A RIGGED
ECONOMY

And what we can do about it By J.

E. Stiglitz

AMERICANS ARE USED TO THINKING THAT THEIR NATION IS
special. In many ways, it is: the U.S. has by far the most
Nobel Prize winners, the largest defense expenditures
(almost equal to the next 10 or so countries put together)
and the most billionaires (twice as many as China, the
closest competitor). But some examples of American Ex-
ceptionalism should not make us proud. By most ac-
counts, the U.S. has the highest level of economic in-
equality among developed countries. It has the world’s
greatest per capita health expenditures yet the lowest
life expectancy among comparable countries. It is also
one of a few developed countries jostling for the dubi-
ous distinction of having the lowest measures of equal-
ity of opportunity.

The notion of the American
Dream—that, unlike old Europe, we
are aland of opportunity—is part of
our essence. Yet the numbers say
otherwise. The life prospects of a
young American depend more on
the income and education of his ox
her parents than in almost any other

tion, that seem beyond our control,
but most disturbingly because of
those within our command. It is
not the laws of nature that have led
to this dire situation: it is the laws
of humankind. Markets do not ex-
istin a vacuum: they are shaped by
rules and regulations, which can

advanced country. When poor-boy-
makes-good anecdotes get passed
around in the media, that is precise-
ly because such stories are so rare.
Things appear to be getting
worse, partly as a result of forces,
such as technology and globaliza-
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be designed to favor one group
over another. President Donald
Trump was right in saying that the
system is rigged—by those in the
inherited plutocracy of which he
himself is a member. And he is
making it much, much worse.

America has long outdone oth-
ers in its level of inequality, but in
the past 40 years it has reached new
heights. Whereas the income share
of the top 0.1 percent has more than
quadrupled  and that of the top
1 percent has almost doubled, that
of the bottom 90 percent has de-
clined. Wages at the bottom, adjust-
ed for inflation, are about the same
as they were some 60 years ago! In
fact, for those with a high school ed-
ucation or less, incomes have fallen
over recent decades, Males have
been particularly hard hit, as the
U.S. has moved away from manu-
facturing industries into an econo-
my based on services.

DEATHS OF DESPAIR
WEALTH 15 even less equally distrib-
uted, with just three Americans
having as much as the bottom
50 percent—testimony to how
much money there is at the top and
how little there is at the bottom.
Families in the bottom 50 percent
hardly have the cash reserves to
meet an emergency. Newspapers
are replete with stories of those for
whom the breakdown of a caror an
illness starts a downmward spiral
from which they never recover.

In significant part because of
high inequality [see “The Health-
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FADING OF THE AMERICAN DREAM

Contrary to popular belief, equality of opportunity in the U.S. is lower
than in most advanced countries—and itis declining. A 2017 report by
economist Raj Chetty and others indicates that an Americanborn in
1940 was almost certain to become more prosperous than his or her
parents. Someone born in 1980 is just as likely to be worse off, however.
Declining equality of opportunity stems in large part from the high cost
of higher education, coupled with spiraling economic inequality. Statis-
tics from the World Inequality Database show that since about 1970 the
income of the top 1 percent, corrected for inflation, has quadrupled,
whereas that of the bottom 90 percent has stagnated. Men with only
high school degrees have seen their incomes drap.

The American Dream s Fading for Many ...
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Wealth Gap,” by Robert M. Sapol-
sky, on page 62], U.S. life expectan-
¢y, exceptionally low to begin with,
is experiencing sustained declines.
This in spite of the marvels of med-
ical science, many advances of
which occur right here in America

and which are made readily avail-
able to the rich. Economist Ann

Case and 2015 Nobel laureate in

economics Angus Deaton describe

one of the main causes of rising
morbidity—the increase in alcohol-
ism, drug overdoses and suicides—
as “deaths of despair” by those who

have given up hope.

Defenders of America’s inequal-
ity have a pat explanation. They re-
fer to the workings of a competi-
tive market, where the laws of sup-
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ply and demand determine wages,
prices and even interest rates—a
mechanical system, much like that
describing the physical universe.
Those with scarce assets or skills
are amply rewarded, they argue,
because of the larger contributions
they make to the economy. What
they get merely represents what
they have contributed. Often they
take out less than they contributed,
5o what is left over for the rest is
that much more.

