Monthly Trustee Update Script

April 16, 2014

Joe Minarik, Senior Vice President and Director of Research

INEQUALITY
Equal: of the same measure, quantity, amount, or number as another

Equality: the quality or state of being equal

Inequality: the quality of being unequal or uneven

Webster’s New Collegiate Dictionary (1974; don’t know where I got this one – dictionaries are things that you don’t get, somehow they get you) highlights an important source of conflict in public policy today: words.  And “inequality” in particular.  “Equality” is an absolute, like “unique” (or “equal”).  Something cannot be a little more or less equal or unequal (or unique); it either is, or it isn’t.  So for those who are sticklers about language, it is possible that, even subconsciously, complaints about “inequality” sound highly aggressive, and contrary to a free-market system – perhaps to a degree much greater than intended.  (Or perhaps not.)
So if we expect to be talking about “inequality” for a while – after all, the President says that it is “the defining challenge of our time,” his opposition seems to want to engage (though clearly not to agree), and this is an election year – we will need some ground rules.  Can we agree to play fast and loose with the English language, but somehow to be consistent about it?  Let’s just stipulate together that none of us really means “from each according to his ability, to each according to his needs.”  (Wait a minute, do we all have equal ability, and equal needs?  This is going to be complicated.)  So henceforth, our topic is relative degrees of variation in people’s receipt or possession of something that we care about.  If we ever want to use the terms “equality” or “inequality” strictly defined, we’ll say so.
Language is one potential source of conflict, but there are many others – most of which relate to questions of, “Inequality of what?”  Perhaps the highest level, most-crosscuttingest distinction is the near-philosophical divide between equality of outcomes and equality of opportunity.  Almost every fair race has a winner.  Some would argue to accept the differences in outcomes in the U.S. economic race on the simple ground that opportunity, not outcome, is the issue; enforcing equal outcomes is necessarily counterproductive, because it will destroy all incentive to excel.
Absolutely true; but defining our objective as equality of opportunity does not give the U.S. economy instant and assured absolution.  What is equality of opportunity?  And do we have it?  A fair footrace cannot be defined as any in which all of the runners reach the starting line with a pulse.  Likewise, it is easy to spot advantages and disadvantages among the runners in today’s U.S. economic race.  To cite just the most fundamental:  CED Trustees long have argued that many children from non-affluent backgrounds are well behind when they enter the kindergarten (or even worse, the first-grade) door because they do not receive adequate early childhood education either at or outside of the home.  Equal opportunity surely should imply at least some serious effort to remedy this handicap, which characterizes what we would call “at-risk” children.  There surely would be more prerequisites of equal opportunity that we could cite – even understanding that we cannot realistically ask or hope for “equal” opportunity by the strict dictionary definition.
Having defined the terms – though we will need to go into more detail in a moment – let me give you a brief hint at what we will find.  This is an enormous topic.  It is loaded with nuance.  The data sources have a variety of weaknesses.  We will talk more about conceptual problems than solutions, and less about definitive conclusions than about points of controversy. 

First, let’s pause and ask the most basic question:  Why do we carry on this conversation at all?  Why do we care?

So in the broadest sense – without getting more specific about what we are measuring – let’s consider two potential classes of motivations: the economy, and what we might call “fairness.”

Why do we care? 

