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1

Behind the Discontent

“OUR COUNTRY IS IN SERIOUS TROUBLE,” began Donald Trump as he for-
mally announced his candidacy for president of the United States in June
2016. He listed China, Japan, and Mexico as aggressors who are “beating us”
and “killing us economically” via bad trade agreements. Mexico, meanwhile,
is further harming the United States through immigration, he claimed: “The
U.S. has become a dumping ground for everybody else’s problems.”

In remarks that would be much quoted and criticized, he said:

When Mexico sends its people, they’re not sending their best. They’re
not sending you. They’re not sending you. Theyre sending people that
have lots of problems, and they’re bringing those problems with us.
They’re bringing drugs. They’re bringing crime. They’re rapists. And

some, [ assume, are good people.

Trump eventually won 46 percent of the vote in the 2016 U.S. presidential
election. His victory followed significant gains by nationalist parties in the
European Union’s 2014 parliamentary elections, and a shocking vote by
the United Kingdom to leave the European Union.* In 2017, Marine Le Pen,
representing France’s National Front party, won 21.4 percent of the vote in
the first round of France’s presidential election before eventually losing in the
second round.>

The nationalists seem to have two things in common: An insistence that
their countries are declining, economically and culturally, and the identifi-
cation of external forces as the reason—with trade and immigration being
primary suspects. These views are badly mistaken, but the nationalists have a
point about the ill-functioning of the economy, and much of the public shares
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their sense that something important is wrong with their country’s political
leadership.

This chapter lays out what is wrong and why. Rising income inequality and
slow economic growth have been two of the most striking patterns in rich
countries during the last 35 years. The explanation is not trade or technological
innovation; nor is it mass migration or the rise of global superstars. Rather,
countries are becoming more ineflicient and unequal because services—
which are regulated and controlled by elite associations to the benefit of their
members—are taking over the economy, and a small group of elite service
providers has managed to secure much of the gains for itself via the gradual
accumulation of rights and privileges that elevate this group above markets.

VOTES OF NO CONFIDENCE

In most of the world’s richest countries, political discontent reigns. Confidence
in government is low and has fallen steadily in recent years. In 2006, 43 percent
of residents living in Organisation for Economic Co-Operation and Develop-
ment (OECD) member countries—the world’s 35 richest democracies—
expressed confidence in their national government, when asked by the Gallup
World Poll.# By 2016, that already low share had fallen to just 37 percent of
residents. Shockingly, that’s lower than the global average of 54 percent.

Confidence has plummeted in a number of countries that have seen a rise
in support for nationalist parties or politicians, including Greece, Finland,
the United States, Denmark, the United Kingdom, and Austria (figure 1.1).>
Confidence, which was already low, also fell in France ahead of a strong sec-
ond place finish by the far-right National Front in the presidential election.
Just 28 percent of French residents expressed confidence in 2016. As of this
writing (carly 2019), a “yellow jacket” populist movement has upended French
politics with massive street protests in response to rising taxes on diesel, and
according to reports, rising housing and living expenses.® In the United States,
confidence is only slightly higher at 30 percent.

On the other hand, low or declining confidence in national government
is not inevitable in rich countries. In the Netherlands, confidence increased
from 43 percent to 57 percent. In Switzerland, confidence went from
63 percent to 80 percent. It is also up and relatively high in Canada and
Germany. Extreme political parties have not been as successful in these coun-
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Figure 1.1. OECD countries with declining confidence in national government,
2006-2016

Source: Gallup World Poll, via Gallup Analytics. Chart shows change in the percentage of residents
who expressed confidence in their government in 2016 compared to 2006.

tries, with the exception of Germany, where the far-right Alternative for
Germany Party (AfD) has gained traction, reportedly, in response to the gov-
erning party’s acceptance of a large number of refugees.”

SLOW ECONOMIC GROWTH, SPREAD LESS EVENLY
Lurking behind the rising discontent has been a major international slow-

down in economic growth, or the rate at which living standards increase.
The financial crisis that originated in a U.S. housing market bubble certainly
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Figure 1.2. The 50-year slowdown in productivity growth in OECD countries
compared to the United States, 1964-2014

Source: Penn World Tables 9.0, Real GDP divided by employment,
annualized growth over ten-year periods.

had a large negative effect, but the growth slowdown preceded that, and in
many ways, the housing bubble can be understood as a desperate attempt to
find profitable investments in a low-growth world.

In 28 of the 30 OECD countries with available data, the rate of growth
has been slower from 1980 to 2014 than from 1960 to 1980. New Zealand
and Sweden were the only rich democracies to avoid this fate. For the av-
erage resident of an OECD country, the annual growth rate in gross do-
mestic product (GDP) per capita slowed from 3.8 percent between 1960
and 1980 to 2.1 percent between 1980 and 2014. This can’t be attributed to
the aging baby boomers dropping out of the labor force. Growth has also
slowed on a per worker basis, from 3.5 percent to 1.9 percent (figure 1.2).%
From 2008 to 2014, annual growth has been particularly weak, just above
1 percent in either per capita or per worker terms. Productivity growth—the
fundamental source of long-run living standards—has slowed.

This means an entire generation has now come of age in a less dynamic so-
ciety than the one experienced by its parent’s generation. Partly because of
the Great Recession, growth since 2008 has been particularly weak, but the
slowdown started even before then.

For general queries, contact webmaster@press.princeton.edu



© Copyright, Princeton University Press. No part of this book may be
distributed, posted, or reproduced in any form by digital or mechanical
means without prior written permission of the publisher.

Behind the Discontent o S

United States 20.2%
United Kingdom 13.9%
Canada 13.6%
Poland 13.3%
Germany 13.2%
Korea 12.2%
11.5%
11.3%
10.8%
10.4%
9.7%
9.6%
9.3%
9.2%
9.1%
8.7%
8.5%
8.1%
7.8%
7.4%

Ireland
Switzerland
France

Japan

Portugal
Hungary

Italy

Czech Republic
Australia

Sweden
Spain
New Zealand

Norway
Finland
Denmark 6.4%
Netherlands 6.3%
0% 5% 10% 15% 20% 25%

2014 (or latest available) M 1980 (or closest available)

Figure 1.3. Share of national income going to richest one percent in 2014 and 1980
Source: World Inequality Database, accessed October 2018 via STATA program W1ID.

Slow growth, it must be said, is not a disaster. It is much better than no
increase in living standards or, even worse, a decline. For most rich countries,
living standards have continued to improve.

Yet, this minimal progress has been undermined by a disturbing trend,
famously documented by the French economist Thomas Piketty and his col-
laborators. The earlier robust round of growth—after World War II—
occurred under conditions of falling income inequality, while the latest
round has coincided with rising income inequality. From 1980 to 2014, the
richest 1 percent of taxpayers took home a larger share of national income in
every rich country with comparable data (figure 1.3).
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Modest growth, combined with high inequality, results in little to no gains
for substantial portions of the population. This can be seen for the United
States, which, by all accounts, stands out as one of the most unequal developed
countries in the world and has become more unequal over the last 40 years.