This fictional narrative may at
one time have assuaged the guilt of
those at the top and persuaded ev-
eryone else to accept this sorry
state of affairs. Perhaps the defin-

" ing moment exposing the lie was

the 2008 financial crisis; when the
bankers who brought the global
economy to the brink of ruin with
predatory lending, market manip-
ulation and various other antiso-
cial practices walked away with
millions of dollars in bonuses just
as millions of Americans lost their
jobs and homes and tens of mil-
lions more worldwide suffered on
their account. Virtually none of
these bankers were ever held to ac-
count for their misdeeds. i

I became aware of the fantasti-
cal nature of this narrative as a
schoolboy, when I thought of the
wealth of the plantation owners,
built on the backs of slaves. At the
time of the Civil War, the market
value of the slaves in the South was
approximately half of the region’s
total wealth, including the value of
the land and the physical capital—
the factories and equipment. The
wealth of at least this part of this
nation was not based on industry,
innovation and commerce but
rather on exploitation: Today we
have replaced this open exploita-
tion with more insidious forms,
which have intensified since the
Reagan-Thatcher revolution of the
1980s. This exploitation, T will ar-
gue, is largely to blame for the es-
calating inequality in the U.S.

After the New Deal of the 1930s,
American inequality went into de-
cline. By the 1950s inequality had
receded to such an extent that an-
other Nobel laureate in economics,

Simon Kuznets, formulated what
came to be called Kuznets’s law. In
the early stages of development, as
some parts of a country seize new
opportunities, inequalities grow,
he postulated; in the later stages,
they shrink. The theory long fit the
data—but then, around the early
1980s, the trend abruptly reversed.

EXPLAINING INEQUALITY
ECONOMISTS HAVE put forward a
range of explanations for why in-
equality has in fact been increasing
in many developed countries. Some
argue that advances in technology
have spurred the demand for
skilled labor relative to unskilled
labor, thereby depressing the wages
of the latier. Yet that alone cannot
explain why even skilled labor has
done so poorly over the past two
decades, why average wages have
done so badly and why matters are
so much worse in the U.S. than in
other developed nations. Changes
in technology are global and should
affect all advanced economies in
the same way. Other economists
blame globalization itself, which
has weakened the power of work-
ers. Firms can and do move abroad
unless demands for higher wages
are curtailed. But again, globaliza-
tion has been integral to all ad-
vanced economies. Why is its im-
pact so much worse in the U.S.?

The shift from a manufacturing
to a service-based economy is part-
ly to blame. At its extreme—a firm
of one person—the service econo-
my is a winner-takes-all system. A
movie star makes millions, for ex-
ample, whereas most actors make
a pittance. Overall, wages are likely
to be far more widely dispersed in
a service economy than in one
based on manufacturing, so the
transition contributes to greater
inequality. This fact does not ex-
plain, however, why the average
wage has not improved for decades.
Moreover, the shift to the service
sector is happening in most other
advanced countries: Why are mat-
ters so much worse in the U.S.?

Again, because services are of-
ten provided locally, firms have
more market power: the ability to
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raise prices above what would pre-
vail in a competitive market. A
small town in rural America may
have only one authorized Toyota
repair shop, which virtually every
Toyota owner is forced to patronize.
The providers of these local servic-
€s can raise prices over costs, in-
creasing their profits and the share
of income going to owners and
managers. This, too, increases in-
equality. But again, why is U.S. in-
equality practically unique?

In his celebrated 2013 treatise
Capital in the Twenty-First Centu-
ry, French economist Thomas Pi-
ketty shifts the gaze to capitalists.
He suggests that the few who own
much of a country’s capital save so
much that, given the stable and
high return to capital (relative to
the growth rate of the economy),
their share of the national income
has been increasing. His theory
has, however, been questioned on
many grounds. For instance, the
savings rate of even the rich in the
U.S. is so low, compared with the
rich in other countries, that the in-
crease in inequality should be low-
er here, not greater.

