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ABOUT THE BOOK

Sachs has written a book that is essential reading for everyone – politicians, people in business and industry, and you. Setting out a bold and provocative, yet responsible and achievable, plan, The Price of Civilization reveals why we must – and how we can – change our entire economic culture in this time of crisis.

The world economy remains in a precarious state after the recent global recession – where quick fixes were implemented instead of sustainable solutions to systemic problems. Jeffrey Sachs argues powerfully for a new co-operative, common-sense political economy, one that stresses practical partnership between government and the private sector, demands competence in both arenas and occasionally insists on carefully chosen public and private sacrifices. In this new era of global capitalism, Sachs believes that we have to forget partisanship and solve these enormous problems together, clinically and holistically, just as one would approach the eradication of a disease.

The Price of Civilization explains how government can be made to reform corporate culture by fairly policing compensation but not stifling competition and forced to improve our energy infrastructure by both taxing emissions and providing market incentives for innovation. Sachs shows how government, business and citizens can find common ground – on bank accountability, the decentralising of social services and taxing the super-rich – as a way to achieve our shared goals of efficiency, equity and sustainability.

Sparing no-one but potentially benefiting us all, The Price of Civilization is a masterful roadmap, a programme designed to bridge seemingly impossible divides in our society and a way forward that we – and our leaders – ignore at our peril.
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Sachs’s message is clear: there are solutions for America’s economic ills, but implementing them will require America to recommit to its core civic virtues and to the deep reform of America’s political and economic institutions.
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Preface to The Bodley Head edition

THAT AMERICA IS in crisis is plain to see, especially from outside the country. The nation that until recently was widely judged to be the world’s sole superpower, the “new Rome” and the “indispensable country,” has become an epicenter of financial instability, political paralysis, and even business immorality. America’s wars drag on painfully and tediously in Afghanistan, Iraq, Yemen (albeit secretly), and elsewhere. The toast of the town is now China, the up-and-coming power, not the U.S.

There is, no doubt, a measure of schadenfreude in many parts of the world. The U.S. has been very quick to give stern lectures to other countries, for example in the wake of the East Asian financial crisis in 1997. “Crony capitalism,” cried the American government officials who swooped in for the kill in Jakarta, Seoul, and Bangkok. Yet a decade later, it was Asia that was booming while America was collapsing in the throes of crony capitalism. Wall Street’s meltdown in 2007-08 had all the makings of a morality tale, with greedy bankers claiming to be doing “God’s work,” corrupt politicians fawning on Wall Street in search of campaign contributions, and a hapless public left to foot the bill for trillions of dollars of newly added public debt. Who could not be bemused by the sudden role reversal and by the gaudy spectacles on display in Washington and Wall Street?

This book has two purposes, one direct and the other perhaps a bit more veiled and indirect. The direct purpose, of course, is to diagnose the U.S. decline and offer some prescriptions for a reversal of fortune. What happens in America shakes the entire world. While America is in a deepening crisis, its economy remains the world’s largest, the dollar remains the world’s key currency, and the Pentagon remains the world’s most powerful military force. It is vital that the world should understand the U.S. crisis and the prospects for recovery.

I don’t want to oversell that recovery. I do not expect, for example, another “American Century,” which was actually a half-century of global pre-eminence – from World War II to the 1990s. That pre-eminence has passed and will not be regained, not so much because of America’s failures but because of successes elsewhere. The emerging economies, led by China and India, have by now unlocked the formula of technological advance and economic growth, and will not again be dwarfed by U.S. political and economic power. Still, America can be a far healthier and more globally constructive country than it is today. This book aims first to help the U.S. to find the way back to prosperity and constructive engagement in the world.

That path, I argue, lies in a revitalization of civic virtue. Deeply held and widely shared American values must once again be turned into the actions of responsible citizens, business leaders, and politicians. America’s problem is not so much the lack of those shared values as it is the disconnection of those values from national politics today. In this book I not only set out to diagnose the malady but also suggest ways to reconnect public values and public policy. One route lies through public awareness of what has gone wrong; the other, through a reform of America’s malfunctioning political institutions and budget choices.

The indirect purpose of the book is to encourage readers in all parts of the world to examine their own national economies in the reflected light of the recent American experience. The American economy is still held up by many politicians around the world as a model for their own country to emulate. This book should offer some perspective on the claims of America’s economic dynamism, entrepreneurial zeal, and overall prosperity. The main conclusion is “buyer beware.” America certainly continues to enjoy enormous economic and social strengths, especially the capacity to innovate and change, but these strengths are being squandered by a political system in the grip of corporate lobbies and the spin masters of the media.