The economy – You sometimes will hear people say that inequality hurts the economy because the well-off consume less of their income than typical consumers, and so the economy suffers from insufficient demand.  Although the difference in “marginal propensities to consume” is probably real, the Federal Reserve can stimulate the amount of spending they believe is prudent through monetary policy.  (Furthermore, those same people sometimes complain about the “conspicuous consumption” of the well-off, and conspicuous consumption is indeed consumption.  Also, if the economy needs more saving, as many allege, then it is hard to complain about the saving of the well-off.)
Perhaps more telling would be the argument that having more of the consumption decisions in the economy concentrated in fewer hands risks greater instability, as a single decision to pull back can be more of a shock to total spending.  Furthermore, having more of total demand in a few affluent hands probably means product choices are skewed away from the kinds of high-volume products where technical change can have the greatest impact on living standards.  And more concentration of demand probably yields fewer investment prospects.
One might worry about the implications of a “Downton Abbey” economy for incentives.  We all have seen images of a British economic aristocracy of working-aged “gentlemen” sitting in their clubs in mid-afternoon, sipping sherry by the fire, because they did not need to work, and for that matter, work was considered beneath them.  We also know that the sun did indeed set on the British Empire – probably for this reason.
In sum, there probably are a few people who believe that they are better off solely because everyone else is poorer.  But economists understand that everyone truly would be better off if our economy had more high-value producers and customers; you aren’t higher just because someone else is lower.
And before we go on, to take out after two pet peeves:  Some people say that “inequality is good,” because it leads to innovation.  That notion is, to use a technical economic term, nuts.  Inequality doesn’t cause innovation; opportunity causes innovation.  Free markets cause innovation.  Now, an innovation that leads to an enormous gain by one or a small number of innovators might cause an increase in inequality – but that is the reverse of this saying.  And of course, such innovations are good, and certainly we must allow them to occur.  But just to keep our compass points in the right places, we would prefer – if we had the power to shape reality – an innovation that led to a broad expansion of employment opportunities, and so perhaps was equalizing rather than unequalizing.  The point of markets is to raise living standards – plural – and to provide the greatest good for the greatest number, with that number ideally being greater than one.
But the other end of the political spectrum is guilty, too.  Paul Krugman has argued that economic growth has been lower in the last few years because of excessive inequality.  But his statement requires a logical leap.  Has inequality caused a weak economy, or is it the other way around?  The absence of job opportunities has drained the incomes of many households, which then is measured as increased inequality.  To many macroeconomists, our failure to manage demand and to keep employment higher would seem to be the ultimate cause of the inequality we observe.  But on the other side of the partisan divide, the notion that inequality causes innovation and growth would likewise appear to be backwards.

Fairness – There are arguably real concerns about inequality in the political sphere.  With mega-dollars being spent in both campaigning and lobbying, it is potentially troubling if the people with the most resources can buy mass communication – perhaps anonymously – to flood the media with their own political-preference messages without any check or balance against half-truth or even outright falsehood.
There are questions of abstract justice with respect to outcomes.  Luck can play an important role in economic outcomes, which can raise questions about fairness.  People are born with endowments of skill – which must be allowed to earn a return for markets to work, but may raise questions about the appropriate economic policy after the fact.  People also are born with endowments of wealth – which obviously can make an enormous difference in outcomes, but whose free rein would seem to do less to improve the workings of the market than would endowments of skill.  And then there is the “who do you know?” factor – which can be the near-equivalent of endowments of wealth.

Finally, there is the imponderable question of the wage with which the market rewards any particular skill.  Macroeconomists talk about “Labor” as though it were a homogenous commodity, but we all have dealt with people who happened to be endowed with formidable skills and predispositions for professions that pay widely varying returns (for a popular-culture representation, see the annual Parade magazine issue, “What People Earn”).

I have a particularly intense memory of listening to a National Public Radio “All Things Considered” profile of a New York City parole officer named John [making the first name up; this was long enough ago that I cannot find it on the Internet] Skolnick [phonetically accurate, but spelling uncertain; same reason].  The profile included an interview plus recordings of interactions with clients.  Skolnick obviously had an impossibly large caseload, but he knew all of his clients personally as well as intuitively.  He explained; he shouted; he reasoned; he argued; he pleaded.  He convinced his clients to check in with him periodically as the law required, to cooperate with their difficult bosses, to show up for work, to stay out of trouble.  He worked the toughest crowd in town 24/7, with time off only to the extent that he could get out of reach of a telephone (this was back in B.C. – Before Cellphones).  He clearly was a shoo-in for sainthood.  The last sentence of the story was, “John Skolnick is paid $27,000 per year.”  This was long enough ago that $27,000 was a little bit closer to real money, but not so long ago that I wasn’t moved almost to tears.
Some might argue that all of the John Skolnicks of America should move into different careers that pay better.  But people are not “Labor” as an economist writes it on the blackboard, abbreviated to an upper-case “L;” they have unique skills and predispositions, and some good, talented, and hard-working people make everyone else’s lives better – if only by moving the “invisible hand,” and possibly through something much deeper – but somehow roll snake eyes in the marketplace.
Walter J. Blum & Harry J. Kalven tried to reason their way to a justification for public action on inequality in a classic book entitled The Uneasy Case For Progressive Taxation.  They struggled at length before finally coming to characterize inequality as “unlovely.”  It is difficult to do much better, and it is hard not to fall into an empty abstract argument over either equalizing solely up from the bottom, versus equalizing solely down from the top.  But it probably is not purely empty to summarize by noting that the economy is stronger when everyone can pull his own weight and not be a dead weight; and everyone’s standard of living, reasonably measured, is higher when society is not conspicuously blighted by the “unlovely” low standards of living of a visible minority.
So if inequality is “unlovely,” what can we do about it?  This is a question we can’t answer until we decide much more precisely what kind of inequality we are talking about.  We don’t want to dive totally into the weeds, but let’s at least identify the key distinctions among what turn out to be the many different facets of inequality.
What are we measuring? 