The economists Piketty, Saez, and Zucman have used tax records and other
public sources to trace where income growth has gone in the United States.
From 1980 to 2014, the share of income going to the top one percent dou-
bled from 10 to 20 percent, while the bottom 50 percent of taxpayers (those
with taxable income at or below the median) saw their share fall from
20 percent to 13 percent. Average pretax real income for this group increased
by only 1 percent from 1980 to 2014.° The middle distribution (those between
the 50th and 90th percentiles) saw a 42 percent increase, but most of the gains
went to the top 10 percent of income earners."

Opverall, the weak growth in income for those outside the very top made it
difficult to accumulate wealth, according to the data from Piketty and collab-
orators. In 1980, the bottom half of the distribution had a meager $3,405 in
average wealth (in 2014 USD)."! Wealth for this group peaked in 1992 around
$7,000 and declined thereafter—even turning negative during the Great Re-
cession. As of 2014, average wealth was just $349 for this group. More recent
data from the Survey of Consumer Finances—analyzed by economist Edward
Wolff—shows the same pattern: zero increase in wealth for houscholds in the
middle of the wealth distribution. For the median U.S. houschold, wealth was
$78,000 in 2016 compared to $80,000 in 1983, in inflation-adjusted dollars.'>

Even as overall income growth stagnated for the bottom half of earners,
there were notable changes across income sources. The weak positive growth
didn’t come from taxable labor income—which is the kind of income that
shows up in bank accounts and can be readily used for spending. That fell
by nearly 10 percent from 1980 to 2014 for the bottom 50 percent of U.S.
adults. These losses were offset by gains in tax-exempt labor income—from
healthcare and retirement benefits—with modest growth from capital gains
associated with home ownership.!* Thomas Piketty, Emanuel Saez, and
Gabriel Zucman put it directly: “The bottom half of the adult population
has thus been shut off from economic growth for over 40 years, and the
modest increase in their post-tax income has been absorbed by increased
health spending.”*

The falling share of income going to this group has important implications
for living standards. If their 1980 income share and economic growth had
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both been unchanged—a big assumption, no doubt—then the bottom
50 percent of Americans would have earned $26,000 on average in 2014, in-
stead of only $16,000.5

Here’s another way to think about the scale of the change in inequality:
Divide the U.S. adult population in half. Tell the poorest half that they all
need to pay $10,000 every year to the richest 1 percent of Americans, those
with annual taxable incomes of roughly $300,000 or more. For many reasons,
the same people won’t be on the top or bottom every year (e.g., income typically
rises with age until just before retirement). Still, regardless of who they are in
any given year, the rich and poor used to be much closer together, and economic
growth used to raise living standards more evenly across income groups. In-
deed, Piketty, Sacz, and Zucman’s data show that income growth was higher
for lower income groups than it was for the rich in the decades preceding 1980.

The basic point is simple: Economic growth is less effective at raising the
living standards of the masses, when income inequality is high—and a small
slice of elites reaps a huge chunk of the gains. That is likely to strike many
people as unfair.

Accordingly, levels of confidence in national government could be ex-
plained in large part by looking at both growth and income inequality. Be-
tween 2006 and 2016, confidence did not increase in any of the 16 OECD
countries that score below average on recent growth (figure 1.4). The places
with low growth and high inequality saw the largest drop in confidence (15 per-
centage points on average). The United Kingdom’s Brexit vote occurred under
slow-growth/high-inequality conditions. However, it was also the case that
poor performance on either inequality or growth was generally associated
with flagging confidence in government. Thus, confidence fell in France dur-
ing a period of low growth and low inequality, whereas Donald Trump was
clected president of the United States with above average growth and inequality.
Meanwhile, confidence in government rose in countries with high growth and
low inequality by 5 percentage points. This describes Sweden and Germany.

At the individual level, there is also a very strong correlation between in-
come, financial security, and feelings toward government within OECD
countries. When it comes to predicting their confidence in government or
approval of national leaders, people’s feelings about their income are far more
important than their actual income or even rank within society. Gallup World
Poll has several items that capture financial anxiety, including whether eco-
nomic conditions in the respondent’s local area are getting better or worse and
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Figure 1.4. Change in confidence in national government, shown by
groups of countries defined by levels of economic growth and inequality,
2006-2016

Note: Growth is measured using GDP per capita from 2008 to 2015; inequality uses
the most recent measure of income inequality.

Source: Gallup World Poll, via Gallup Analytics, World Bank, and All the Ginis (ATG).

whether or not the respondent is living comfortably off his or her housechold
income or having difficulty making ends meet.

The relative income of an individual’s household has a small effect in the
expected direction. Lower-income individuals are a bit less satisfied with
the national government and its specific leader: top-quintile households hold
confidence or approval ratings roughly four percentage points higher than
bottom-quintile households. Those with lower education also tend to be
somewhat less confident in their governments.

Yet, income and education are incomplete measures of financial security.
Subjective judgments pick up nuances that are specific to an individual’s life
circumstances, including wealth, debts, the strength of supportive family ties,
expectations for the near future, and political views that may bias their inter-
pretation of the economy. More-anxious individuals are much less satisfied
with government. A standard deviation increase in financial anxiety predicts
a 16 and 18 percentage point drop in approval and confidence, respectively.!®

The upshot is that even middle-class and affluent households are likely to
turn against a government when they feel their financial conditions are be-
coming difhicult, particularly if others seem to be gaining at their expense and
they are dissatisfied with their living standard. Rising inequality and slow
growth make that dissatisfaction more likely.
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I agree with a number of scholars who have argued that slow growth in an
unequal society is corrosive to politics, but the details of the argument are
important.'” Rising inequality in a growing society might come from super-
star innovators, entrepreneurs, and performers, and one might argue they de-
serve to be rich, because their skills generate value for everyone. Yet, while
that has happened, it does not accurately describe the last several decades,
which have been characterized by low growth. The actual circumstances of
weak growth and rising disparity indicate that something is fundamentally
out of sorts. It may be that the process that leads to slow growth is making
a small elite rich and hindering opportunities for a wide swath of the
population.

Thus, figuring out the causes of both slow growth and rising inequality
has enormous implications for what, if anything, can be done about them.