America’s weaknesses are warning signs for the rest of the world. The society that led the world in financial liberalization, round-the-clock media saturation, television-based election campaigns, and mass consumerism, is now revealing the downside of a society that has let market institutions run wild over politics and public values. This book tracks the many ills that now weigh on the American psyche and the American financial system: an economy of hype, debt, and waste that has achieved economic growth and high incomes at the cost of extreme income inequality, declining trust among members of the society, and the public’s devastating loss of confidence in the national government as an instrument of public well-being.

The American crisis is relevant for every part of the world. America’s hyper-commercialism is rapidly penetrating other societies as well, and notably the emerging economies. American political advisors now fan out to all parts of the world to advise candidates on American-style media manipulation. Corporate lobbies increasingly hold sway in all major economies. The same luxury brand names attract gawkers and shoppers in NYC, Los Angeles, London, Paris, Shanghai, Mumbai, Rio, Cairo, and far beyond. Cosmetic surgery, fashion trends, reality TV shows, social networks, movie hits, and media conglomerates have all gone global. Even if the American economy is on the skids, the hyper-commercialism invented in America is on the international rise. So too are the attendant ills: inequality, corruption, corporate power, environmental threats, and psychological destabilization.

Societies around the world share with America the common fate of globalization. The world has been interlinked by trade and finance since the early 16th century, but we are right to think that globalization has taken on a unique intensity and social impact in the past quarter century. A world economy that was once divided by politics, economic ideologies, inconvertible currencies, and physical distances has become a unified global economic system. Trade, finance, production systems, migrants, and ideas flow nearly instantly to all parts of the world, and so too do banking crises, infectious disease outbreaks, refugee movements, and tax evasion. The financial bubble stoked by the Federal Reserve and Wall Street in the early years of the last decade drew much of the world economy into a global boom, just as the ensuing financial panic in 2008 threatened banking systems around the world, all within days or weeks of the Lehman Brothers bankruptcy on Wall Street. Many countries, notably Greece, Ireland, Portugal, and Spain, are still caught in the boom and bust that originated in the U.S. financial system.

America’s current economic weaknesses and political divisions have a lot to do with the poor choices that America has made in responding to globalization. As Brazil, China, India, Russia, and other emerging economies have opened the door to international trade and financial flows, all parts of the world have been forced to adjust their economies. The global division of labor – who works where, at what incomes, and in what sectors – is undergoing a pervasive overhaul. In America and Europe, for example, a significant proportion of low-tech manufacturing jobs have shifted to the emerging economies during the past twenty-five years.

America has largely ignored the challenges of globalization. At a time when an activist government is needed to bolster America’s economic competitiveness and to help those who have been hurt by global trends, the federal government tended to exacerbate the problems rather than help solve them. Washington deregulated markets, cut taxes on the rich, and restricted social spending except in a few programs (mainly health and retirement). The forces of globalization were thereby permitted, and even perversely encouraged, to widen the inequalities of wealth and income. Globalization unleashed vast corporate power and undermined whole regions of the country. Here are powerful lessons, and warnings, for other parts of the world.

As I show in the book, America’s reliance on markets rather than on government has increasingly distinguished the U.S. from most other high-income economies. The U.S. now stands at the extreme of the high-income world in a consistent pattern of allowing market forces to penetrate or even dominate all facets of society. Health care, basic education, and childcare are all commercialized in the US, as are military forces, arms manufacturing, and media access for election campaigns. In most other high-income societies, the government rather than the market provides the financing for these goods and services, and often directly provides the services themselves through public agencies.

The widening institutional differences between the U.S. and Europe from the 1970s onward probably owe more to politics than to differences in public values. In the U.S., the corporate sector has come to dominate politics. Corporate lobbies and wealthy taxpayers cover the costs of increasingly expensive election campaigns. These same groups have also gained bargaining leverage directly as a result of globalization. In most of Europe, political campaigning has remained less commercialized, less expensive, and less under the sway of large companies. Yet in many countries the trends seem to be moving in America’s direction. As European campaigning becomes more media-centered and increasingly driven by U.S.-style political consultants, politics is increasingly under the sway of big money.

There are, of course, long-standing differences among the European high-income countries in political and economic institutions that persist until today. The Anglo-Saxon countries (the U.K. and Ireland) are closest to the U.S. in a more market-oriented approach to the economy. It is instructive that the U.K. and Ireland, like the U.S., have experienced massive increases of inequality during the past thirty years, and also very deep financial crises of under-regulated banks after 2007. All three countries have experienced major scandals over big money in politics as well, though the U.S. stands in a league of its own regarding the cost of campaigns and therefore the role of big money in determining the fate of politics.

