financial regulation as a
means of avoiding lending bubbles during the next boom and stimulating
the economy in the next recession.

The logic of countercyclical regulation does not apply to financial regulation
alone. It should apply to every regulatory regime that affects aggregate de-
mand and unemployment, among them energy, housing, and utility regulation.

Using permits and mandates as
countercyclical regulatory policy tools

Many investment projects require approval from federal regulators. The
federal Bureau of Ocean Energy Management, for example, reviews appli-
cations for the construction of offshore wind turbines.® Federal regulations
grant this agency within the U.S. Department of the Interior considerable
discretion over applications, authorizing rejection of projects that cause
“undue harm” to other interests.®

Outside of recessions, decisions made by the Bureau of Ocean Energy Man-
agement have relatively little effect on unemployment. If unemployment is
already low, then the approval of a new wind turbine project is unlikely to
significantly reduce unemployment or increase investment. Instead, proj-
ect approval shifts workers and capital from other uses to offshore wind
turbine construction. During recessions, however, many workers are un-
employed and capital lies dormant. If the agency approves an outstanding
offshore turbine application during a recession that it might not have ap-
proved otherwise, then investment spending increases and unemployment
decreases. Regulatory policy can stimulate the economy.

Of course, the business cycle should not be the sole determinant of regula-
tory decisions during recessions. The Bureau of Ocean Energy Management
must still determine whether the project causes “undue harm” to other
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interests. Because of the stimulus value of a new investment project during
a recession, however, some projects should be approved that might be
rejected at other times. The economic value of the project to the economy
as a whole changes with the business cycle. As a result, the determination of
what is “undue harm” should change as well.

Because federal regulators are generally reviewing many billions of dollars
of investment proposals at any given time, systematic countercyclical regu-
latory policy, in financial regulation and outside of it, offers the prospect of
significant stimulus during a recession. Yet countercyclical regulatory policy
does not always entail deregulation during recessions.” In some cases, new
mandates can increase spending and reduce unemployment.

Consider Section 8 housing vouchers, which provide rental assistance to
low-income families. The U.S. Department of Housing and Urban Develop-
ment, which oversees the program, determines a housing property’s com-
pliance with “housing quality standards” and thus eligibility for Section 8
vouchers." If HUD imposed a more robust energy efficiency requirement to
its housing quality standards during the next recession, then the new man-
date would likely increase property investment in millions of units.

Utility regulation as a countercyclical
regulatory policy tool

While countercyclical regulatory policy could deliver meaningful stimulus
during a recession, the first policy task is simply to avoid making business
cycles worse. Too many legal and regulatory regimes are implicitly pro-cy-
clical, exacerbating recessions without intending to do so. The regulation
of utilities, implemented jointly by federal and state regulators, provides an
example of regulation that unintentionally affects private-sector spending
pro-cyclically. Ending this pro-cyclical bias and moving to a neutral or even
countercyclical stance should enable tens of billions of dollars of stimulus
during the next recession—without increasing the national debt.

At present, utility regulators generally approve proposed utility prices
consistent with returns of 8 percent to 10 percent on invested capital per
year.> When profits fall below this baseline, regulators often permit price
increases.® In recessions, demand for utilities goes down. Utility profits
follow, falling below the profit baseline used by the regulators. In response,
utilities request rate increases from their regulators. The regulators oblige.
Retail prices in electricity (the largest rate-regulated sector) have increased
substantially amid the past two recessions. Prices in the regulated water
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and trash-collection sectors, set by a combination of regulation and direct
government provision, also experienced their highest price increases of the
past 20 years during late 2008 and 2009." (See Figure 1.)

U.S. utility prices increase during recessions

Percent change from year ago in price of electricity and water, sewer, and trash collection,
1999-2018

Great Recession

15% 7.5%

Water, sewer and trash
collection services

5 4.5
0 3
Electric
utilities
=5
1999 2006 2013 2020

The pro-cyclical pattern of utility prices approved by regulators exacer-
bates recessions. A utility rate increase resembles a tax increase, decreasing
discretionary income and spending by consumers when unemployment

is high. While the rate increase supports utility profits and thus benefits
utility shareholders, comparatively wealthy shareholders have a much lower
propensity to consume out of an additional dollar than the typical utility
consumer. Higher utility prices in recessions therefore decrease spending
and raise unemployment.

A better regulatory framework from a macroeconomic perspective would
hold utility prices down and keep returns below 5 percent during reces-
sions, raising consumer discretionary incomes and spending. To ensure
regulated utilities earn an average return of 8 percent to 10 percent over
the business cycle, regulators should allow utility returns to rise above 10
percent during booms.* This kind of countercyclical utility regulation would
shift recession risk from utility consumers to utility investors, who are bet-
ter equipped to manage the risk. The existing regulatory framework, by con-
trast, imposes the risk of recession on utility consumers, forcing consumers
to reduce their spending during a recession to stabilize utility profits.

Although state public utility commissions directly regulate electricity and
other utility prices, the Federal Energy Regulatory Commission enjoys
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FIGURE 1

Retail prices in
electricity have increased
substantially amid the
past two recessions.

Source: U.S. Bureau of Labor Statistics,
“Consumer Price Index: Electricity in

U.S. City Average, All Urban Consumers
[CUSRo000SEHF01]” (2019), available

at https;//fred.stlouisfed.org/series/
CUSR0000SEHFO01; U.S. Bureau of Labor
Statistics, “Consumer Price Index: Water
and Sewer and Trash Collection Services

in US. City Average, All Urban Consumers
[CUSROOOOSEHG]” (2019), available at https://
fred.stlouisfed.org/seriessf CUSROOOOSEHG.
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considerable supervisory authority over the process for electricity. FERC
“regulates the transmission and wholesale sales of electricity in interstate
commerce” and “reviews certain mergers and acquisitions and corporate
transactions by electricity companies.” If one factor in the commission’s
review of electricity mergers were the merging companies’ demonstrated
ability to tolerate temporarily lower profits in recessions, then utility regu-
lation could cease exacerbating recessions. An even more ambitious regu-
latory reform that used lower utility prices as a stimulus during recessions
would have even greater countercyclical effects.

Government insurance rates as
countercyclical regulatory policy tools

Utility regulation is not the only area of regulation that produces pro-cy-
clical prices. Government insurance programs often yield the same result.
Government insurance programs maintain reserve funds to ensure that
future claims will be paid. In recessions, these reserve funds shrink as claims
against the funds exceed insurance premiums. In response, the adminis-
trators of these funds raise rates. As a result, government insurance fund
charges are highest during recessions, reducing discretionary income and
spending at precisely the worst time.

One case in point is the Federal Housing Administration’s mortgage insur-
ance program. During the Great Recession, unexpectedly high mortgage
defaults depleted the FHA’s insurance reserves. In response, the FHA raised
mortgage insurance rates considerably from 2009 to 2013—when the U.S.
housing market was at its weakest. Once the housing market recovered, the
FHA dropped mortgage insurance rates to historical norms. (See Figure 2.)

This increase in mortgage insurance rates from 2009-2012 lowered bor-
rowers’ discretionary incomes, reducing their spending at the worst possi-
ble time. Even worse, higher insurance rates discouraged borrowers from
refinancing mortgages to take advantage of lower interest rates during the
Great Recession and the extremely slow recovery that followed.

Instead of pro-cyclical insurance rates, the Federal Housing Agency and
other government insurance programs that show similar patterns, such as
unemployment insurance and deposit insurance rates set by the Federal
Deposit Insurance Corporation, should strive for business cycle neutral pre-
miums. During ordinary times, insurance premiums that exceed claims buoy
insurance reserves. Program administrators and regulators need to resist
the temptation to lower rates during these times. The reserves are needed
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The pro-cyclical pattern of U.S. mortgage insurance rates

Federal Housing Administration's mortgage insurance premiums rose in the aftermath of the
Great Recession but fell when the U.S. economy recovered, 2001-2015
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for the next recession. When the next recession strikes and claims against
government insurance funds rise, then program administrators should allow
the insurance reserve funds to be depleted without raising rates. Keeping
insurance rates low in the next recession increases discretionary incomes
for the consumers of government insurance programs, raising spending and
lowering unemployment.

Coordinating countercyclical regulatory policy
within overall macroeconomic policy

Predicting how a regulatory regime affects the business cycle demands
expertise. So does determining when the economy needs stimulus. Every
regulator and administrator acting across many different sectors of the U.S.
economy cannot be expected to have that needed expertise. As a result,
effective countercyclical regulatory policy requires a coordinating office
staffed by a mix of experts in macroeconomics and regulation. A White
House office, the Office of Management and Budget’s Office of Information
and Regulatory Affairs, and one White House council, the National Econom-
ic Council, could be where that expertise could reside.

The Office of Information and Regulatory Affairs currently coordinates and
supervises the implementation of microeconomic tools such as cost-benefit
analysis in federal regulation. The National Economic Council currently pro-
vides overall macroeconomic policy advice to the president. A new office

to coordinate countercyclical regulatory policy could be located within or
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FIGURE 2

...the FHA raised
mortgage insurance rates

considerably from 2009
to 2013—when the U.S.
housing market was at
its weakest.

*Note: This figure presents annualized FHA
mortgage insurance premiums for 30-year
mortgages, with a loan-to-value ratio greater
than 95 percent and base mortgage of less
than $625,000, and with premiums annualized
by allocating 20 percent of origination fees

to the first 5 years of payments and adding
annual fees.

Source: U.S. Department of Housing and
Urban Development, “Mortgagee letters oo-
38, 08-22, 10-02, 11-10, 12-04, 13-05 and 15-01”
(2015).
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alongside either of these offices. The next administration could create this
office either by modifying the Executive Order creating the National Eco-
nomic Council” or by modifying the Executive Order instructing the Office
of Information and Regulatory Affairs to focus on cost-benefit analysis.®
The countercyclical regulatory policy office would have two roles.

First, this new office would work with other agencies to determine how
each regulatory regime affects the business cycle. This process would
identify programs that offer the potential for meaningful stimulus during a
recession if applied in an appropriate countercyclical fashion. It would also
identify regimes that were unintentionally pro-cyclical and ripe for reform.

Second, the new office, working in conjunction with macroeconomic ex-
perts throughout government, would evaluate macroeconomic conditions
and the ability of discretionary fiscal and monetary policies to respond

to the business cycle, and instruct regulators to implement pre-identified
countercyclical regulatory programs accordingly. By creating an office to
coordinate the making of macroeconomic policy across the federal govern-
ment’s many agencies, the next administration would build countercyclical
policy into the regulatory framework, rather than making macroeconomic
policy on an ad hoc basis.

The wide variety of policy proposals described here, ranging from bank
capital requirements to utility regulation, demonstrates countercyclical
regulatory policy’s potential. Every federal regulatory program affects the
business cycle. The proposals here are merely representative examples.
Countercyclical regulatory policy offers an infinite variety of macroeco-
nomic policy options that are not subject to the constraints of monetary
and fiscal policy. By paying attention to these effects and managing them,
policymakers can stimulate the economy in the next recession.

—Yair Listokin is the Shibley Family Fund Professor of Law at
Yale Law School.
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INEQUALITY & MOBILITY

Growing U.S. income inequality is leaving many workers and their families behind and un-
dermining overall economic growth. Moreover, as the rungs of the economic ladder grow
further apart, the ability of individuals to climb that ladder also suffer. In short, the mythol-
ogy of the United States as a country where a rising tide lifts all boats and where getting by
does not depend on the financial resources of one’s parents is crumbling rapidly in the face

of current economic realities.

Of course, this myth-busting comes as no surprise to women and people of color, so many
of whom have experienced these tough economic realities for some time. Across the U.S.
economy, disenfranchised groups fare significantly worse on key economic indicators than
reported averages. Because researchers sometimes have limited data on these subgroups
and because policymakers’ perceptions of solutions continue to be shaped by the notion that
upward intergenerational mobility is a matter of personal effort rather than the result of a

constellation of factors outside their control, policy has not been adequately responsive.

Equitable Growth’s work on inequality and mobility aims to support research that disaggre-
gates data and takes a systemic, rather than individualistic, approach to understanding how
the economy is performing for all U.S. workers and their families, especially those from

marginalized communities.

The essays in this section demonstrate that too often, economic and noneconomic
outcomes are still dictated by parental resources, race, and privilege. The essayists argue
that more needs to be done to bring all groups into the economy on equal footing. They
are bold proposals that move the policy conversation beyond an emphasis on individual

characteristics, such as skills and training, to policies that acknowledge the many structural

barriers in the U.S. economy to meaningful equitable growth.

—Austin Clemens and Liz Hipple, Washington Center for Equitable Growth
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Race and the lack of
intergenerational economic
mobility in the United States

By Bradley Hardy, American University, and
Trevon Logan, The Ohio State University

Overview

Intergenerational economic mobility—the likelihood that children achieve
a higher standard of living than the household in which they were reared—
varies considerably throughout the United States. In addition to the geo-
graphic variability of mobility, there also are significant racial and gender
differences in mobility. Mobility, in short, is a complex nexus of individual,
community, state, and national policies and circumstances.

Geographic and racial differences in economic mobility are particularly im-
portant from a policy perspective for three reasons. First, racial differences
in mobility can exacerbate racial differences in other areas such as in hous-
ing, education, and health. Second, inequalities in opportunity are antithet-
ical to our nation’s creed of equal opportunity for all. And third, structural

differences in mobility limit the potential for overall U.S. economic growth.

Our essay first examines the historic links between intergenerational eco-
nomic mobility and race and income inequality—trends heavily influenced
by changing patterns in geographic mobility—and how these trends are tied
to explicit policy decisions in the past that persist today in terms of hous-
ing, education, and health inequality among low- and middle-income black
Americans. We then examine the known policy remedies for persistently
low intergenerational economic mobility among African Americans and how
these policies could be put into action and paid for. We recommend a mix
of policies to promote more equitable housing and educational opportuni-
ties alongside moves to boost income security and wealth accumulation.
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Key Takeaways

THE EVIDENCE

B US. intergenerational economic mobility—the likelihood that children
achieve a higher standard of living than the household in which they were
reared—varies considerably by race and ethnicity.

B There are significant racial and gender differences in mobility that exacerbate
racial differences in other areas such as housing, education, and health.

THE SOLUTIONS

B Policy remedies for persistently low intergenerational economic mobility
include more equitable housing and educational opportunities, better income
security and wealth accumulation, and investments to improve school quality,
lower crime, and encourage private-sector amenities to improve infrastructure
in the poorest neighborhoods.

What we know about race and mobility
in the United States

Past research on mobility revealed a strong relationship between parental
economic circumstances and childrens’ socioeconomic outcomes in adult-
hood. Still, this research generally relied upon smaller population samples,
with limited ability to discern geographic patterns in that data. More recent
research has used administrative tax records to link parents and children,
allowing us to explore intergenerational economic mobility with greater preci-
sion than ever before.

Scholars have long known that race is related to both intra- and intergener-
ational economic mobility—within a single generation and between multiple
generations. Major research volumes have documented large black-white
gaps in employment and incarceration, particularly among black males.
Today, newer evidence demonstrates that the lack of black intergeneration-
al income mobility is driven in large part by the extremely poor socioeco-
nomic outcomes of black children, according to research by economist Raj
Chetty and his colleagues at Harvard University. (See Figure 1.)

