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LAWRENCE MISHEL:
Welcome to our second public forum of the Agenda for Shared Prosperity.  Let me first tell you a bit about our policy initiative, and then I’ll introduce our keynote speaker, Paul Krugman.

We have undertaken this effort, the Agenda for Shared Prosperity Initiative, because we think that the American people need an economic agenda that will spur growth, reduce economic insecurity, and provide for broadly shared prosperity.  The purpose is to address the growing gap between America’s promise and its problems.  This is the right moment for exploring economic problems.  It is clear the economy has not been working for working people.  We note in particular the growing gap between healthy productivity growth and the stagnant wages of high school-educated workers and college-educated workers.


We note that this is the result of a shift in bargaining power away from individuals and workers, towards employers and the very well off.  This is a country that once grew together, and that now grows apart.  We believe these disappointing economic trends reflect a failure of conservative policies.  It’s clear that tax cuts have not worked. They have not delivered broadly shared prosperity. They have not created the promised jobs. They have not even created the promised investment that they said they would do.


We challenge the pervasive conservative argument that Americans are on their own in dealing with the economic sea changes that they are experiencing.  My colleague Jared Bernstein has referred to conservative policies as “Yo-Yo (You’re on Your Own) Economics.”  We think the American people have rejected the idea of, “Just give me my own health savings account, personal savings account, personal unemployment insurance account, my personal everything, and I’ll be okay.”  That’s not the way forward.


It’s also not the way forward to just believe that we can get shared prosperity by accelerating – putting the pedal to the metal on globalization and getting greater national savings.  That will neither create the growth we need, nor reconnect pay and productivity.  This is the motto of our initiative: America needs solutions that match the scale of the problems.  We can’t just pretend that old or small-scale policies work, and a few middle-class tax cuts here and there are going to do the job.


We believe the success or failure of the economy is not measured by how fast the stock market and economy grows.  It’s really the extent to which the vast majority are seeing their living standards improve.  We challenge the superficial assertion that global forces – technology, competition – have rendered Americans helpless to do anything about the circumstances they face, other than to individually adjust to the outcomes of the unregulated market.


We think of ourselves as inheritors of a tradition that believes that the American people working together through their government can make the economy grow, reduce economic inequality and insecurities, provide affordable and accessible health care for all, ensure retirement income security, protect the rights of working people, and help households balance work and family life.  And that’s our task.  And today we are examining the employment relationship, the role of unions, the unraveling of the social contract and how to rebuild it, which is an essential part of restoring broadly shared prosperity.


It’s now my pleasure to introduce Paul Krugman.  Paul has been well known among economists for many years.  I still think of him as an international trade theorist, although I think other people may not think of him that way.  But we were all aware of his writings for many years when he was a professor at MIT and earlier.  He started writing for a broader public audience in the early 90s, but since he’s had his New York Times column, I think he has reached a really, really broad audience.


I’m going to list three reasons why I really appreciate Paul.  One, I recognize as an economist that I come from a  profession that frequently looks down upon speaking to a broad audience, rather than just publishing articles read by a technical elite.  And I know that Paul’s becoming a public intellectual bears a cost in terms of some narrow-minded folks.  And so I very much appreciate his stepping into that role.


Second, you’ve got to respect the fact that Paul speaks truth to power.  Whether it’s calling the Bush administration on their incompetence or deceptions, he has bluntly talked about income inequality for many years, and the ugly fact that the very wealthiest have grabbed the lion’s share of income growth.  And he has pointed out that its public policies that have helped generate this.  It’s not just a force of nature.  


Last, I want to give what perhaps is my biggest compliment to Paul.  It is that he, like EPI, is willing to go beyond the mainstream.  Rather than be in the comfortable mainstream, he ends up being what I would call downstream, which is where mainstream people will be a few years hence. So, without further ado, Paul Krugman.
PAUL KRUGMAN:
Actually what I want to talk about is going to dovetail pretty closely on what Larry was saying.  I want to talk about inequality and some things that we need to understand and think about in trying to understand what’s going on and what can be done.  Before I get to this, let me just say, why should we be so concerned about rising inequality, about this really dramatic change that’s happened over the past 30 years in the United States?