Equality of opportunity would be a vast topic, and measuring it would be a qualitative rather than a quantitative exercise.  I’ll do that some other time.  For now, let’s think about the relative equality of outcomes.
Perhaps the major important concept to keep in mind is the difference between market outcomes and after-tax, after-transfer outcomes.  If inequality is “unlovely,” and we care about what we see around us every day for that reason, then lowering the top with taxes and raising the bottom with redistribution of those tax revenues can ameliorate that problem.  But if the concern is rather the impact of inequality on the economy, and the need to have skilled and productive producers and customers at every rank of our society, then it is the inequality of market incomes that is the concern.  And economists will differ about the degree to which equalizing through taxes and transfers can detract from economic performance, and potentially turn out to be counterproductive to resolving inequality of market incomes.  Our elected officials ultimately must make the call on just how far to push policy to achieve their desired outcomes.
One semi-aside on the effects of income tax rates on incentives:  There really are two separate channels of incentive effects.  One is the incentive for individuals to work and save and invest.  The second is the incentive as to how they do so.  The history of natural experiments through significant changes in U.S. tax rates suggests that the latter incentive effect is stronger than the former.  When tax rates have been cut (in 1981 and 1986), perhaps the strongest impacts have been on upper-income taxpayers’ felt need to engage in tax minimizing behavior with respect to the income they already were earning.  For example, why pay a tax-shelter broker for a questionable deal when the top-bracket rate is cut to, say, 28 percent instead of 50 percent?  Thus, the “supply-side” effect was less an increase in the actual supply – the amount of the GDP, in the broadest terms – and more in an increase in the amount of taxable income reported on the basis of roughly the same amount of production.  If you believe this interpretation, then the case for efficient tax policy is just as strong; it just is felt in a somewhat different way.
And our leaders of all stripes need to be wise on these issues.  With the wisdom of hindsight, the leaders of France pre-1789 seem to have taken leave of reality; but they did not think so at the time.  At the other extreme, the leaders of a highly prosperous Argentina in the early 20th century thought that they were benevolently redistributing the endless wealth that would evermore be generated by one of the world’s leading economies.  Communication and compromise across the political spectrum is almost always better than conflict and winner-take-all politics.
Another distinction of detail in inequality is the difference between income and wealth.  It is surprising how many discussants in the popular press bounce back and forth between income (a flow, usually measured annually) and wealth (a stock, measured at a point in time) without apparently realizing it.  As you probably know, the distribution of wealth (to the extent that we know it; more later) is apparently significantly more skewed than the distribution of income – which is a branch office of many Americans’ short-termism in general, and lack of preparation for retirement in particular.  To the extent that Americans have prepared, the group with some wealth holdings is comprised disproportionately of older persons – though many more older persons, because of medical expense, extremely long lives or other reasons, have dissipated their savings and have next to no wealth.
With respect to market incomes, there is a question of which sources of income are included in the particular measure under discussion.  The degree of inequality in the distribution of wages, or of incomes from labor more broadly, could be an entire and separate topic.  Such labor incomes can be discussed on the basis of individual workers, or using entire households as the unit of analysis.

