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PREFACE TO THE VINTAGE EDITION

When I finished writing the first edition of The Squandering of America in May 2007, the subprime mortgage meltdown was just beginning to be understood as more than a passing blip. The reader will find herein several pages on subprime, but my subject was and is the deeper vulnerability of the U.S. economy, due to three decades of political assault on institutions that once provided broad security, transparency, and shared prosperity.

I wrote fifteen months ago, “I believe that the American economy is in danger, not just of increasing economic and financial inequality. It is at risk of a 1929-scale catastrophe.” A financial crisis was not upon us then, but it is now. Some generous reviewers described the book as “prophetic.” But it did not require prophesy to detect that our economic path was not sustainable. All it required was a reading of economic history.

The United States now faces its most severe financial crisis since the Great Depression. On the eve of a fateful election, it is not clear whether we will get another Franklin Roosevelt with the political genius to save capitalism from its own self-cannibalizing instincts a second time.

Unlike this decade, the early 1930s were a period of generalized economic collapse. There was broad popular appetite for drastic remedies by the time Roosevelt took office in March 1933. But, as this book suggests, the era since 1973 has been less a general crisis and more a slow erosion of economic security for ordinary people, coupled with escalating risks in liberated financial markets—and little political leadership offering a different path.

Now those financial risks have turned into trillion dollar losses. At this writing, however, the economy is not yet in 1930s-scale free fall—thanks to protections of the New Deal era that were not repealed. And though the ideal of self-regulating financial markets has been unmasked as a practical failure, the free-market melody lingers on.

In reviewing the 1920s, I was startled by the near-exact parallels with the abuses of the 1990s and the current decade. The 1920s were rife with convoluted financial scams, but at bottom, all of the abuses boiled down to three. First, in the absence of regulation there was little transparency or disclosure. Investors relied on the prestige and presumed integrity of the investment banks that sold them financial products, many of which turned out to be junk. Second, there were gross conflicts of interest on the part of financial insiders, who could grow very rich even if their customers took a bath. And third, the whole system was sustained by too much speculative borrowing. This is all spelled out in chapter 3 of this book.

One need only review this history against Enron, the bubble in tech stocks, the accounting, stock options, and investment-analyst scandals of the late 1990s, or the subprime mess of this decade, and one appreciates that the game is the same. What is remarkable is not that con artists try these tricks and many investors fall for them. What is remarkable is that these scams were all made illegal by the reforms of the 1930s—and that politicians then were persuaded to repeal most of the protections, on the premise that something new about the new economy meant that financial capitalism was self-regulating after all. We have now learned, painfully, for the second time in less than a century, that markets do not govern themselves.

         

This book explains how the system set itself up for a second financial meltdown, thanks to the political dominance of economic elites. The chapters that follow, from the hardcover edition, take the story up to roughly June 2007. In the fifteen months since then, the economic unease has gone from one of gradually escalating risks to a full-blown credit crisis.

The crisis began with the collapse of the subprime mortgage sector, which in turn led to severe bank losses and a freezing of many credit markets. But it could have just as well been triggered by the failure of a large hedge fund, or a flight from other derivative securities, or a run on the dollar. These several vulnerabilities are intertwined, because one speculator’s debt is another’s assets.

As the book recounts, the precarious prosperity of the past fifteen years has been built on cheap money and a series of asset bubbles. Broad-based prosperity has been eroding since the 1970s because of the assault on managed capitalism, but debt has kept the economy on artificial life support. For workers and consumers, increased borrowing partly substituted for declining real wages. People increased their credit card debt and borrowed against their homes. As government withdrew support from public universities, whole families went into debt to send children to college. As the quality of health insurance deteriorated, people incurred more debt for medical expenses.

Between 1989 and 2006, credit card debt grew from $211 billion to $876 billion. College debt has gone from practically nothing a generation ago to an average of $20,000 per graduating student. The ratio of mortgage debt to the value of an average home has gone from under 20 percent in the 1960s to over 50 percent today. All forms of household debt increased from 66 percent of household income in 1973 to about 140 percent today.

In the stock market bubble of the 1990s, inflated stock prices made people feel temporarily richer. Federal Reserve economists have calculated that for every additional dollar of paper financial wealth, people increased their spending by three to five cents. This means that the temporary stock market bubble added between $200 and $400 billion of purchasing power per year in the late 1990s. But when the stock market collapsed, so did this source of consumer spending.

In the current decade, people turned to their one remaining asset—the equity in their homes. Bankers and brokers encouraged consumers to believe that housing prices would keep rising faster than the growth rate of the real economy. They made it ever easier for people to borrow. Between 2000 and 2005, about 5 percent of consumer spending every year was the result of home equity withdrawals. This was another classic asset bubble. It could not continue, because at some point some buyer has to pay the seller’s price. If family purchasing power is falling, then housing prices eventually have to fall, too.

The failure of the U.S. economy to modernize its manufacturing industry and to insist on fair play from other trading nations led to another debt crisis. Instead of exporting products, America exported jobs. Instead of using export earnings to pay for imports, America allowed nations like China to accumulate huge trade surpluses—and then borrowed the money back to finance imports. America as a whole went deeper into debt—over a trillion dollars to China alone. As the sinking value of the dollar shows, this strategy has also reached its limits. Creditor nations are diversifying their financial holdings into other currencies and buying up American companies and American real estate rather than American Treasury bonds.

Today, the American worker, the American homeowner, and the American economy are all tapped out. We can no longer borrow prosperity. While the party lasted, Wall Street was happy to prosper by facilitating all of this borrowing and by incurring more debt than any other sector. The financial economy became addicted to ever more exotic products with names like collateralized debt obligations and credit default swaps. Regulators assumed that financial markets knew what they were doing and that the investors were consenting adults.

In fact, these new financial instruments were opaque and untested in crisis, but they had one thing in common—very high ratios of debt to real assets. The financial system was built on the same unholy trinity that wrecked the economy in 1929—little transparency, insider conflicts of interest, and far too much borrowing. When one piece of this exotic financial economy, subprime, got into trouble, investors belatedly began looking more closely at the quality of financial assets in general—and they headed for the exits. Entire categories of financial products became technically worthless because they had no buyers. Subprime was the most dramatic collapse, but the excessive leverage proved to be systemic.

In 2007 to 2008, the Federal Reserve has attempted to cure the crisis with cheap money and selective bailouts, but this strategy has its limits. A cheap dollar only fuels inflation and drives foreign creditors to seek the safety of other currencies. Bailouts reward bad behavior and invite the next round of speculation. It is neither prudent nor practical for government to guarantee the entire financial economy against losses. The alternative is better regulation.

Market fundamentalism, once again, is a proven failure. As a new administration dawns, it will face the simultaneous challenges of reregulating financial markets, devising a very different strategy of engagement with the global economy, generating a domestic recovery with very substantial public outlay and regulation to increase household incomes, and restoring a politics as well as an economics of broad prosperity. All of this will in turn require an ideological reversal as bold as the New Deal and the Reagan revolution. Above all, it will require leadership to mobilize the power of citizens to contest the political power of concentrated wealth.