One of them is just a straightforward issue that we’ve been very good at generating overall growth, but very bad at actually spreading that.  The fruits of the growth have been remarkably small for most Americans.  It’s interesting.  There is a large debate: Are the numbers that say that the real wage of the typical non-supervisory worker has actually fallen since about 1970 really right?  Should we be correcting for new goods?  Is the price index misleading?


I think the meaningful thing there is that we’re even having that discussion.  In 1972, nobody asked whether we were really had had gains in income since the end of World War II.  There was no question that that first post-war generation represented an enormous increase in the standard of living of everybody.  Since then, it’s within the range where we really have to struggle to find clear-cut evidence.  And yes, people probably are materially better off than they were in the 1970s, but not nearly as much as they should be, giving the extent to which we are a more productive economy.


I just want to say two additional points.  The first is a highly unequal society is inherently undemocratic in ways that really matter.  I mean, we have these sometimes reasonable conservatives who will say, “Look, what I really care about is equality of opportunity, and I don’t really think we should care about inequality of outcomes.”  

But the fact of the matter of course is that if you have really highly unequal distribution that translates into inequality of opportunity.  And EPI had a brief that I just read, actually put out more than a year and a half ago, about the relationship between test scores, socioeconomic status, and college graduation.  And yes, it is true that students coming from high status households with low-test scores are more likely to complete college than students coming from low-status households with high-test scores.  It actually is true that class trumps ability in terms of the actual ability to get through college.  

So, the fact that we have such a highly unequal society does mean inequality of opportunity as well as outcomes.  And it’s not good.  The last thing is just to say that it’s very clear from the history that a highly unequal society has nasty politics.  You ask, “Why are things so bitter, so harsh here?”  It’s not because we’ve mysteriously had an inflow of people with bad manners into the U.S. Congress.  It’s driven by the fact that we actually do have class-dominated politics.  

And the reason we have class-dominated politics is because in a highly unequal society the class interests are so different. But the relationship between income inequality and polarization of politics is just overwhelming in historical track.  The question, though, and I think this comes to where Larry wanted us to talk, is can we do anything about it?  And one thing I’ve been noticing on multiple debates in public policies – climate change is another one – is there seems to be an almost seamless transition from denial to fatalism.  That for 15 or 20 years the people would say, “No, what you’re saying is not happening.”  And then almost immediately they’ll turn around and say, “Well, yeah, sure it’s happening, but there’s nothing that can be done about it.”  

And that’s kind of the way a lot of the discussion now goes on inequality.  That there is really nothing you can do to arrest this.  That it’s all the invisible hand driving this growth in inequality, and there’s nothing you can do to really change it – well, maybe better education. But while education is very much a good thing, it’s the all-American way of dodging problems.  Since everybody approves of it, you say we should have better education but wave away the pretty strong evidence that while it’s a good thing, it won’t make very much difference. So there’s this general sense that you can’t do anything.  

And I don’t think that that’s what the historical record suggests.  That in fact when we look at it, there appears to be quite a lot that the political process can do about inequality. Just to say, there’s the obvious.  Obviously, even if you look at the United States right now, the tax and social insurance system makes an enormous difference.  
But the amount of inequality in the United States is substantially less than it would be if we did not have still at least somewhat progressive taxation, and still a pretty extensive, though not nearly extensive enough, system of social insurance.  And that makes a big difference.  Certainly if you’re looking at say the United States versus Canada, a lot of the difference between the two countries is just that Canada has more of a better safety net financed by somewhat higher taxation.  

And if you’re looking for a progressive agenda, certainly from my point of view, a large part of that ought to be straightforward orthodox stuff, which is still very hard to do politically.  It would be essentially restoring progressivity of the tax system, and using the revenue to improve social insurance and, above all, health care.  

So, if you say what would I really like if I went into a Rip Van Winkle sleep and woke up ten years from now, I’d like to wake up and discover that we have a national health care in some version with the necessary funding supplied in part by higher taxes on me, or actually, the top two percent of the income distribution.  But people a lot richer than me, of course.  But it’s not the whole story that the only thing you can do is taxes and social insurance.  And the arc of history for the United States suggests that there’s actually a lot more that can happen.  