Interest and dividend incomes are almost always included in analyses of inequality.  Capital gains often are not.  And many armchair analysts do not appreciate the distinction between realized capital gains and unrealized capital gains – the latter concept, of course, being in effect the change in the value of the household’s entire portfolio.
Some would argue that income is not an appropriate measure of well-being, and that consumption is better.  Consumption perhaps measures the actual standard of living.  Some would put a moralistic tone on the question, and argue that consumption is what people “take out” of the economic system, whereas income, representing the return to labor and saving, is what people “put in.”  Income can be a misleading measure of well-being for people who need to save heavily to prepare for retirement, or for people who are retired and are living off of withdrawals of past saving (which, depending on their form, might not be counted as income).  Another question, however, is whether consumption is a good measure of well-being for a household which for any reason must against their wishes borrow or liquidate savings to finance it.
Another distinction in concepts of inequality of well-being is that between static and dynamic measures.  On the one hand is any measure of the income or wealth of different households at a particular time or in a particular year.  On the other hand could be a comparison of the changes of well-being of different households over time, or of the well-being of parents versus the later well-being of their children when they reach the same ages.  Do the same households have high incomes or retain high wealth over periods of many years, or do such rankings fluctuate more from year to year?  Do children of high-income or wealthy parents tend to grow up to be wealthy or to have high incomes, or is there significant mobility between generations?  People who are offended by apparent inequality in any given year presumably would be less so if there were strong evidence that large relative advantages and disadvantages were temporary.
Some of the recent buzz about inequality has arisen from international comparisons that suggest that U.S. intergenerational mobility is less than that in other developed nations.  Given this country’s history, there is some reflexive resistance to the notion of dynasties that can exert not only financial but also political control.  On the one hand, the accumulation of considerable wealth in a particular family would seem to dull the incentive to work and innovate.  On the other, there is a natural tendency of the division of inheritance among multiple heirs over succeeding generations ultimately to dilute such concentrations of inherited wealth, thus solving that perceived problem in the natural course of human events.  In particular, inheritances of family businesses by large numbers of heirs, some of whom may not want to operate the businesses but nonetheless want their share of the value immediately, can make succession difficult.  (Different, but equally difficult, succession problems can arise when multiple heirs do want to run the family business.)  Some experts believe that conflicting financial interests among multiple heirs have proven to be more of an issue for the continuation of family businesses than has the federal estate tax or the typical state inheritance tax.
In all assessments of inequality, there are some directional considerations that are controversial, and some that are not.  Almost everyone would be happy with greater equality from the bottom moving up, and unhappy with the bottom moving down.  Probably most Americans would be happy if market-satisfying innovation earns large returns for people with high incomes and wealth, though we do see some reflexive negative popular reactions.  We also observe some schadenfreude with news of losses of wealth by those already wealthy, although in the long run, all else equal, that clearly serves no one’s interest.
How do we measure it? 

Just a brief word on data.  Each of the many different concepts of inequality noted above makes demands on the available data.  Unfortunately, the most important demands go unfulfilled; the questions we most would like to ask typically go unanswered.  Some disputes about the highly controversial issue of inequality cannot be resolved because people cannot agree on how to formulate the questions; but many more are impossible to answer because we simply do not have the data, or because access to data is restricted to protect confidentiality.
Inclusiveness of data – There are two main sources of data on incomes: federal income tax returns, and Census Bureau surveys.  Income tax returns are not publicly available.  (There are other countries where it is axiomatic that individual income tax returns should be public records, available to everyone.  We simply disagree from country to country, for whatever reason.)  For researchers who have managed to get restricted and censored access to tax return data, there are enormous advantages, especially with respect to the presumed accuracy of income figures.  However, many low-income households are not required to file tax returns, and so the tax return population is not the full U.S. population.  And some forms of income, especially many government transfer payments, are not taxable and so are not reported on tax returns.  So for all there strengths, tax returns – even to the limited extent that they are available for research – are not a complete answer for investigation of inequality.
Census Bureau surveys do ask about receipt of some government benefits, and those surveys are designed to represent the entire population.  However, totals of government benefit payments on Census surveys fall short of actual program totals; people do not like to admit to receiving assistance.  Furthermore, many upper-income people simply refuse to participate in Census Bureau surveys, or understate their incomes; household counts at high income levels in Census surveys are much lower than on tax returns.  The data files that are made available to the public for research censor (the term of art is “top-code;” there is a relatively low maximum amount that is reported) even those few high incomes that are reported.  And the Census Bureau does not ask about capital gains, realized or un-.
These deficiencies have led to the creation of so-called “synthetic data,” in which one sample of tax returns is statistically “married” to survey responses from a Census sample.  Such synthetic data are used by the Congressional Budget Office (CBO) in their widely cited studies of the distributions of income and taxes.  Of course, the accuracy of such synthetic data files cannot be verified even to the degree of statistical sampling margin-of-error of a conventional sample survey.
Taxes – We may be interested in a comparison of inequality before and after the collection of taxes.  The Census Bureau does not ask about tax amounts in any detail.  Federal income tax returns include income taxes to considerable accuracy, of course, but their information on other taxes is limited.  Most taxpayers do not claim itemized deductions for their payments of state and local income and property taxes.  The tax returns do not include the amounts of federal payroll taxes, although they could reasonably be estimated.  Only a few taxpayers itemize their payments of state and local sales taxes, and those amounts generally are rough guesses guided by averages and formulas.  So as interested as we might be in after-tax incomes, the available data do not tell us very much about their amounts.  An additional and entirely different issue is the “incidence” of several taxes, especially corporate income taxes.  Here, the question is who actually bears the burden of those taxes.  Some economists believe that, for example, corporate income taxes come out of the returns made available in one way or another to shareholders, or to owners of all business capital.  Other economists would argue that corporate income taxes are shifted to workers through lower wages, or to consumers through higher prices.  There is even some controversy (though less) with respect to who really pays the employer share of the Social Security and Medicare payroll tax, or state or local sales taxes, or residential property taxes.  So the issue is both an absence of information and a question of ultimate economic impact, which is impossible to answer with certainty.
Transfers – Government transfer payments generally are not reported on tax returns.  (The exceptions are Social Security and unemployment benefits, for relatively affluent beneficiaries.)  And transfers are poorly reported on Census surveys.  So available data are slim.