THE NATIONALIST EXPLANATIONS: BLAME THE FOREIGNERS

Nationalists on the Right, like Donald Trump, blame trade and immigration
for impoverishing the middle class. By nationalists, I mean those who view
the world as a conflict between citizens of a national community—usually
thought of as those who have ancestral roots going back at least several gen-
erations in a country—and everyone else. Trump and some of his allies are
also populists in the sense that they view elites—whether in business, culture,
or academia—as hostile to common citizens. By contrast, lef--wing populists,
like U.S. senator Bernie Sanders, evince similar skepticism toward trade and
immigration and likewise view elites (capitalists) as acting against the inter-
ests of common citizens (workers), but do not suggest the conflict is rooted
in ethnic or national identity, and so are not nationalists. I have some sym-
pathy with populist complaints about elite influence on the economy, as the
book will discuss, but I believe that both of these perspectives fundamentally
misidentify the core problems.

Start with the populists and trade.

Across rich countries, the share of workers employed in the manufactur-
ing sector has declined for two reasons: automation/machines do much of the
work once performed by human hands, and much of the work that still is
more efficiently done by humans can be done far more cheaply in developing
or middle-income countries like China, Poland, Mexico, and Turkey.
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Trade is certainly an important contributor to industrial decline in devel-
oped countries. By comparing employment changes across counties and net-
worked groups of counties (commuting zones), economists have estimated
that trade with China is responsible for roughly one-quarter of the five mil-
lion net job losses in the U.S. manufacturing sector from 1991 to 2011." These
losses also appear to have led to a decline in the incomes of manufacturing
workers, as they took pay cuts or worked fewer hours. For the average Amer-
ican manufacturing worker, the best available estimate of the impact of trade
competition on individual wages for workers in highly exposed industries is
areduction of just over $1,000 per year over the period from 1992 t0 2007.”

Yet, the news isn’t all bad. Chinese imports, which ramped up dramati-
cally in the 2000s, did not coincide with a reduced risk of unemployment for
manufacturing sector workers relative to workers in other industries that were
not exposed to import competition but did face intense domestic competi-
tion. By some measures—like risk of layoff or short job tenure—it was actu-
ally safer to be a manufacturing worker over the last 15 years than a worker
in retail, construction, or even professional services.*

More importantly, only about one in 20 Americans work in manufactur-
ing and even fewer in the industries that compete directly with China. The
vast majority of working- and middle-class Americans have benefited from
cheaper imports, often disproportionately, because Chinese imports tend to
compete on the mass market—think Wal-Mart—rather than on the market
for luxury goods. On balance, it’s likely that imports from China have low-
ered income inequality by disproportionately boosting the spending power
of lower-income Americans, as Christian Brodis and John Romalis concluded
after a careful study of consumption data, which proves that trade with China
raised the spending power of the U.S. working class—and, to a great extent,
all U.S. residents.?!

The same point can be made by looking at consumption data by income
group from the Bureau of Labor Statistics. Families in the middle of the in-
come distribution spent more than their after-tax income, which implies they
borrowed money to meet expenses. Meanwhile, families in the 90th percen-
tile saved 24 percent of their after-tax income and so benefited proportion-
ately less than lower-income families from falling prices for goods. It is casy
to see how this connects to trade. Middle-income families spend 25 percent
of their after-tax income on food, clothing, and automobiles.** Families in
the top 90th percentile spend just 15 percent of their income on these things.
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These goods—along with computers and cell phones, which have seen massive
price declines—are precisely the industries most exposed to import competi-
tion. In this way, mass imports have resulted in a progressive redistribution of
purchasing power. Without imports, inequality would be worse.

The economic effects of immigration are more complicated, but there are
no logical or empirical grounds for linking immigration to the rising share
of income going to the rich.

In general, immigrant labor has probably resulted in lower incomes for
people working in the occupations most exposed to immigrant competition—
such as construction workers, restaurant workers, cleaners, and childcare
workers—though even this finding is disputed with strong empirical evidence
from specific cases assembled by Michael Clemens and Jennifer Hunt, for ex-
ample.” In any case, economists tend to agree that most Americans—including
most of the middle and working classes—have seen net benefits, and that is
the view of a recent comprehensive analysis from a committee of experts at the
National Academies.?* The benefits of immigration come primarily from two
channels: greater spending from immigrants, which stimulates local demand
for goods and services, and lower prices for services provided by immigrant en-
trepreneurs and workers. Immigrants, of course, also frequently start businesses
and contribute to innovation, culture, and scientific advances; there the ben-
efits are harder to quantify but are nonetheless important. In these ways, all but
a small segment of America’s middle and working classes have been enriched,
at least somewhat, through mass immigration. The selective immigration of
highly educated workers and entrepreneurs—through student or skills visas,
for example—has been an even more obvious benefit to the average American.

The downsides of mass migration are not trivial but are not likely to have
led to the rise in top income shares. George Borjas, an economist at Harvard,
has assembled evidence over decades of research showing that mass immigra-
tion has lowered wages of other immigrants and U.S.-born workers with less
than a high school diploma—a small share of the population. That finding
has been disputed, but it, at least, has clear logic behind it in that employers
can reduce wages when many new workers enter the labor market.” Even so,
the estimated effects are small.? The large wage gap between elite professional
workers or business owners and those with less than a high school diploma
cannot be explained by immigration, and most estimates suggest that U.S.
workers with moderate levels of education saw long-run wage benefits from
mass immigration.
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Aside from creating wage pressure on other less educated workers, many
immigrant workers with low levels of education consume more in government
benefits than they pay in taxes over their lifetimes, creating fiscal budgetary
challenges.”” Yet, one could say the same about U.S.-born Americans with
low levels of education, as the National Academies report shows.?® The fact
is that undereducated immigrants are a lower fiscal burden than under-
educated U.S.-born residents. For both populations, the net effect reflects, in
part, the fact that the U.S. government typically runs a large budget deficit
for political reasons entirely unrelated to immigration. If one makes the rea-
sonable assumption that an additional immigrant does not increase the costs
of pure public goods like national defense, then the average immigrant—
especially those with higher educational levels—has had a net positive effect
on government finances.

The favorable long-term effects of immigration are consistent with the
most comprehensive analysis ever of intergenerational mobility. Using data
from millions of tax records and the Census, economists from Harvard and
the Census Bureau found that Hispanics living in the United States have
high rates of relative intergenerational income mobility, such that incomes are
converging with non-Hispanic white people.?’ The children of Asian immi-
grants, meanwhile, are earning more as adults than non-Hispanic white
children raised with similar family incomes.

Neither an increase in immigrants from Latin America nor an increase in
imports from China can explain the rise of incomes at the top. As we will
see, people in the manufacturing sector—including the executives who would
have benefited the most from offshoring production—make up a tiny frac-
tion of the one percent. Likewise, immigrants lacking college degrees rarely
comprise a substantial share of workers at the international corporations that
pay top executives, nor at hedge funds, law firms, and physicians’ offices.