If you look back across the past 80 years or so of the United States, what you see is that in the 1920s, we were for practical purposes still in the gilded age.  That may not be the way the historians cut it, but in terms of the actual distribution of income, so far as we can measure it in terms of the role of status and general feel of the society, we were still an extremely unequal royalist society.  

By the time World War II was over, we had become the middle-class society that the baby boomers in this audience grew up in.  We had become a much more equal society.  That high degree of equality began to go away – depending on exactly which numbers you look at – during the late 70’s, maybe a little earlier than that.  And at this point we’re basically back to pre-tax and transfer to the levels of inequality that we had in 1929.  

So there is this great arc to the middle class, away from gilded age to middle-class society and then back to the new gilded age, which is now what we’re living in.  And there are really two puzzles about that.  One of them is a political puzzle, which is why instead of leaning against these trends, politics has actually reinforced them.  Why it is that U.S. politics moved left in the age of a relatively middle-class society, and moved right as society got more unequal?  

A naïve view of politics would say that, “Gee, when a few people are winning a lot and most people are lagging behind, people ought to be voting for more social insurance and more progressive taxation, not less.”  And we have some understanding of why that doesn’t happen. It has to do with the role of money, organization and all of these other things that affect politics.  That story also helps us understand why politics gets so nasty.  

If you actually look at some of the measures - I’m really into quantitative political science these days – of political positions that political scientists calculate, it does look as if what the main thing that moves actually over time is in fact the Republican party.  The Democratic Party has not – at least with northern Democrats – gotten significantly more liberal over the past. They haven’t moved much at all over the past 30 years.  

But the Republican Party, which had largely converged on the Democrats in the age of Eisenhower, has moved sharply to the right.  And so that one party, in effect, moves with the income of the top 5 percent or 1 percent of the population.  So that seems to be the story.  I mean, we can think about reasons why that might be true.  But the other puzzle, and this comes to the question of the conference, is what drove these changes?  How did we become largely middle class?  

Why have we become a much more unequal society once again?  And the standard, what economists like to say, is “Well, it’s all invisible hand.  It’s all market forces.”  The history doesn’t seem to look like that, if we ask how did the society we had in 1947, which is when a lot of our data start, come into existence.  

Was it a gradual process whereas the economy developed and we got out of the early days of the American industrial revolution, we gradually moved towards middle class-ness?  Well, no, historically it happened in an eye blink.  In this Claudia Golden and Bob Margot classic paper, they call it the great compression.  As late as the late 30s, the income distribution appears to be highly unequal.  

By the time you wake up in 1946 or so, it’s highly equal.  And how did that happen?  A lot of it was more or less deliberate compression of wage differentials during World War II.  But if you were or had standards, supply and demand for different types of labor, you’d say that should last only as long as the wage controls lasted.  It should have sprung back to where it was, but it didn’t.  It actually stayed quite equal for another 30 years at least. You ask, what buttressed that?  Well, partly it’s the rise of a powerful union movement, which is at least in large part a change in the political climate, but then remained in place for several decades more.  

Other things we’re not sure.  But it looks more or less as a leveling of the income distribution. Obviously we want to be careful about the words.  No one presumably in this room, and certainly not me, is advocating Cuba.  We’re not calling for a flat income distribution.  But the relative equalization that seems to have taken place was engineered by a combination of top-down politics and grassroots organization that made people want a more equal society in the 30s and the 40s, and they got it.  

And it remained for quite a long time.  Now, that started to come apart roughly 30 years ago, and there’s been a large increase in inequality since then.  As people probably know, I’ve written about the part that is sort of polite to talk about, which is the rising premium for highly educated workers.  But that’s only part of it.  Even more spectacular is the increase in inequality of the far-right tail of the income distribution.  

The CEOs and high school teachers who got roughly the same number of years of formal education haven’t exactly had the same growth in income over the past 30 years.  So, there’s this vast increase in inequality at the top.  What do we think caused that?  I actually just had to do a class on that.  It was in my international trade class, but we were doing the trade and inequality stuff.  