There is an even deeper issue in the valuation of transfers that are delivered in kind – primarily health insurance (such as Medicaid) and food assistance (mostly what was formerly know as food stamps, now called the Supplemental Nutrition Assistance Program, or SNAP).  One second-cousin measure of inequality is the number of people in poverty.  But the official poverty measure is based on cash income.  Giving poor people health insurance and food stamps is arguably enormously beneficial to them; but it does not budge the official poverty figures by a millimeter.  And economists can provide dueling estimates of how much Medicaid or SNAP would be worth to people in cash – but the presumption is less than dollar-for-dollar, because some people would prefer to spend at least some of the government’s cost of those benefits on something other than food or health care.  So as in the issue of the corporate income tax, conceptual questions stand between us and definitive measures of inequality.
Wealth – We have very poor data on wealth in most forms.  Federal estate tax returns are not publicly available, and they are filed only on behalf of people who happen to pass on in any given year, and only for the very wealthiest of even that narrow slice of the population.  The best source is an invaluable Federal Reserve survey of households, but the survey generally is conducted only every third year, the history of the data is comparatively short, and the sample is relatively small.  It would not answer such crucial questions as the changes in asset values from year to year (although a limited number of past surveys did follow identical households from one survey to the next), including unrealized capital gains.  A final conceptual issue is that unlike shares of public corporations, ownership interests in private corporations are not regularly traded on open markets, and so would be very difficult to value on that basis.
The “One Percent” – What data we have – especially tax return data – make clear that the inequality that is debated in the popular press is not a question of the status of the “one percent.”  By levels of income, the bottom half of the “one percent” – those from the 99.1 percentile through the 99.5 percentile – look like comparative working stiffs, and their share of total income or wealth has not increased very much over time.  Even the next four-tenths of a percentile – from the 99.6 percentile through the 99.9 percentile – show non-spectacular growth.  What seems to be going on with respect to income – with much more research to be done – is that in any given year, a very small number of people do a deal and enjoy an enormous income, perhaps on a one-time basis.  Those huge flows of income are saved and become wealth, and then in future years earn potentially very comfortable returns – but not on the scale on the income from the one-time deal itself.  Of course, some entrepreneurs might be in a position to replicate their deals several times over their lifetimes.  Thus, a very small subset of the population have instances of very large incomes, and then might in future years enjoy high but not so exceptional incomes as the return on the resulting wealth.
If this characterization is reasonably accurate, there might be good news in that there is some churning at the very top of the income scale.  However, the number of people enjoying such success is very small, and would have to grow enormously over time for such opportunities to be shared even reasonably widely.
Note that exceptional instances such as these raise enormous issues of data confidentiality, and so are unlikely to be parts of broad statistical research results – although they may appear in one-year tabulations of tax returns released by the revenue authorities. 