Areas with large black population shares are also areas where black indi-
viduals experience particularly low levels of economic mobility, with black
children born into below-median-income families tending to remain below
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FIGURE 1

The poor state of intergenerational mobility for black children
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Source: Raj Chetty and others, “Race and
Economic Opportunity in the United States:
An Intergenerational Perspective.” Working
Paper No. 24441 (National Bureau of
Economic Research, 2018).
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the median income.? For every 10 percentage point increase in the share of
the black population in an area, the expected mean income rank of children
drops by 0.7 percentage points. These differences exacerbate racial inequal-
ity in economic mobility.

In nearly all areas of the country, the same mean income rank for black
children from Figure 1 relative to white children is negative, suggesting that
black children growing up in the 25th income percentile reach much lower
rungs on the income ladder relative to white children growing up at the
same income level in the same commuting zone. In other words, the racial
differences in mobility amplify the geographic differences. (See Figure 2).

Research has documented several correlates of the large intergenerational
mobility gap by race, each of which is important for policy. The presence

of fathers is correlated with a lower black-white gap, as are marriage rates.
And segregation, poverty, and education are all related to larger black-white
gaps in mobility.4 Each of these underlying correlates is itself influenced by a
number of existing policies, suggesting that changes in these policies could
also change the trajectory of racial gaps in mobility.

But first, it’s important to understand that historic geographic mobility
patterns overlay these economic inequality markers. Black mobility in ear-
lier generations lagged white mobility in every area of the United States.
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FIGURE 2
Black intergenerational income mobility relative to white mobility ..black children growing
Mean income rank for black children growing up in the 25th income percentile minus the . .
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percentile reach much
lower rungs on the
income ladder relative
to white children
growing up at the same
income level in the same

commuting one.

Source: Raj Chetty and others, “Race and
Economic Opportunity in the United States:
An Intergenerational Perspective.” Working
Paper No. 24441 (National Bureau of
Economic Research, 2018).

The regions where the gap was largest, however, were quite different than
they are today. In earlier generations, the South was the epicenter of racial
inequality, while today, the South and the Northeast and Midwest are fairly
indistinguishable with respect to racial inequality.

The process through which areas that once were more racially equitable
but today are not is a complicated story of policy-driven choices that affect-
ed intergenerational mobility across the country. Recent research highlights
that factors such as school segregation, disinvestment from public goods,
and divergent levels of investment in education since the 1950s have com-
bined to create a nexus of low mobility for blacks in general and for black
men in particular.®

These correlates of intergenerational mobility reinforce what the policy-
making community has long known about poverty, wealth formation, and
public policy.” Areas with higher levels of segregation have a range of fea-
tures that contribute negatively to economic development, including lower
investment in public goods, worse health outcomes, and longer commute
times. Areas that had more entrenched redlining—federal policies that en-
forced segregation in homeownership—have larger racial gaps, not just in
homeownership but also in wealth and earnings.

Indeed, recent research links the racial legacies of segregation, lynchings,
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and Confederate monuments in specific locations to present-day black-
white wage gaps, suggesting that continuing racial animus may play a role in
contemporary U.S. labor market outcomes.® Similarly, geographic variation
in publicly funded schools, social services, and access to enriching child
development programs follows a racial demographic pattern. These factors
within cities at the neighborhood-level combine with family-level circum-
stances to create more economic insecurity. When taken together, many
children face an array of adverse neighborhood, school, and family-level
factors that are harmful for development and potentially impede upward
social and economic mobility.?

The evidence that policy interventions can
improve mobility

The crisis of intergenerational poverty and low socioeconomic outcomes
among black Americans must be properly contextualized. Many black
Americans have succeeded in the face of substantial adversity and labor
market discrimination—and in spite of limited access to wealth, networks,
connections, and educational opportunities. Still, exceptionalism in the face
of adversity is not a sufficient policy prescription.

Fortunately, we know quite a bit about how to raise socioeconomic out-
comes. As noted above, policies that improve upon the overall quality of
neighborhoods—including schooling, safety, and housing quality—have been
shown to raise the eventual adult socioeconomic outcomes of children.”
Second, a relatively contemporary body of evidence confirms the positive
impacts of higher school expenditures on fighting poverty and improving
economic opportunities.” And large-scale expansion of safety net programs
such as supplemental nutrition assistance and financial assistance for needy
families lowered poverty and improved socioeconomic outcomes.”

In addition, reforms within the U.S. higher education and workforce training
systems have, in specific instances and regions, provided career training and
subsequent employment opportunities via a commitment between employ-
ers, educational institutions, and student trainees. Such efforts, if scaled

up to meet the needs of low- and middle-income African Americans today,
could help to overcome the relatively lower levels of social capital, the labor
market bias, and the discrimination that many black Americans face.”

For many families, wealth operates as a primary mechanism that unlocks
access to the nation’s best neighborhoods, along with the full range of
amenities that this entails. Wealth also provides a buffer in the event of
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adverse and unanticipated negative economic shocks, which are more likely
to occur among black families. Wealth gaps have very clear implications for
upward mobility, including educational attainment and occupation status.*
Wealth promotes enriching opportunities, while also cushioning against a
range of events that can derail households, including health shocks, rela-
tionship changes, and job loss.

Black Americans largely lack high levels of wealth to unlock opportunity.
Most also operate without even emergency levels of savings or access to
credit needed to withstand unanticipated shocks. Accordingly, policy solu-
tions that provide greater liquidity and wealth to black Americans have the
potential to greatly improve intergenerational economic mobility.

Translating the evidence into policy

The importance of neighborhoods cannot be understated. Many Ameri-
cans across the political spectrum remain resistant to racial and economic
integration, which means the prospect of a large-scale economic integra-
tion program shifting low- and middle-income income black families into
relatively affluent neighborhoods seems unlikely. But a “second-best” set of
solutions still could attack the root causes of racial differences in intergen-
erational economic mobility.

First and foremost, enforcement of anti-discrimination lending policies, ag-
gressive affordable housing policies, and more equitable education finance
policies would work to improve access to affordable, safe, quality housing.
Efforts at the state and local level could provide support for land trusts,
which preserve affordable housing for low- and moderate-income residents
by removing housing land from the marketplace—typically facilitated via
purchases and land donations from philanthropic and nonprofit organi-
zations™—and longer-term agreements between local governments and
housing developers to maintain home affordability.

Policymakers also could reconsider the efficacy of public housing, includ-
ing whether and how such housing can be improved and maintained and
whether mixed-income arrangements resulting in a net-loss of low-income
housing should provide cautionary lessons moving forward. Because
housing across most of the country is taking an increasingly high share of
income among even middle-class families, efforts to address affordable
housing via neighborhood improvements could have spillover benefits for
many middle-class families, irrespective of race.
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Additional educational expenditures also have been shown to improve
student outcomes and so should be taken seriously. Such expenditures
should also expand social and employment services available within primary
and secondary educational settings.” In this way, policymakers could better
direct resources toward families and aggressively target the link between
income and educational achievement.

Promoting wealth accumulation and greater access to credit for low-in-
come black families also would promote opportunity, while cushioning
against adverse events. One innovative policy option is the issuance of Baby
Bonds.” These proposed new bonds would give children an asset account
predicated on the wealth of their parents. In adulthood, the child would
have access to those resources to engage in wealth-enhancing activities
such as postsecondary schooling, purchasing a home, or financing entre-
preneurial activity.® By design, Baby Bonds close a significant portion of the
wealth gap between black and white households.

Another set of options include reforms to the Temporary Assistance for
Needy Families program to expand expenditures on cash benefits.” This
reform would enable low-income families of any race to have greater ac-
cess to needed liquidity.® Such interventions are most effective if targeted
toward economically disadvantaged and racially segregated neighborhoods,
including rural areas.”

Finding the revenue for these reforms

The suggestions put forth above do not come without a cost, though we
believe the societal benefits of intervening outweigh the costs of inaction.
Thus, another needed “prescription” includes increased tax revenue at the
federal and state level to help break the transmission of poverty across
generations.” As hard as this may seem, the politics required to make these
investments seems more likely than large-scale racial integration and the
transition of low-income black Americans into more affluent and safer
neighborhoods with higher-quality schools.

Indeed, the tax system is perhaps the main vehicle to promote redistribu-
tion, to reduce black-white income and wealth gaps. While many tax policies
provide important benefits to black households, the tax system also pro-
vides an array of deductions and benefits that favor wealth over income,
potentially worsening racial economic inequality.
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Why policymakers should intervene to improve
intergenerational mobility

There is a moral argument for intervening on behalf of low-income black
Americans, many of whom remain mired in intergenerational poverty,
alongside an efficiency rationale for the broader U.S. population. The data
from Harvard’s Chetty and his co-authors can be interpreted many ways.
One view is that middle-class families, including many white families, are
paying for disinvestment in poor, predominantly black neighborhoods.*
How so? Many of America’s cities have clear defining lines, within which lie
reliable police protection and low crime, a rich array of private amenities,
and higher-quality public and private school choices. The disinvestment in
poor, predominantly minority-inhabited neighborhoods therefore bids up
the value of “preferred” locations that are in limited supply.

The upshot: Investments that improve school quality, lower crime, and
encourage private-sector amenities will have positive spillovers by creating

a wider set of quality housing alternatives. Most American families have not
experienced substantial wage growth over the past several decades. Low-
ering housing costs—and therefore reducing the amount each family must
spend on housing costs every month—uwill ease pressures on take-home pay.
Of course, such investments will make it all the more important to maintain
spaces for low-income families as such places become more desirable.

What’s key, though, is that improvements to the overall neighborhood in-
frastructure in the poorest neighborhoods around our country—which are
disproportionately black and minority inhabited—would improve the well-being
of poor Americans of all races and provide affordable housing and schooling
alternatives for middle-class families of all races. More robust intergenerational
mobility in the future, for black Americans in particular, would be the end result.

—Bradley Hardy is an associate professor of public administration and
policy at American University. Trevon Logan is the Hazel C. Youngberg
Trustees Distinguished Professor of Economics at The Ohio State Universi-
ty and a Research Associate at the National Bureau of Economic Research.
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Overcoming social exclusion:
Addressing race and criminal
justice policy in the United States

By Robynn Cox, University of Southern California
Suzanne Dworak-Peck School of Social Work

Overview

The United States incarcerates more people than any other country in

the world, at a rate of 860 per 100,000 U.S. residents age 18 or older.! The
majority of the growth in the nation’s prison population can be attributed
to changes in public policies.? By the mid to late 1970s, American society
became more punitive, and the shift in demand for more retributive policies
led to an exponential increase in the incarceration rate.

Specifically, many states moved from indeterminate sentencing systems
to determinate ones. Determinate sentencing systems set fixed or narrow
ranges for statutory terms outlined for each crime, which replaced the
sentencing discretion of judges, where the exact sentence is unknown but
typically has a wider range, and discretionary parole boards. Determinate
sentencing led to more draconian sentencing policies such as mandatory
minimums (state statutes requiring individuals to be imprisoned for a defi-
nite amount of time), truth-in-sentencing laws (which limit the possibility
of early release by requiring those imprisoned to serve a significant propor-
tion of their prison sentence), and three-strikes laws (which result in more
severe prison punishments after a third criminal offense).

These policies resulted in more individuals being incarcerated for less
serious offenses, as well as individuals being incarcerated for longer peri-
ods of time. While incarceration is the most visible representation of the
misaligned U.S. criminal justice system, less discussed is the number of
individuals who have a criminal record in general, and a felony conviction in
particular, within the United States. According to the 2014 Bureau of Justice
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Statistics Survey of State Criminal History Information Systems, there are
more than 100 million recorded criminal records in the United States.? Uni-
versity of Georgia sociologist Sarah K.S. Shannon and her co-authors esti-
mate that by 2010, there were 18 million Americans with a felony conviction
compared to a little more than 7 million who have been incarcerated.*

While it is generally accepted that changes in public policy are responsi-
ble for the expansion of the modern U.S. penal system over the past five
decades, what is less clear is how ostensibly colorblind policies led to the
concentrated incarceration we see today within minority communities and
especially African American communities. Harvard University historian and
African American studies professor Elizabeth Hinton persuasively argues
that the infrastructure necessary for the growth in incarceration began
during an era of liberal reform amid the Civil Rights period with the passage
of the 1965 Law Enforcement Assistance Act, which marshalled in an era
of law enforcement and a focus on fighting racial and economic inequality
through the vehicle of law enforcement instead of social programming.®

Largely in response to the civil unrest that stemmed from urban protests
against police brutality, targeted crime-control policies led to increased
supervision of black urban communities, especially black youth, which
ultimately led to mass incarceration. Racialized perceptions of crime and
poverty led the federal government to use a punitive approach to poverty
alleviation and racial economic justice.® Indeed, an often overlooked top-
ic within the mass incarceration discussion is the national crime-control
policies that provided the funding and incentives that guided state govern-
ments to adopt more punitive laws. As Hinton asserts:

The federal government’s long mobilization of the War on Crime
promoted a particular type of social control, one that signals that

the targeted arrest of racially marginalized Americans and the
subsequent creation of new industries to support this regime of
control are among the central characteristics of domestic policy in the
late twentieth century.’

This last point should not be lost, as many localities in the nation unsuccess-
fully used prison construction as economic growth engines.®

The purpose of this essay is twofold. The first is to argue for a shift in focus
away from dealing with economic inequality through the lens of the criminal
justice system—which is ill-equipped to address the root causes of poverty
and racial inequality, and may actually increase social costs in the long run.
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The second is to argue for a widespread audit of current federal crime-con-
trol policies and funding, not only to understand whether their social benefits
outweigh their social costs, but also to determine and eradicate the policies
that are leading to greater racial disparities within the criminal justice system.

The essay begins with a brief discussion of race and crime, then moves

on to discuss the relationship between federal crime-control policies and
racial disparities in the criminal justice system. | then conclude with some
policy recommendations, among them concerted federal efforts to under-
stand and document the historic and still-prevalent role of racial bias in our
criminal justice system, and the education of the American public on the
persistence and consequences of these biases.

Key Takeaways

THE EVIDENCE

B The United States incarcerates more people than any other country in the
world, with the majority of the growth in the prison population attributable to
more punitive criminal justice policies enacted in the 1970s.

B The exponential growth in incarceration during this era was the result of
policies that ultimately focused on fighting racial and economic inequality
through the criminal justice system instead of social programming.

THE SOLUTIONS

B US. policymaking must shift away from dealing with economic inequality
through the lens of the criminal justice system and move toward addressing the
root causes of racial inequality and poverty. One first step would be to conduct
an audit of current federal crime-control policies and funding to eradicate
policies that lead to greater racial disparities within the criminal justice system.

Understanding our past: Race and the criminal
justice system in the United States
Toward the end of his life, Dr. Martin Luther King, Jr. began fighting for

economic justice because he understood that up to that point, American
society had paid very little to enact civil rights legislation, and there could



Vision 2020: Evidence for a stronger economy 169

be no true social justice and inclusion of African Americans without eco-

nomic justice.” King also seemed to realize that an important component
in the fight for equity, justice, and social inclusion was for white people to
“reeducate themselves out of their racial ignorance.”"

Specifically, he noted that black people were putting in a mass effort to
overcome the oppression that had hindered their progress over the years.
Yet white people, King pointed out, were not as determined to overcome
their racial obliviousness, arguing that considerable investments were
required to close the racial gap, to accommodate black neighbors, and to
enforce bona fide school integration—all of which were still terrifying for
many white Americans.