And the question is what do we think is underlying the rise in inequality in the United States?  And searching for metaphor, I actually ended up with the “Murder on the Orient Express.”  Not for what actually happened but for the way we described it.  In “Murder on the Orient Express,” somebody is killed and there are 12 suspects.  The question is which of them did it and the answer actually is all of them.  The official economic story about rising inequality is one in which we have a whole bunch of villains, which all seem to be playing a role.  

So we’ve got skill bias and technological change, which is shifting demand towards highly educated workers.  We’ve got growing international trade with increased imports of labor-intensive products further reducing demand for less educated workers.  We have immigration, possibly similar in its effect to trade.  We have the falling real value of the minimum wage contributing at the bottom end.  We have some affected unionization driving the change in income distribution.  

Finally, in terms of at least the after-tax distribution, we have changes in taxes which have, in general, reinforced rising inequality.  It could be true, but it’s kind of funny that all of these different things should be working in the same direction.  In “Murder on the Orient Express,” there is an elaborate conspiracy that means that all 12 of the potential suspects were actually in collusion.  It’s a little hard to see how all of these factors and economics are in collusion. 

Okay, I think that what we can say is that the political climate matters more for the distribution of income than the economic models that we know how to work with and would seem to suggest more than our models capture.  If you ask me practically what I want done now, I think that the most important agenda thing right now is, in fact, to work on the taxes and social insurance side, because that is concrete and you can get stuff.  

But there is a lot of reason to believe that a change in the political climate in various ways can do a lot more than you would think just from looking at the taxes and social insurance.  Let me give you two pieces of evidence that I looked at.  One is that there is some really interesting, though intellectually disturbing, work by my colleague, Larry Bartell who is in the Princeton Politics Department and has just looked at what happens to income growth at different points in the income distribution under administrations of the two parties.  

Now there shouldn’t be a big difference really because at any given historical period, the visible policies are not all that different.  Certainly there is a pretty significant shift from Clinton to Bush and there was, in fact, a pretty significant shift from Bush to Clinton previously.  But it’s in taxes and it really shouldn’t be very obvious at pre-tax distribution of income. And yet what Bartell finds is actually there is a really striking difference.  

Inequality on average rises under Republicans. At least in the bottom 80 percent of the income distribution, it’s stable or falling under Democrats.  The top 1 percent just kept on rising right through, but there is at least a surprising, fairly robust correlation.  

The other thing I would say is timing.  There’s a very clear co-movement over time between income inequality and both the political polarization and the rightward tilt of our politics. It’s pretty clear that the rising inequality over the past 30 years has been associated with a rightward shift of the political center of gravity, mainly because of the Republican Party shifting to the right.  

You might say that’s the causation running from income distribution to politics.  But if you actually then just start to look at it through history, the timing actually seems to be reversed.  The rise of an aggressive or rightwing movement and the rise of a really major assault on the New Deal great society legacy both come before the big shift in income distribution takes place.  

The emergence of the modern right is something that obviously dates back to Goldwater, but really becomes a political force in the ‘70s.  You don’t really see the big changes in income distribution until the ‘80s.  So it looks almost as if, just in this crude sense, politics is leading the economic changes.  How could that operate?  I just want to talk about two things.  I suspect that there are quite a few channels that we don’t really perceive, but there are two that are fairly clear.  One of them is unionization.  

Obviously, private sector unions were very important in the U.S. 30 years ago and have very nearly – not completely, but very nearly – collapsed, and they are down to eight percent of private employment.  Why did that happen?  You will often see people saying – well, that’s because of de-industrialization, and because of the decline of manufacturing. But that is actually not right.  It’s not right in two ways.

First of all, arithmetically, most of the decline in unionization is a result not of the decline in manufacturing share, but of the decline of the unionization of manufacturing itself.  So the big thing that happens is that there is a collapse of unionization within the manufacturing sector and then of course also a smaller share of manufacturing in the economy, but it’s much more dramatic on the collapse within the sector.  

The other is that there is no law that says that unionization should be a manufacturing phenomenon.  What it really is, to the extent that there is a story, is that large enterprises are more likely to be to be unionized.  The reason why the high tend of unionization was also a period when manufacturing was the core of the union movement, is that at that time, large enterprises were largely a manufacturing phenomenon.  