Data across rich democracies tell the same story: OECD countries that are
more exposed to immigration or trade are no more unequal and no more likely
to have become more unequal since 1980. Whether one measures exposure
to immigration as the foreign-born share of population in 2015 or the change
in the foreign-born share from 1990 to 2015, neither is significantly corre-
lated with the level and change in the top one percent’s income shares. Trade
exposure can be measured in a variety of ways (e.g., average tariff rates, the
trade balance as a share of GDP, changes in the trade balance, or a “trade free-
dom index”), but none of them is even moderately correlated with the level
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or change in the top one percent’s income shares, except that countries with
higher tariff rates—and hence less exposure to globalization—have signifi-
cantly higher inequality.>

THE CONVENTIONAL LEFT-LEANING VIEW:
IT'S CORPORATE GREED

U.S. senator Bernie Sanders ran for president in 2016 and nearly won the
Democratic Party primary. As a self-described democratic socialist, Sanders
is concerned about income inequality and documents the rise of inequality
in the United States on his campaign website.? It’s the top issue on his list,
and on his list of policy solutions, the first starts as follows: “Demanding that
the wealthy and large corporations pay their fair share in taxes.” In fact, other
than changing trade deals, his primary solutions for reducing inequality
seem to focus on three ideas: higher taxes on corporate profits, an increased
minimum wage, and encouraging workers to join unions.

At bottom, this view has one explanation in mind for the rise of the top
one percent in the United States and other countries: increasing corporate
power.

Sanders and his aides are far from alone in embracing this view and these
solutions to combating inequality. The argument goes that working peo-
ple lost considerable bargaining power as unions declined in influence over
the last several decades—a decline that coincided with large losses in manu-
facturing jobs, a fall in income tax rates for the rich and for corporations,
and an increasing shift in U.S. income to corporate profits and capital. It
follows that unions and the federal government are needed to forcefully
combat rising corporate power through taxation, minimum wage requirements,
and perhaps other regulations.

In academic circles, the lawyer and former U.S. labor secretary Robert
Reich has been influential in embracing this view, and he and others have
emphasized what is known as the labor share of income.

All rich countries keep national accounts. Using a combination of man-
datory surveys and tax records, statistical offices keep track of where the na-
tion’s money comes from. GDP can be measured as the sum of the nation’s
income. Take every resident’s salary, wage, business, and investment income
and you essentially have GDP.
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Since the beginning of the field, economists have been almost obsessed
with what share of income is going to labor—by which they mean wage and
salary income—versus capital—the income earned from asset ownership.
Across most countries, the share of national income coming from wages and
salaries has declined, and this has led many economists—such as those men-
tioned above—to conclude that workers are being exploited by corporations.*
A search of Google Scholar for “labor share of income” finds that there have
been 1,480 academic articles discussing the topic since 2000. Writing in the
New York Times, Jared Bernstein, the left-leaning economist and former
aide to Vice President Joe Biden, argues that the underlying cause is a fall in
the bargaining power of workers.>* The International Labor Organization
lists technology, globalization, and union power, and, more plausibly, increas-
ing reliance on finance.>*

There is a logical and factual basis to this perspective, but there are crucial
flaws in the corporate power analyses.

First, the capital share of income is nothing like an index of corporate
power and worker exploitation. It can change for many reasons. Older people,
for example, rely much more heavily on capital income, because many are no
longer working, and most rich countries are seeing an aging population. An
increase in the capital share of income follows necessarily from an increase
in the share of the population that has retired and now lives, at least partly,
off savings accrued during their career. The share of U.S. residents aged 65
and older increased from 9 percent to 11 percent from 1960 to 1980 and
reached 13 percent in 2010.%

Many of these retired workers, who often spent their careers in blue-collar
jobs, would be baffled to learn that their union pension income qualifies them
as “capitalists” by left-wing writers or politicians. The OECD compiled data on
the world’s largest pension funds. Many of them were U.S.-based unions. CalP-
ERs manages the retirement accounts of the California state and local govern-
ment workers. As of 2014, it had $296 billion in assets under management,
because California is a very large state with many retired public employees. The
New York State Combined Retirement System had another $177 billion under
management.>® Private sector pension funds can be almost as large. The Gen-
eral Motors pension fund has roughly $100 billion in assets.?” It would be
ironic to conflate the value of union retirement funds with “corporate power.”

Housing is another big source of capital income. Economist Matthew
Rognlie has done painstaking work reassessing the claims that the capital
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share of income has increased. He concludes: “The long-term increase in cap-
ital’s net share of income in large developed countries has consisted entirely
of housing. Outside of housing, capital’s rise in recent decades has merely re-
versed a substantial carlier fall.”?® In every OECD country except Switzer-
land and Germany, there are more homeowners than renters.* The rise of
housing income is not equally distributed, and rising housing prices are a
major problem for the middle class and poor, but this is very different from
arise in capital income resulting from business ownership.

Thoughtful analysis by economists Josh Bivens and Larry Mishel at the left-
leaning Economic Policy Institute makes a similar point: “An analysis of
income shares tells us little about the bargaining position of labor vis-a-vis
owners of capital.”

A second flaw in the corporate power analyses has to do with the fact that
the overall contribution of corporations to the U.S. economy has unambigu-
ously declined during the era of rising inequality. Income from corporations
was over 60 percent of national income in the 1980s and 1990s. In the twenty-
first century, corporate income has accounted for just 56 percent of national
income. At the same time, corporate profits went from 9.2 percent of na-
tional income in 1980 to 12.5 percent in 2017 (figure 1.5). Roughly one-third
of this increase was driven by profits earned by foreign establishments of U.S.
corporations.?! The domestic operations of U.S. corporations increased their
share of national income by only two percentage points from 1980 to 2017,
and that share is well below the contribution of corporate profits in the 1960s
and 1970s, when unionization rates were much higher and the income distri-
bution more equal. Considering that the top 1 percent of income earners in-
creased their share of income by 10 percentage points since 1980, corporate
profits—whether foreign or domestic in origin—could not have accounted for
more than a third of the increase, even if all the profits went to the top one
percent. In fact, 64 percent of income from stocks goes to the top one percent.*

Third, as we will see, the sectors that generate the vast majority of top
earners—including finance, healthcare, and professional services—were never
meaningfully unionized, so the decline in unionization—largely a manufac-
turing phenomenon—could not have any direct effect on the incomes of most
top earners.