The continental European countries remain far more government-oriented than the Anglo-Saxon countries, but with important variations between the richer north and poorer south, the richer west and poorer (post-communist) east, and social democratic Scandinavia (Denmark, Norway, and Sweden) versus the rest. In many ways, the Scandinavian social democracies stand as one bookend with the U.S. as the other on the balance of state and market. Scandinavia has put its faith squarely in a mixed economy, in which markets and government both play fundamental roles. This balance has worked beautifully in promoting a high quality of life, while the extreme market orientation of the U.S. falls short in delivering economic benefits and a measure of well-being to the population.

Now the world holds its breath to see whether the Scandinavian traditions of moderation and balance in economic and social life will survive the growing political divisions caused by rising migration. Anti-immigrant sentiment is on the rise and could endanger the social consensus around the welfare state. Managing diversity has long been the great challenge and most treacherous stumbling block in America’s political economy. I hope that the book’s discussion of this point will therefore prove useful to other countries in the midst of major demographic change.

Readers in the emerging economies will ask, what lies in this book for them? After all, the emerging markets are on a success streak, and have surged ahead in economic growth even as Europe, the U.S., and Japan have been stuck in a persistent crisis after 2008. While the high-income economies are growing at a meager two percent per year, the developing economies are averaging around seven percent per year. The emerging economies are rapidly catching up. Does this mean that they need not worry or draw lessons from the U.S. experience?

Alas, even in the booming economies of China and India, there is much to worry about. The emerging economies are growing rapidly because they’ve solved one huge problem: how to absorb new cutting-edge technologies in order to speed the development process. Yet the emerging markets are also displaying several worrying signs: rising income inequality, big money in politics, rising corruption, and a rapidly multiplying set of environmental threats, including air and water pollution, greenhouse gas emissions, and freshwater scarcity. The glitz, scams, media saturation, and celebrity worship that characterize U.S. society are spreading to the emerging economies, and threaten to destabilize them as well.

The emerging economies, therefore, face profound choices as well, and just at this time in their history. Their current rapid economic growth offers great hope but no guarantee of future well-being. These countries, like the U.S. and Europe, will have to make hard choices about the proper roles of government versus markets, the best policy responses to growing income inequalities, and the most effective ways to address environmental threats. America’s recent history and experience therefore offer the emerging economies vital insights about what to do, and not to do, as affluence spreads within their societies.

In sum, while this book focuses on the U.S., it is really about global capitalism in the early twenty-first century. Just twenty years ago, many thought that the great issues of capitalism had all been resolved. The end of the Soviet Union seemed to spell the end of planning, the triumph of markets, and even the “end of history” itself. The U.S. was held up, or at least held itself up, as the apex of economic design, the standard for the rest of the world to emulate. How sad and ironic to look back on those simplistic sentiments. The key question today is global and urgent: how can capitalism in the twenty-first century best deliver the three overarching goals sought by societies around the world: economic prosperity, social justice, and environmental sustainability?

I hope and believe that the solutions that I suggest for the U.S., in terms of reinvigorated personal values, improved government strategies, and strengthened economic institutions, will resonate with readers in all parts of the globe. In our crowded and unstable world of 7 billion people, we need to dial down the propaganda and relentless shrieking of the mass media and reconnect with more basic human values. We need, I suggest, a new mindfulness, to re-focus our attention as individuals, consumers, and virtuous citizens, to what is most important in bringing us economic fulfillment and well-being at a time of great global change.

June 2011


PART I

The Great Crash


CHAPTER 1.

Diagnosing America’s Economic Crisis

A Crisis of Values

AT THE ROOT of America’s economic crisis lies a moral crisis: the decline of civic virtue among America’s political and economic elite. A society of markets, laws, and elections is not enough if the rich and powerful fail to behave with respect, honesty, and compassion toward the rest of society and toward the world. America has developed the world’s most competitive market society but has squandered its civic virtue along the way. Without restoring an ethos of social responsibility, there can be no meaningful and sustained economic recovery.

I find myself deeply surprised and unnerved to have to write this book. During most of my forty years in economics I have assumed that America, with its great wealth, depth of learning, advanced technologies, and democratic institutions, would reliably find its way to social betterment. I decided early on in my career to devote my energies to the economic challenges abroad, where I felt the economic problems were more acute and in need of attention. Now I am worried about my own country. The economic crisis of recent years reflects a deep, threatening, and ongoing deterioration of our national politics and culture of power.