An alternative theory is far more
consonant with the facts. Since the
mid-1970s the rules of the econom-
ic game have been rewritten, both
globally and nationally, in ways that
advantage the rich and disadvan-
tage the rest. And they have been
rewritten further in this perverse di-
rection in the U.S. than in other de-
veloped countries—even though the
rules in the U.S. were already less
favorable to workers. From this per-
spective, increasing inequality is a
matter of choice: a consequence of
our policies, laws and regulations.

In the U.S., the market power of
large corporations, which was
greater than in most other ad-
vanced countries to begin with,
hasincreased even more than elge-
where: On the other hand, the
market power of workers, which
started out less than in most other
advanced countries, has fallen fur-
ther than elsewhere. This is not
only because of the shift to a ser-
vice-sector economy—it is because
of the rigged rules of the game,

rules set in a political system that
is itself rigged through gerryman-
dering, voter suppression and the
influence of money: A vicious spi-
ral has formed: economic inequali-
ty translates into political inequal-
ity, which leads to rules that favor
the wealthy, which in turn rein-
forces economic inequality:

FEEDBACK LOOP
POLITICAL SCIENTISTS have docu-
mented the ways in which money
influences politics in certain politi-
cal systems, converting higher eco-
nomic inequality into greater polit-
ical inequality: Political inequality,
in its turn, gives rise to more eco-
nomic inequality as the rich use
their political power to shape the
rules of the game in ways that favor
them—for instance, by softening
antitrust laws and weakening
unions. Using mathematical mod-
els, economists such as myself have
shown that this two-way feedback
loop between money and regula-
tions leads to at least two stable
points. If an economy starts out
with lower inequality, the political
system generates rules that sustain
it, leading to one equilibrium situa-
tion. The American system is the
other equilibrium—and will contin-

ue to be unless there is a democrat-
ic political awakening,

An account of how the rules have
been shaped must begin with anti-
trust laws, first enacted 128 vears
ago in the U.S. to prevent the ag-
glomeration of market power. Their
enforcement has weakened—at a
time when, if anything, the laws
themselves should have been
strengthened. Technological chang-
eshave concentrated market power
in the hands of a few global players,
in part because of so-called network
effects: you are far more likely to
join a particular social network or
use a certain word processor if ev-
eryone you know is already using it.
Once established, a firm such as
Facebook or Microsoft is hard to dis-
lodge. Moreover, fixed costs, such as
that of developing a piece of soft-
ware, have increased as compared
with marginal costs—that of dupli-
cating the software. A new entrant
has to bear all these fixed costs up
front, and if it does enter, the rich
incumbent can respond by lowering
prices drastically, The cost of mak-
ing an additional e-book or photo-
editing program is essentially zero.

In short, entry is hard and risky,
which gives established firms with
deep war chests enormous power

GLOBAL INEQUALITY TRENDS

Inequality has increased in most advanced countries because of factors suchas
the shifttoa service-based economy. It has grown fastest in the U.S., however,
Thatis because rules have been rewritten to make them more favorabl

globalization, technological change and
according to the World Inequality Database.
e for the rich, while being disadvantageous to every-

one-else. Large companies have been allowed to accrue more power over the market, whereas the influence of workers has
shrunk. Taxation and other policies have consistently favored the wealthy,
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to crush competitors and ultimate-
ly raise prices. Making matters
worse, U.S. firms have been innova-
tive not only in the products they
make but in thinking of ways to ex-
tend and amplify their market
power. The European Commission
has imposed fines of billions of dol-
lars on Microsoft and Google and
ordered them to stop their anti-
competitive practices (such as
Google privileging its own compar-
ison shopping service). In'the U.S,,
we have done too little to control
concentrations of market power; so
it is not a surprise that it has in-
creased in many sectors.

Rigged rules also explain why
the impact of globalization may
have been worse in the U.S. A con-
certed attack on unions has almost
halved the fraction of unionized
workers in the nation, to about
11 percent. (In Seandinavia, it is
roughly 70 percent.,) Weaker unions
provide workers less protection
against the efforts of firms to drive
down wages or worsen working
conditions.. Moreover, U.S. invest-
ment treaties such as the North At-
lantic Free Trade Agreement—trea-
ties that were sold as a way of pre-
venting foreign countries from dis-

criminating against American
firms—also protect investors
against a tightening of environmen-
tal and health regulations abroad.
For instance, they enable corpora-
tions to sue nations in private inter-
national arbitration panels for pass-
ing laws that protect citizens and
the environment but threaten the
multinational company’s bottom
line. Firms like these provisions,
which enhance the credibility of a
company’s threat to move abroad if
workers do not temper their de-
mands. In short, these investment
agreements weaken U.S. workers’
bargaining power even further.