Fourth, while capital income disproportionately goes to the rich and very
rich, during the most important period of rising income inequality in the
United States—1980 to 2000, when 80 percent of the top one percent’s gains
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Figure 1.5. Corporate profits by domestic and foreign status as a share of
national income, 1948-2017

Source: Author analysis of U.S. Bureau of Economic Analysis, “Table 1.13. National Income by
Sector, Legal Form of Organization, and Type of Income,” https://www.bea.gov/
(accessed June 20,2019).

occurred—most of the gains to the top one percent (70 percent) came from
labor compensation, not capital income, according to evidence compiled by
Piketty, Saez, and Zucman.*> While capital income has contributed to rising
income shares of the top one percent during the early twenty-first century,
it increasingly goes to homeowners and noncorporate businesses, which in-
clude entities such as hedge funds, law firms, physician’s offices, and hospitals.
While capital income accounts for 56 percent of the income going to the top
one percent, just 25 percent of total top one-percent income comes from
stocks as of 2014, which is down slightly from 1980.%4
Fifth, tax policies won’t solve the inequality problem. I agree with Senator
Sanders that the rich have seen a decrease in tax rates in recent decades, and
I agree with him that increasing the progressivity of tax rates would benefit
lower-income groups and be a reasonable way to rebalance federal budget
obligations, but it is difficult to find empirical evidence that pretax income
inequality rose principally as a result of declining tax rates. Top marginal tax
rates on personal income were very high after World War II, but started de-
clining in the 1960s, long before the rise in inequality. It’s true that tax rates
fell still further in the 1980s, but they went up again in the 1990s, even as
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labor income became more unequally distributed. A progressive income tax
is, I believe, a fair way to distribute the burden of paying for government ser-
vices, but it won’t solve the more fundamental issues of differences in eco-
nomic opportunity and access to markets.*

Finally, the corporate power story also risks exaggerating the importance
of the mega-rich. To be at the 90th percentile of U.S. income earners in
2014, you needed $124,000 in total pretax income (taxable plus tax exempt)
or $88,600 to be in the top 10 percent in labor income. To be in the top one
percent, you needed $477,500 in total income or $268,937 in labor income.
To be in the top 0.1 percent, you needed $2 million in total income or $0.95
million in labor income. The top ten percent gained 12.8 percentage points
of total income from 1980 to 2014. Of all that money 25 percent went to
those in the top 90 to 99 percent (so not even the top one percent), 30 percent
went to those in the top 99 to 99.9 percent, and 45 percent went to the top
99.9 percent. A large number of elite professionals have salaries that fall in
between $88,600 and $950,000, and many of them own publicly traded
stocks and noncorporate businesses. Most of U.S. income growth since 1980
went to this group.*®

Don’t get me wrong—the mega-rich have contributed greatly to rising in-
come inequality, but so did the upper middle class, as my friend Richard Reeves
of The Brookings Institution has argued, and at least some of the mega-rich, like
the superstar entrepreneurs, have generated value for large numbers of people.*”

THE CONVENTIONAL RIGHT-LEANING VIEW: TO EVERYONE
WHO HAS, MORE WILL BE GIVEN

A widely accepted view among academic economists is that the top one
percent’s growing share of income is largely a result of the way skills interact
with technology. In one version of the theory, people with high skills have
always been paid more because they are more productive, but information
technology has magnified the value of complex cognitive skills (meaning job
tasks that involve specialized knowledge, creativity, and abstract thinking)
and lowered the value of performing routine physical or clerical work. The
reason is that workers who perform complex tasks use technology in ways that
increase their productivity and make them more attractive to businesses,
whereas some subset of workers who perform routine tasks have had to
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compete against automated software programs, industrial machines, and
user-friendly internet platforms. David Autor has contributed many influen-
tial papers to this theory, and in a recent summary of literature, he suggests
that the theory is particularly relevant for explaining income differences
among the bottom 99 percent of income earners. The evidence for this view
includes the well-established fact that the earnings advantage of holding a
tertiary degree (at the bachelor’s level in the United States) relative to having
only a high school diploma grew sharply from 1980 to the present, reaching
around 80 percent in 2010 from just over 40 percent in 1980.%

A related line of scholarship argues that superstar companies and individ-
uals benefit disproportionately from expanded access to global markets. In-
formation technology has lowered the costs of transmitting information—
including ideas and intellectual property—which, in turn, has expanded the
market for ideas and enlarged the rewards. A blockbuster book, movie, or
architectural design is worth more now than it used to be because content
producers can sell around the world to a much greater extent than in earlier
decades. This helps explain why certain businesses and individuals can be-
come enormously rich by gaining just a fraction of global market share.?’

At the heart of this research is the notion that inequality is largely about
who does and does not possess valuable skills—or “human capital.” As to
where human capital comes from, a large literature in economics holds that
human capital comes about through investments in education and is not pre-
ordained by one’s DNAJS® Yet, Harvard economist Greg Mankiw argues
that the earnings going to the top one percent are largely a result of their ge-
netic endowment, and thus, he suggests that the large earnings of the rich may
be justified by their contribution to society.”!

Yet, what this theory misses is that people with not only identical creden-
tials but also identical traits associated with earning power—such as cogni-
tive and noncognitive skills—often earn wildly different salaries, and not as
aresult of luck, but as a result of working in a specific industry or occupation
that over-rewards or under-rewards pay for what are ultimately political
reasons related to how institutions affect competition and rewards in spe-
cific markets. For example, the average earnings advantage people get from
working in the financial or legal industry compared to working in the res-
taurant industry is almost as large as the college premium, even after account-
ing for individual talent.>* If pay differences resulting from skill was the only
source of earnings differences, then the United States would be far more
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egalitarian, as I argue in chapter 3 in detail. For now, I simply want to lay out
what evidence we would expect to see if talent alone explained the rise of the
one percent and the cross-country and U.S. patterns.

If the theory linking talent to inequality is right, the richest one percent
should be largely and increasingly comprised of people who would most ben-
efit from technological change and globalization.

Some of the obvious examples include the founders of massively success-
ful tech start-ups. Certainly, Bill Gates (Microsoft), Steve Jobs (Apple), Marc
Andreessen (founder of Netscape and the venture capital firm Andreessen-
Horowitz), Mark Zuckerberg (Facebook), Jeff Bezos (Amazon), and Sergey
Brin and Larry Page (both Google) are among the richest people in the world,
and their companies would not have been possible but for recent scientific and
business innovations related to communications technologies. I have no doubt
that these founders possess a great deal of skill and talent, and yet there are
roughly 1.7 million individuals in the top one percent of the U.S. income dis-
tribution. There are less than 4,000 domestic publicly traded companies, a
number that has been declining in recent decades, along with the number of
start-ups.>?

Likewise, globalization has vastly expanded markets for professional en-
tertainers such as superstar actors, actresses, movie directors, models, musi-
cians, writers, and athletes. Beyoncé and Bono sell music around the world
and are paid a lot of money to perform internationally. No doubt, they are
super-talented. The same could be said about global tennis and soccer stars
such as Serena Williams, Roger Federer, and Cristiano Ronaldo.