More than 5o years later, there has been no meaningful racial education and
only limited inclusion of black people within the social and economic fabric
of the United States. Schools are just as racially segregated, if not more,
than they were 25-30 years ago."' Neighborhoods and communities across
the country are still broadly divided along racial lines.'? Moreover, the racial
wealth gap has persisted over time and is about the same level it was in
1962.13

Along the way, the United States has achieved the highest incarceration rate
in the world, with its prisons disproportionately filled with black descen-
dants of their enslaved ancestors: African American men born in 2001 have
roughly a 1in 3 chance of being imprisoned (roughly 5.5 times their white
counterparts), while an African American woman born in 2001 has a 1in 18
chance of being imprisoned (roughly 6 times their white counterparts).'
(See Figure 1.)

FIGURE 1
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Consider the disproportionality in state and federal prison admissions rates
from 1926 to 1993 by race. It should be noted that even in 1926, African
American state and federal prison admission rates were more than twice
the admission rates of white people, and this continued to increase over
time. Yet admission rates began to increase at a much steeper rate for black
Americans than for white Americans beginning in the mid-1970s through
1993, such that black admission rates were 7.6 times the white rate by 1993.
Imprisonment rates by race from 1988 to 2010 show a similarly large dispar-
ity between black people and white people. (See Figure 2.)

Admissions and imprisonment rates for blacks are vastly higher than
for whites in the United States

The prison admissions and imprisonment rates of blacks and whites per 100,000 of
their populations in the United States, 1926-2010
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Political science research suggests a duality in the way that society chooses
to punish based on who is punished. Professors Jon Hurwitz at the Univer-
sity of Pittsburgh and Mark Peffley at the University of Kentucky find that
when white people are asked about how to address violent crime in general,
and violent “inner city” crime in particular, respondents are more likely to
prefer to build prisons to combat violent “inner city” crime—and this is true
particularly among white people who hold negative stereotypes about black
people and who view the criminal justice system as racially fair.'* In this con-
text, “inner city” is used as a codeword for black.

Mainstream society’s view of black people as a degenerate race of inferior
intellect, prone to criminal behavior, and incapable of governing themselves is
a long-held belief that predates mass incarceration or even the unrest during
the civil rights era.'® These highly racialized views and perspectives played an
important role in the intellectual history of the United States in the 19th and
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early 2oth centuries. American Polygeny, or the belief that human races stem
from different species, was one of the primary theories to gain recognition in
the international science arena at that time.!” This scientific movement devel-
oped right before the American Civil War, during a time of uncertainty when
the country was fervent about establishing racial inequalities.'®

Indeed, the legacy of these racist beliefs spurred the intellectual and
political foundation that time and time again led to social investment in
policies that reinforced racial inequality and social control, such as black
codes and convict leasing. It also laid the groundwork for the Jim Crow
laws that took root at the end of Reconstruction in 1877 to limit the full
participation of African Americans in the U.S. labor market, voting, resi-
dential preferences, and education. These regulations, along with the civil
unrest protesting police brutality and other marginalizing institutions in
black communities, paved the way in the 20th century for the integration
of crime control and equal opportunity programs."

Specifically, it was during President Lyndon Johnson’s “Great Society” in the
1960s that anti-poverty programs became intertwined with anti-crime pro-
grams, thereby setting the foundation for the mass incarceration policies

of the past several decades. In fact, President Johnson’s Law Enforcement
Assistance Act ended 200 years of domestic law-enforcement policy by
instituting federal authority over local policing procedures.?

Federal crime-control policies and racial
disparities in the criminal justice system

This section of the essay reviews some of the unintended consequences of
these major crime-control policies—such as the Edward Byrne Memorial
State and Local Law Enforcement Assistance Program, or Byrne Program,
which provided federal funding for state and local drug law enforcement ef-
forts—to show how colorblind policies could lead to racially biased results.
Conceivably, financial incentives from intergovernmental grant programs
and civil asset forfeiture laws, together with U.S. Supreme Court decisions
awarding police extraordinary power to stop and search residents with min-
imal to no probable cause, contributed to the disproportionate policing and
imprisonment of African Americans.?!

A 1993 report by the congressional General Accounting Office (now the
Government Accountability Office) found that federal grants provided
under the Byrne Program were “the primary source of federal financial
assistance for state and local drug law enforcement efforts”?? These types
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of grants could lead to changes in policing and prosecution—if, for example,
they enhanced collaboration between police and prosecutors—for drug
and violent crimes.

In fact, one of the key policing innovations stemming from the Byrne
Program was multijurisdictional drug task forces. But some of these multi-
jurisdictional task forces—such as the South Central Narcotics Task Force
in Texas, which, at one point, arrested 15 percent of the young black men in
the city of Hearne in one drug raid—have become infamous for their selec-
tive enforcement of African Americans.*

The case of Hearne, Texas is especially egregious: The South Central Nar-
cotics Task Force conducted raids in the black community each year for 15
years under the direction of District Attorney John Paschall with the intent
to “round up the n™**s”23 Even though white and Hispanic people in the
community were participating in drug activity at the same rates, there was
a deliberate focus on the black community, according to an American Civil
Liberties Union legal complaint.?® In fact, the same ACLU legal complaint
specifically states that Paschall was open about his desire to rid Hearne of
its black population using incarceration.

| and my co-author, Jamein Cunningham at the University of Memphis’
Department of Economics, investigate the effect of the Byrne Program

on crime and black and white arrests.?” We find this program significant-

ly increased the number of drug sales arrests for white and black people,
although the marginal effect on drug sales arrests for African Americans

is much larger, suggesting that this program may have exacerbated al-
ready-present racial disparities in arrests. Although the Byrne Program also
targeted violent crime, there is little evidence of significant changes for
violent crime arrests.

While our analysis cannot specifically pinpoint the mechanism through which
police increased arrests for drug sales by black people, such as by selective
enforcement due to racial animus or implicit bias, sociologists Katherine Beck-
ett, Kris Nyrop, and Lori Pfingst at the University of Washington find evidence
of selective enforcement of African Americans in Seattle. Their research finds
that selective enforcement was due to organizational practices established

by policies driven by implicit racial bias and not the more common reasons
provided for differences in arrests, such as differences in the structure of drug
markets between drugs used and sold by black and white people or greater
community complaints by black people.* University of Chicago economist
Derek Neal and Cornell University management professor Armin Rick also find
that due to historical differences in arrest rates, mass incarceration policies
disproportionately affect African American communities.?
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Similarly, Emily Weisburst at UCLA’s Luskin School of Public Affairs, using
data from Texas, finds that federal grant funds for school police from the
Community Oriented Policing Services’ Cops in Schools program raises
middle school discipline rates by 6 percent per year, and this increase is
mostly driven by low-level infractions.** Moreover, black students expe-
rience the greatest increase in their discipline rates. She estimates that a
student who attends a school district that received one 3-year grant is 2.5
percent less likely to graduate high school and has a 4 percent reduced
chance of enrolling in college.

While these crime-control policies were seemingly colorblind, they were
certainly not race neutral in their effect.

Effective criminal justice policy

The United States’ history of racial bias and animus is so engrained in the
soul of the country that failure to acknowledge and atone for its presence
in the intellectual, political, and cultural fabric of our society allows for its
continued reproduction.’! What’s more, the failure to recognize the intri-
cate connection of racial bias to systems of social control, such as the crimi-
nal justice system, leads to challenges to the implementation of race-neutral
public policy and causes additional social costs to society. Specifically, ig-
noring racism as an important policy variable leaves federal, state, and local
policies vulnerable to be misused as a tool to oppress and disenfranchise
historically oppressed groups.

The failure to recognize the role of race and racial bias as a key policy vari-
able through which the United States arrived at the state of mass incarcer-
ation, as well as the role that race plays in criminal justice system outcomes
in general, will only reproduce historically racially biased social structures,
racial disparities in the criminal justice system, and social exclusion, regard-
less of any reforms we choose to implement.?? The impact of these racial
disparities on earnings is telling.** But the collateral consequences of mass
incarceration policies are far reaching and have been devastating to the
black community. These consequences include greater health disparities,
the destruction of the black family, greater obstacles to employment and
human capital investment, and the forfeiture of citizenship status and politi-
cal exclusion through felon disenfranchisement laws.**

Recent research on the consequences of racial bias in U.S. incarceration rates
makes manifest many of these connections. University of California, Berke-
ley public policy professors Rucker Johnson and Steven Raphael observe
that male incarceration explains the bulk of the difference in HIV/AIDS rates
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between black and white women.** And | and my co-author Sally Wallace, an
economist at Georgia State University’s Andrew Young School of Policy Stud-
ies, find that the financial shock of an incarceration raises the likelihood that
households with children will become food insecure.® In fact, it is estimated
that families with an incarcerated loved one incur almost $14,000 in debt,
paying for court-related costs and fines, and that 1 in 3 families go into debt to
maintain contact with an incarcerated family member.*’?

Action at the federal level is now required to undo the harm caused by
racially biased mass incarceration policies. To begin addressing these con-
cerns, the federal government should first seek to re-educate the public
about the history of race in the United States in order to break flawed
perceptions in the association between race and crime. The first step in this
strategy would be reconciliation and atonement, which may include repa-
rations for past and current oppressive policies enacted against historically
marginalized groups in general and African Americans in particular.

As part of this strategy, the government should allocate funding to state
and local governments for initiatives that will educate the public on the
history of race in the United States and how this history affects social out-
comes and our beliefs about others. This should be incorporated through-
out Kindergarten through grade 12 public school curriculums in all subjects.

Moreover, the federal government should encourage and promote policies
that work against the dehumanizing effect of racial biases by providing
incentives for the development of programs that produce empathy toward
others.?® As part of this strategy, these policies should address racial biases
in the criminal justice system and their root causes, such as racial biases
that persist in news media reports of criminals and victims. Research finds
that the news media portray false accounts about the racial distribution of
criminals, victims, and arbitrators of justice, and that these characterizations
perpetuate false racial stereotypes about crime.*” To the extent that these
racial stereotypes impede the execution of unbiased criminal justice policy,
racial biases in the media should be addressed.*’

The federal government also should conduct an audit of federal crime-con-
trol programs and policies (such as plea bargaining) to understand their
impact on historically marginalized groups, encourage state and local
governments to do the same, and then defund programs that inadvertent-
ly lead to greater net social harm, that increase racial disparities, or that
have a disproportionate burden on historically marginalized communities.
Such a benefit-cost analysis should be undertaken to determine how these
policies not only influence crime but also their external costs (or benefits)
to society. Policymakers can no longer condone partial equilibrium analyses
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that only consider the direct crime-fighting benefits of a program without
also considering all of its direct and indirect costs to society, which includes
determining the extent to which a policy is race neutral and its effect on
marginalized groups.

These sets of recommendations would require unbiased data collection by
the states and local governments of quality criminal justice data in order to
understand why there are persistent racial disparities in the criminal justice
system, including documentation not only for policing but also for prose-
cution, since prosecutors also are important gatekeepers to the criminal
justice system.*! This effort also would require better data collection on
arrests, convictions, and incarcerations in national datasets, such as the U.S.
Census, in order to improve population estimates of the impact of incarcer-
ation on individuals, families, and communities.

Theoretically, crime-control policies include programs that promote econom-
ic justice and the elimination of racial disparities. Yet investments in econom-
ic opportunities should be done on the front end through social services
organizations, not on the back end through the criminal justice sector, which
may only serve to increase the contact of young minorities with the criminal
justice system. In other words, federal and state governments should stop
using the criminal justice system to address economic inequities. This would
require decreasing the correctional population, both juvenile and adult, which
could be done, for example, by placing a moratorium on incarceration for
non-violent offenses and redirecting the cost savings to social programs.

The federal government could provide monetary incentives to states that
reduce their correctional population. These social programs should not be
administered by law enforcement agencies. Examples of these programs are
early childhood education, subsidized childcare programs, summer programs
for youth, improving K-12 school quality, and more equitable healthcare—all
targeted toward the most marginalized groups in society.

Finally, the federal government should tie federal funding for criminal
justice programs to states’ eradication of felon disenfranchisement laws. Al-
though African Americans’ right to vote became protected by law with the
Voting Rights Act of 1965, the racial disparities in felony convictions suggest
that they disproportionately bear the burden of felon disenfranchisement
laws, and through these laws, many have effectively lost their right to vote.*
Most states prohibit individuals in prison or on probation or parole from
voting, and although numerous states have developed protocols for restor-
ing voting privileges to ex-offenders, these procedures are so burdensome
that many of them do not seek to restore their rights.*
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Conclusion

Failure to address racial biases in our society risks democracy for all Amer-
icans. Failure to address the systematic racial biases in state, local, and fed-
eral policies in general, and the criminal justice system in particular, will only
lead to the perpetuation of racial inequality and the overrepresentation of
marginalized groups within sectors of social exclusion, especially the crimi-
nal justice system. While there is undoubtedly a behavioral aspect to crime,
too much focus on the individual will not address the root causes of crime
in our society or the structural barriers that have led to the social exclusion
of historically marginalized individuals and communities.

—Robynn Cox is an assistant professor at the University of Southern Cali-
fornia Suzanne Dworak-Peck School of Social Work.
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Prisoner re-entry in Native
American communities offers
lessons of resilience and
nationwide policy solutions

By Blythe George, University of California, Berkeley

Overview

Half of all tribal reservations in the United States have unemployment rates
higher than 50 percent, and nearly all have poverty rates of more than 40
percent, with their incarceration patterns 44 percent higher than national
averages.' Scores of men and women have been removed from their com-
munities by the criminal justice system, and the adverse effects of prisoner
re-entry have been immediate in tribal communities.

Despite dealing with these consequences of significant and overlapping eco-
nomic and social inequalities for generations, tribal reservations and the individ-
uals who call these areas home are examples of living resilience. Their resilience
manifests in the ability to overcome great adversity to teach their children the
traditions passed down to them from their elders, honor their obligations to
their families and communities, and steward their local environments.

As a Yurok sociologist, | offer the experience of my own tribal reservation, the
Yurok Indian Reservation in northwestern California, and the experience of
Indian Country at large as an opportunity to devise and extrapolate effective
strategies for prisoner re-entry in communities across the country. Tribal Amer-
icans are the first inhabitants of our country, and their ability to persist despite
centuries of economic and social inequality is evidence of their tenacity and
resilience. Better understanding the process of resilience in these communities
affected by mass incarceration, substance use, and poverty could unlock similar
strategies for use in areas with comparable obstacles, such as other rural parts
of the country, low-income neighborhoods and other communities.
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Learning how tribal members thrive on remote reservations despite their
scant resources and high substance abuse rates can shed light on how to
intervene in the opioid crisis that is devastating so many rural, underre-
sourced communities around the country. Going further, understanding
prisoner re-entry from a rural perspective will help adapt existing community
reintegration policies to better meet the needs of those living far from public
transportation, formal employment, public housing, and other key supports
for helping offenders get back on their feet post-incarceration.? Finally, find-
ing a way to revitalize stagnant reservation economies could shed light on
how to do so in other communities affected by industrial decline.

In these ways, Indian Country has much to teach the rest of the United
States when it comes to successfully intervening in cycles of adversity. Yet
sizable public investments and increased legislative support must first be
secured to maximize these lessons. Toward those ends, | introduce three
noteworthy solutions for policymakers to support: the importance of
investing in rural data infrastructure; reshaping the criminal justice system
to re-emphasize rehabilitation over punishment in the form of therapeutic
jurisprudence; and expanding the mental health and dual diagnoses services
that are available in rural areas.

Key Takeaways

THE EVIDENCE

B Significant economic and social inequalities faced by generations of Native
Americans are examples of living resilience among communities affected
by mass incarceration, substance abuse, and poverty.

B These traditions of resilience are manifest in Native American families and
communities, and understanding this process of resilience could unlock similar
strategies for use by other populations in other parts of the country.