—Robert Kuttner



INTRODUCTION

FAILURES OF POLITICS

AMERICANS HAVE the good fortune to live in a nation that has stood for political liberty and economic opportunity since its founding. Even in the republic’s early years, when we cherished our isolation from a troubled world, the American idea was a beacon to other nations. In the twentieth century, a bolder, more outward-looking America came to stand for enlightened leadership globally. At home, a more democratic America became a more balanced society. Public policies promoted broad prosperity and economic security, by harnessing the creative, often chaotic power of capitalism for the general good.

Today, we are seeing the squandering of America, on multiple fronts. The ultimate test of a democracy is whether it is possible for the people to throw out the governing party. In politics, we have come very close to losing our democracy, not just in rigged rules and stolen elections but in the domination of politics by big money, the decline in participation by ordinary people, and the assault on basic constitutional liberties.

America’s role as a global leader has been squandered as never before. Our government has been pursuing policies based on fantasies, failing to contain Islamist extremism, failing to promote democratic values and international order. Instead, foreign threats are being used to undermine liberty at home. George W. Bush’s bungled war in the Middle East has made a difficult challenge incalculably worse. He has squandered the global goodwill that has long been the necessary complement to America’s military might. His policies in general have made America a lightning rod rather than a source of enlightenment.

The squandering of the natural environment is close to reaching a point of no return. As respected experts predict the rising of the world’s waters, the extinction of fisheries, the proliferation of tropical diseases, and the intensification of extreme weather, America goes on burning fossil fuels, disdaining development of alternatives, and rejecting international collaboration to reverse the impending calamity.

The potential of our economy to underwrite a society of broad prosperity is being sacrificed to financial speculation. The winnings are going to a narrow elite, jeopardizing not only our broad prosperity but our solvency. In less than a decade, our government budget, gutted by tax cuts, has shifted from endless projected federal surpluses to infinite deficits. Our trade imbalances and financial debt to the rest of the world have grown from a modest concern to levels that could produce a crash.

None of this had to be. All of these disastrous trends reflect a failure of our democratic politics to hold leaders and institutions accountable. With imagination and leadership, much of the damage can still be reversed.

To write about all the ways in which the promise of America is being squandered would require more than one book. This book is about one large dimension: the connection between a precarious economy and a diminished politics.

A Squandered Economy

There is a common thread to the squandering of broad American prosperity and the drastic increase in economic risks to individuals and to the system. What links these trends is the steady dismantling of a balanced and managed form of capitalism, by economic elites. That project, in turn, has required a serious weakening of democratic politics. This book addresses the political dynamics of the reduced living standards for most citizens and the increase in systemic risks to the economy. It concludes by suggesting what it will take to reverse these interrelated trends.

The squandering of America’s broad prosperity and solvency has worsened under President Bush, but the roots of the problem go back to the 1970s. For thirty years, the economic condition of most Americans has become ever more precarious, even as the overall output of the economy has doubled. The incomes of two Americans in three have been static or declining. Health insurance and retirement risks and costs are being shifted from private employers and public institutions to individuals and families. Tens of millions of American workers are newly vulnerable to layoffs, outsourcing, and reduced earnings. The role of paid work in the lives of American mothers has undergone a revolutionary change during the same three decades, leaving families more stressed, with no offsetting improvements in social supports. Young Americans find themselves particularly disadvantaged, as their incomes fail to keep up with the cost of housing, tuition loan repayments, and the cost of health insurance. American consumption depends on ever-increasing debt, as people eat into the equity in their homes in order to make ends meet.

The innocent observer would expect that all of this would be the prime subject of political debate. Yet the political system is not taking any of these widely felt economic ills seriously enough.

All of these problems have remedies. Indeed, our political system once addressed similar challenges very effectively, in an era when democracy was more robust. But today the economic frustrations of American families are mostly off the radar screen of public debate. This is a failure of our politics, one that contributes to the weakening of politics.

The hazards are not only a problem for individuals and families; the market economy today faces more systemic risk than at any time since the Great Depression. The real economy of enterprises and workers is hostage to a casino of financial speculation. Our trade policy has squandered American manufacturing, producing a permanent and structural imbalance in which more industries and jobs leave our shores, forcing us to borrow what we no longer finance with exports.

To finance its escalating trade deficit, the United States is ever more deeply in debt to foreign buyers of its bonds, notably Asian central banks. As a consequence of the trade imbalance and foreign debt, sooner or later the U.S. dollar must face a sharp decline in the value of what it can purchase. If that happens in an abrupt collapse, it will lead to more economic damage. Even if the erosion is gradual and we get what is euphemistically termed a “soft landing,” it will still mean a further loss of living standards. As a national challenge demanding attention, the issue of foreign debt is mostly beyond political discourse. Both parties, most of Wall Street, and even the Federal Reserve are whistling past the graveyard. This is another failure of politics.

The evisceration of controls on financial speculation not only contributes to a widening of economic inequality, it increases the risk of an economic crash. The stock market collapsed in 2000–01, and remarkably few lessons were learned. No sooner was a very modest reform enacted than banks and corporations found new subterfuges to disguise illicit financial maneuvers, even as they complained about the burdens of honest accounting required by the timid postcrash reforms.

Connecting the Dots

The failure of politics to seriously engage national problems goes hand in hand with the disrepair of democracy itself. For the first time in more than a century, the national government in the Bush era has spent more effort on suppressing voting than on expanding it. Serious people have good reason to believe that one or both of the last two presidential elections were stolen. Political participation is declining, as money crowds out civic engagement.

When politics does not deliver for people, the people give up on politics. Or they see politics as a realm mainly for cultural warfare, for battles over patriotism, or as something for other people. People internalize economic reversals. Pocketbook troubles seem to be private failures rather than the consequence of political choices. The very citizens most exposed to the most severe economic stress have been deserting politics at the most accelerating rate.

This disconnection of the people from their politics, in turn, leaves democracy far less energized. Consequently, when an autocratic administration ignores rights and laws, invents extraconstitutional doctrines such as presidential “signing statements,” uses a state of permanent warfare to undermine free debate, or colludes in the suppression of the fundamental right to vote and to have every vote counted, there is far too little popular outcry. This is a recipe for losing both a tolerably just society and our democracy.

This book is an effort to connect those dots—to explore how the instruments of broadly distributed prosperity have been stripped not just from public policy but from public debate; to explain how an economy run by and for elites leaves the society not just less equal and less democratic but more vulnerable to systemic shocks and risks, and less efficient as a matter of economics. The book then goes more deeply into the politics of blockage—and possible remedies.