The crisis, I will argue, developed gradually over the course of several decades. We are not facing a short-term business cycle downturn, but the working out of long-term social, political, and economic trends. The crisis, in many ways, is the culmination of an era—the baby boomer era—rather than of particular policies or presidents. It is also a bipartisan affair: both Democrats and Republicans have played their part in deepening the crisis. On many days it seems that the only difference between the Republicans and Democrats is that Big Oil owns the Republicans while Wall Street owns the Democrats. By understanding the deep roots of the crisis, we can move beyond illusory solutions such as the “stimulus” spending of 2009–2010, the budget cuts of 2011, and the unaffordable tax cuts that are implemented year after year. These are gimmicks that distract us from the deeper reforms needed in our society.

The first two years of the Obama presidency show that our economic and political failings are deeper than that of a particular president. Like many Americans, I looked to Barack Obama as the hope for a breakthrough. Change was on the way, or so we hoped; yet there has been far more continuity than change. Obama has continued down the well-trodden path of open-ended war in Afghanistan, massive military budgets, kowtowing to lobbyists, stingy foreign aid, unaffordable tax cuts, unprecedented budget deficits, and a disquieting unwillingness to address the deeper causes of America’s problems. The administration is packed with individuals passing through the revolving door that connects Wall Street and the White House. In order to find deep solutions to America’s economic crisis, we’ll need to understand why the American political system has proven to be so resistant to change.

The American economy increasingly serves only a narrow part of society, and America’s national politics has failed to put the country back on track through honest, open, and transparent problem solving. Too many of America’s elites—among the super-rich, the CEOs, and many of my colleagues in academia—have abandoned a commitment to social responsibility. They chase wealth and power, the rest of society be damned.

We need to reconceive the idea of a good society in the early twenty-first century and to find a creative path toward it. Most important, we need to be ready to pay the price of civilization through multiple acts of good citizenship: bearing our fair share of taxes, educating ourselves deeply about society’s needs, acting as vigilant stewards for future generations, and remembering that compassion is the glue that holds society together. I would suggest that a majority of the public understands this challenge and accepts it. During my research for this book, I became reacquainted with my fellow Americans, not only through countless discussions but also through hundreds of opinion surveys on, and studies of, American values. I was delighted with what I found. Americans are very different from the ways the elites and the media pundits want us to see ourselves. The American people are generally broad-minded, moderate, and generous. These are not the images of Americans we see on television or the adjectives that come to mind when we think of America’s rich and powerful elite. But America’s political institutions have broken down, so that the broad public no longer holds these elites to account. And alas, the breakdown of politics also implicates the broad public. American society is too deeply distracted by our media-drenched consumerism to maintain the habits of effective citizenship.

Clinical Economics

I am a macroeconomist, meaning that I study the overall functioning of a national economy rather than the workings of one particular sector. My operating principle is that the economy is intimately interconnected with a much broader drama that includes politics, social psychology, and the natural environment. Economic issues can rarely be understood in isolation, though most economists fall into that trap. An effective macroeconomist must look at the big canvas, in which culture, domestic politics, geopolitics, public opinion, and environmental and natural resource constraints all play important roles in economic life.

My job as a macroeconomic adviser during the past quarter century has been to help national economies function properly by diagnosing economic crises and then correcting breakdowns in key sectors of the economy. To do that job well, I must strive to understand in detail how the different parts of the economy and society both fit together and interact with the world economy through trade, finance, and geopolitics. Beyond that, I must also strive to understand the public’s beliefs, the country’s social history, and the society’s underlying values. All of this requires a broad and eclectic set of tools. Like other economists, I pore over charts and data. In addition, I read stacks of opinion surveys as well as cultural and political histories. I compare notes with political and business leaders and visit factories, financial firms, high-tech service centers, and local community organizations. Sound ideas about economic reform must pass a “truth test” at many levels, making sense at the community level as well as the national political level.

A macroeconomist faces the challenge of a clinical doctor who must help a patient with serious symptoms and an unknown underlying disease. An effective response involves making a correct diagnosis about the underlying problem and then designing a treatment regimen to correct it. In my book The End of Poverty I called this process “clinical economics.” My inspiration has been my wife, Sonia, a gifted medical doctor who showed me the wonders of science-based clinical medicine.