LIBERATED FINANCE
MANY OTHER changes to our norms,
laws, rules and regulations have
contributed to inequality. Weak
corporate governance laws have al-
lowed chief executives in the U.S. to
compensate themselves 361 times
more than the average worker, far
more than in other developed
countries. Financial liberalization—
the stripping away of regulations
designed to prevent the financial
sector from imposing harms, such
as the 2008 economic crisis, on the
rest of society—has enabled the fi-
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UNEVEN DISTRIBUTION OF GLOBAL GROWTH

Globalization has benefited millions of the poor in emerging economies, particularly in China. Data compiled by economist
Branko Milanovic and displayed in the World Inequality Report 2018 demonstrate, however, that between 1980 and 2016, the
steepest gains went to the world's top 1 percent, which captured more than a quarter of the growthin the global economy. In
early 2018 Oxfam International reported that just 42 individuals have as much wealth as the bottom 50 percent put together.
The middle classes in the U.S. and western Europe have benefited the least from global growth, as have the world's poorest.
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nance industry to grow in size and
profitability and has increased its
opportunities to exploit everyone
else. Banks routinely indulge in
practices that are legal but should
not be, such as imposing usurious
interest rates on borrowers or exor-
bitant fees on merchants for credit
and debit cards and creating secu-
rities that are designed to fail. They
also frequently do things that are
illegal, including market manipu-
lation and insider trading. In all of
this, the financial sector has moved
money away from ordinary Ameri-
cans to rich bankers and the banks’
shareholders. This redistribution
of wealth is an important contribu-
tor to American inequality.

Other means of so-called rent
extraction—the withdrawal of in-
come from the national pie that is
incommensurate with societal con-
tribution—abound. For example, a
legal provision enacted in 2003
prohibited the government from
negotiating drug prices for Medi-
care—a gift of some $50 billion a
year or more to the pharmaceutical
industry. Special favors, such as ex-
tractive industries’ obtaining pub-
lic resources such as oil at below
fair-market value or banks’ getting
funds from the Federal Reserve at
near-zero interest rates (which
they relend at high interest rates),
also amount to rent extraction.
Further exacerbating inequality is
favorable tax treatment for the rich.
In the U.S., those at the top pay a
smaller fraction of their income in
taxes than those who are much
poorer—a form of largesse that the
Trump administration has just
worsened with the 2017 tax bill.

Some economists have argued
that we can lessen inequality only
by giving up on growth and effi-
ciency. But recent research, such as
work done by Jonathan Ostry and
others at the International Mone-
tary Fund, suggests that economies
with greater equality perform bet-
ter, with higher growth, better av-
erage standards of living and great-
er stability. Inequality in the ex-
tremes observed in the U.S. and in
the manner generated there actual-
ly damages the economy. The ex-

SOURCES: WORLD INEQUALITY REPORT 2018. WORLD INEQUALITY LAB, 2017; BRANKO MILANOVIC



BY JOSH BIVENS ET AL. ECONOMIC POLICY INSTITUTE, JUNE 4, 2014; THE STATE OF WORKING AMERICA,
BY LAWRENCE MISHEL, JOSH BIVENS, ELISE GOULD AND HEIDI SHIERHOLZ. 12TH EDITION. ILR PRESS, 2012

SUUKLES: RAIING AMerILA S FAY: Wik 115 UUR CENTRAL ECUNUMIC PULILY LHALLENGE,

ploitation of market power and the
variety of other distortions I have
described, for instance, makes mar-
kets less efficient, leading to under-
production of valuable goods such
as basic research and overproduc-
tion of others, such as exploitative
financial products.