There is a coherent alternative to what is occurring. It requires a cogent ideology and politics of a managed, rather than laissez-faire, brand of capitalism. It requires political leadership with the courage of its convictions and a stronger set of democratic institutions to offset the power of financial elites. That conception of a mixed economy was once public policy and an animating source of popular politics, during the boom decades after World War II. That model delivered broadly shared prosperity, as well as greater security for both the system and individuals. Contrary to prevailing myths, there is nothing about the structure of the new economy to prevent us from reclaiming an economy of broader prosperity and security. But first we need to reclaim our politics.

Successes of Politics

One citizen’s political failure is another’s political triumph. The multiple defaults described in this book can be considered political failures—or successes—depending on who you are and what you wish for America. Declining living standards for most Americans should be understood as a political failure. But for the financial elite, this mass quiescence is a great convenience and a splendid political success.

For most Americans, the years since 1973 have been trying times economically, with stagnating real incomes and increased personal financial risks. But they have been terrific times for the top 10 percent, even better for the top 1 percent, and best of all for the superrich. There have been some brief general boom times, as in the late 1990s, but the period as a whole has brought nothing like the economic gains of the previous quarter century to the common American.

Why did this happen? Many observers have blamed changes in the economy; the shift from manufacturing to services; increased global competition; the entry into the workforce of the large baby-boom generation; the economic emancipation of women; the enlarged presence of immigrants; the demand for more highly educated workers. These influences have played a role, but they could just as well have played a different role. People who look purely at technical economic factors to explain why living standards for most Americans stagnated during a period of sharply rising productivity are looking in the wrong place. They should look at the politics.

America as a secure middle-class economy did not jump. It was pushed.

This book argues that the multiple defaults of democratic politics are closely linked. The economic default is substantially bipartisan. Although Democrats have fought skirmishes around issues such as budget balance and tax cutting, too many of them have joined the business class in dismantling a regulated form of capitalism that once produced broader prosperity as well as greater security both for individuals and for the system.

Both parties depend on large donors for the preponderance of their financial support, and election campaigns grow more expensive every year. There are some wealthy liberals, but they tend to be liberal on every issue but the core issue of how to housebreak capitalism.

I have attended Democratic fund-raising events in the Park Avenue homes of investment bankers, where there was plenty of enthusiasm for human rights, morning-after pills, and curing climate change but nary a word about financial regulation or social investment. The self-described New Democrats, heavily financed by organized business, counsel the party to shun anything that smacks of class.

Once, progressive party politics was anchored in movements of broad political mobilization, such as the labor movement. Today, organizations that mobilize ordinary people in civic and political roles are weaker than they have been in more than a century. By contrast, an elite version of the America described by Alexis de Tocqueville has never been stronger. Spend a week walking around Washington’s hotels, and you will encounter meetings of literally thousands of trade and professional associations, corporations, and business lobbies, beyond anything you might have imagined. This tiny pinnacle of civic plutocracy could hardly be better engaged, networked, and organized.

Elites have not always been heedless of the common good. The American Republic was invented by a planter class that nonetheless believed deeply in democratic values and wanted to improve daily life for the common citizen. Many Americans of financial means were among the leaders of the abolitionist movement. In the Progressive Era, the robber barons who wanted to seize as much as possible for themselves were balanced by patrician reformers who cared about the well-being of the collectivity. Many reforms were the handiwork of the latter. Franklin D. Roosevelt, famously, was a class traitor, as were many of his New Deal colleagues. As recently as the Nixon era, there were influential progressive Republicans who supported universal health insurance, strict environmental regulation, and even a guaranteed annual income. Republicans were the stewards of fiscal responsibility. Today, it is hard to find a patrician who cares more about the republic than his own tax breaks and stock options.

Instead, there are pseudocrises of national concern loudly articulated by the financial elites of both parties, such as the alleged bankruptcy of Social Security and Medicare. A book with my title could have been about the grave menace of entitlement programs, and there are several such volumes. But these elite alarms are really covert ways of trying to get rid of the remnants of social investments that remain. Solving the projected shortfalls in Social Security and Medicare is easy compared to the real risks created by foreign borrowing and the unleashing of an economy based on speculation.

In American history, such political abdications are rare, but not unknown. The leaders of the early republic failed for decades to treat the festering sore of slavery, which was finally resolved by civil war. The assassination of Abraham Lincoln made the aftermath far more contentious than it might have been, and the full redemption of civil rights for blacks was delayed for another century.

Another period of democratic fecklessness, in the late nineteenth century, entailed a broad failure to address the dislocations of industrialization and the chronically depressed farm economy. That period of default, punctuated by episodic depressions, finally ended with the partial reforms of the Progressive Era. Another intense period of disastrous deferral was the decade after World War I, when the United States, as the victorious power, failed to reach accord with its allies on a politically or economically viable postwar international system. All paid the price in a global depression and a second world war. By contrast, in the period after World War II, American leadership effectively addressed the challenge of postwar reconstruction both domestically and globally. But in many ways that period was exceptional.

Markets Rampant

A decade ago, I wrote a book entitled Everything for Sale: The Virtues and Limits of Markets. This book can be read as a sequel to that one.

My earlier work was a challenge to the premise that markets invariably yield superior outcomes and an exploration of the encroachments of markets into the realm of citizenship. This work is an expression of alarm at the effects of political domination by financial elites, the failure of politics to contest that hegemony, and the multiple dangers to ordinary people and the economy as a whole. What links the two is a plea that private market forces be domesticated.

My thesis in Everything for Sale was simple, though the details were complex. In much of the economy, the free market worked. But in a variety of sectors, ranging from health care to the environment to the regulation of capitalism itself, markets didn’t perform so well. Left to their own devices, they led to outcomes that were not only socially intolerable but economically inefficient as well.

Efficiency is the market’s ultimate claim to legitimacy. We might not like its outcomes, but if the market is always the most efficient means of allocating resources and thus promoting prosperity, that reality trumps the other complaints. We can always wage a rearguard campaign to redistribute after the fact, playing the weak hand that we are helping those whom the market has adjudged to be losers. The market itself is not to be contradicted.

But as I demonstrated in Everything for Sale, the claim that markets optimize outcomes is true in some realms but blatantly false in many others. Markets do not efficiently deliver health care, research, education, pollution control, or the distribution of income and outlay generally. Trading markets, despite the claims of conservative economists, do not accurately price real assets.

And if markets are not always efficient all of the time, we are in an indeterminate world of multiple options, where choices can and must be made about how government should structure and regulate various sectors of the economy, both for the sake of the distribution of income and wealth and on behalf of efficiency itself. These are, inevitably, political choices. To choose a more egalitarian society requires a robust democratic politics. When democratic counterweights are weak, the power of money prevails.