I didn’t train to be a clinical economist, though fortunately my theoretical training, combined with my wife’s inspiration and some very good professional luck, enabled me to forge an unusual personal path to clinical economics. I was blessed with a first-rate education as an undergraduate and graduate student at Harvard, where I later joined the faculty in 1980. With life-changing good fortune, I became involved in practical economic problem solving in Bolivia in 1985, and from then on I have built a career at the intersection of theory and practice. I spent much of the 1980s working in debt-ridden Latin America to help support that region’s return to democracy and macroeconomic stability after two decades of incompetent and violent military rule. In the late 1980s and early 1990s I was invited to help Eastern Europe and the former Soviet Union in their transitions from communism and dictatorship to democracy and market economy. That work, in turn, brought me invitations to the world’s two great behemoths, China and India, where I could watch, debate, and share ideas about the world-changing market reforms of those two great societies. Since the mid-1990s, I have turned much of my attention to the poorest regions of the world, and especially to sub-Saharan Africa, to try to assist them in their ongoing fight against poverty, hunger, disease, and climate change.

Having worked in and diagnosed dozens of economies over my career, I’ve come to have a good feel for the interplay of politics, economics, and a society’s values. Lasting economic solutions are found when all of these components of social life are brought into a proper balance.

In this book I will bring clinical economics to bear on America’s economic crisis. By taking a holistic view of America’s economic problems, I hope to diagnose some of the deeper maladies afflicting our society today and to correct the basic misdiagnosis that was made thirty years ago and that still sticks today. When the U.S. economy hit the skids in the 1970s, the political Right, represented by Ronald Reagan, claimed that government was to blame for its growing ills. This diagnosis, although incorrect, had a plausible ring to it to enough Americans to enable the Reagan coalition to begin a process of dismantling effective government programs and undermining the government’s capacity to help steer the economy. We are still living with the disastrous consequences of that failed diagnosis, and we continue to ignore the real challenges, involving globalization, technological change, and environmental threats.

America is Ready for Reform

After a thorough diagnosis in the first half of the book, I’ll get specific on what I think we should do. Those specific recommendations will raise several big issues. First, can we really afford more government activism in an era of huge budget deficits? I’ll show that we both can and must. Second, can a program of thoroughgoing reform really be manageable? Here, too, the answer is yes, even by a government that currently exhibits chronic incompetence. Third, is a reform program politically achievable in an era when politics is as divisive as it is today? Successful reforms are almost always initially greeted with a broad chorus of skepticism. “That is politically impossible.” “The public will never agree.” “Consensus is beyond reach.” These are the jeremiads we hear today whenever deep and real reforms are proposed. During my quarter century of work around the world, I’ve heard them time and again, only to find that deep reforms were not only possible but eventually came to be viewed as inevitable.

Much of this book is about the social responsibility of the rich, roughly the top 1 percent of American households, who have never had it so good. They sit at the top of the heap at the same time that around 100 million Americans live in poverty or in its shadow.1

I have no quarrel with wealth per se. Many wealthy individuals are highly creative, talented, generous, and philanthropic. My quarrel is with poverty. As long as there is both widespread poverty and booming wealth at the top, and many public investments (in education, child care, training, infrastructure, and other areas) that could reduce or end the poverty, then tax cuts for the rich are immoral and counterproductive.

This book is also about planning ahead. I’m a firm believer in the market economy, yet American prosperity in the twenty-first century also requires government planning, government investments, and clear long-term policy objectives that are based on the society’s shared values. Government planning runs deeply against the grain in Washington today. My twenty-five years of work in Asia have convinced me of the value of long-term government planning—not, of course, the kind of dead-end central planning that was used in the defunct Soviet Union, but long-term planning of public investments for quality education, modern infrastructure, secure and low-carbon energy sources, and environmental sustainability.

The Mindful Society

“The unexamined life is not worth living,” said Socrates.2 We might equally say that the unexamined economy is not capable of securing our well-being. Our greatest national illusion is that a healthy society can be organized around the single-minded pursuit of wealth. The ferocity of the quest for wealth throughout society has left Americans exhausted and deprived of the benefits of social trust, honesty, and compassion. Our society has turned harsh, with the elites on Wall Street, in Big Oil, and in Washington among the most irresponsible and selfish of all. When we understand this reality, we can begin to refashion our economy.

Two of humanity’s greatest sages, Buddha in the Eastern tradition and Aristotle in the Western tradition, counseled us wisely about humanity’s innate tendency to chase transient illusions rather than to keep our minds and lives focused on deeper, longer-term sources of well-being. Both urged us to keep to a middle path, to cultivate moderation and virtue in our personal behavior and attitudes despite the allures of extremes. Both urged us to look after our personal needs without forgetting our compassion toward others in society. Both cautioned that the single-minded pursuit of wealth and consumption leads to addictions and compulsions rather than to happiness and the virtues of a life well lived. Throughout the ages, other great sages, from Confucius to Adam Smith to Mahatma Gandhi and the Dalai Lama, have joined the call for moderation and compassion as the pillars of a good society.