THE SOLUTIONS

B Native American communities need enhanced infrastructure and increased
investment to expand efforts to heal the wounds left by generations of trauma
and oppression, including resources for rural data collection, dual diagnosis
mental health facilities, and expanded jurisdictions of tribal courts.
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Data infrastructure

Data infrastructure matters because there can be no policy intervention
without first establishing the baseline and scope of a problem. One such
example includes the epidemic of missing and murdered indigenous women
and girls across the country. Documentaries such as this river and Finding
Dawn and popular films such as Wind River speak to the grave miscarriag-
es of justice that take place far too often on tribal lands, where indigenous
women are up to 10 times more likely to be victims of a violent assault than
their nonindigenous counterparts.

Scholar-activists such as Annita Lucchesi, director of the Sovereign Bodies
Institute and creator of the database on missing and murdered indigenous
women and girls, and the Urban Indian Health Institute have each made
great inroads to document the scope and breadth of this tragic phenome-
non.* In spite of their contributions, such data-collecting efforts are far too
often stymied by national and local law enforcement agencies that refuse
to work in good faith with tribal bodies to share data on their citizens. The
Freedom of Information Act exists for a reason, but Freedom of Informa-
tion Act requests add unnecessary and even damaging time to the search
for missing and murdered indigenous women and girls, and risk further
victimizing those who are missing and murdered, as well as their families, by
preventing tribes from accessing essential records on their behalf.

Without proper data on their missing and murdered citizens, tribal nations
are greatly limited in their capacity to intervene in the violence and adversi-
ty that claims the lives of their mothers, daughters, aunties, and sisters well
before their time. It is the responsibility of both policymakers and the crim-
inal justice system to honor the sovereignty of tribal nations as partners in

seeking justice in Indian Country through full and transparent cooperation,
from the reporting of a crime through its investigation and prosecution.

Even more so, resources and funding must be allocated to tribes and their
neighboring county jurisdictions to design, implement, and expand their
data-collection infrastructure. Piloting these strategies in tribal communities
could shape efforts to build similar mechanisms in rural areas across the coun-
try, areas that are notoriously underresourced with regards to data collection.*

Criminal justice

Just as we build the tools necessary to track the victims of violent crime in
tribal communities, we must also design our policy interventions to meet
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the needs of tribal offenders. These individuals have indeed committed
crimes, but more often than not, they also have been victims of violence
and trauma themselves. For Native men in particular, one must take into
account that they suffer trauma at far disproportionate levels compared to
other groups, but we have yet to recognize this in theory or policy.’

American Indian and Alaskan Native, or Al/AN, men experience more dis-
parities than any other group, including increased risk of chronic health
conditions, accidental death, and homicide. Their suicide rate outpaces that
of any other group from adolescence to middle age.® Only 50 percent of
American Indians graduate high school, with less than one in three Amer-
ican Indian men graduating in areas with large native populations, such as
the Dakotas.” American Indian men are overrepresented in the criminal
justice system, and Yurok men in particular are 11 times more likely to go to
jail than the average American.®

Despite such a long list of adversities, “Al/AN men persist,” says education
psychologist Leah Rouse, associate professor and Eleta Quinney Scholar
at the University of Wisconsin, Milwaukee’s School of Education, and their
resilience cannot be understated.” Tribal men overcome their traumas to
honor their obligations to their families and communities. My work with
tribal fathers with criminal records speaks to the deep involvement and
intense meaning that they derive from their roles as providers and teachers.
In spite of their pro-work orientations, they are limited in their capacity to
find work by their criminal histories and struggles with substance abuse,
and these constraints are further exacerbated by the slack labor market in
which they find themselves."

For former offenders, finding work is first a process of getting sober. Even if
they abstained from substances for the duration of their sentence, up to 9o
percent of repeat offenders struggle with chronic substance use.!" Those
courts that best support their efforts to get “clean and sober” employ a
therapeutic jurisprudence model through holistic case management that
centers on framing those under supervision as assets rather than liabilities.!*

California is leading the way with such efforts in the form of joint jurisdic-
tion courts. The Yurok Tribe is partnering with the surrounding counties of
Humboldt and Del Norte to create courtrooms where tribal judges work
with county judges to support offenders through re-entry by offering Well-
ness Courts to support recovery, accept in-kind child support in the form
of traditional food gathering and subsistence hunting, and offer culturally
adapted batterer’s intervention programming. Those jurisdictions that have
partnered with tribal bodies to shepherd their members through the crimi-
nal justice system are thriving."?
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Even still, we need more county jurisdictions that are willing to pioneer these
efforts alongside increased funding to help them do so. Long term, federal
policymakers could directly expand tribal court oversight through executive
orders and bills that emulate the Indian Child Welfare Act and the Violence
Against Women Act by placing jurisdiction over injustices committed against
tribal peoples directly into the hands of these sovereign nations. Such vital
legislation has previously protected thousands of Americans and greatly en-
hanced the ability of tribal courts to safeguard and support their citizens.

By spearheading the expansion of tribal jurisdictions, policymakers can
support these courts to pioneer effective criminal justice reform ripe for
replication. In this way, those communities that also are plagued by mass
incarceration will benefit from the strategies formulated by tribal courts as
they facilitate the process of successful prisoner re-entry.

Mental health and dual diagnoses services

A key component of supporting “returners” as they navigate life post-incar-
ceration is addressing their needs in a holistic manner that affirms them as a
whole person. Many offenders must meet their mental health needs before
they can find work and support their families, and that often means seeking
drug rehabilitation treatment. My research shows that legacies of adversity
cluster on reservations, such that those who live there are much more likely
to be exposed to adverse experiences across the course of their lives. Such
trauma can have lifelong implications and, when combined with substance
use, can dramatically reduce the ability of an individual to function in main-
stream society, let alone gain and maintain formal employment.'*

If policymakers and civic leaders are to intervene in cycles of trauma and
addiction that span generations, then they must greatly augment the exist-
ing mental healthcare system in this country. Rural areas have few mental
health resources and would particularly benefit from an increased invest-
ment in dual diagnoses treatment centers that have the capacity to support
individuals with co-occurring disorders such as post-traumatic stress disor-
der, depression, and drug and/or alcohol dependence.'s

Beyond the significant human toll, these conditions deprive the nation’s
workforce of billions of dollars in lost productivity each year.'® Integrated
mental and substance abuse care facilities that have the capacity to treat
co-occurring mental health conditions and addiction comprise only a frac-
tion of available treatment options in this country, and policymakers must
budget accordingly for the expansion of such services in rural and urban
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areas alike.!” Mental heath is a right, not a privilege. It is high time policy-
makers enshrined this ethos through effective legislation and investment.

Native American communities as
sources of resilience

Indigenous peoples are the original inhabitants of every landscape in the
United States and the vitality of their communities are a direct reflection of
the health of the nation at large. Described as the “miner’s canary,” trib-

al reservations and their off-reservation networks are a pulse point from
which to observe the historical and present-day legacies of oppression and
violence in the United States.'®

There are harsh conditions that shape life on many reservations. These are a
direct reflection of the historical trauma that accompanies life on tribal lands.
Eduardo Duran and his co-authors of “Healing the American Indian Soul
Wound,” coin the term soul wound to refer to the traumas that cannot heal in
one generation and persist through to the next.!” Such trauma is cumulative
and concentrated in communities marked by cumulative adversity.*

The soul wound also is known more recently as intergenerational trauma,
historical trauma, and post-traumatic stress disorder—all academic names
for a phenomenon that has been acknowledged for centuries in Native
communities.?! Even for those who did not perish from physical contact
with Europeans and their diseases beginning in the 15th century or the
genocide and slavery that followed, the trauma of these events and oth-
ers, such as the forced removal of Indian children to residential boarding
schools and the termination of tribal sovereignty in the 1950s, all accumu-
late over time, leaving the survivors with guilt and unresolved mourning.??

Losses of such magnitude are expressed at the epigenetic level, whereby ex-
treme stress can change the structure of human DNA such that the trauma
experienced by past generations is transmitted down to their descendants.”
Such DNA testing confirms what tribal communities have long known to

be true—the higher rates of alcoholism, suicide, and other chronic health
conditions such as diabetes and heart disease that plague Native American
families represent the residue of past traumas manifesting in present-day
symptoms.?* Thankfully, because “the explanations of the soul wound are
centuries old,” so too are its solutions.?’

Without trauma, there can be no resilience. Resilience is not a trait, but
rather a dynamic process that speaks to the ability to adapt to adversity and
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“bounce back” from stress and trauma.?® In Native communities, the need
for resilience has surfaced time and time again, as “perfectly normal people
respond to an abnormal history,” writes Martin Brokenleg, a Rosebud Sioux
and a professor of Native American Studies and chair of the Department of
Sociology and Social Work at Augustana College.?” In this way, indigenous
peoples have much to teach us about the process of resilience. By investing
in the strategies of resilience derived from tribal communities, policymak-
ers can emulate these mechanisms for successful intervention in similarly
disadvantaged communities.

Conclusion

Ultimately, while we as indigenous peoples live in communities that deal
with high crime, epidemic substance use, and a host of other negative
outcomes on a daily basis, we are still here, and our very existence is a re-
flection of our resilience over time. We are the epitome of survival, and we
draw on our deep knowledge base as this country’s original caretakers to
thrive despite many obstacles otherwise.

Even with our resilience, however, we are in desperate need of enhanced
infrastructure and increased investment to expand our efforts to heal the
wounds left by generations of trauma and oppression. The rural areas that
many of us call home are the least prepared to meet our needs despite a
sincere desire to do so, yet this could easily be ameliorated through leg-
islative and monetary investments. We have the answers and the ways of
knowing that we need to heal ourselves, but we need the funding and the
infrastructure necessary to do so.

Specifically, by increasing the resources available for rural data collection
and dual diagnosis mental health facilities, as well as expanding the juris-
dictions of tribal courts to better allow them to directly meet the needs of
their citizens, policymakers stand to greatly augment their own resourc-
es for intervening in comparable adversities in communities around the
country. Investing in our vitality as indigenous peoples is the first step to
identifying those strategies of resilience needed to restore the health of
communities shaped by inequality. ‘Wokhlew’ (“thank you” in Yurok) for
your consideration.

—Blythe George is a member of the Yurok Tribe of California and a
post-doctoral sociologist at the University of California, Berkeley.
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The logistics of a reparations
program in the United States

By Dania V. Francis, University of Massachusetts Boston

Overview

The idea of reparations for African Americans is receiving renewed at-
tention, driven in part by the willingness of an unprecedented number of
prominent policymakers and presidential candidates to entertain the idea
of opening a serious discussion on the topic. Past and current research
demonstrates the deep, abiding suffering and harm inflicted on African
Americans due to the practice and legacy of slavery and post-Civil War
laws and regulations that prevented so many of the enslaved and most of
their descendants from reaping all but meager benefits from the sustained
growth of the U.S. economy since colonial times.

My essay presents a brief history of the various reparations movements in the
United States following the end of the Civil War and the Reconstruction era in
the South through to today, a discussion of the logistics of carrying out a rep-
arations program, and research-based recommendations for policymakers.
Investigating the size of reparations and how they would be disbursed will first
require a commission to be set up to decide appropriate levels of reparations,
and policymakers will then need to implement the best financial vehicles for
disbursement of the funds. | also recommend ways for policymakers to en-
sure that ongoing racial discrimination can be accounted for and resolved.

Key Takeaways

THE EVIDENCE

B The legacy of slavery, post-Civil War state-sanctioned discrimination and
ongoing institutional discrimination prevented the enslaved and their
descendants from benefiting from the growth of the U.S. economy.

188
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THE SOLUTIONS

B A commission needs to determine the scope and eligibility for a
reparations program and the financial vehicles for disbursement in order
to make whole those who were wronged, to close racial wealth gaps, and
to address ongoing discrimination.

B This commission also needs to examine current structural discrimination and
propose institutional reforms to guard against the need for future redress.

A brief history

Near the close of the Civil War, on January 16, 1865, General William T. Sher-
man signed Special Field Orders No. 15, which temporarily allotted each for-
merly enslaved family living along the Atlantic coasts of South Carolina, Geor-
gia, and Florida no more than 40 acres of land on which to settle and make

a living. President Andrew Johnson later reversed these orders and returned
the land to white southerners. Many descendants of formerly enslaved per-

sons point to these “40 acres and a mule” as an unfulfilled promise by the U.S.

government and a basis for the earliest calls for reparations for slavery.

Since that time, there have been multiple judicial, legislative, and grassroots
efforts advocating for reparations for African Americans for their enslave-
ment and the discriminatory consequences reaped by their descendants.
In the judicial arena, there have been multiple lawsuits filed in the United
States and the United Kingdom against financiers, insurers, and shipping
companies that profited from slavery. In 2002, lawyer and human rights
activist Deadria Farmer-Peallmann coordinated lawsuits against the U.S.
insurer Aetna Inc., then-independent (and now Bank of America Corp.-
owned) FleetBoston Financial, and other corporations for their role in

the slave trade of the 17th and 18th centuries. The cases were ultimately
dismissed for lack of standing, exceeding the statute of limitations, and for
being deemed a political matter outside the scope of the judiciary.?

Legislatively, Rep. John Conyers (D-MI) introduced H.R. 40—a bill to estab-
lish a Commission to Study Reparation Proposals for African Americans—in
every Congress from 1989 until his resignation in 2017. The bill never made
it out of committee. In 2019, Rep. Sheila Jackson Lee (D-TX) reintroduced
the bill, and prominent 2020 Democratic presidential candidates have en-
dorsed it Increased support for the current bill may be due, in part, to an

189
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increase in recent support for reparations on online social media platforms
such as Facebook and Twitter.

Importantly, these grassroots efforts promoting reparations for African Amer-
icans build upon earlier waves of activism. At the turn of the 2oth century, Cal-
lie House, a poor washerwoman who was born into slavery, lobbied Congress
to provide old age pensions for the formerly enslaved who were no longer
physically able to work to support themselves.* Her efforts were stymied by
the full force of the U.S. government. More recently, organizations such as the
Universal Association of Ethiopian Women founded by Queen Mother Moore
in the 1950s° and the National Coalition of Blacks for Reparations in America,
founded in the late 1980s,° have advocated for reparations for decades. These
organizations kept alive the idea of the efficacy of reparations.

Much more recently, author and columnist Ta-Nehisi Coates’ influential
article “The Case for Reparations,” published in The Atlantic in 2014, revived
popular interest in reparations. His widely read analysis helped broaden

the discussion of the basis for reparations to include the Jim Crow era of
state-sanctioned discrimination in the wake of the Civil War up until the
Civil Rights era of the 1960s, the discriminatory federal, state, and local laws,
policies, and ordinances prevalent during the New Deal and post-World War
Il eras, and ongoing institutional racism in employment, education, and the
criminal justice system.

The logistics of carrying out a
reparations program

By definition, reparations involve the making of amends to those who
have been wronged, whether through money or by other means. Key lo-
gistical questions that arise when conceptualizing reparations for African
Americans include:

B Who should be eligible to receive reparations?

B How much money should be allocated to fund a reparations program, and
how should it be financed?

B What form should reparations take? Should there be a cash payment,
investment in social programs, trust funds for education, homeownership or
business investing, or some combination of these ideas?
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| answer each of these questions in turn.
Who should be eligible?

As previously mentioned, prior attempts to sue for reparations were reject-
ed in part due to a lack of standing—a legal term indicating whether the
people suing for damages can demonstrate that they are the people who
have actually suffered damages. Although a reparations plan developed in
the legislative branch would not initially be subject to the judicial concept
of standing, the plan could be challenged in the courts on the grounds of
constitutionality, and standing may be one dimension that could be legally
scrutinized. In order to withstand that scrutiny, a reparations plan should
accrue to those who have been wronged and/or their descendants. Eligibili-
ty then would depend on the reason for redress.