On one level, the book was a plea for an appreciation of complexity. The economy could not be reduced to a neat set of axioms that were true in all cases. Markets in health care, or in electricity, were fundamentally different from the local farmers’ market or the market for men’s shirts. Leave health care to the market, and some people will die on the street for want of medical attention, the sick will be ejected from health plans, doctors will be turned against patients, and insurance companies and drug magnates will grow very rich. Leave electricity to the market, and both price gouging and system failures will ensue. Leave the financial market itself to its own discipline, and you court massive insider corruption and the risk of collapse.

On another level, the book invited readers to understand the intensified claims on behalf of the perfection of markets as a fundamentalist ideology and a political counterrevolution. On the ruins of the Great Depression, statesmen had constructed what the Nobel Laureate economist Paul Samuelson came to call the mixed economy. Property ownership remained private. But most of the aspects of the market that had gone haywire in the euphoric, laissez-faire 1920s, were subjected to regulation. This revolution was applied most intensely to the heart of capitalism itself: financial markets. Government regulated commercial banks, investment banks, brokerages, stock exchanges, and the accounting profession, as well as closely allied industries deemed to be natural monopolies, such as public utilities. In the 1920s, these industries had worked hand in glove with financial manipulators on Wall Street to bilk the public and undermine the stability and efficiency of the entire system.

Politically and ideologically, the regulatory revolution of the 1930s and 1940s was possible because the usually dominant business elite was enfeebled (temporarily, as it turned out) by the practical failure of laissez-faire. Government enjoyed rare prestige in a normally libertarian country, because the federal government, under Franklin Roosevelt and Harry Truman, put people back to work, rescued capitalism from itself, then mobilized public resources to win a total-commitment war, and also underwrote new benefits, such as Social Security, unemployment compensation, the G.I. Bill of Rights, and Federal Housing Administration (FHA) loans, which allowed the Depression generation to graduate into the postwar middle class. The enterprise of managed capitalism was a practical success. Though few ordinary Americans understood this success as the achievement of a managed form of capitalism, much less knew the term, the idea was firmly implanted in the popular culture as a broadly shared premise about how the economy is supposed to work.

A new generation of economists lent expert witness to the project. Once, the leading economists were celebrants of Adam Smith. Now economists embraced John Maynard Keynes. Not only did key sectors of the market economy need to be regulated, but the larger economy itself could not function efficiently based solely on the discipline of private supply and demand. In managed capitalism, government was necessarily the steward of the total supply of money and credit, as well as the total flow of private and public demand. The Federal Reserve was given new powers to manage the money supply as well as the stability of financial markets, and to serve as lender of last resort. Presidents began using the federal budget not just as a tool to allocate public spending but as an instrument of active fiscal policy, to make up for shortfalls of private demand in recessions and damp it down in periods of overheating. Treasury secretaries worked closely with chairmen of the Federal Reserve.

Very parallel policies were put into place in all of the advanced democracies. In Europe, the sense of a social settlement between business and labor, with a large role for the democratic state, was more explicit and more expansive.

But by the mid-1970s, a counterrevolution was already brewing. Business, strengthened by the same postwar boom, had regained its political influence, most emphatically in the United States. Oil shocks and the ensuing price inflation caused many economists to sour on managed capitalism. Once-marginal economists such as Milton Friedman, a celebrant of the purest form of capitalism, gained stature and influence. Regulation was made the scapegoat for inflation. A new profusion of business-funded think tanks offered a congenial habitat for conservative public intellectuals to embrace, refine, and promote these views. Many Democrats, as well as Republicans, were rewarded for endorsing this counterrevolution, confusing the Democratic Party’s natural constituency of ordinary working Americans. By the time Ronald Reagan took office as president, he enjoyed a political tailwind, buoyed by resurgent business, organized conservatism, and weakened liberal self-confidence. And a new generation set about dismantling much of the mixed economy.

None of this was inevitable or even efficient. How to organize capitalism, and for whose benefit, was and remains a political question. Various models of broadly efficient capitalism are possible, with very different distributive outcomes.

My book received respectful reviews. But when it appeared, in 1997, my timing could not have been worse. The newly liberated financial market was at the zenith of its prestige. Money markets had been liberated from regulation, and stock prices were headed skyward. As in the 1920s, ordinary Americans were playing the market and seemingly couldn’t lose. As before, a new era of people’s capitalism was proclaimed. As managed capitalism continued to be dismantled, “Depression-era” was the preferred adjective of scorn. Who needed a Depression-era system for regulating banks or for providing for financial security in old age? The markets could do it better.

The collapse of communism, moreover, was taken not just as a repudiation of totalitarian dictatorship but as a vindication of simple laissez-faire. In fact, when the people of Eastern Europe had glimpsed the prosperity on the western side of the wall, they saw and approved a social market economy, not a laissez-faire one. But in the capitalist triumphalism, that detail got lost. The declinists, so-called, who had warned of America’s “imperial overstretch” or the growing economic challenge of Europe and Japan, had been proven wrong. Japan was mired in recession, Europe in high unemployment. And as communism fell, the America that seemingly had been vindicated was the America of Ronald Reagan, not Franklin Roosevelt.

In the 1990s, technology itself seemed to enhance the renewed case for the pure free market. A giddy group of high-tech prophets saw in the Internet both the exemplar and the instrument of the genius of markets. Monopoly, if it had ever been a problem, no longer needed to be a concern. Computers could connect willing buyers with willing sellers and the Internet would function as a splendid auction market, with enterprises such as eBay proving that markets could regulate themselves. As the Dow Jones Industrial Average soared through the 10,000 level, having quintupled in a decade, two serious economists actually published a book insisting that the Dow’s proper current valuation was 36,000, such was the promise of the new economy.

By 2001, however, the vision of a stock market that could perpetually grow at three or four times the rate of the economy was reduced to ashes. The public learned that the bubble was not the consequence of spontaneous euphoria fed by effusive commentators; it had been deliberately engineered for the fraudulent enrichment of financial insiders. This was the most serious disgrace of American capitalism and its stewards since 1929, and it came on the heels of more than a quarter century of escalating enrichment of the few at the expense of the many.

Yet no political counterrevolution ensued, because financial elites remained firmly in control. Deregulation continues to be the dominant ideology. The years since 2000 have produced new Wall Street scandals, new regulatory defaults, and heightened risks. Democratic politics, with a small “d,” is if anything, weaker, and more remote from people’s lived experience.

As this book will explain, I believe that the American economy is in danger not just of increasing economic and financial inequality. It is at risk of a 1929-scale catastrophe. Another serious depression would doubtless transform politics, but not necessarily for the better. In the mass deprivation of the 1930s, demagogues and dictators abounded. It was a miracle that the Depression delivered Franklin Roosevelt and an energizing of American popular institutions, rather than a home-grown Adolf Hitler.

I am writing this book not in anticipation of a serious collapse again discrediting laissez-faire—it ill becomes liberals if their idea of politics is to wait for the next depression—but in the immodest hope that evidence and argument can change political discourse and head off the worst.