To resist the excesses of consumerism and the obsessive pursuit of wealth is hard work, a lifetime challenge. To do so in our media age, filled with noise, distraction, and temptation, is a special challenge. We can escape our current economic illusions by creating a mindful society, one that promotes the personal virtues of self-awareness and moderation, and the civic virtues of compassion for others and the ability to cooperate across the divides of class, race, religion, and geography. Through a return to personal and civic virtue, our lost prosperity can be regained.


CHAPTER 2.

Prosperity Lost

THERE CAN BE no doubt that something has gone terribly wrong in the U.S. economy, politics, and society in general. Americans are on edge: wary, pessimistic, and cynical.

There is widespread frustration with the course of events in America. Two-thirds or more of Americans describe themselves as “dissatisfied with the way things are going in the United States,” up from around one-third in the late 1990s.1 A similar proportion of Americans describe the country as “off track.”2

This is coupled with a pervasive cynicism about the nature and role of government. Americans are deeply estranged from Washington. A large majority, 71 percent to 15 percent, describes the federal government as “a special interest group that looks out primarily for its own interests,” a startling commentary on the miserable state of American democracy. A similarly overwhelming majority, 70 percent to 12 percent, agrees that “government and big business typically work together in ways that hurt consumers and investors.”3 The U.S. government has lost the confidence of the American people in a way that has not previously occurred in modern American history or probably elsewhere in the high-income world. Americans harbor fundamental doubts about the motivations, ethics, and competency of their federal government.

This lack of confidence extends to most of America’s major institutions. As we see in the data from a recent opinion survey (see Table 2.1), the public deeply distrusts banks, large corporations, news media, the entertainment industry, and unions, in addition to their distrust of the federal government and its agencies. Americans are especially skeptical of the overarching institutions at the national and global level—Congress, banks, the federal government, and big business—and more comfortable with the institutions closer to home, including small churches, colleges, and universities.

Table 2.1: The Public’s Negative Views of Institutions Are Not Limited to Government

[image: figure]

Source: Pew Research Center for the People & the Press, April 2010.

Americans’ loss of confidence in its institutions is matched by a loss of confidence in one another. Sociologists, led by Robert Putnam, have shown the decline of civic-mindedness in American society. Americans participate less in social affairs (“bowling alone” in Putnam’s now-famous phrase) and have much less trust in one another. They have retreated from the public square to the home, spending their nonwork time in front of the computer, TV, or other electronic media. The loss of trust is especially high in ethnically diverse communities, where the population is “hunkering down,” in Putnam’s words.4

The two main political parties are not showing a way out of the crisis. Even when the fights between them are vicious—on taxes, spending, war and peace, and other issues—they actually hew to a fairly narrow range of policies, and not ones that are solving America’s problems. We are paralyzed, but not mainly by disagreements between the two parties, as is commonly supposed. We are paralyzed, rather, by a shared lack of serious attention to our future. We increasingly drift between elections without serious resolution of a long list of deep problems, whether it’s the gargantuan budget deficit, wars, health care, education, energy policy, immigration reform, campaign finance reform, and much more. Each election is an occasion to promise to reverse whatever small steps the preceding government has taken.

The general deterioration of conditions is taking its toll on life satisfaction in the country. Americans have long been a satisfied population. Why shouldn’t they be, living in one of the world’s richest, freest, and safest places? Yet we should listen more closely to the message over recent decades when Americans have been asked about their life satisfaction or happiness. As the economist Richard Easterlin discovered many years ago, America hit a kind of ceiling on self-reported happiness (sometimes called subjective well-being, or SWB) several decades back.5 The trend line of happiness between 1972 and 2006 is flat, varying between 2.1 and 2.3 on a scale from 1 (not happy) to 3 (happy), even as per capita GDP doubled from $22,000 to $43,000, as we see in Figure 2.1.

Even as the GDP per person has risen, the happiness of Americans has not changed and perhaps has even declined among women, at least according to a recent careful study.6 The citizens of many other countries now report a higher level of life satisfaction, putting the United States no higher than nineteenth in a recent international comparison by Gallup International.7 Americans are running very hard to pursue happiness but are staying in the same place, a trap that psychologists have christened the Hedonic Treadmill.8

Figure 2.1: U.S. GDP per Capita and Happiness Trend Line, 1972–2006

[image: figure]

Source: Data from U.S. Bureau of Economic Analysis.

[image: figure]

Source: Data from General Social Survey.