The implication is that if you add global individual superstars to execu-
tives, high-level managers, and employees of superstar multinational comzpa-
nies, you get the one percent. The theory seems to suggest a merit-based view
of income inequality—one that may lead some people to feel better about the
situation, or if not, to strongly support policies that create a more egalitarian
distribution of skills, which I discuss in later chaptcrs.54

The merit-based interpretation that Greg Mankiw drifts toward reminds
me of Voltaire’s character Dr. Pangloss, who was a spoof of leading intellec-
tuals of his day: “All is for the best in the best of all possible worlds.”

Those outside the top one percent don’t have to accept this story. The
superstar theory is relevant for explaining a small number of people in the
one percent, but it fails even to come close to explaining the level of in-
equality in the United States or the trend toward greater inequality. Trade,
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technology, and talent play relatively minor roles in accounting for the ex-
traordinary income inequality observed in the United States. If the rich
consisted only of successful entrepreneurs and entertainers, there would be
far less inequality.

THE WORK OF THE ONE PERCENT

One simple way to understand why the one percent earn so much is to ob-
serve how they earn their money. Work can be classified into either an
occupation—what you do—or an industry—what the business (or entity) you
work for produces. Both are important for testing the global superstar the-
ory of the one percent.

Let’s start with the actual superstars in the United States.

In 2015, just 0.2 percent of U.S. adults (1.9 percent of top earners) worked
as athletes, artists, writers, actors, directors, coaches of professional sports
teams, news anchors, fashion designers, or any other occupation broadly clas-
sified under arts, design, entertainment, sports, and media (table 1.1). Since
1980, there has been very little increase in the share of people in the top one
percent who come from these occupations. This analysis is based on the
American Community Survey, which surveys 1 percent of the U.S. popula-
tion, but the figures match administrative tax records analyzed by econo-
mists, one of whom works at the Internal Revenue Service.> Accordingly, in
1979 and 2005, people in this broad occupational category comprised
1.4 percent and 1.7 percent, respectively, a trivial increase. This group of
people may be super-famous and super-rich, but that is in part because there
are very few of them. A key prediction of superstar theory thus fails right out
of the gate.

These results are for the United States, but international data suggest that
other countries have even fewer entertainment stars among their top earn-
ers. Sufficiently detailed data were not available for most OECD countries,
but using the Luxembourg Income Study, I found comparable figures for
Denmark, Estonia, Germany, France, and Israel.5¢ Of these, Denmark has the
highest share of top one-percent carners in arts, entertainment, journalism,
and sports-related occupations, and that share is just 0.8 percent. Thus, none
of the top earners in these superstar entertainment occupations is in the top
one percent in any of these countries.
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Table 1.1. Share of employed U.S. residents in the top one percent and

probability of being in the top one percent by occupation or occupation
and sector, 1980 and 2015

Share of all Probability of
workers in 1% being in 1%

1980 2015 1980 2015

Most likely to be superstars

Actors, directors, and producers 0.3% 0.4% 5.1% 2.4%
Athletes, sports instructors and officials 0.1% 0.2% 2.7% 1.2%
Writers and authors 0.2% 0.3% 4.1% 1.5%
Chief executives and legislators 12% 14%

Most likely to benefit from globalization (trade agreements
and falling transportation costs of goods)

Executives and managers working in 12% 9% 6% 4%
manufacturing, energy, and agriculture

Executives and managers working in 2% 3% 3% 3%
communications, transportation, and utilities

Medical scientists 0.3% 0.3% 12.4% 2.1%

Most likely to benefit from information technology

Computer software developers 0.1% 1.5% 0.2% 1.1%

Computer systems analysts and computer 0.1% 1.1% 04%  0.6%
scientists

Electrical engineers 0.2% 0.2% 0.7% 0.8%

Chemical engineers 0.1% 0.2% 1.2% 3.0%

Industrial engineers 0.1% 0.1% 0.3% 0.4%

Managers and specialists in marketing, 2.8% 2.8% 3.4% 3.0%

advertising, and public relations

Source: IPUMS-USA, using data from the U.S. 1980 Decennial Census and 2015 American
Community Survey.

THE UNIMPORTANCE OF TRADABLE SECTORS

The other core prediction of the superstar theory of income inequality is that
most is generated by technology-enabled globalization.”” For superstar firms
in manufacturing and technology—including Apple, Volkswagen, Royal
Dutch Shell, British Petroleum, Toyota, and Microsoft—the international
market just keeps getting bigger, and global integration has resulted in lower
tariffs and greater case of doing business across borders. There have been
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substantial reductions in tariffs over the last 20 years, according to the
World Trade Organization, all of which should have created more opportu-
nities for global manufacturing and technology firms.>®

And yet, if you add up all the executives, managers, scientists, software de-
velopers, and other employees in export-oriented sectors such as communi-
cations and manufacturing, they amount to a surprisingly small share of the
one percent in OECD countries, just 21.6 percent.’” All of mining, and manu-
facturing, yields just 16.8 percent, whereas the sector that includes transpor-
tation, warchousing, and communications comprises 4.8 percent of OECD
countries’ top income earners. Agriculture, which is often export-oriented,
employs just 2 percent of top earners.

Stated otherwise, nearly 80 percent of top income earners in rich coun-
tries are in sectors that do almost no trading across international borders. Nor,
as we saw, are they entertainers, media stars, writers, or athletes.

For those thinking that the rise of the one percent is linked to the small but
rich portion of top earners tied to global export markets, the country-specific
results put that idea to rest. There is a negative correlation between the share
of a country’s top one percent in these export and technology-oriented sectors
and income inequality. In fact, some of the countries with the largest increases
in inequality have a very low percentage of top earners in these sectors. These
include the United States and Canada, where just 16 percent and 14 percent
of top earners, respectively, are in mining, manufacturing, and communica-
tions (plus transportation and storage) (figure 1.6). In the Scandinavian coun-
tries, the share is above 25 percent, with a high of 31 percent in egalitarian
Finland. Denmark is one of the few countries to experience almost no increase
in the share of income going to the top one percent, but a relatively high share
of its top earners work in export and tech-oriented sectors.

BIG FISH IN DOMESTIC PONDS

The fact is that the majority of the one percent in rich countries work pri-
marily in domestic industries. These individuals are rarely famous and glo-
balization and information technology have had relatively little effect on their
business model or daily activities.