The Enduring Challenge of Housebreaking Capitalism

In all of my writings about politics and economics, I keep coming back to variations on one big theme: What does it take, politically, to render capitalism a reasonably just and secure economic system for most people? As one who was born when Franklin Roosevelt was in the White House and began college during the presidency of John F. Kennedy, I have always approached this question as a liberal, not a radical. I have great respect for the dynamism of markets. And when I was a young adult studying politics and economics, recent history suggested that capitalism could indeed be domesticated by political democracy for the benefit of the common man and woman. Liberal reform was entirely plausible.

In the 1950s, John Kenneth Galbraith accurately discerned a capitalism of countervailing power centers: trade unions and government and mobilized voters offsetting the immense economic and political power of business, and business itself divided into divergent interests. It was an astute description of that era. In researching this book, the more deeply I delved into the political influence of financial elites, the clearer it became that democracy is not the counterweight to concentrated wealth that it once was. I am still a resolute liberal, not a Marxist trafficking in class struggle, but the latest phase of American capitalism isn’t giving me much help.

This book also brings me full circle to my first book, Revolt of the Haves, published in 1980 on the eve of Ronald Reagan’s election as president. The subject of that book was the great tax revolt, Proposition 13 in California, which was approved by voters in June 1978, raising the curtain on the current era of assault on government. Yet, as I found in researching that book, Proposition 13, which capped property taxes, was not really a backlash against government; it was voters’ response to the failure of the political leadership to prevent the shift of tax burdens from businesses to homeowners as an accidental by-product of the inflation in housing values during the 1970s.

California voters actually liked the state’s excellent system of schools, universities, libraries, roads, and other public services, which have now deteriorated, after nearly thirty years of revenue caps, to the point where California ranks down with Mississippi in most public services. What voters didn’t like was being taxed out of their homes, as property taxes on homeowners tripled in a decade. They correctly blamed the political leaders of both parties, but the hate-government far Right reaped a political windfall.

The parallel with recent history on a national level is exact. “Tax-and-spend” was once not an epithet, it was a formula for tempering a market economy for the benefit of ordinary people, and the voters reciprocated by supporting politicians who used progressive taxation and social outlays to deliver broad economic benefits. Today, the political Right has succeeded in demonizing both taxation and government. It has done this not just by argument but by repeating deliberately what happened in California accidentally. Tax burdens on middle-and working-class citizens have been raised while public services have been diminished. Tax-and-spend no longer looks like a good deal, and even many liberal Democrats are now fainthearted defenders of the necessary role of government. As a consequence, when ordinary working-and middle-class people experience severe pocketbook frustrations, they are less inclined to look to Democrats as their champions and may not look to politics at all. Or, if they do, they are easy prey for either the fundamentalist or the libertarian Right’s preaching that we’re all on our own anyway.

This book will explore in detail how democratic checks on financial elites weakened in the era after 1980 and how the elite capture of politics keeps the real issues that trouble American citizens beyond the bounds of public debate. It will conclude by exploring the politics and economics of alternatives to our present course.

         

The book is divided into four broad sections. Chapters one and two will address how the managed economy, which once provided broad prosperity, opportunity, and security, was systematically dismantled by financial elites. Chapters three, four, five, and six will describe the politics of financial deregulation and explain how increased inequality and greater systemic risk have a common political genesis. Chapters seven, eight, and nine will add the international dimension, exploring how globalization makes the project of managed capitalism that much more difficult, as both politics and economics. The final two chapters will then turn in more detail to why American politics fails to articulate the economic interests of the vast majority. I conclude on a hopeful note by suggesting broad political and economic strategies that could restore a brand of managed capitalism, limit risks to the system and to individuals, broaden prosperity, and reclaim democracy.



CHAPTER ONE

A HIDDEN DEPRESSION

SELDOM IN AMERICAN HISTORY has prosperity been more narrowly concentrated. And never has presidential politics been less serious about proposing real remedies to broadly felt economic problems.

In 2006, for the sixth straight year, the U.S. economy grew at a decent rate—on average. Gross domestic product (GDP) growth was up by not quite 3 percent. But that comforting average conceals a widening gulf. For the vast majority of Americans, wages and salaries declined and economic life became less secure. Layoffs accelerated. Health insurance costs were shifted onto employees more and more. Pension coverage deteriorated. Reconciling work and family life became more of a struggle. The notable gains went to the top 10 percent, and most of that to the top 1 percent. Since 2000, median income, adjusted for inflation, has actually fallen by 5.4 percent for all families of working age, despite GDP growth of more than 18 percent. On average, only the 3.4 percent of the workforce with advanced degrees had increased earnings.

It would be no big surprise if this pattern of widening inequality in America had begun with the George W. Bush administration, with its tax cuts for the top and reductions in social spending for the rest. But though the trend accelerated under Bush, it actually started in the 1970s, when the postwar pattern of high growth producing more broadly shared prosperity went into reverse. Between 1947 and 1973, the economy grew at an average annual rate of nearly 4 percent and became more equal in the process. In what the economist Claudia Goldin termed “the Great Compression,” the incomes of the lowest fifth increased by 116 percent, while those of the top fifth grew by 85 percent; the middle also gained more than the top. But then, in a fundamental shift, the economy steadily became more unequal.


[image: image]


This story of widening inequality is not exactly breaking news. It has been the subject of several popular and scholarly books, and economic stagnation is experienced every day by most Americans. My purpose here is not to repeat thrice-told economic tales but to explore a political mystery: Why is this fundamental issue off the political radar screen except in symbolic ways that address neither cause nor remedy? Why are people not demanding that the political system respond? Where are the leaders?

The Republican contention is that less government is good for economic growth and that growth ultimately helps “everyone.” But the economic history of the past thirty years and the lived experience of most Americans suggest otherwise. Government domestic spending and tax levels have been cut, regulations have been repealed, all according to the conservative recipe—and opportunity, security, and living standards have diminished for the vast majority of Americans.

While there are some Democrats who are populists, the Democrats as a party are too cowed by federal deficits, too in thrall to their donors, too modest in their strategic sense of the economy as a political issue, and too complicit in the general attack on “big government” to offer more than token remedies. Yet there is, in the phrase of the political scientist Walter Dean Burnham, a “politics of excluded alternatives” waiting in the wings that could command broad majority support. It is an economic populism, even a politics of class. But it is not class politics in the sense of poor against rich. The class that needs a political champion isn’t just the 12 percent of Americans who are officially certified as poor; it is the broader vulnerable class that comprises all but the economic elite.

This politics, remarkably, is mostly absent. To hear most commentators assess the political reality, the task of Democrats is to move to the political center, a place where fundamental changes in the structure of the economy are unlikely to be found. Yet in the 2006 midterm election, something hopeful and unexpected happened that most press accounts were reluctant to acknowledge. Virtually every Democrat, House or Senate, who took the seat of an incumbent Republican ran as an economic populist.