Consumption – The Bureau of Labor Statistics works with the Census Bureau to undertake a survey of household consumption (the Consumer Expenditure Survey, or CES) to develop the “market basket” for the Consumer Price Index (CPI).  Given the purpose of its design, it expends much of its energy to provide highly detailed estimates of spending on numerous classes of consumer products and services, which are not particularly pertinent to broader questions about inequality.  It contains less information about income than do the regular Census surveys, and so it would provide a limited basis for any estimates of household inequality on the basis of consumption in comparison to income.  The CES, to achieve cost-efficiency and in keeping with its purpose, also has a smaller sample size than the regular Census surveys.
Longitudinal v. cross-sectional data – And if we want to investigate economic mobility as opposed to static inequality over years or even generations, we face a long and difficult slog.  Economists have gathered innovative sets of data to do so.  But the standard large data sources are restricted for various reasons.  The Census Bureau generally limits the number of times an individual household can be interviewed to restrict the burden.  The tax authorities have a revenue system to run, and so research is not their highest priority.  Furthermore, even though they could in theory link the tax returns of identical taxpayers over multiple years to facilitate longitudinal research, including the kinds of information that would be necessary (like the taxpayer’s age, derived from date of birth) could raise serious confidentiality issues.
The bottom line is that, realistically, the only true quality data that we can get are those that are required by law – which means federal income tax returns.  Although tax returns could in theory provide the fodder for important research, even tax returns have limitations; not everyone is required to file, and much important information, like educational attainment or the value of assets that were not sold that year, never makes it onto a tax return.  Furthermore, our standards for confidentiality restrict both access and content.  There have been strenuous efforts on the part of private researchers to assemble more-detailed data files than were available in years past.  But despite these efforts, much of what we hear about inequality is based on conjecture, and conjecture somehow often manages to conform itself to the predispositions of the speaker.
Issues and influences
To start to head toward some meaningful conclusions, let’s think about some of the forces driving inequality, and the standards that we might set for our economy and society.
As noted earlier, it makes an enormous difference whether the focus is market incomes or after-tax, after-transfer incomes.  The latter can be manipulated after the fact – but not necessarily without consequences – by government policy.  The former are very difficult to influence.  But the ultimate outcome that we want – the most productive, prosperous and innovative society possible – would necessarily drive us toward trying to increase the market incomes of the persons who now are on the unfortunate end of the inequality comparison.

Some have taken to argue that the inequality they observe is enough to justify departing from capitalism altogether – which is why CED’s Sustainable Capitalism project is likely to focus on this issue.  Of course, the standard reaction to that notion by many economists is:  What is the alternative?  Who will set those pre-tax, pre-transfer incomes, if the market does not?  The politburo has been tried, but apparently it did not work very well.  Any other nominations are welcome, but I will not hold my breath until I turn blue waiting to learn of the next basic economic paradigm.

So suppose that we accept the market as the determinant of incomes.  What are some of the key forces that influence those outcomes?
Two forces are popularly cited as driving greater inequality of market earnings.  One is globalization, or “offshoring.”  The allegation is that U.S. workers are made worse off by jobs moving to other nations.  One rather cynical observation would be that those destination nations are invariably worse off than ours, and so in some quarters the concerns about the worse-off would seem to stop at the water’s edge.
The second force is technology.  The allegation here is that people are being replaced by “robots” or other devices.  It echoes the fears of what was called “automation” in the 1950s and 1960s; one can even hear the strains of the old folk song, “John Henry,” about a man who fought the encroachment of the steam engine on the good jobs at good wages driving steel to build the railroad.
History strongly indicates that we must compete, not retreat.  A nation that tries to cut itself off to protect the jobs and incomes that it has inevitably does so by shunting itself onto a siding, while the rest of the world passes it by.  If we do not compete, and learn to compete successfully, we will be in no position to defend our conception of national behavioral values when next it is tested.