The Jobs and Savings Crisis

America’s unemployment rate is nearly 9 percent of the labor force and has been stuck there for two years.9 In all, 8.6 million jobs were shed from the peak employment in 2007 to the trough in 2009. Even before the current crisis, the 2000s had the lowest growth of jobs of any decade since World War II.10

The job-market pain is not felt evenly. The unemployment rate is by far the highest among lower-skilled workers, reaching 15 percent among workers with less than a high school education and 10 percent of those with a high school diploma or some college. Workers with at least a bachelor’s degree have come through the crisis with more modest, though still very real, losses. Their unemployment rate hovered around 4 percent as of December 2010, up from around 2 percent in 2006.11

The widening gap in labor-market outcomes of those with and without at least a bachelor’s degree is a theme to which we will return many times. In the figure below, we see the trajectory of earnings of workers according to their educational attainment, all relative to a high school diploma. In 1975, those with a bachelor’s degree earned around 60 percent more than those with a high school diploma. By 2008, the gap was 100 percent.

Figure 2.2: Real Salary Growth Limited to Bachelor’s and Advanced Degree Holders, 1975–2007
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Source: Data from U.S. Census Bureau, Current Population Survey (2008).

The 2008 financial meltdown also deepened the financial distress of millions of Americans who kept their jobs but lost their homes and savings. The fall in housing prices beginning in 2006 spelled the end of a couple of decades in which middle-class households treated their homes as ATM machines, drawing on the ostensible value of the home through home equity loans. With the collapse of the housing bubble, millions of households found that their homes were now worth less than their mortgages, leading them to default on their mortgage payments.

This widespread financial distress is the end stage of a generation-long decline in Americans’ propensity to save. The national savings rate, which measures how much of the nation’s income is put aside for the future, tells a striking story. Saving for the future is the main kind of self-control needed for a household’s sustained well-being. Yet starting in the 1980s, the personal savings rate out of disposable income began to fall sharply, as we see in Figure 2.3, and began a small recovery only after the calamitous 2008 financial crisis. In the three decades leading up to 2008, the nation as a whole, through countless individual decisions of households, lost the self-discipline to save for the future.

What occurred at the household level was echoed in Washington. Just as households were abandoning their personal financial prudence, Congress and the White House lost the discipline of budget balance. The trajectory of the budget deficit is shown in Figure 2.4. For the period 1955 to 1974, the budget deficit was mostly below 2 percent of GDP. Then, from 1975 to 1994, it increased markedly, mostly above 3 percent of GDP. A squeeze on spending (both domestic and military) combined with higher tax collections during the years 1995 to 2002 temporarily brought the budget deficit back under control. Yet as soon as the surplus was achieved, the politicians were eager to spend it for political gain. In 2001, the new Bush administration cut taxes sharply while increasing military spending, thereby sending the federal budget back to deficit. The deficit soared in the wake of the 2008 financial crisis, which lowered tax collections, led to a financial bailout, and prompted Obama to push for a two-year stimulus package.

Figure 2.3: Personal Savings Rate as Percentage of Disposable Income, 1952–2010
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Source: Data from U.S. Bureau of Economic Analysis.

Figure 2.4: U.S. Deficit as Percentage of GDP, 1955–2011
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Source: Data from Office of Management and Budget Historical Budget Tables.12

The chronic lack of saving by households and by government (especially state and local government) means an impending retirement crisis for baby boomers. The oldest of the baby boomers were born in 1946, meaning that they hit the retirement age of sixty-five in the year 2011. With this long track record of undersaving, millions of baby boomer households will suffer a significant decline of living standards as they enter retirement. The Center for Retirement Research at Boston College prepares a “National Retirement Risk Index” of the percentage of households whose financial assets are insufficient to preserve their living standards during retirement. The evidence suggests that the percentage of households “at risk” has soared, from 43 percent in 2004 to around 51 percent in 2009, including 60 percent of all low-income households.13

What is true at the household level regarding retirement risk for private-sector workers is also true for public employees at the state and local level. Pension plans for state and local employees are chronically underfunded relative to the promised benefits, though by exactly how much remains in dispute.14 The consequences of underfunded pension plans will be some combination of a squeeze on public spending, a rise in state and local taxes, and a renegotiation of pension benefits.

The Investment Squeeze

The decline of net national saving has also meant a decline of funds available for domestic investment to build capital stock.