The economy was not supposed to be a prime issue in the 2006 election. Republicans were expected to lose seats because of voters’ disaffection with the Iraq War. A secondary cause was broad public backlash against a series of scandals that bordered on farce. On the eve of the election, the government reported unemployment as being at a four-year low. But the good economic news did not help the Republicans because it did not help most voters.

The press looked at the Democrats who had taken Republican seats and saw an ideological melange. There were Democrats who were against gun control, Democrats who were antiabortion, Democrats who stressed their military credentials and their godliness. Many commentators saw a party moving to the center. But what every one of these socially diverse Democrats had in common was an economic populism. Lori Wallach, director of Public Citizen’s Global Trade Watch, reported that every Democratic candidate in the House who picked up a Republican seat, save two, ran as a “fair trader”—a critic of job-killing trade deals such as NAFTA—against a Republican free trader.

Ballot initiatives to raise the minimum wage were placed before voters in six key states and won by huge margins in all six. Organizers from the group Association of Community Organizations for Reform Now (ACORN) and several trade unions had shrewdly targeted swing states in the hope of raising turnout among less affluent voters, who often stayed home. Turnout rose in all six, helping populist House and Senate candidates in close elections or adding to their winning margins.

Probably the emblematic populist candidate was Ohio’s Sherrod Brown, who won election to the Senate in that usually Republican state, ousting the incumbent by an unheard-of margin of 12 percentage points. Brown did not shrink from supporting liberal social positions such as gay rights, gun control, or reproductive rights, but he didn’t really run as a liberal. He ran as a populist. So did the other five Senate Democrats who picked off Republican seats. In Virginia, James Webb, a military man initially given no chance of defeating the incumbent, George Allen, began by running mainly on his national defense credentials and ended up sounding like a New Dealer.

The new current of economic populism in Congress at least puts the issue of economic insecurity into political debate. But, as we shall see, the populists are up against potent forces that militate against a fundamental change in the structures of the economy that generate the insecurity and the inequality. There is an immense political opportunity here. It remains to be seen whether progressive leaders will seize the opportunity and turn pocketbook frustrations into a winning politics and a shift in national policy.

Most people do not give a lot of thought to an abstraction called inequality or distribution of income. They worry about their own economic situation. Indeed, pollsters have long demonstrated that Americans “identify up.” Americans, typically, do not begrudge the millionaire his good fortune; on the contrary, they hope to emulate him. Nonetheless, polls show that most Americans are deeply frustrated with their daily economic struggles. A May 2006 poll by Greenberg Quinlan Rosner Research found that 62 percent of Americans agreed that “The economy is not good for the middle class and working people. Jobs are scarce, incomes stagnant, and benefits being cut back” (and this at a time when the unemployment rate was under 5 percent). About 71 percent think that “we are becoming a society of the haves and the have-nots,” as a June 2006 poll by Syracuse University’s Maxwell School found. A July 2006 survey by the Pew Research Center reported that a large majority said workers had less job security and faced more job stress than two or three decades ago. The nonpartisan Pew center concluded, “The public thinks that workers were better off a generation ago than they are now on every key dimension of worker life—be it wages, benefits, retirement plans, on-the-job stress, the loyalty they are shown by employers or the need to regularly upgrade work skills.”

So if “equality” as an abstract ideal is not a pressing issue except to hard-core ideological liberals, the condition of one’s own pocketbook is a clear concern. Beyond self-interest, there is broad support for the ideal of America as a middle-class society. People are all too aware of what a huge percentage of two paychecks it costs to buy and maintain a house; the precariousness of health insurance; the increased risk of layoff; the escalating pressure of personal debt; the time squeeze; the ever-higher cost of college; the uncertainty of secure retirement; and, for many middle-aged and middle-class Americans, the financial and personal stress of simultaneously helping aging parents and young adult children.

Yet the connection between the top getting virtually all of the growth and the rest working longer hours to barely stay even has not yet become a first-rank political issue in national debate. Though politicians like Sherrod Brown talk about it in a serious way, expectations have been so lowered that few Americans look to politics for remedy. Meanwhile, the instruments that government might use to restore a more equal sharing of economic growth have been stripped from the cupboard of thinkable public policies.

         

How did the income distribution become so skewed? How was politics removed as an avenue of redress? How might politics be reclaimed?

How Most Americans Missed a Boom

In September 2005, Robert Gordon, an eminent and mainstream economist at Northwestern University, and his colleague Ian Dew-Becker presented a scholarly paper at the Brookings Institution entitled “Where Did the Productivity Growth Go?” They found, studying Census Bureau and Bureau of Labor Statistics data, that during the entire period 1966–2001, “Only the top ten percent of the income distribution enjoyed a growth rate of real wage and salary income equal to or above the average rate of economy-wide productivity growth.” Just one American in ten captured the lion’s share of society’s productivity growth—for three decades. And even this understates what actually occurred. It was the top one tenth of 1 percent that gained the very most. Those between the 80th and 90th percentiles about held their own. Those between the 95th and 99th percentiles gained 29 percent, those from 99 to 99.9 gained 73 percent, and the top one tenth of 1 percent of the population—one American in a thousand—gained a staggering 291 percent. By 2004, more income went to the top 1 percent than to the entire bottom 50 percent.

Studying a longer time period and using a slightly different methodology, the economists Thomas Piketty and Emmanuel Saez found even more striking results. Their regularly updated papers for the National Bureau of Economic Research have become the gold standard of income distribution research. They use a more comprehensive data set, the government’s National Income and Product Accounts, to look at the changing income distribution since 1917. The two scholars calculated that pretax and transfer earnings for the average American in the bottom 90 percent of income distribution—nine Americans out of ten—were almost exactly flat over thirty years: $27,060 in 1970 and $27,035 in 2000 (measured in inflation-adjusted 2000 dollars). Those near the top of that 90 percent did slightly better, those closer to the bottom somewhat worse. But above the 90th percentile, incomes for the top 10 percent, on average, went up by 89 percent. For the richest one tenth of 1 percent, inflation-adjusted income soared by 550 percent, from about $3.6 million in 1970 to $24 million in 2000. And at the very top, the richest 400 people had 1.1 percent of all the income in America, more than double their 1992 share.

The Economic Policy Institute reported that in 1979, the top 1 percent had 9.3 percent of all income. By 2000, this share had almost doubled, to 17.8 percent. Were it not for the fact that the average family was working at least 500 more hours a year in 2000 than in 1970, mainly because of women’s mass entry into the paid labor force, incomes for the vast middle would have fallen even farther behind. This increase in the work hours required to make ends meet, and the concomitant reduction in leisure and in time for child rearing, is also a real decline in living standards that doesn’t show up in the household income statistics.

The experience of the two postwar eras is a story of two entirely different societies. The first era was one of broadly shared gains. Between 1947 and 1973, productivity rose by 103.5 percent and median family income rose by almost exactly the same amount, 103.9 percent. But between 1973 and 2003 productivity rose by 71.3 percent, while median family income rose by just 21.9 percent. Factor out the extra hours worked by wives, and median family income rose scarcely at all.