Furthermore, there is evidence that competitive forces – ironically, including the advancement of technology – are bringing jobs back to these shores.  Manufacturers always have reason to locate close to their customers, so that they can obtain purer information on product satisfaction faster, and respond more quickly.  One suggestion is that the instantaneous flow of information across the Internet might make U.S. consumers impatient about the product-delivery delay that is inherent in offshore manufacturing.  Today, in addition, the rising cost of energy makes transporting goods over long distances less attractive, militating somewhat against offshoring.  And meanwhile, advanced manufacturing technologies reduce the amount of labor needed while increasing its required quality, therefore making high-quality U.S. labor less of a cost and more of an asset.  The number of jobs that will result from this shift back to U.S.-based manufacturing may be smaller than would have been required for similar activities in the past, but the wages will be good, and those jobs will reward both investment and talent in this country.
And these two forces interact in other ways.  Researchers argue that the jobs that are the easiest to offshore are also the jobs that are easiest to replace with technology.  For example, we used to hear almost daily about overseas call centers.  But people servicing the United States in overseas call centers have been replaced to some degree by “if your condition is A, press 1” telephone menus.  Fighting labor-saving technology most likely is not a high-value activity.
Technological change, including through offshoring, raises our society’s total income.  But it does not make every individual better off.  Standard economic theory would say that it is up to our society to both compensate those who lose out in technological change, and give them the skills they need to succeed in the changed workplace.  That is a very real challenge when technology advances from replacing the most arduous physical labor – like John Henry – toward replicating what we used to consider to be thought that was restricted to humans rather than mere machines.  Such change will challenge us as a society, not just as an economy.
Health care may be an important influence on inequality.  Generalizing, but not excessively, the cost of health insurance is like a head tax on households.  Amenities aside, the cost of a medical procedure on a top-salary executive is the same as the cost of that procedure on a line employee.  The inequality debate notes that cash wages of typical employees have increased very little or not at all over decades.  But total employee compensation, including the employer-paid cost of health insurance, has increased.  It is as though typical workers have received their pay increases in the form of payment of their rising health-insurance premiums.  The typical worker probably does not feel better off because that insurance bill has been paid; but the cost to the employer has risen all the same.  Further research is needed to show just how much of our perceived wage slowdown, and the corresponding increase in inequality, is in fact the result of our failure to attain greater efficiency in healthcare delivery.
Another alleged cause of increased inequality is the “breakdown of the family” – the growing number of children raised without a father present, which puts an obvious burden on the mother to multitask between work and child rearing, and probably entails a cost in terms of the school- and work-readiness of the child.  But like several other concerns, this one raises a question of cause and effect.  Are families on the unfortunate end of income inequality because their structure is deficient?  Or are families broken because there are no viable work opportunities to finance a middle-class lifestyle, or because young women find no reliable marriageable males available, because what males there are cannot find jobs?  (Recall that female heads of families sometimes are told by society simultaneously that they should get out there and work as a condition of receiving public benefits, and that they should stay home and care for their children.)  And whichever way we believe causation flows, would our preferred public policy be any different – given that we would push on, for example, improved education in any event?
Another influence of marriage on inequality is the observation that with both men and women typically working after marriage, the usual patter of a highly skilled man marrying a highly skilled woman in effect simply doubles society’s inequality.  That observation may typically be accurate, but if statistics of growing inequality among individual wages are true, then inequality would be growing in any event.  Furthermore, there is little obvious that economic policy can do to influence this issue.
We hear long stories about excessive incomes being earned in the financial sector – which allegedly was the source of the economic crisis that helped to push us into this hole in the first place.  One noted economist has raised the question of whether the amount of the nation’s saving that the financial sector is charged with allocating might not even be less than the amount of income that the financial sector earns in allocating it.  Are these concerns real?  Is there sufficient competition in the financial sector to drive returns down to competitive and efficient levels?
When we look at look at aggregate income statistics, we need to consider the potential role of geographic diversity in the United States.  The cost of living – largely based on the cost of housing – varies enormously across the country.  But the individual units in our inequality data sets are rarely adjusted to reflect that diversity.  (Notably also, the federal income tax does not adjust for local costs of living in any significant way.)  Similarly, we often look at family units without consideration of the number of children that each has.  Family size can be an important influence on the cost of living, and tax policy always has made some adjustment based on society’s interest in seeing that children are adequately supported – although even that interpretation might be controversial in some quarters.
And where is inequality going in the future?  For some time, the conventional wisdom among economists has been that inequality generally shrinks in good times, when jobs are plentiful and wages are robust, but that bad times hurt the typical worker more than they do the very wealthy.  After all, we have observed such a pattern repeat itself in the post-World War II years.  However, new observations over much longer periods of history suggest that the truly typical pattern is that large returns to innovations cause a generally continuing growth of inequality.  According to this view, the periods of economic expansion since World War II have been mere anomalies in the longer sweep of history.
Which is it?  The answer is potentially truly portentous.  We should reconvene in perhaps 200 years to discuss how such long-term forces have in fact played out.
What can we do about it?
So in closing:  Are we persuaded by the oft-expressed concerns about inequality?  And if so, what can we do about it?
On the first question, I am going to take the easy and cheap way out.  Let us stipulate for purposes of argument that if we could find a way to equalize market incomes from the bottom up, that we likely would conclude that inequality is more than we would like.  My presumption is that, if fully informed, the American people would reject a future of significantly more equal incomes that were significantly lower on average.