Across OECD countries, just three broad domestic sectors account for the
majority—52 percent—of the one percent (table 1.2). These are (1) public ad-
ministration, education, health, and social work; (2) real estate, renting, and
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Luxembourg 7%
Italy 8%
Switzerland 11%
Netherlands 14%
Canada 14%
United States 16%
Ireland 17%
Israel 18%
Greece 19%
France 20%
Mexico 21%
Australia 23%
Sweden 25%
Denmark 26%
Japan 27%
Germany 27%
Iceland 29%
United Kingdom 30%
Finland 30%
Hungary 30%
Poland 32%
Spain 38%
Estonia 39%
Austria 41%

Figure 1.6. Share of top carners in trade-oriented sectors, 2013 or latest available year

Source: Analysis of Luxembourg Income Study. The sectors included are mining, quarrying,
manufacturing, transportation, storage, and communications.

business activities—including legal services, and financial intermediation; and
(3) finance. Some may argue that financial services are global—and big in-
vestment banks certainly have international clients—but exports account for
just 8 percent of the U.S. financial sector’s value added—compared with
51 percent for manufacturing.®’

At the national level, Luxembourg, Ireland, the United States, and Swit-
zerland have the highest percentages of one percenters from these sectors, with
over two-thirds of the one percent coming from these industries. Finance is
particularly important in Switzerland, Luxembourg, and Ireland, but not as
much in the United States and the United Kingdom, despite the internation-
ally famous banking centers in New York and London.
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Table 1.2. Share of national top one percent in OECD
by sector

Domestic sectors

Public administration; education; health and social work 23%
Real estate, renting, and business activities 18%
Wholesale and retail trade, repair; hotels and restaurants 12%
Financial intermediation 11%
Construction 6%
Orther services 5%

Tradable sectors

Miningand quarrying; manufacturing; utilities 17%
Transport, storage, and communications 5%
Agriculture, forestry, and fishing 2%

Source: Luxembourg Income Study; 24 countries with data for each sector,
covering 85% of the OECD’s population. Population data are from Penn
World Tables 9.0.

Across OECD countries, but especially in those that are English-speaking,
healthcare, education, and public administration are the major occupations
for top earners (figure 1.7). In the United States and the United Kingdom,
26 percent of the top one percent come from healthcare, education, and pub-
lic administration. In Ireland, it’s 23 percent, in Canada, 21 percent, and in
Australia, 19 percent. So there is a very high correlation between income in-
equality and the share of the top one percent from these sectors.®!

Denmark, Finland, Iceland, Austria, and Japan are among the countries
with relatively low shares of top earners working in these sectors.®?

These professional and human services can also account for the extraordi-
nary rise of the one percent in the United States. In 1970, just 47 percent of
the nation’s top one percent came from these domestic service industries. By
2015, the share had risen to 66 percent. Most of the increase came from fi-
nance, real estate, and healthcare, but legal and other professional services also

contributed substantially to the rise.®®

WHAT TALENT, TECHNOLOGY, AND TRADE GET YOU

Having established that the one percent work primarily in domestic sectors that
are relatively sheltered from global competition, I turn now to what they do.
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Japan 21%
Austria 28%
Finland 33%
Iceland 38%
Greece 38%
Estonia 40%

Denmark
Poland
Mexico

Spain

France

Germany

Italy

United Kingdom
Netherlands
Israel
Switzerland
United States
Ireland

46%
46%
47%
47%
48%
53%
53%
53%
63%
64%
66%
67%
71%

Luxembourg 78%

Figure 1.7. Share of country’s top 1 percent income earners working in healthcare,
education, public administration, finance, real estate, or business services

Source: Analysis of Luxembourg Income Study.

Analysts on the political Left assume that the top one percent are largely
executives from publicly traded corporations.64 In fact, executives are but a
small share of the one percent.

In the United States, executives and legislators comprise just 12 percent
of the top 1 percent of income earners, according to data from 2015, the lat-
est available at time of writing.®> In other OECD countries, the figures are
similar, even higher. In Denmark, 25 percent of the one percent are classi-
fied as managing directors and chief executives. In Austria, 17 percent are
classified as CEOs, senior officials, and legislators, and 13 percent are in
Switzerland and Israel. In Ireland and Finland, 16 percent qualify; in the
Netherlands, 11 percent; in France, 6 percent; in Germany, 4 percent; and in
Luxembourg, just 3 percent.®®

The point is that executives are a small minority of top earners in every
rich country. The emphasis on executives of publicly traded companies is un-
derstandable in that they are highly visible representatives of the elite, but
this focus has perpetuated the theory that capitalism itself naturally leads to
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massive income inequality, whereas we will see there is nothing natural
about it.

To be sure, the share is considerably larger if middle- and lower-level
managers—not just executives—are included, as they are very large in num-
ber, but this total still amounts to just over one-third of top earners
(37 percent) across the OECD countries.” The United States is roughly at
the OECD country average on this measure in that 36 percent of its top one
percent are legislators, managers, or executives.®® In Canada, the comparable
figure is on the high end at 48 pcrccnt.69 Opverall, the share of top earners
who are managers is negatively correlated with income inequality.

As stated before, most economists and analysts on the political Right as-
sume that talent, technology, and globalization explain the one percent, but
that too is contradicted by the occupational data.

In the United States, detailed data on earnings by occupation show that
the largest occupational category for top earners is physicians and surgeons,
who comprise 14.5 percent of the top one percent. The probability of being
in the one percent is also highest for this group. Slightly over one out of every
five physicians or surgeons is in the top one percent (21.6 percent) compared
with one out of seven for CEOs (13.9 percent).

Under the techno-talent theory of the top one percent, this shouldn’t be
possible. It would be difficult to think of a professional occupational group
less affected by technological change and globalization than physicians. Phy-
sicians do not export their services and are so behind in their use of informa-
tion technology that the U.S. government passed legislation in 2009 to fund
and encourage more widespread I'T adoption among doctors.”

Alrogether, health professionals account for 17.7 percent of top carners.
Lawyers—who also rarely export their services and make less use of technol-
ogy than many professionals and blue-collar workers—represent another
8 percent. Another 10 percent work in one of several financial occupations.
Combined, one out of every three top earners is either a health, finance, or
legal professional.

Workers in STEM occupations—those in science, engineering, and com-
puter programming professions—exhibit higher cognitive scores and are more
likely to use sophisticated software technologies compared with health, fi-
nance, and legal professionals.”! Yet, contrary to the predictions of conven-
tional economic theory, only 3 percent of top earners work in computer or
mathematical occupations, 2 percent in engineering or architecture, and
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Table 1.3. Occupations that represent at least 1 percent of the top one

percent, United States, 2015

Share of total
one percent

Probability of
being in top
one percent

Physicians and surgeons

Chief executives and legislators

Miscellaneous managers

Lawyers, judges, magistrates, and other judicial
workers

Financial managers

First-line supervisors of nonretail sales workers

Marketing and sales managers

Personal financial advisors

Accountants and auditors

Securities, commodities, and financial services sales
agents

Sales representatives, wholesale and manufacturing

Management analysts

General and operations managers

Miscellaneous sales representatives

First-line supervisors of retail sales workers

Software developers, applications and systems
software

Dentists

Real estate brokers and sales agents

Medical and health services managers

Financial analysts

14.5%
12.0%
9.0%
7.7%

4.2%
2.7%
2.5%
2.4%
2.2%
2.1%

1.8%
1.8%
1.5%
1.5%
1.4%
1.3%

1.2%
1.1%
1.1%
1.0%

21.6%
13.9%
2.7%
9.5%

4.5%
2.9%
3.3%
8.5%
1.5%
11.1%

1.7%
2.9%
2.1%
2.9%
0.6%
1.3%

10.7%
2.0%
2.1%
5.2%

Source: Analysis of [IPUMS-USA, 2015 American Community Survey.