Moreover, because the rich typ-
ically spend a smaller fraction of
their income on consumption
than the poor, total or “aggregate”
demand in countries with higher
inequality is weaker. Societies
could make up for this gap by in-
creasing government spending—
on infrastructure, education and
health, for instance, all of which
are investments necessary for
long-term growth. But the politics
of unequal societies typically puts
the burden on monetary policy: in-
terest rates are lowered to stimu-
late spending. Artificially low in-
terest rates, especially if coupled
with inadequate financial market
regulation, often give rise to bub-
bles, which is what happened with
the 2008 housing crisis.

It is no surprise that, on aver-
age, people living in unequal soci-
eties have less equality of opportu-
nity: those at the bottom never get
the education that would enable
them to live up to their potential.
This fact, in turn, exacerbates in-
equality while wasting the coun-
try’s most wvaluable resource:
Americans themselves.

RESTORING JUSTICE
MORALE IS LOWER in unequal societ-
ies, especially when inequality is
seen as unjust, and the feeling of
being used or cheated leads to
lower productivity. When those
who run gambling casinos or
bankers suffering from moral tur-
pitude make a zillion times more
than the scientists and inventors
who brought us lasers, transistors
and an understanding of DNA, it
is clear that something is wrong.
Then again, the children of the
rich come to think of themselves
as a class apart, entitled to their
good fortune, and accordingly
more likely to break the rules nec-
essary for making society function.

All of this contributes to a break-
down of trust, with its attendant
impact on social cohesion and eco-
nomic performance.

There is ne magic bullet to reme-
dy a problem as deep-rooted as
America’s inequality. Its origins are
largely political, so it is hard to
imagine meaningful change with-
out a concerted effort to take money
out of politics—through, for in-
stance, campaign finance reform.
Blocking the revolving doors by
which regulators and other govern-
ment officials come from and return
to the same industries they regulate
and work with is also essential.

Beyond that, we need more pro-
gressive taxation and high-quality
federally funded public education,
including affordable access to uni-
versities for all, no ruinous loans
required. We need modern compe-
tition laws to deal with the prob-
lems posed by 21st-century market
power and stronger enforcement of
the laws we do have. We need labor
laws that protect workers and their
rights to unionize. We need corpo-
rate governance laws that curb ex-
orbitant salaries bestowed on chief
executives, and we need stronger
financial regulations that will pre-
vent banks from engaging in the
exploitative practices that have be-
come their hallmark. We need bet-
ter enforcement of antidiscrimina-
tion laws: it is unconscionable that
women and minorities get paid a
mere fraction of what their white
male counterparts receive. We also
need more sensible inheritance
laws that will reduce the intergen-
erational transmission of advan-
tage and disadvantage.

The basic perquisites of a mid-
dle-classlife, including a secure old
age, are no longer attainable for
most Americans. We need to guar-
antee access to health care. We
need to strengthen and reform re-
tirement programs, which have put
an increasing burden of risk man-
agement on workers (who are ex-
pected to manage their portfolios
to guard simultaneously against
the risks of inflation and market
collapse) and opened them up to
exploitation by our financial sector
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WIDENING WAGE GAP

Since about 1980 the productivity of American workers has doubled,
according to Josh Bivens and others at the Economic Policy Institute.
But wages for production and nonsupervisory workers have stagnat-
ed, with virtually all the gains from increased productivity going to
investors and owners. Salaries for the top 1 percent, including corpo-
rate executives and finance professionals, have, however, gone up—
by more than 150 percent between 1979 and 2012. The increasing wage
gap plays a significant role in spiraling inequality.
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(which sells them products de-
signed to maximize bank fees rath-
er than retirement security). Our
mortgage system was our Achilles’
heel, and we have not really fixed it.
With such a large fraction of Amer-
icans living in cities, we have to
have urban housing policies that
ensure affordable housing for all.

It is a long agenda—but a do-
able one. When skeptics say it is
nice but not affordable, I reply: We
cannot afford to not do these
things. We are already paying a
high price for inequality, but it is
just a down payment on what we
will have to pay if we do not do
something—and quickly. It is not
just our economy that is at stake;
we are risking our democracy.

As more of our citizens come
to understand why the fruits of
economic progress have been so
unequally shared, there is a real
danger that they will become
open to a demagogue blaming the
country’s problems on others and
making false promises of rectify-
ing “a rigged system.” We are al-
ready experiencing a foretaste of
what might happen. It could get
much worse.
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