Reparations for slavery should accrue to the descendants of those who
were formerly enslaved in the United States. Descendants of enslaved per-
sons from other nations, such as Jamaica, Haiti, and Brazil who are currently
living in the United States should not be eligible and should instead seek
reparations against the nations primarily responsible for enslavement in
those nations and regions. U.S. policymakers will have to determine whether
current US. citizenship is a requirement for receiving reparations.®

Reparations for state-sanctioned discrimination during the Jim Crow, New
Deal, and post-WWII eras should accrue to any African Americans who were
living in the United States during those time periods or their descendants,
regardless of whether their ancestors were enslaved in the United States.
Black immigrants from the West Indies and Africa also faced state-sanc-
tioned discrimination in this country during this period even if they were
voluntary immigrants to the United States.’

How much?

Research teams are currently working on refining reparations estimates,
but estimates that have been calculated in the past (mostly in the 1990s
and early 2000s) range from $500 billion to $6 trillion.” Dividing this
amount evenly among the roughly 40 million people identified as black
or African American in the 2010 Census yield estimates of $12,500 to
$150,000 per person. The wide range arises from differences both in cal-
culation methods and in the underlying rationale for reparations (slavery,
Jim Crow, or ongoing discrimination).

Prominent reparations researcher and Equitable Growth Research Adviso-
ry Board member William A. Darity, Jr. at Duke University took the value
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of 40 acres of land in 1865 (the aforementioned unfulfilled promise made
to formerly enslaved families at the end of the Civil War), multiplied that
value by 4 million formerly enslaved persons, and calculated the present
value compounded yearly at 6 percent interest to arrive at $1.3 trillion in
2008 dollars.™ University of lllinois Urbana-Champaign economist Larry Neal
calculated the difference between the wage that an enslaved person would
have received if paid for work and the amount spent by enslavers on food
and shelter for the enslaved from 1620 to 1840 and compounded that value
yearly at 5 percent to arrive at $4 trillion.?

Estimates that include discrimination during the Jim Crow, New Deal, and
post-WWII eras are necessarily larger. Using U.S. Census of Agriculture data
on black ownership of agricultural land from 1910 to 1997, a group of re-
searchers estimated losses to the countless black farmers who fell victim
to violent dispossession of their land prior to the Civil Rights reforms of
the 1960s, as well as those who lost land due to discriminatory federal farm
credit policies and the discriminatory implementation of federal, state, and
local agricultural policies, before, during, and after the Civil Rights era. By
their most conservative estimate, the dispossession of black agricultural
land resulted in the loss of hundreds of billions of dollars of black wealth.?

To adjudicate the amount of reparations based on a timeline of amends that
need to be redressed, a commission impaneled by Congress to study the ques-
tion of reparations should be tasked with evaluating the strengths and weak-
nesses of all available estimates and calculation methods to arrive at separate
values for reparations for slavery, reparations for the era of state sanctioned
discrimination, and reparations for ongoing institutional discrimination.

What form?

A reparations program can take many forms, including:

B Cash payments

B Investment in social programs
B Trust funds

B An official apology

B Institutional reform

B Public education about slavery and racial discrimination
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Rep. James Clyburn (D-SC), a Civil Rights-era veteran, argues against repa-
rations taking the form of cash payments on the grounds that it would be
logistically difficult to carry out. Instead, he and many other policymakers
support investing in impoverished communities as a form of reparations.*
Critics of reparations programs that focus on broad-based social programs,
however, argue that they cannot be considered reparations if they do not
specifically and solely target African Americans.

Some people in our society may be opposed to cash reparations payments
under the misguided assumption that African Americans cannot be trusted
to spend cash payments in ways that will benefit them economically.® While
this assumption is unsubstantiated and potentially rooted in racial bias and
paternalism, researchers have demonstrated that policymakers should be
cautious about cash payments for another reason—it is possible that cash
reparations payments could further impoverish black Americans relative to
nonblack Americans if there are no available vehicles for African Americans
to invest that money back into black communities.”

Given that black Americans own less than 10 percent of all small businesses
in the United States” and hold less than 15 percent of their wealth in business
investments,”® cash reparations payments in the current environment could
possibly find their way back into the pockets of nonblack Americans, both
through consumption spending and through investments held in mainstream
financial institutions, potentially further widening the racial wealth divide.

This possible drawback, however, does not have to be an argument against
cash reparations payments, but rather an acknowledgement that any cash
reparations payments should be coupled with the development of an
investment infrastructure that could provide opportunities for recipients
to invest in black communities and black-owned businesses and to create
black-owned financial institutions.

Ultimately, the form a reparations program should take depends on the
underlying goals. If the goal is to address the wealth gap created by discrimi-
natory government actions such as redlining—the practice of overt housing
discrimination in the post-WWII era—and Jim Crow discriminatory laws and
regulations, then cash payments or trust funds for investments in housing,
education, or businesses may be the most appropriate form. If the goal is

to repair or make whole those who were disadvantaged by the legacy of
slavery and discrimination, then an official apology, a program of public ed-
ucation about slavery and discrimination, and investment in social programs
targeted at reducing racial disparities may be the most effective forms. If
the goal is to address ongoing discrimination against African Americans,
institutional reform may be in order.
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Policymakers tasked with determining the appropriate form for a repa-
rations program should consider the underlying goals of the program to
assess the most appropriate form.

Addressing ongoing discrimination

Even if policymakers do not incorporate the damages from ongoing dis-
crimination into the calculation of reparations for African Americans, no
reparations program will be complete without somehow addressing the
existence of that ongoing discrimination in the U.S. economy today. As long
as institutional discrimination persists, there will be continued grounds for
future reparations claims.

As an example, reporters for the New Food Economy recently identified
ongoing discrimination at the U.S. Department of Agriculture against black
farmers that has contributed to unjust foreclosures. Among other findings,
they report that under the administration of President George W. Bush, the
department sat on civil rights complaints that alleged lending discrimination
until the statute of limitations on those complaints ran out. Then, officials
in the Obama administration did not seek extensions from Congress on the
statute of limitations, instead actively foreclosing on black farmers who had
pending lending discrimination complaints.”

Even if the descendants of black farmers were made whole for the loss of
black agricultural land during the Jim Crow era, future generations would
have claims for reparations based on the documented ongoing discrimina-
tion by the USDA. To guard against this particular instance of discrimination,
Congress should enact legislation that prevents any arm of government that
is accused of discrimination from failing to act on the discrimination com-
plaints until the statute of limitations runs out.

There are certainly other instances of government agencies using loop-
holes to get around civil rights protections meant to guard against ongoing
discrimination. Any reparations program should also establish a commission
to examine structural discrimination within federal, state, and local govern-
ment and propose institutional reforms that reinforce civil rights protec-
tions to guard against the need for future redress.
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Conclusion

In conceptualizing a reparations program for African Americans, the road-
map for policymakers to follow is fairly straightforward. They should:

1. Establish the basis for which reparations are owed—slavery, the period of
state-sanctioned discrimination, and/or ongoing institutional discrimination

2. Determine the goal of a reparations program—to make whole those
who were wronged, to close racial wealth gaps, and/or to address

ongoing discrimination

3. Create a commission to estimate the value to be set aside for a
reparations program

4. Decide the appropriate form a reparations payment should take

5. Incorporate a plan to address ongoing discrimination
In this way, centuries spent by African Americans not sharing in the full
fruits of phenomenal U.S. economic growth over the course of the past

400 years can be addressed, so that they can more fully contribute to and
accrue the full benefits of living in the world’s wealthiest nation in history.

—Dania V. Francis is an assistant professor of economics at the University

of Massachusetts Boston.
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Promote economic and racial
justice: Eliminate student loan
debt and establish a right to higher
education across the United States

By Darrick Hamilton, The Ohio State University, and
Naomi Zewde, City University of New York

Overview

The amount of student loan debt in the United States has ballooned over
the past decade—more than tripling from less than $500 billion to more
than $1.5 trillion since 2006. What’s more, the repayment burden is substan-
tial—approximately $400 per month on average.' Yet students have little
choice but to pursue a college education. Where college was once seen

as a ladder to upward social mobility, students increasingly need a college
education simply to remain where they are socioeconomically.

Higher education is, for many, a necessary step to earning a living wage, but
black students face a particularly cumbersome burden to finance a degree.
This essay explicates the disproportionately high burden of student debt
carried by blacks in the United States, though all racially marginalized groups
in the United States face particular financial burdens when pursuing higher
education and repaying the necessary debts. (See sidebar on pages 200-201.)
Due in part to their families’ financial position, black students generally take
on more debt than white students and, even at higher levels of socioeconom-
ic status, are less protected by parental wealth.? Then, after entering the labor
market, young black adults face a harder time paying off their student loans in
a labor market characterized by racial discrimination, as demonstrated by the
experiences of prior cohorts of graduates.® (See Figure 1.)


https://www.federalreserve.gov/publications/2017-economic-well-being-of-us-households-in-2016-education-debt-loans.htm
https://www.responsiblelending.org/sites/default/files/nodes/files/research-publication/crl-quicksand-student-debt-crisis-jul2019.pdf
https://www.ncbi.nlm.nih.gov/pmc/articles/PMC6049093/pdf/nihms980016.pdf
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Upon exiting college, young adults are shaped by their indebtedness, includ-
ing the need to secure paid employment with urgency in an endeavor not
necessarily aligned with their career aspirations. New graduates with debt
burdens enter the labor market more quickly and are more likely to work in
unrelated fields after graduation.* These borrowers have lower job satisfac-
tion and overall life satisfaction, and lower psychological well-being well into
adulthood.” Student loan borrowers are less likely to get married, purchase
a home, or start a business.®

While these negative economic and psychological consequences of student
debt are distorting employment choices and depressing opportunities to
pursue creativity across all borrowers, black students are hit the hardest.
Evidence suggests that student debt impedes family formation specifically
among the most vulnerable borrowers: black borrowers and those who have
not completed their degree.” Student loan debt is associated with poorer
mental health and is even significantly associated with poorer sleep patterns
among black borrowers, in particular compared to white borrowers.?

In this essay, we briefly present a range of proposals for relieving the bur-
den of student loan debt and use our analysis to urge the full cancellation of
all undergraduate and graduate, federal and private, student loan balances.
We come to this policy recommendation after examining how less ambi-
tious proposals fail to fully fix the unsustainable status quo of increasing
indebtedness as a strategy for financing rising costs of higher education in
the United States. Only the full cancellation of all student debt fully pro-
tects black students, their families, and those of other racially marginalized
and vulnerable groups from the burden of student loans while establishing


https://www.ncbi.nlm.nih.gov/pmc/articles/PMC6049093/pdf/nihms980016.pdf
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higher education as a universal right and offering restitution to all those
who have had to rely on debt finance to pursue upward mobility through
the education system.

Key Takeaways

THE EVIDENCE

B The amount of U.S. student loan debt ballooned over the past decade, and the
repayment burden is substantial. As a result of long history of racial economic
disparity, black students face particularly difficult challenges financing their
degrees and carry a disproportionately high student debt burden.

B Upon graduation, young black adults face a harder time paying off their
student loans with labor markets characterized by racial discrimination and
with an urgent need to secure paid employment to pay off this debt regardless
of whether these jobs align with their career aspirations.

THE SOLUTIONS

B The full cancellation of all undergraduate and graduate, federal and
private, student loan balances would fully protect black students and
their families from the burden of student loans while establishing higher
education as a universal right.

A history of student loan cancellation
in the United States

The concept of loan cancellation is not new. The George W. Bush admin-
istration brought us the public service loan forgiveness program in 2007."
This program was intended to erase student debt for teachers, other public
servants, and anyone working in a not-for-profit organization after working
in their chosen field for 10 years while paying down their debt. Additionally,
these borrowers must consolidate their loans and enroll in a particular type
of repayment plan.

These stipulations were complicated enough that the program failed to pro-
vide relief to the vast majority of these select borrowers, even those verifiably
working for nonprofit organizations or the government. Over the program’s
cumulative history, more than 132,000 borrowers submitted employer-ver-
ified applications but only 641 have gotten relief, or approximately o.5 per-


https://www.nelnet.com/pslf
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cent." The other 99.5 percent were rejected primarily on technical grounds.
President Barack Obama introduced a similar program, but expanded it be-
yond employees of public and nonprofit institutions. Under the Obama ad-
ministration’s program, borrowers pay between 10 percent and 20 percent
of discretionary income, as defined by the U.S. Department of Education,
for 20-25 years, and then have the remaining balance canceled. Upon pro-
gram completion, any canceled debts are taxed as income (though surely
none of it has “come in,” from the perspective of struggling borrowers).

Because the program has not yet been in place long enough for borrowers
to complete 20 years of payments, the rate of award is uncertain. Yet as

of 2018, approximately one-quarter of borrowers are enrolled, with many
disenrolled by the annual re-certification requirements.'> And policymakers
are paying attention: Following efforts to gut the program by the Trump ad-
ministration beginning in 2017, 23 senators in October 2019 called upon the
federal Consumer Finance Protection Bureau to investigate the loan service
company employed by the federal government due to its exceedingly high
rates of refusals to forgive loans.'® Clearly these types of programs can be
administrative minefields for borrowers, and it is unclear if they will or can
provide any real relief to borrowers.

Weighing the merits of full or partial
student debt cancellation

The merits of full or partial student debt cancellation at first glance largely
rest on the degree to which the cancellation helps borrowers in need of
debt relief. Those plans that call for partial student debt cancellation focus
to different degrees on whether some higher-income borrowers or those
who have borrowed to attend graduate school would benefit inordinantly
from having their debt cancelled, compared to those who borrowed in pur-
suit of an undergraduate or technical degree or those who are otherwise
clearly burdened by their student loan repayments. Cost estimates based
on the plans’ assessement of these borrowers’ needs run the gamut, from
an estimated $1.5 trillion for a full cancellation to between approximately
$2 billion and $200 billion for a partial cancellation, between $5,000 and
$60,000 per borrower."’

In our estimation, however, the merits of full cancellation far outweigh
those presented in plans for partial cancellation. Full cancellation not only
would address the array of financial inequities in current student borrowing
programs—inequities that are particularly egregious for black borrowers—
but also eliminate the many and complex rules and regulations borrowers
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Continued on next page
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are now required to meet for debt cancellation. Full cancellation would
require a larger budgetary allocation, but doing so would directly address
the rise of economic inequality in the United States, particulary for black
Americans, while laying the groundwork for more sustainable and broad-
based economic growth.

Partial student loan cancellation

When considering partial debt cancellation proposals, it is noteworthy
that, on average, black college graduates still owe $53,000 in student debt
4 years after graduation.'® (See Figure 1 on page 198.) Plans that propose
to cancel less than this amount would ensure that the average black family
would owe a lot less, yet many would still be left holding substantial sums
of student debt. According to our calculation using the 2016 Survey of
Consumer Finances, a plan that cancelled $50,000 of student loans for
every borrower would still leave 1 million black-headed households holding
$18,000 or more in student debt.

In contrast, the average white graduate carries about $28,000 in debt 4
years after graduation. This suggests that a capped debt forgiveness plan
would completely wipe out many more white graduates’ debts, as a propor-
tion of the population, than black graduates."