Between 2000 and 2006, the productivity of American workers increased by 19 percent. But the total increase in the wages paid to all 124 million non-supervisory workers was less than $200 million in six years—a raise of $1.60 per worker—not $1.60 per hour but a grand total of one dollar and sixty cents in higher wages per worker over nearly six years! Labor market researcher Andrew Sum of the Northeastern University Center for Labor Market Studies compares this $200 million for workers to the $38 billion paid in bonuses alone by the top five Wall Street firms during the same period.

One further reflection of increasing economic disparity is far greater concentration of wealth. The wealth gap has widened far more dramatically than the disparity in incomes. In 2001, the top 1 percent had almost 20 percent of the total income but 33.4 percent of total net worth and 39.7 percent of all financial assets. Between 1962 and 1998, the top 20 percent increased their share of national wealth, while all other income classes suffered declining shares. The bottom 30 percent of Americans—100 million people—have an average net worth of $10,000 or less. And more than 50 million Americans have negative net worth—they owe more than they own.

For decades, we have been hearing about the broadening of shareholding. This is the second time that revolution has been heralded. The first was in the 1920s, when boosters talked about “New Era” economics, though even in that decade wealth remained highly concentrated and actually became more concentrated with the stock market boom. In the Reagan era, Congress amended the tax code to allow small savers to put tax-deferred savings into a new form of retirement account, the Individual Retirement Account, or IRA. The hope was that ordinary people would start thinking of themselves less as savers and more as investors. The mutual fund revolution supercharged that hope. But because of all the other policy changes of recent decades that have increased inequality, the hope has been dashed.

More than 150 million Americans are nominally part of the shareholding class. But the reality is that financial wealth is now more narrowly held than at any time in American history other than the late 1920s and the Gilded Age of the 1890s. A majority of us have money invested in the stock market, either directly or through retirement plans such as 401(k)s, but the typical American has only trivial holdings. The bottom 80 percent—four Americans in five—owns just 5.8 percent of the value of all common stocks held outside pension funds. Even when we include pension savings, the bottom 80 percent owns just 10.7 percent of the total. Only 14.6 percent of us have direct holdings valued at $5,000 or more.

The story of widening inequality and income stagnation or decline for roughly the bottom 80 percent is thoroughly documented, whether you measure by wage and salary earnings or by family income. It is only modestly improved by taxes and income transfers. The thirty-year trend has been fairly continuous, despite periods of recession and inflation like the late 1970s and periods of boom like the 1990s. Even with the one bright spot, an increase over time in the real earnings of women, income distribution has been becoming steadily more extreme for families. People tend to marry mates of their own social class. So two-income families have also experienced widening inequality.

Dig deeper, and the story for ordinary Americans is even worse than the gross statistics suggest, in five distinct respects: The prices of things that enable Americans to be middle class have been rising far faster than average prices. Official inflation statistics understate the real cost of living. Young Americans are increasingly reliant on the unequal wealth of their families of origin. The time squeeze on families has increased the stress of raising children in an era with two working parents and no new social supports. And, quite apart from incomes stagnating, new forms of economic insecurity have increased, such as dwindling health care and pension coverage.

The Hidden Hike in Living Costs

The official inflation numbers have been reassuringly low since the early 1990s—less than 3 percent a year. But ordinary people feel seriously pinched by the rising cost of living. People’s perceptions are not wrong. The numbers are wrong.

When economists talk about “real” incomes, they refer to wages as adjusted for inflation by the Bureau of Labor Statistics, in its Consumer Price Index (CPI). If your wages go up 3 percent and the CPI goes up 2 percent, you are a point ahead. But what if the official statistics understate the amount of inflation?

The CPI averages all kinds of purchases, gives them relative weights, and announces that the inflation rate last year was, say, 2.5 percent—on average. If you take a closer look, it’s evident that some things have been getting cheaper—consumer electronics and clothing, for example—while others are becoming more expensive. For instance, the costs of college education, housing, and medical care have greatly outpaced wages and average prices. It just happens that the prices that have risen most steeply are those of the big items that signal entry into the middle class.

Average college tuition charges at public universities, adjusted for inflation, tripled between 1980 and 2004, according to the College Board. Health insurance costs have been rising at more than triple the rate of inflation generally, and housing costs at about double. According to the economists Jared Bernstein and Sylvia Allegretto of the Economic Policy Institute, who looked in detail at the prices of various goods and services for the years 1991–2002, the nominal incomes (money income not adjusted for inflation) of households in the middle fifth of the economy increased by 41 percent. Inflation during that period, as measured by the government’s Consumer Price Index, went up by 33 percent. This implies that real living standards grew by a not very impressive 8 percent during more than a decade of economic boom. But during the same period, the costs of housing, health care, education, and child care went up 46 percent, or 5 points more than incomes.

Even that depressing statistic doesn’t tell the whole story. The government also understates how inflation affects actual people in more subtle ways. For instance, the official statistics on the rising cost of health care are scary enough. Medical expenses, according to the Bureau of Labor Statistics, have been increasing at a rate substantially higher than general inflation for more than a decade—about 4 percent per year. This increase is what shows up as one component of the Consumer Price Index. But during the same period, health insurance premiums have been going up at about 10 percent a year, according to the Kaiser Family Foundation. Employers have reduced their own costs by having workers pay more of the premiums, by increasing deductibles and co-pays and by using “managed care” to limit what was covered. So actual health charges to consumers rose far faster than the stated increase in medical inflation. And as out-of-pocket expenses rise, many people forgo needed care; that hidden cost escapes the inflation statistics entirely.

The government’s calculation of housing inflation also understates how inflation affects real people, as opposed to statistical ones. Instead of looking at actual changes in housing prices, it computes what economists call the “owner’s imputed rent.” That statistic infers the economic value of living in your own house, not the market value if you sold it. The theory is that most of the time, most people stay put. True enough. But for those trying to buy in, the index dramatically undercounts the true cost. It particularly understates the toll on young families who are aspiring first-time homeowners.

Since the end of 1982, when the government substituted imputed rent for actual prices, housing costs, accounting for about one fourth of the CPI, have dramatically increased. According to Floyd Norris of The New York Times, actual average housing prices doubled between 1996 and 2006, but the imputed rent figure used in the CPI increased by only a third. Norris calculates that if the government had used actual prices instead of this artificial construct, the core inflation rate would have been 4.2 percent during that decade, not the 2.2 percent reported. And with a higher (and more accurate) inflation rate, the average wage, adjusted for inflation, would have declined that much more dramatically.