Now we have a service economy in which there are a lot of large service sector enterprises.  Not to put too fine a point on it, but why exactly couldn’t Wal-Mart be unionized?  It doesn’t face international competition.  There is no obvious reason why it wouldn’t be possible to have a strong union in Wal-Mart and in the big box sector and other parts of the economy.  And just think of how different the whole political economy would look if the service sector enterprises were unionized.  

Not necessarily all the effects would be positive, but it would certainly be very, very different.  What happened?  Why did manufacturing unionization collapse? Why didn’t the emerging service sector get unionized?  And the answer is actually pretty straightforward and pretty brutal.  It’s politics and aggressive employer behavior enabled by politics.  

I have seen estimates of a fraction of workers who voted for a union and who were fired in the early ‘80s. They range from a low of one in 20 to a high of one in eight. There is no question that aggressive, often illegal, union busting is the reason the union movement declined. And the change in the political climate that began in the ‘70s clearly played a role in making that possible.  

Now how important is all of that?  You may have seen that there have been a number of estimates of the effects of unions on income distribution.  It’s funny. People will often say that those estimates are small and actually they typically are roughly comparable in size to typical estimates to the effect of international trade on income distribution.  So these are both in secondary and the standard accounting to technological change, but both fairly significant.  

What is more, there are a lot of reasons to think that those estimates are not capturing a lot of the story.  As the people who do them will concede, what they basically do is say: What if the workers were paid, unionized and non-unionized workers were paid the same as they are now, and just do a sort of shift share analysis.  What that doesn’t capture – and they know it, but there is just no way to do it better – is the effect of a strong union movement on the bargaining position of workers who are not unionized, but might be. 

It doesn’t capture the effect of a strong union movement and possibly disciplining insider behavior by executives and so on down the line.  So it is likely that that is a much more important story than we typically give it credit for being.  Let me just give you my other piece of the story, executive compensation.  There’s a raging debate now of how much of the soaring executive compensation is insider self-dealing, and how much of it is just market forces.  

I went back and was looking at what people said about executive compensation when it was low, just 40 or 50 times the average worker salary. Let me read you some quotes.  “Managerial labor contracts are not, in fact, a private matter between employers and employees.”  “Parties such as employees’ labor unions, consumer groups, Congress and the media create forces in the political media that constrain the types of contracts.” And so on down the line.  

A lot of discussion was of the role of the political climate that was basically hostile to outrageous paychecks and constrained it.  Where are these quotes from?  They are actually from Michael Jensen and Kevin Murphy writing, saying people have complained that there are not enough incentives in executive pay.  They are saying that what we really need is to have executives get more stock options and stake in the firm – in other words, all of the stuff that has happened since then.  

So back when executive pay was low, 40 or 50 times average pay, it was actually the defenders of higher executive pay that complained that it was actually non-market forces that were constraining executive pay.  Now of course that disclosing of pay has happened, the same side of the debate says it’s ridiculous to claim that social norms and political forces have any role in this.  But I think it’s actually quite clear that it did.  

We can argue about which is the natural market outcome. But the point is, in fact, that we had a society 25 years ago in which there were some constraints imposed by public opinion, by strong unions, by a general sense that there were things that you don’t do.  And maybe that led firms to make a decision to think of there being a sort of tradeoff between a “let’s have a happy high morale” workforce, or let’s have a super star CEO and squeeze the workers for all we can.  There were some things that tilted the balance in that decision.  

Okay, are we going to do another great compression?  Hopefully not.  The reason I say hopefully not is even FDR needed World War II to be able to carry out that sort of wholesale social engineering that took place.  I am not looking forward to having a replay of that.  I think that if we get serious, as some of us hope we do, and we actually do have a swing back in the political pendulum that – in addition to the direct stuff – we can do a lot to change the climate in the many small ways that add up to a lot of impact on the bargaining power of workers.  

The ability of the bottom 80 percent of the population to get a bigger share of the total pie – I think that if we get there, we may be surprised at just how successful we are at moving ourselves back, at least part of the way, to the kind of middle-class society that people like me grew up in.  Thanks.
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