Moreover, cancellation plans that provide debt cancellation after a set number
of years are insufficient. Most of these plans still require certification of one’s
household income level, profession, or other characteristics, and thus leave in
place the same institutional and administrative barriers currently preventing
graduates from realizing the cancellation promised in the Public Service Loan
Forgiveness Act. As we can see in that law’s failures to provide meaningful
debt relief, even well-intentioned attempts to target forgiveness to the “most”
needy populations can cause nearly insurmountable hurdles for those needy
groups when a program is not administered generously and fairly.

Full student loan cancellation

Full cancellation of student debt would entirely eradicate all current student

loan balances immediately. Everyone would be eligible and all debts would
be relieved, with no rules for borrowers to decipher and then prove their
eligibility under, thus removing the potential for similar bureaucratic barri-
ers to those that so thoroughly hinder our current policy today.

Full cancellation would unquestionably include the debt balances carried
by parents through the Parent Loans for Undergraduate Students program,
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As a result, these
institutions are
required to provide
quality higher-educa-
tion services with far
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graduate with debts.
These nuances fur-
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difficulty of crafting
a less-than-universal
policy that still uni-
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Americans’ needs.
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which also exhibits a racially disparate distribution.? The full cancellation
would serve to even further advance the lives of millions of black debtors
and graduates and, yes, would include a fraction of wealthy whites.

Full student loan cancellation is the best policy

Many student debt advocates express skepticism about full cancellation,
arguing it would be racially regressive because it would not benefit people
of color so much as help white borrowers. The argument rests on three
misguided assumptions. The first assumption is that a higher level of debt
probably indicates a graduate or professional degree. Secondly, white
students are more privileged, the thinking goes, and are presumably more
likely to go to graduate school after graduation, leading to their higher debt
values. Finally, the argument concludes, it must mean that a full cancellation
of debt would really just help white borrowers and their families, thus wid-
ening the racial wealth gap.

A similar critique could apply to partial student debt relief, under an as-
sumption that black students are generally less burdened by student loans
than their white counterparts seeking higher levels of education. Together,
these critiques exaggerate the consequences of full debt cancellation. The
first problem with the argument is that carrying large amounts of student
debt does not necessarily indicate a graduate degree, especially considering
that the average black student who graduates from college has $53,000 in
debt 4 years after graduation. Many have simply attended universities with
inadequate public funding, including those in the Historically Black College
and University system, which awards a disproportionate share of black col-
lege degrees and is more tuition-dependent than its counterparts.*!

Next, black students, in fact, enroll in graduate degree programs at high
rates. While this might run counter to conventional expectations, black
college graduates are overrepresented in graduate education relative to
their share of the population overall, according to the National Center for
Education Statistics.”> Furthermore, as of 2012, 47 percent of black college
graduates were enrolled in a graduate school degree program within 4 years
of completing their bachelor’s degrees, which is higher than that of white
recent graduates (38 percent).”

Indeed, this and the common finding in the social science literature that
blacks from similar socioeconomic backgrounds as whites actually acquire
more years of schooling runs counter the bootstrap narrative that situates
inadaquate investment in education on the part of blacks as the primary
explanation for racial disparity.**
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Finally, there’s the concern that full cancellation might favor white debtors
in a way that increases the racial wealth gap. The evidence here is, at best,
mixed. But a compelling recent study finds the opposite—that a full cancel-
lation of student debt would reduce racial wealth disparities between black
students and their white counterparts.? Black students tend to take on
more debt at every level of higher education, and are more likely than white
students to drop out of university because of financial concerns in large
part because of comparatively lower household-finance levels for black
families in the first place. So, at each level of higher education, undergrad-
uate and graduate, removing student debt proportionately benefits histori-
cally disadvantaged black students more.

The real problem, however, with making the argument that full cancellation
of student debt widens the racial wealth gap is that it confuses the urgent
problem of rising and unjust student debt burdens with the urgent problem
of racially unequal access to capital. Relieving student debt is not the policy
tool for eliminating the racial wealth gap, which has a great deal more to

do with a lack of assets among black families than an abundance of debt

on their part. Black families headed by a college graduate have less wealth
than white families headed by a high school dropout.?® This wealth gap is
not driven by student debt. That inequity stems from the insufficient assets
within communities of color, regardless of education.

Hence, independent of student debt, young students of color start out in a
less favorable economic position than their white peers. White families have
had generations to amass and pass down wealth in a way that families of
color have not. Neither a full nor a limited cancellation changes those roots
of the racial disparity in assets.

This is not to say there is no connection between student debt and the
racial wealth gap. Families with outsized financial advantages can “buy”
crucial additional advantages for their children, such as the ability to
obtain a college degree without accruing costly educational debts. Lack
of wealth (primarily inherited wealth) prevents many black families from
ever exercising this advantage.

Nonetheless, the alarming rise of student indebtedness, which, in the con-
text of stagnating real wages (after accounting for inflation) and growing
income and wealth inequality, point to alarming economic vulnerabilities
that need to be addressed. The bad news is that this immediate yet also
intergenerational problem may be getting worse. A recent report illustrates
that lost income gains among millennials in the aftermath of the Great
Recession of 2007-2009, alongside record levels of student debt accumu-
lations, has left the homeownership rate for young adult millennials lower


https://phenomenalworld.org/content/2-higher-education-finance/1-student-debt-racial-wealth-inequality/student_debt_and_racial_wealth_inequality_final_7-19-19.pdf
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than every other generation at a similar age dating back about 100 years—
to the Greatest Generation, who entered young adulthood right after the
Great Depression and World War 11.2” What’s more, the racial disparity in
homeownership for young millennials is as large as it has ever been.?®

Conclusion

Black Americans are highly motivated to pursue higher education, but the
reality is that as a group, they are financially stymied. Fewer black students
begin college, even fewer graduate, and those who do graduate carry much
more debt than their white counterparts. While student debt is convention-
ally thought of as “good debt,” the returns on investment that it generates
are widely disparate by race within the prevailing socioeconomic framework
that still subjects blacks and other subaltern groups to inferior housing and
education, targets them disproportionally with predatory financial products,
and continues discriminatory labor market practices.

These enduring levels of historical and ongoing discrimination patterns in
the U.S. economy and society are why we enthusiastically applaud proposals
that remove the economic burden of student loan debt for all students and
their families. Additionally, providing tuition-free education at public col-
leges and universities to all Americans would eliminate the social and psy-
chological stigma associated with the system of financial aid and eliminate
the need for future generations to carry burdensome debts. We urge law-
makers to support proposals that implement restorative economic justice
by cancelling the burden of all existing student debt. In essence, we can do
the right thing and establish higher education as a universal economic right.

—Darrick Hamilton is the executive director of the Kirwan Institute for the
Study of Race and Ethnicity at The Ohio State University. He also holds a
primary faculty appointment in the university’s John Glenn College of Public
Affiairs, with courtesy appointments in the Departments of Economics and
Sociology in the College of Arts and Sciences. Naomi Zewde is an assistant
professor in the Graduate School of Public Health and Health Policy at The
City University of New York. Both Hamilton and Zewde are fellows with the
Roosevelt Institute. Hamilton would like to thank the Omidyar Network and
the Hewlett Foundation for providing the Kirwan Institute with financial
support while he conducted this research.
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Vision 2020: Evidence for a stronger economy

A plan for equitable climate
policy in the United States

By Leah C. Stokes and Matto Mildenberger,
University of California, Santa Barbara

Overview

One year ago, the town of Paradise, California burned to the ground, killing
85 people. Before the fire, it was a poor community with a median annual in-
come of less than $50,000, below the national average.' In Paradise, climate
change combined with economic disadvantage to create a deadly situation.

Unfortunately, this kind of scenario will be increasingly common as the
climate crisis accelerates. Across the western United States, wildfires fueled
by climate change are putting rural communities at risk. Scientists estimate
that climate change has increased wildfire risk by 500 percent, compared to
historic risk levels in the 2oth century. In addition, twice as much land area
in the western United States burned between 1984 and 2015 than would
have without climate change.?

Climate change also is making heatwaves hotter, hurricanes stronger, and
droughts longer.> Humankind has already warmed the planet by 1 degree
Celsius (1.8 degrees Fahrenheit), or about halfway to the 2 degrees Celsius
level that world leaders agreed to limit warming under the Paris Agreement
on climate change. Meanwhile, the crisis is claiming American lives—in
California wildfires, New Orleans and Houston flooding, and in heatwaves
and storm surges across the country—with many more in danger as climate
change accelerates.

This crisis will increasingly and dramatically exacerbate economic inequal-
ity in the United States. Low- and middle-income Americans have minimal
safety net protections from the impact of climate change. These commu-
nities are more vulnerable to health-related risks, don’t have the financial
resources to recover from climate disasters, and are more vulnerable to
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climate-related hazards in the first instance. And U.S. workers and commu-
nities who may face economic costs from the energy transition to a more

clean economy don’t have guaranteed access to healthcare, pensions, and

the necessary assistance to maintain their dignity and quality of life.

Already, insurers are declining coverage for housing against growing climate
risks such as flooding and wildfires. Without equitable climate policies in
place, low-income Americans will have to face a double threat. They will be
more likely to die in heatwaves, struggle to recover from hurricanes and
wildfires, and, without health insurance, face greater burdens from diseas-
es pushing into new ranges as the planet warms. At the same time, they

will struggle the most to pay for the costs associated with preventing even
worse climate change impacts.

In this essay, we make the case that equitable climate policy is both good
economic policy and good politics. We then present specific policy propos-
als to support the decarbonization of the U.S. economy by 2050, in line with
what climate scientists tell us is necessary to limit warming. We follow with
a number of economic and social policies that need to be part of equitable
climate policy, such as:

B Community Benefits Agreements for clean energy projects that ensure
communities and firms share the profits from wind and solar farms

B Subsidies for clean transportation targeted at low-income Americans

B Retirement with dignity or retraining for fossil fuel industry workers into
good-paying clean energy jobs

These and other energy transition investments presented in this essay can
be structured to support equitable growth in the United States.

Key Takeaways

THE EVIDENCE

W Climate change is claiming American lives due to wildfires, flooding, heatwaves,
and storm surges across the country, with many more in danger should the
crisis continue to escalate.



Vision 2020: Evidence for a stronger economy 209

B This crisis will dramatically exacerbate economic inequality because low- and
middle-income Americans have minimal safety net protections from the
impact of climate change, are more vulnerable to health-related risks, don’t
have the financial resources to recover from climate disasters, are more
vulnerable to climate-related hazards in the first place, and will struggle the
most to navigate the costs associated with climate change policies.

THE SOLUTIONS

M To avert a climate and economic disaster, the United States must completely
decarbonize by 2050. Doing so will require a number of economic and social
policies that ensure communities and firms share the profits from the production
of clean energy, provide equitable access to clean transportation, and enable
retraining for fossil-fuel industry workers into good-paying clean energy jobs.

Equitable climate policy is good economic
policy and good politics

Unmitigated climate change will hit low- and middle-income Americans the
hardest, but climate solutions also could exacerbate economic inequality. The
reason is straightforward: Low- and middle-income Americans depend on
cheap energy, transport, food, and consumer goods powered or produced
using fossil fuels. Many of these goods are relatively inexpensive because their
prices do not include the damages caused by carbon pollution. Putting a price
on carbon will raise household energy costs, even while one out of every
three Americans is already struggling to pay their electricity bills.*

Rural residents across the country in particular must deal with higher prices
for fossil fuel-related goods and services—costs that would climb still high-
er when a price is put on carbon pollution. This is why climate policy that
does not take economic inequality into consideration could further squeeze
U.S. families that are already struggling with wage stagnation.

To overcome this challenge, we need an approach to climate policy that
centers on economic inequality. This is the promise of policy proposals such
as the Green New Deal—a wide variety of ideas that integrate social and
economic reforms into climate policymaking. According to Green New Deal
advocates, climate reforms must address economic inequalities in order to
create a just and sustainable future. In this section of the essay, we focus

on two key components in this approach: passing a federal clean electricity
standard, and investments in clean energy research and development.
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But first, let us explain why equitable climate policy also is good economic
policy and good politics. No matter what climate reforms are proposed,
opponents of those reforms in the fossil fuel industries will frame them as
harmful to low- and middle-income Americans. Yet smart climate policy can
be designed to offset adverse effects on low- and moderate-income U.S.
households. In our research, we show that combining climate reforms with
economic and social policy expands public support—even among Republi-
cans.’ This suggests that linking climate and social policy is likely to generate
greater public support.

In the past, putting a price on carbon has been the centerpiece of climate
reforms. While policymakers may still want to pursue this policy, it is essen-
tial to understand that this action alone would be insufficient. Further, any
carbon price must also be designed to raise living standards for low- and
middle-income households.

One option is to redistribute revenues collected by the government after
putting a price on carbon directly back to the public in a progressive way.
While we recognize the potential political value of that approach, we also
note that any form of taxation—progressive or not—can face political road-
blocks. So, it is essential that equitable climate policy makes clear that any
transfer payments to U.S. households made with carbon revenues are highly
visible to the recipients and clearly associated with carbon taxation in the
minds of recipients.

A federal clean electricity standard

Over the past three decades, many states have passed clean energy re-
quirements, even as the federal government has lagged behind. A majority
of states now have a Renewable Portfolio Standard in place that requires
a certain amount of clean electricity by a given year. Yet other states are
falling behind. The United States needs a federal clean electricity standard
to meet the climate crisis head on.

A nationwide clean electricity standard can ensure that contributions to
climate solutions are not only equitable overall but also offer equitable
protection from the local air pollution and other harms that accompany
carbon-intensive power plants. This federal standard also would allow the
transportation and building sectors to decarbonize much more easily, as
those sectors become electrified and begin running off of clean power.

Coal-fired power plants, for instance, are disproportionately sited in com-
munities of color, particularly in urban areas, forcing these communities to
bear the negative health externalities of local air pollution.® More generally,
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research shows that communities of color bear a disproportionate “pol-
lution burden,” with more than 50 percent greater exposure to pollution
relative to their consumption.” Only a federally coordinated clean energy
standard can ensure that no community or region of the country gets left
behind by the transition to cleaner energy.

Investments into clean energy research and development

Compared to historic levels, federal investment in energy research and
development is extremely low.® The costs of many energy technologies
have fallen over the past decade. Yet it will not be enough to simply deploy
existing technologies. There are several areas where the solutions required
to fully decarbonize our economy by 2050 are not yet available. That’s why
sustained federal investment in research and development is essential.

One key case in point: Investments are needed in energy storage technol-
ogies, including grid-scale batteries in order to store wind and solar energy
during the times of the year when energy from these sources is scarce.
Climate research and development also needs to target reducing carbon
pollution from industrial processes, including steel production, cement, and
chemicals processing.

As climate science models overwhelmingly show, negative-emissions
technologies are also necessary to ensure a stable climate.” These carbon
dioxide removal methods, such as direct air capture technologies or bio-
energy production using carbon capture and sequestration technologies,
are required to remove historic carbon pollution from the atmosphere and
bring carbon concentrations down to safe levels.

Particular attention should be paid to investments in direct air capture
technologies, which are at the threshold of commercial viability. For those
unfamiliar with these technologies, they involve capturing carbon from the
air and either sequestering it underground or using it to create a synthetic
fuel, for example to power airplanes. These technologies do not require
burning any fossil fuels and are therefore distinct from carbon capture and
sequestration technologies.

Funding climate technologies equitably

Many economists believe that putting a federal price on carbon is necessary
to price out fossil fuels and provide the revenues necessary for the next trans-
formation of the U.S. energy system. We have reservations about this policy
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instrument because the political economy of carbon pricing is challenging.
Carbon taxes focus policymaking debates on the short-term costs of actions,
while masking the substantial economic and ecological benefits of climate
reforms. And because carbon pricing can perpetuate economic inequalities,
it allows climate policy opponents to present themselves as representing the
interests of low-income communities even though, in reality, these communi-
ties are being endangered by those same polluting interests.