1 percent in science and social science occupations. So the probability of being

in the top one percent is also much lower for STEM professionals than for

health, legal, and finance professionals.

Take software development. It is arguably the most in-demand career in

the United States, as measured by job vacancy rates, hiring difficulty, and the

market value of its skills.”? Yet, just 1.3 percent of software developers are in

the one percent (table 1.3). A number of unglamorous professions have a

higher percentage of workers in the top one percent than software develop-

ers: financial clerks (2 percent), financial specialists (4.1 percent), veterinari-

ans (3.2 percent), and insurance agents (1.8 percent).
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In fact, there were 1.1 million software developers working in the United
States in 2015 and 140,000 dentists, but there were approximately the same
number of dentists in the one percent as there were software developers
(15,000 dentists versus 15,750 software developers). Tech may be glamorous,
but you are 10 times more likely to get rich going into dentistry than software
development, and over 20 times more likely to be in the top one percent if
you become a physician.

This level of detail is difficult to get for countries outside the United States,
but available data from the Luxembourg Income Study suggest that medical
and legal professionals comprise an important share of top earners around the
world, though usually not to the same extent as in the United States.

In Isracl, medical doctors comprise 17 percent of top earners, which is close
to the 15 percent figure in the United States, but in more egalitarian coun-
tries the total is usually less. In Denmark, specialized and general medical
practitioners represent 9 percent of top earners. In Germany, medical doctors
comprise 6 percent of top earners. In Luxembourg, it’s 6 percent.

Legal, social, and cultural professions—which include lawyers, librarians,
and entertainers—comprise 18 percent of top earners in Luxembourg,
14 percent in Spain, roughly 10 percent in the United States, 9 percent in
Ireland, 7 percent in Germany, and 5 percent in Finland, the Netherlands,
and Switzerland.”® In Denmark and Estonia, lawyers comprise just 2 percent
of top earners, versus 5 percent in Russia and 8 percent in the United States
and Israel.

Meanwhile, STEM workers represent a somewhat larger share of top earn-
ers outside the United States but are still just a small fraction of top carners.
Science and engineering professionals comprise 10 percent of top earners in
Ireland, 8 percent in Finland and Austria, 5 percent in Switzerland, and
4 percent in the Netherlands, but just 3 percent in Spain and the United
States. Engineers comprise 9 percent of top earners in France, and architects
and engineers represent 9 percent in Israel, but just 2 percent in the United
States.”*

For those living in rich countries, talent, technology, and trade, as mea-
sured by cognitive ability, sophisticated computer use, and work for an export-
oriented company, usually lead to well-paying jobs, but rarely get you to
the top of the income distribution. For that you need political power, as we

shall see.
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WHY PRODUCTIVITY GROWTH SLOWED

A conventional explanation for income inequality is that the world’s most pro-
ductive companies in highly competitive industries are generating enormous
profits for the “winners” of globalization, while everyone else loses out.”

The opposite is closer to the truth. The sectors that contribute the most to
the one percent contribute the least to innovation and global productivity
growth. Great inventors, innovators, and cultural stars who often become rich
while contributing to human prosperity and happiness are rare. Most top
carners work in industries that are not objectively innovative.

Opver the last 35 years, the least productive sectors of the economy have ab-
sorbed an increasing share of productive resources while delivering fewer
benefits. That explains the low productivity growth. The most important ex-
ample is healthcare. In the OECD countries, healthcare spending accounted
for 6.1 percent of total national spending in 1980, but 35 years later, it had
grown to 10 percent (figure 1.8). In the United States, the healthcare share
of national spending doubled from 9 percent to 18 percent over the same pe-
riod. In other words, residents of the United States, through a combination
of tax dollars, business spending on insurance, and personal spending, now
allocate 18 out every 100 dollars to healthcare.

This pattern also explains the rise in income inequality. The majority of
top income earners work in financial services, real estate, legal services, or
healthcare, and these sectors display slow productivity growth. Meanwhile,
the highly productive sectors such as information and manufacturing have
relatively few top income earners. Even advanced services—such as computer
services, software, and engineering—constitute only a small share of top
earners.

What Is Productivity Growth?

Conceptually, there are two ways to measure productivity growth. One, which
is how most economists think about it, is to compare output to inputs. Out-
put is usually measured as gross value added, which can be thought of as rev-
enue from sales once expenses paid to outside vendors are subtracted. Take a
car manufacturer, for example. Its gross value added could be calculated as
total vehicle sales less the amount it paid suppliers for metal, glass, tires, and

For general queries, contact webmaster@press.princeton.edu



© Copyright, Princeton University Press. No part of this book may be
distributed, posted, or reproduced in any form by digital or mechanical
means without prior written permission of the publisher.

30 o Chapterl

12
10 1 9.8%
8 7.6%
6.7%
6.1%

6 -

4 -

2 -

0

1980 1990 2000 2015
Figure 1.8. Share of national income spent on healthcare in OECD countries,

1980-2015

Source: OECD.STATS. “Health Care Resources: Remuneration of Health Professionals.”
https://stats.occd.org (accessed April 3, 2018).

other inputs. The easiest way to calculate productivity is to divide gross value
added by the number of workers.”

While conceptually simple, this approach depends upon accurate price
data. For example, consider a hypothetical scenario in which a new law for-
bids the construction of new homes in a country with growing demand for
housing because of immigration and demographics. House prices would
soar, as would hourly incomes of real estate agents who are paid a percentage
of the sales price. It would look as if real estate agents had become far more
productive, when in fact they had not changed the quality of their services,
so the apparent productivity growth would be a mirage. This sort of artificial
increase in productivity is generally corrected when government statisticians
calculate a price index for the real estate sector that takes this trend into
account and adjusts the sector’s gross value added accordingly.

Thus, price changes are fundamental to productivity growth, but any
changes to quality need to be included too. If the ratio of quality to price in-
creases, either because prices fall or quality increases, there is productivity
growth. Another example from the auto industry is the not-yet-released Tesla
Model 3, which is being advertised with a price of $35,000. Its features—its
quality—are only slightly worse than the Model S, which costs $69,500.””
Thus, if every consumer who would have purchased a Model S switched to

(continued...)
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