The government further revises the inflation indexes downward to compensate for supposed improvements in quality. For instance, a 2007 computer is a much more powerful piece of machinery than a 1997 computer. So for the purposes of the CPI, its price is adjusted—downward—on the premise that the consumer is buying a far more advanced product for the same money, even though the consumer may never use more features than word processing, Internet access, and e-mail. Most consumers do not use their laptops to design rockets, even though the machines have that capability. The fact that your cell phone is also a camera, plays multiple ring tones as well as songs, and collects your e-mail also results in a downward adjustment of its price as it shows up in the CPI. (The waste of time spent on deleting junk e-mail does not result in an offsetting adjustment.) But these adjustments all serve to lower the supposed overall inflation rate and make the statistics seem more reassuring than the reality. People conclude that the rising cost of living is their own personal problem, since the economy is said to be doing just fine.

In short, the lived experience of economic stress is greater than the statistics on wage growth adjusted for inflation would suggest. If we used a more accurate, higher rate of inflation, we would accurately record that wages have been falling even farther behind. The price of the basket of products that make people middle class (or not) has been rising much faster than earnings. For someone looking to buy a house, acquire good health insurance, or find the money for college tuition, it is relatively small comfort that the cost of plasma TVs or underwear has been declining and that a cell phone is now a hydra-headed appliance.

Reflecting on this trend, I wrote a column in early 2006 titled “The Tchotchke Economy,” using a favorite word of my grandmother’s (a tchotchke is a small trinket). As Americans have trouble affording the big things, many of us comfort ourselves with gadgets. The emblem of the new economy might be a thirty-five-year-old listening to an iPod, with no health insurance, living in a shared apartment much more modest than the house he grew up in, and struggling to pay the rent. It’s an economy of ever-cheaper electronic stuff—and ever more costly housing, education, and health care. An iPod is swell, but it doesn’t exactly make you middle class.

Napster, the now defunct Internet file-sharing source, used the revealing slogan “Own nothing, have everything.” There’s a fine sociological insight in that line. It speaks both to the nomadic, antimaterialist ideal of the young—as well as their depressing economic reality. It evokes Jack Kerouac with an MP3 player: you may be flat broke and sharing a roach-infested apartment, but you can have all the world’s music. Token luxury consumption is serving as a surrogate for secure membership in the middle class. You can’t afford a house or health insurance, but at least you can savor the $3.50 Starbucks latte.

Some critics sidestep the reality of declining real earnings and misstate what has occurred by bemoaning an epidemic of self-indulgent “Affluenza,” as the title of one book had it. They counsel the young to forgo the latte and save the money. Damon Darlin, in a Polonius-toned New York Times article commending self-denial to the young, calculated that by giving up such small luxuries, a young adult could accumulate more than $80 a month, adding up to $11,500 in ten years. But that sum doesn’t even underwrite a down payment on a studio apartment, much less cover the monthly cost of health insurance. The instant gratification promoted by the commercial culture and the fact that the economic deck is so stacked against the young combine to deter the savings habit. For so many young adults, accumulating a down payment is just inconceivable, given soaring rents, tuition debt, and flat wages. The psychology, not without reason, is: Why bother? What the hell, go for the latte.

The Family Welfare State

In this economy, the ability of young Americans to prosper is becoming more a function of the social class of their parents. The sense of having more difficulty “getting ahead” falls with particular force on young adults who lack affluent parents to give them a head start with everything from good primary and secondary schooling to college tuition, down payments on starter homes, and help with the costs of (grand)children. Home ownership rates for young adults aged twenty-five to thirty-four peaked in 1980, at 53 percent. Since then, the rate has declined to 45 percent. About half of all first-time home buyers report getting help with the down payment from their parents. Almost by definition, this has to be people in the more affluent half, since the bottom half of adults has very little net financial wealth; and the further up the income scale, the greater the help. Young adults from nonaffluent families are also disadvantaged in their effort to become well educated and competitive in the labor market. When I attended Oberlin College in the early 1960s, the total four-year cost at a private liberal arts college—tuition, room, board, fees, books—was about $10,000. You could do it on summer jobs and modest help from parents. No longer.

Tamara Draut, in her book on the declining economic fortunes of young adults, Strapped, reports that as recently as thirty years ago, in 1976–77, the average cost of attending a private college (in inflation-adjusted current dollars) was $12,837 annually. Today, the cost of attending a public college is very nearly that, and four years of private college is fast approaching $200,000. Back in the era of the postwar boom, young people could hang out in coffeehouses and have the earnings to subsequently join the middle class without much parental help.

America’s welfare state is becoming more of a family affair. The off-spring of affluent families benefit from family transfers of income and status literally from birth (and even before birth, given the disparity of prenatal care). A child of affluence is the beneficiary of parental endowments throughout the life course: a decent preschool; residence in a community with better public schools or access to private schools; paid tutoring for college prep; the ability to attend college without regard to cost and without taking on a part-time job or debt; subsidized first-time home ownership—right on to help with (grand)children and, finally, inheritances. Affluence, in this case, begins at about the top 20 percent. At the 80th percentile of family income, annual earnings are about $103,000. Below that level, there is relatively little discretionary income to shower on grown children and not much spare financial wealth. For young adults without family wealth behind them, trying to join the middle class is like running after a departing bus.

For example, economists calculate that helping young adults to get on the home ownership ladder earlier in their lives offers a very substantial economic boost. They begin accumulating equity sooner, they realize tax benefits, and they are spared from having to pay exorbitant and rising shares of their incomes for rent as they have children and need more space. They are likely to acquire better first homes and build wealth earlier in life—and for most Americans, the equity in their homes is their principal form of net worth. As housing prices have outstripped income, delaying first-time home ownership also increases the entry cost.

The financial apple does not fall so close to the tree in other Western nations, where such benefits as prekindergarten, child care, health care, and worker retraining are financed socially. Statistically, American children are more than twice as likely to end up in the same income quartile as their parents compared to grown children in most of continental Europe, where substantial intergenerational income transfers are social, not familial. How Europe does it will be addressed in chapter seven.

America used to be more the land of opportunity for the nonaffluent young, and it is easy to forget how much government helped make that possible. The generation that came of age during the postwar boom went to college at dramatically increasing rates, thanks mainly to public investments such as the G.I. Bill, burgeoning public universities that kept tuitions low, and federal Pell Grants that actually covered most tuition costs. Relatively few parents of the Depression generation had enough spare income and wealth to subsidize the launch of their adult children. And thanks to government-assisted housing and low-interest mortgage loans, few young adults needed the parental subsidy. Home ownership rates rose from 44 percent in 1940 to 62 percent by 1960, and college graduation rates soared from about 5 percent at the end of World War II to more than 20 percent by 1970. Today, the help provided by these opportunity programs has badly lagged behind inflation, due to budget cuts; and one’s ability to get ahead is far more a function of family wealth.

The Time Squeeze as an Assault on Living Standards

Between 1979 and 2000, the number of hours worked by married couples increased by several hundred hours a year. Most of this was in the form of hours worked by wives. Among working-class men, it became
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