We believe that equitable climate policymaking instead requires massive
investments in communities across the country, and that these investments
should be funded from existing revenue sources. Other national and eco-
nomic security threats are routinely prioritized in U.S. budgetary negotia-

tions and are not restricted to particular earmarked sources. So too should
efforts to manage the existential threat of climate change.

The clean energy transition will involve an enormous amount of investment
and result in equally massive profits. How can policymakers ensure that
some of these benefits are captured by communities, including low- and
middle-income communities and communities of color? In addition to
carbon pricing, there are a number of policy tools available to ensure equity
during the energy transition, among them:

B Community Benefits Agreements

B Subsidies for electric vehicles

B Public transit funding

B Funding for clean energy adoption in underserved communities

| Policies to retire coal plants and increase equity

B Payments and retraining for workers in fossil fuel-intensive industries

B Repeal fossil fuel subsidies

Let’s briefly consider each of these recommendations in turn.
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Community Benefits Agreements

Community Benefits Agreements are contracts between large energy devel-
opers and communities hosting an energy project. These agreements require
that the community receive a share of the project’s benefits. In the few off-
shore wind developments in the United States, for example, these agreements
are in place.'’ Policymakers could provide extra incentives for projects that re-
ceive government subsidies or tax benefits to negotiate Community Benefits
Agreements. These agreements also could require minimum wage standards,
unionization or other equitable labor market arrangements.

These terms and conditions would likely increase acceptance of wind ener-
gy farms in nearby communities. As our research shows, about 1in 10 wind
energy plants currently faces local resistance, and that number is growing
over time.!" Offshore wind energy has faced strong opposition, which is par-
ticularly problematic given how high quality this energy source would prove
if developed. Deploying renewable energy very fast will require communities
to see the benefits of hosting projects.

Subsidies for electric vehicles

To date, wealthier Americans have used most of the tax incentives available
when purchasing an electric vehicle.'”> While these early, wealthy adopters
have brought down the cost of these technologies, it is now time for elec-
tric-vehicle policies to be more accessible to all Americans. Subsidies for
electric vehicles should be at the point of sale, so that they do not require
middle- and low-income buyers to carry large costs until they can claim

tax credits at the end of the year. Vehicle rebates could be based on means
testing or be restricted to cars whose base price falls below a preset cap.
The latter approach could help target lower-end car models that lower-in-
come Americans are more likely to afford.

Efforts to increase the cost of carbon pollution would also make the
purchase of electric vehicles even more attractive, price-wise, as fossil
fuel-powered vehicles become more costly to drive due to carbon taxes.
Targeted investments also are necessary to build electric vehicle charging
infrastructure across the country and especially in low-income and rural
communities. It is critical that lower-income Americans not get left behind,
paying the true costs of fossil fuels, while other Americans have the re-
sources to transition their transportation options.
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Public transit funding

Equitable climate policy needs to ensure that electrified public transportation
systems are built in urban areas and that the development of affordable hous-
ing near clean transit lines is part of that development. This means policymak-
ers need to rethink patterns of urban development to ensure that affordable
housing is available in places that do not force low-income families to intensi-
fy their dependence on long, fossil-fuel-dependent commutes.

The federal government has a role to play in guaranteeing this supply of en-
vironmentally friendly affordable housing. The government should directly
build and renovate affordable housing to ensure low-income Americans and
renters are not left behind by the energy transition.

Funding for clean energy adoption in
underserved communities

Research suggests that clean energy adoption has been unequal along racial
lines, even after accounting for differences in wealth."* Policymakers need
to ensure that substantial clean energy investments are made in under-
served communities. When funding for low-carbon technology projects

is limited, for example, policy should prioritize projects in disadvantaged
communities. Renewable energy tax credits should couple a basic credit,
perhaps 20 percent, for most solar projects, with an additional tax credit of
10 percent for projects that benefit poor and low-income communities.

Overall, this kind of tax credit would deploy carbon tax revenues to leverage
private-sector investment within low-income communities. Further, this
policy could be designed to ensure benefits reach both homeowners and
renters. If clean energy adoption projects are built in low-income housing,
then the tax credit could require 50 percent of the benefits go to renters
and 50 percent to the project developer and/or the building owner.

Policies to retire coal plants and increase equity

Existing federal laws and inexpensive natural gas, a fossil fuel, are causing
the closure of costly and highly polluting coal-fired energy plants, yet almost
one-third of the U.S. power grid is still fueled by this dirty energy source.'
For both health and climate reasons, policymakers must shut down all re-
maining coal plants as fast as possible.

Many of these coal plants are owned by or contracted through rural electric
cooperatives, which are nonprofit utilities founded after the New Deal that
operate in some states. As of 2017, 65 percent of rural electric cooperatives’
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electricity mix came from fossil fuels, particularly coal. To speed up the
retirement of these utilities’ dirty assets, debt relief for rural electric coop-
eratives may be necessary.'” The federal government could provide funding
to write down these debts or restructure loans, for example through the
existing Rural Utilities Service.

Another approach to retire coal plants more quickly is through the securiti-
zation of the debt held by coal-fired plants. In 2019, Colorado passed a new
law that enables utilities to restructure loans on their coal plants. Using gov-
ernment bonds, the utility can lower its cost of capital. In return for these
favorable terms, the utility retires its coal plants early.

In the Colorado case, part of the revenue the government collects
through the bonds will flow into a fund to support workers and communi-
ties near these plants. Given the impact on health from coal plants, closing
them has clear benefits for nearby communities, particularly communities
of color.'® Of course, shutting down coal plants is also essential to ad-
dressing the climate crisis.

Payments and retraining for workers in
fossil fuel-intensive industries

There needs to be compensation for workers in fossil fuel-intensive in-
dustries so that they can retire with dignity or receive training for new,
good-paying jobs in their communities. One of the challenges to the clean
energy transition is that communities and workers in parts of our country
depend on historic, polluting industries for their livelihoods. Coal miners
and other fossil fuel workers must be offered real alternative economic
opportunities with a living wage.

Weak compensation programs that either force workers into retirement
with minimal social safety nets or funnel them into entry-level service indus-
tries will compound economic inequities and undermine political support
for the energy transition. Instead, we need robust retraining for good-pay-
ing clean energy sector jobs. If necessary, these should be subsidized by
government-led clean energy deployment.

Further, many U.S. unions maintain strong ties to carbon-intensive indus-
tries, such as auto manufacturing or heavy industry. By contrast, many

jobs in the clean energy sector—from clean energy deployment to electric
vehicle manufacturing—remain nonunionized. In part, this reflects secular
decline in union participation across new U.S. economic sectors. To ensure
political support for the energy transition among labor communities coping
with decarbonization, government funding for clean energy projects should
prioritize unionized workers.
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Repeal fossil fuel subsidies

For more than a century now, the federal government has provided valuable
tax breaks to the oil and gas industry. Even conservative estimates value this
funding at around $20 billion every year.!” U.S. taxpayers should not be pay-
ing companies to destabilize the climate. Congress should reform the tax
code to eliminate fossil fuel subsidies, including the Intangible Drilling Costs
Deduction and the Percentage Depletion Deduction.

Carbon tax revenues

Carbon pricing is a tool that still enjoys support among many policymak-
ers, but we have reservations about its political viability. To the degree that
a carbon price is included in a package, we emphasize the importance of
using revenues to manage the inequities associated with decarbonization.
A variety of revenue options are available. They can be invested in clean
energy innovation and deployment or be returned back to Americans. If
revenues are given back to the public, then they must be highly visible.
They should not be implemented through the tax code, but through visible
checks or electronic payments. Citizens need to understand that their divi-
dend payments are specifically linked to new climate change reforms.

In addition, policymakers could allocate a portion of carbon-price revenues
to municipal or county-level governments to spend on local projects to
reduce greenhouse gas emissions, following the example of California’s cap-
and-trade program. In one project funded by this Transformative Climate
Communities program, carbon-pricing revenues have been awarded to the
city of Fresno for transit-connected affordable housing, weatherization and
renewable energy investments in low-income neighborhoods, and urban
greening projects.'®

The revenues from carbon taxation also could be used to deploy clean-en-
ergy and energy-efficiency technologies in low- and middle-income Amer-
icans’ communities, helping to distribute the benefits of the energy transi-
tion more equally. Policies could be enacted to retrofit low-income housing,
for example, improving efficiency and indoor health simultaneously. These
carbon-tax revenues also could be used to offset energy bills directly in low-
and middle-income households. These diverse benefits should be included
in any climate reform package so there is no reason why they must be tied
to carbon pricing revenues specifically.
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Conclusion

Policymakers and the general public must recognize that government
funding for low-carbon technologies can be a powerful social policy. Such
subsidies are more than a way to reduce the risks of climate change. They
also boast the potential to equalize access to new technologies and reduce
economic inequality.

For that reason, the federal government must ensure that economically
disadvantaged Americans gain the same access to new green technologies
as all others and are not left behind in the emerging low-carbon economy.
Our federal government must stop abdicating its responsibility to address
the climate crisis.

Government intervention has been necessary in every U.S. energy transition
since the 19th century. This time, equitable climate policy must fund signif-
icant government incentives to deploy low-carbon technologies, especially
in disadvantaged communities, and must fund aggressive investments in
clean energy research and development so that clean energy becomes
cheap and ubiquitous for all U.S. households.

—Leah Stokes and Matto Mildenberger are both assistant professors in
the Department of Political Science and affiliated with the Bren School of
Environmental Science & Management and the Environmental Studies De-
partment at the University of California, Santa Barbara.

Endnotes

1 United States Census Bureau, “U.S. Census
Bureau QuickFacts: Paradise Town, California”
(2017), available at www.census.gov/quickfacts/
paradisetowncalifornia.

2 John T. Abatzoglou and A. Park Williams,
“Impact of Anthropogenic Climate Change
on Wildfire across Western US Forests,”
Proceedings of the National Academy of
Sciences 113 (42) (2016): 11770-11775; Simon F.
B. Tett and others, “Anthropogenic Forcings
and Associated Changes in Fire Risk in Western
North America and Australia During 2015/16,”
Bulletin of the American Meteorological Society
99 (1) (2018).

3 Daniel Mitchell and others, “Attributing Human
Mortality during Extreme Heat Waves to

Anthropogenic Climate Change,” Environmental
Research Letters 11 (7) (2016): 074006; Mu
Xiao and others, “On the Causes of Declining
Colorado River Streamflows,” Water Resources
Research 54 (9) (2018): 6739-6756.

Chip Berry and others, “One in Three U.S.
Households Faces a Challenge in Meeting
Energy Needs,” Today in Energy blog, September
19, 2018, available at www.eia.gov/todayinenergy/
detail.php?id=37072.

P. Bergquist, M. Mildenberger, and L.C. Stokes,
“Combining Climate, Economic, and Social
Policy Builds Political Support for Climate
Action in the US.” Working Paper (SSRN, 2019),
available at https://papers.ssrn.com/sol3/papers.
cfm?abstract_id=3477525.


http://www.polsci.ucsb.edu/
http://www.esm.ucsb.edu/
http://www.esm.ucsb.edu/
http://www.es.ucsb.edu/
http://www.es.ucsb.edu/
http://www.census.gov/quickfacts/paradisetowncalifornia
http://www.census.gov/quickfacts/paradisetowncalifornia
http://www.eia.gov/todayinenergy/detail.php?id=37072
http://www.eia.gov/todayinenergy/detail.php?id=37072
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3477525
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3477525

Washington Center for Equitable Growth | equitablegrowth.org 218

6  Adrian Wilson, Coal Blooded: Putting Profits
before People (Baltimore, MD: National
Association for the Advancement of Colored
People, 2016), available at www.naacp.org/wp-
content/uploads/2016/04/CoalBlooded.pdf.

7 Christopher W. Tessum and others, “Inequity
in Consumption of Goods and Services Adds
to Racial-Ethnic Disparities in Air Pollution
Exposure,” Proceedings of the National
Academy of Sciences 116 (13) (2019): 6001-
6006.

8 G.F.Nemetand D. M.Kammen, “U.S. energy
research and development: Declining
investment, increasing need, and the feasibility
of expansion,” Energy Policy 35 (1) (2007):
746-55.

9 Intergovernmental Panel on Climate Change,
“Global warming of 1.5°C. An IPCC Special
Report on the impacts of global warming of
1.5°C above pre-industrial levels and related
global greenhouse gas emission pathways, in the
context of strengthening the global response
to the threat of climate change, sustainable
development, and efforts to eradicate poverty”
(2018).

10 Sarah C. Klain and others, “Will Communities
‘Open-up’ to Offshore Wind? Lessons Learned
from New England Islands in the United
States,” Energy Research & Social Science 34
(2017): 13-26.

11 C. Miljanich and L.C. Stokes, “Prevalence and
Predictors of Wind Energy Protests in the
United States.” Working Paper (2019).

Severin Borenstein and Lucas W. Davis, “The
Distributional Effects of US Clean Energy Tax
Credits,” Tax Policy and the Economy 30 (1)
(2016): 191-234.

Deborah Sunter and others, “Disparities in
rooftop photovoltaics deployment in the

United States by race and ethnicity,” Nature
Sustainability 2 (2019): 71-76, available at https://
www.nature.com/articles/s41893-018-0204-z.

“FAQ: What Is U.S. Electricity Generation by

Energy Source?,” available at www.eia.gov/
tools/fags/fag.php?id=427&t=3 (last accessed
December 9, 2019).

Joe Smyth, “Rural America Could Power a
Renewable Economy - but First We Need to
Solve Coal Debt,” Clean Cooperative, July 2,
2019, available at www.cleancooperative.com/
news/rural-america-could-power-a-renewable-
economy-but-first-we-need-to-solve-coal-debt.

Wilson, Coal Blooded: Putting Profits before
People.

Environmental and Energy Study Institute, “Fact
Sheet: Fossil Fuel Subsidies: A Closer Look at
Tax Breaks and Societal Costs” (n.d.), available
at https;//www.eesi.org/papers/view/fact-sheet-
fossil-fuel-subsidies-a-closer-look-at-tax-breaks-
and-societal-costs.

“Fresno Transformative Climate Communities
Collaborative,” available at www.
transformfresno.com/ (last accessed December
9, 2019).


http://www.naacp.org/wp-content/uploads/2016/04/CoalBlooded.pdf
http://www.naacp.org/wp-content/uploads/2016/04/CoalBlooded.pdf
https://www.nature.com/articles/s41893-018-0204-z
https://www.nature.com/articles/s41893-018-0204-z
http://www.eia.gov/tools/faqs/faq.php?id=427&t=3
http://www.eia.gov/tools/faqs/faq.php?id=427&t=3
http://www.cleancooperative.com/news/rural-america-could-power-a-renewable-economy-but-first-we-need-to-solve-coal-debt
http://www.cleancooperative.com/news/rural-america-could-power-a-renewable-economy-but-first-we-need-to-solve-coal-debt
http://www.cleancooperative.com/news/rural-america-could-power-a-renewable-economy-but-first-we-need-to-solve-coal-debt
http://www.transformfresno.com/
http://www.transformfresno.com/

Vision 2020: Evidence for a stronger economy

New measurement for
a new economy

By Heather Boushey, Washington Center for Equitable Growth

Overview

Measurement is an important component of good economic governance. In
the United States, we rely on the federal government’s Census Bureau, the
Bureau of Labor Statistics, and the Bureau of Economic Analysis to provide
the data that elected officials and economic policymakers use to steer the
U.S. economy and that businesses use to make investment decisions.