So if those terms of discussion are acceptable, then what could and would we do toward that end?
The first place to which policymakers very logically turn to upgrade the lowest market incomes is education.  Do we do enough?  Surely not.  We already have discussed our shortfalls with respect to early education.  But our nation already also has generations in K through 12 that are behind the curve.  We have struggling students in postsecondary institutions, and we have working generations who could benefit from greater education and training.  It surely is true that we could use the education dollars that we spend today more efficiently.  But it is hard to imagine that we could have the education system that we need with the dollars that we spend today, even if optimally deployed.  Many of the early-education places that we need do not exist, and must be built from the ground up with new money.  And if too many K-12 teachers are not up to snuff, as some would allege, it is hard to see the queues of better-skilled and better-motivated potential teachers hoping to replace them at today’s wages.  Perhaps post-secondary education shows the greatest potential for deploying new technology in more-efficient ways, but the population that post-secondary education must serve is large, and faces many challenges in balancing family responsibilities and ongoing careers with the need to upgrade their skills.  We need to educate many who will be the first in their families to earn postsecondary degrees; that poses further challenges.  Given society’s scarce resources, we need to match the training people receive with the skills they need in the most efficient way.  In many instances, that will mean actual postsecondary degrees in the sense that we now understand them.  In some instances, it will not.
And in trying to educate tomorrow’s workforce to equalize market incomes from the bottom up, we need to be mindful of the non-facetious lesson of Garrison Keillor’s Lake Woebegone.  In the real world, despite all of the effort that we can muster, 50 percent of the workforce will be below average.  The definition of IQ – which we have had little success in influencing anyway – is unyielding on this point.  And no matter how good a job we do at teaching and raising skills, not everyone can be the CEO.  We will need at least to consider the issue of acceptable outcomes even in the best of all possible worlds.

A popular proposal these days is increasing the minimum wage.  Let me come down somewhere in the middle.  A case can be made that standards of fair treatment, and protection of those with little bargaining power, justify some minimum wage.  There also is little doubt, despite the argument of some, that increasing the minimum wage reduces employment, and increases prices.  When you increase the minimum wage, and by how much, will be crucial.  In today’s weak labor market, the temptation to increase wages with the stroke of a quill pen on parchment must be considered in the context of the potential loss of jobs.  It would be better if sound standards of behavior with respect to wage-setting were respected throughout our society.  Let me note parenthetically that an articulate and engaged friend of mine who just turned 100 observes that the societal trend that has most troubled him over his lifetime is the declining respect in many quarters for the value of honest work and the dignity properly earned by the people who do it.
Government’s alternative to increasing the minimum wage is increasing the earned income tax credit – the EITC – which is a kind of wage supplement for those with low earnings.  Some participants in the public debate have both advocated the EITC as an alternative to the minimum wage, and then criticized what they have called the “lucky duckies” who receive it.  We need to straighten that out.  And we need to decide if we are willing as a society to collect the taxes needed to finance the EITC.  If not, we narrow our choice set to increasing the minimum wage or nothing, and the result of that choice could be the worst possible outcome.
Some advocate increased unionization as an alternative path to equalizing up.  In some of our competitor nations, unionization has been welcomed as a way to achieve employer-employee cooperation.  In the United States, unionization has marked some of the industries that have fared the worst in recent decades, manufacturing being one.  Manufacturing’s problems very well could have come from other issues, but some of the terms insisted upon by organized labor, including cost-free health care and early retirement, may have played a role in the troubles of some bellwether U.S. firms.
One final checklist item, high on the agenda of our Sustainable Capitalism Subcommittee, is avoiding “co-opted capitalism” – or “crony capitalism,” as it may more commonly be called.  Income growth depends upon innovation.  One unfortunate tendency of comparatively mature capitalist economies around the world is for yesterday’s innovators to use the incomes that they earn today to lobby and influence elections so that they can stack the government’s tax and regulatory deck against tomorrow’s innovators.  This is a game plan for hardening the economy’s arteries, and stifling productivity and prosperity – and ultimately increasing inequality.  Yesterday’s innovators can live off of their portfolios.  Tomorrow’s workers cannot.
So it seems to me that CED’s current research agenda lines up well with our existing research portfolio to address the issues of inequality.  We are all over both access to, and efficiency in delivering, quality education – especially early education.  We are on the record for neutral taxation at low tax rates, to allow the market to allocate resources efficiently and to maximize incentives, while collecting the revenue that we need in the fairest possible way.  We understand the importance of health care, which is eating up a growing share of our nation’s income – while it admittedly delivers cures for an ever-wider range of previously feared illness and injury.  We know that we need to keep the United States as an active player in the world economy.  And we want to maintain capitalism as a vital force toward economic efficiency, growth and fairness, while we keep our democratic system open and transparent.  I thank you for your support of CED in these efforts.
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