Many of our most well-known economic indicators were designed and then
first collected more than 70 years ago. The most prominent is the National
Income and Product Accounts, from which the Bureau of Economic Anal-
ysis calculates Gross Domestic Product. But also important is the Current
Population Survey, a national, monthly survey of all U.S. households by the
Census Bureau, which gives us estimates of the share of the population em-
ployed and household income. Then there’s the data provided by employers
on employment and earnings to the Bureau of Labor Statistics. Although
the U.S. economy has changed significantly over the intervening decades,
few new metrics have been added—and none have eclipsed the public sa-
lience of these old stalwarts.

Yet our economy has changed markedly in recent decades, which means
our existing metrics are not properly accounting for the disruptive influence
of economic inequality. New metrics that measure what really matters for
American families would focus policymakers on the task of building an eg-
uitable economy—one that creates strong, stable, and broad-based growth.
Metrics that better capture the well-being of American families would allow
everyone to evaluate economic performance and hold elected officials ac-
countable to their promises. As our ideas about what constitutes economic
success change, so too must our metrics.
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Federal statistics are an absolutely essential component of a policy agenda.
To govern in an age of inequality, policymakers need to craft and make use
of new metrics that show them and the public how the U.S. economy deliv-
ers for all Americans.

Key Takeaways

THE EVIDENCE

M The headline GDP growth metric fails to account for the disruptive influence
of economic inequality and is misleading in how the economy works.

B Federal statistics need to reflect the experience of people all across the United
States and particularly up and down the income ladder in order to set new
economic goals and guideposts to realize the promise of the American Dream.

THE SOLUTIONS

M GDP 2.0 measures growth in different income brackets so that
policymakers can evaluate how the economy is performing for everyone—
the working class, the middle class, and the affluent—and work to ensure
strong, stable, and broad-based economic growth.

How does measurement shape policy?

The metrics that the federal government collects shape the policy options
that stakeholders consider and execute. Terms of public debate over eco-
nomic policy are likewise shaped by the available indicators, and getting the
metrics right is imperative. Case-in-point: When the Bureau of Labor Statis-
tics releases data on the prior month’s employment indicators, the data can
cause gyrations in stocks and other financial markets.

Common and widely available metrics naturally become targets for decision
makers—sometimes with suboptimal results when the metrics aren’t quite
right. An oft-repeated example is U.S. News & World Report’s annual Best
Colleges rankings. These ratings so dominated the public imagination that
colleges became obsessed with improving their ratings. Since the ratings
were based on a small set of measurable outcomes—such as graduation
rate, class size, and admissions selectivity—colleges quickly found ways to
improve their ratings by changing their practices. One college offered finan-
cial incentives to freshmen to retake the SAT, raising their incoming class
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average and their ranking, while others hired their own graduates to boost
graduate employment metrics.> Multiple colleges gave falsified data to U.S.
News.2 The way we measure outcomes can indeed shape outcomes.

The measurements at the center of national policy debates affect both
what policies are discussed and what policies are adopted. GDP growth has
assumed a central role in many economic policy debates. Policy debates
often center on the idea that growth in GDP is an unalloyed good, worth
targeting without regard for other considerations, including how those
gains are distributed across the American people. The Tax Cuts and Jobs
Act of 2017 was sold on exactly these grounds by its biggest proponents.*

But in order to understand what greater economic growth means for our
economy, we need to see it within its relevant context, which is that in

our modern economy, growth now tends to almost exclusively benefit the
highest income earners in our society. With that bit of context, it becomes
difficult to understand why we should be targeting aggregate growth at all.
Surely policymakers should instead look at distributional tables that tell us
how people in particular income brackets will be affected by the tax, as Eg-
uitable Growth advocates.® Trumpeting the 2017 tax law’s effects on overall
growth only serves to obscure what the distributional tables show—these
tax cuts will raise the incomes of the wealthiest Americans and will do little
for those at the bottom. (See Figure 1.)

FIGURE 1

The Tax Cuts and Jobs Act sharply increased inequality
Percent change in after-tax income, 2018, 2025, 2027
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But popular evaluation of the Tax Cuts and Jobs Act tended to present it
as a trade-off between equity and growth. Because GDP growth is a highly
visible metric of economic progress, whereas distributional tables are one-
off evaluations of potential policy by nonofficial sources, the public policy
debate gives undue importance to it.

Federal metrics should reflect the
complexity of the U.S. economy

Our economy has changed dramatically, and the metrics we had can no
longer serve to help us fix the problems of economic inequality. Policymakers
cannot continue to pretend that they can rely only on methods developed by
economists from 70 years ago, when our economy today looks so different.

Below, | detail two areas where new metrics would help us chart a bold new
course for our economy. The first is an issue that academic economists are
still puzzling out—the extent to which inflation is now different for the rich
and poor and how this fact affects policy choices. The second is a much
more mature area of work: GDP 2.0 is a project to add distributional mea-
sures of income to our National Income and Product Accounts. It is the
subject of current legislation in Congress and one of the most important
steps we can take to combat inequality.

Inequality has upended the measurement of inflation

Xavier Jaravel is an assistant professor of economics at the London School
of Economics. His research provides an apt example of how gaps in govern-
ment measurement may already be having an effect on existing economic
policy, largely without anyone noticing.

Jaravel uses price-scanner data from retail stores to show that low- and
high-income consumers face different rates of inflation.® On average, he
finds that households with incomes of $100,000 or higher faced infla-
tion rates 0.65 percentage points lower than households with incomes of
$30,000 or less. (See Figure 2.)

This is a recent phenomenon, driven by the rise of inequality in the U.S.
economy. Inequality, Jaravel finds, has driven up demand for goods at the
high end of the product market. That, in turn, has led firms to innovate
more in high-price goods, and this innovation has introduced competitive
pressure into these market segments, keeping prices for these products low
relative to prices of low-price goods.
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Inflation is not a one-size-fits-all phenomenon

Low-cost products often experience greater inflation in the United States than products
targeted at high-income consumers.
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An example is the craft beer market. Craft beers are generally more expen-
sive than their mass-market counterparts. But the proliferation of small
craft breweries and the resulting competition has kept inflation in the craft
brew segment more than a full percentage point lower than inflation in the
mass-market beer segment.

This discrepancy in high-cost and low-cost product inflation rates limits
the effectiveness of policy decisions. One case in point is the Supplemental
Nutrition Assistance Program, which provides food assistance to low-in-
come households that increases over time with the rate of inflation. Jara-
vel’s research shows that the headline rate of inflation is understating price
increases for the households that this program is meant to serve, which
means that benefits are rising slower than the price increases faced by
low-income families.

Between 2004 and 2015, Jaravel’s higher inflation rate for low-income
households suggests that food prices rose 36 percent, which is almost a
third higher than the 25 percent increase in supplemental nutrition assis-
tance benefits based on the headline inflation rate. Families are experi-
encing a decline in the purchasing power of these benefits, counter to the
intent of the policy. This is not the only consequence of unequal inflation
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FIGURE 2

...low- and high-income
consumers face different
rates of inflation.

Source: Xavier Jaravel, “The Unequal Gains
from Product Innovations: Evidence from

the US Retail Sector”, Washington Center for
Equitable Growth Working Paper [Washington
Center for Equitable Growth, 2017].
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rates. Jaravel’s findings may have implications for monetary policy, which
typically targets the inflation rate. Economists are only just beginning to
explore the consequences.

GDP 2.0: Measuring who prospers
when the U.S. economy grows

GDP is the one-number economic indicator that news anchors and policy-
makers alike love to dissect. Reading quarterly Bureau of Economic Analysis
reports on GDP growth is a form of divination that, in popular imagination,
tells us whether the economic fortunes of the country are trending up or
down. Strong GDP growth is considered evidence of good fortune for all
Americans under the presumption that “a rising tide lifts all boats.”

This presumption is mistaken. GDP growth may once have indicated good
fortune for the vast majority of Americans, but over the past several de-
cades, many Americans have been left behind by economic expansion.

This reality makes GDP a misleading statistic for the opinion leaders and
politicians who rely on it. The consequence is that the diagnoses of the U.S.
economy and prescriptions for what ails it are based on the wrong metric.

The good news is that we have the data and the statistical know-how to fix
the problem. To reflect the true range of how people experience the econ-
omy, we can and should produce statistics that show income growth for
Americans in different income brackets. These statistics will allow policy-
makers to evaluate how the U.S. economy is performing for the working
class, the middle class, and the affluent.

GDP 2.0 is a policy proposal that will extend existing GDP reports, adding a
distributional component so policymakers and the public know not just how
much the economy grew overall, but also how much incomes grew for those
at the bottom, middle, and top of the income distribution. Each Bureau of
Economic Analysis report on GDP should come with measures of growth for
income earners up and down the income ladder, including measures of in-
come growth at the very top of the income distribution—the top 1 percent—
where the largest gains of the past several decades have been seen.

Who does growth benefit?

This new way of measuring economic growth is needed because the National
Income and Product Accounts, of which GDP is just one part, were devised in
the 1930s, the result of a concerted effort by many economists to better quan-
tify economic output at that time but wholly inadequate to the needs of today.
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These data were first put together in the 1930s to help policymakers under-
stand the Great Depression. The U.S. Department of Commerce commis-
sioned Simon Kuznets, who, at the time, was an economist at the National
Bureau of Economic Research and a professor at the University of Penn-
sylvania, to develop estimates of aggregate national income for the United
States. In 1934, he and his team of researchers in New York and at the Com-
merce Department presented their findings to the U.S. Senate. The report
itself is nearly 300 pages long, offering painstaking detail for every line of
information published, drawn from an immense number of independent
sources and statistical abstracts across every major industry and govern-
ment agency responsible for their oversight.

Based on this work, the first U.S. national income statistics were published
in 1942. These accounts, specifically developed to help the United States
effectively marshal its economic resources to fight in World War |l, are
what we have used to tabulate GDP ever since. Kuznets would go on to win
the third Nobel Memorial Prize in Economic Sciences for this work and his
research on economic growth.?

Gross Domestic Product was a tool well-adapted to the economic problems
of mid-2oth century America. It allowed economic policymakers to under-
stand the vast depth of the Depression and highlighted the need for bold
action. Similarly, it served as a guide in World War I, providing some indica-
tion of how many planes and boats and tanks we might plausibly manufac-
ture if the full resources of the nation were focused on the task.

These are important questions, but now there are other ones that the
nation needs answered. In an era where inequality has swelled to levels
approaching those last seen nearly a century ago, elected officials need to
know who is prospering from economic progress so they can manage the
economy for broad-based growth that benefits all Americans. This need is
acute now because headline GDP growth has become unmoored from the
economic fortunes of many Americans.

Economic growth was equitably distributed in the United States between
1963 and 1979. Americans at all levels of income saw annual growth that was
at or above the level of total GDP growth, unless they were among the very
richest, who experienced slower growth than the rest, on average. Starting
around 1980, this relationship began to change. In the decades since 1980,
the vast majority of Americans have seen growth in their own incomes that
is below GDP growth. Over this time period only the most affluent Amer-
icans have seen their incomes rise faster than the average. This is a sharp
shift in the trends from the decades before. (See Figure 3.)
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FIGURE 3
Average income no longer represents the fortunes of most Americans
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This divergence between the average and the actual fortunes of families is
a problem Kuznets warned about in one of his very first publications on the
subject of national accounts. In a section of his report to Congress titled
“Uses and Abuses of National Income Measurements,” he noted that, “The
welfare of a nation can, therefore, scarcely be inferred from a measurement
of national income.”

This divergence makes GDP increasingly misleading as a guide to public policy:
It does little good to target GDP as an outcome if the majority of GDP growth
flows to a small group of families, leaving the rest with few gains. Despite this,
politicians continue to focus too much on GDP growth, and pundits encourage
them. The Trump administration made a campaign issue out of targeting 3 per-
cent growth and sometimes promised to achieve much higher growth, without
a simultaneous discussion of who would reap the gains of that growth.”

The pattern of growth shown in Figure 3 has serious downstream conse-
quences. To take just one significant example, Harvard University economist
Raj Chetty and his colleagues have demonstrated that absolute intergener-
ational income mobility has declined precipitously in the United States, and
that most of this decline is due to rising income inequality.”

Chetty finds that children in the United States used to have a 9o percent
chance of earning more than their parents did, comparing parents at age
30 to their children at age 30. But by 1980, the chances had dropped to just
50 percent. There are two possible explanations: Mobility could have fallen
because of lower overall economic growth in later cohorts, or it could have
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fallen because of unequal patterns of growth. A counterfactual analysis shows
that the latter accounts for two-thirds of the change in absolute mobility.

Adding GDP 2.0 to the statistical toolbox

Academic economists have already provided a working prototype of what GDP
2.0 might look like. Thomas Piketty of the Paris School of Economics, and Em-
manuel Saez and Gabriel Zucman, both of the University of California, Berkeley,
have published a public dataset they call Distributional National Accounts that
uses U.S. tax data to distribute income for 55 years, from 1962 to 2016.

But academic datasets are not a long-term solution for the problem. Gov-
ernment statistics are produced on reliable schedules, using standardized
methodologies and the best available data. A distributional measure of
growth presented alongside the headline GDP growth number would make
the report more meaningful to American families who are not currently
well-represented by overall GDP growth. (See Figure 4 on page 228.)

GDP 2.0: Coming soon

These GDP 2.0 statistics would help facilitate the diagnosis of a real and
concerning phenomenon in the economy: increases in inequality that could
presage weakness in future consumer spending, indicate falling income mo-
bility, or indicate that the economy is not working for every American.

Creating a distributional component in the National Accounts is well un-
derway at the Bureau of Economic Analysis, thanks to interest from the
broader economic community and pressure from Congress. In 2019, for the
second Congress in a row, Sens. Charles Schumer (D-NY) and Martin Hein-
rich (D-NM) and Rep. Carolyn Maloney (D-NY) introduced the Measuring
Real Income Growth Act in both chambers.? The bill, which has garnered 23
cosponsors in the Senate and 22 in the House of Representatives, would di-
rect BEA to produce income growth statistics for Americans in each decile
of income to accompany aggregate GDP growth.

This congressional interest has led to a flurry of legislative action. The con-
gressional Joint Economic Committee has held two hearings on the topic,
most recently in October 2019." In March 2019, the conference report
accompanying the Consolidated Appropriations Act for fiscal year 2019
included a clause instructing the Bureau of Economic Analysis to report
income growth within deciles of income starting in 2020.® And in December
2019, the conference report accompanying the Consolidated Appropria-
tions Act for fiscal year 2020 provided the agency appropriations bill for the
Department of Commerce for FY2020, House appropriators instructed the
agency $1 million to pursue the project.
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FIGURE 4
GDP 2.0 would show how the economy performs for all Americans A distributional measure
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Conclusion: For better policy, measure
the right things

The metrics we choose should reflect what we value. As the cases of infla-
tion and GDP show, the headline metrics we use for economic evaluation
are either missing important features of the 21st century economy or have
become misleading because of changes in how the U.S. economy works. If
realizing the promise of the American Dream is important, then GDP 2.0
and similar new measures will serve to align our economic policies with our
values. Modernizing our economic statistical infrastructure is a way to set
new economic goals and guideposts. Without these guideposts, we cannot
achieve strong, stable, and broad-based economic growth.

—Heather Boushey is the president and CEO of the Washington Center
for Equitable Growth.
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