Whereas China, which saves around 54 percent of its national income, is building hundreds of miles of subway lines and tens of thousands of miles of fast intercity rail lines, America is building hardly any infrastructure at all.15 In fact, our existing infrastructure is increasingly decrepit, a point of shock to foreign visitors when they arrive. The American Society of Civil Engineers (ASCE) has been our eyes and ears on the growing crisis, publishing every few years a report card detailing the estimated five-year investment needs to correct major deficiencies in key systems. The report card is sobering reading, with few passing grades. The roads are worn out; bridges and dams are vulnerable to collapse; and levee and river systems need major upgrades, as the tragedy in New Orleans shockingly exposed. The water supply is widely contaminated. The overall grade is D, “poor,” with an estimated five-year bill of $2.2 trillion to correct deficiencies in basic systems. At roughly $400 billion per year, we require a scaling up of infrastructure investment equivalent to 2 to 3 percent of GDP each year.16

Intellectual capital, the pride of America, is also diminishing, as America cedes technological leadership to China and other countries in areas such as renewable energy and stem cell research. The energy system is in a deepening crisis. The power grid is outmoded, yet there is little advance in building a new state-of-the-art national transmission system. There is policy paralysis regarding many kinds of possible power generation: nuclear, coal plants with carbon capture and storage (CCS), offshore wind power, biofuels, gas shale, deepwater drilling, and many others.

The most serious threat is to our human capital. The quality of the labor force will be the most important single determinant of American prosperity in the decades to come. The evidence, therefore, that America’s public schools are falling behind those of the rest of the world in core attainments in reading, science, and math is a harbinger of a deepening crisis. There is now a systematic global comparison of scholastic performance of fifteen-year-olds carried out every three years as part of the Program for International Student Assessment (PISA), currently covering sixty-five countries. The 2009 results are chastening. On the one hand, the United States ranked only fifteenth in reading, twenty-third in science, and thirty-first in mathematics.17 On the other hand, Shanghai, China, ranked number one in all three categories, and the fast-rising developing economies of Asia (including South Korea, Singapore, and Hong Kong) all ranked in the top ten, dramatically outperforming the United States. This is perhaps the starkest wake-up call in recent memory about our lagging educational performance and its implications for the future, yet it made hardly a blip in the U.S. media.

There are other similarly stunning developments. The higher educational attainment of the United States, once the world’s unchallenged pacesetter, is falling behind. Currently, the United States ranks twelfth in the world in the proportion of twenty-five-to thirty-four-year-olds with at least an associate’s degree (meaning a degree from a two-year college or higher).18 Many other countries are enjoying a surge in college completion rates, especially in four-year colleges, which register the biggest returns to earnings, employment rates, and job security. In the United States, more students are attending college, but the percentage completing a four-year bachelor’s degree has stagnated since the year 2000.19 After decades of enjoying the world’s best-educated labor force, America’s educational credentials are now falling behind many countries’ in Europe and Asia.

The Divided Workplace

Workplace conditions have also deteriorated during the past three decades. We derive most of our income and many of life’s pleasures from productive work. A healthy workplace is key to a healthy society. Yet the overriding reality of the past thirty years has been a sharply widening gap in power, compensation, and job security between senior management and professionals, on the one hand, and the rest of the workforce, on the other. This has been an era of soaring CEO pay combined with a grinding squeeze on the wages and working conditions of production and clerical workers. Job security has plummeted for relatively low-skilled workers (those with a high school diploma or less). The working class has been caught in the pincers of low-wage competition from abroad combined with the technological obsolescence of many traditional low-skilled jobs.

The top CEOs have cashed in as never before. As shown in Figure 2.5, the compensation packages of the top hundred CEOs soared from the mid-1970s onward. At the start of the 1970s, average top 100 CEO pay was roughly 40 times the average worker’s pay. By the year 2000, it had reached 1,000 times the average worker’s pay! The most important component of this compensation boom was the increased payment of stock options to CEOs and senior management teams.

Figure 2.5: Ratio of Top 100 CEO Compensation to Average Worker Compensation, 1970–2006

[image: figure]

Source: Data from Database for “Income Inequality in the United States” (Saez and Piketty).

While top CEO pay has been soaring, the median take-home pay of male full-time workers (adjusted for inflation) has stagnated since the early 1970s. This is shown in Figure 2.6. Incredibly, the median earnings of male full-time workers actually peaked in 1973. And it’s not just earnings that have declined. So, too, has job satisfaction, which has been on the wane for a quarter century, according to the surveys of the Conference Board.20

Figure 2.6: Real Median Earnings of Full-Time Male Workers, 1960–2009 (in Constant 2009 Dollars)

[image: figure]

Source: Data from U.S. Census Bureau.

The New Gilded Age

The CEO-friendly political environment, the economic effects of globalization, and specific regulatory and tax policy choices made in Washington over the past thirty years have combined to create an inequality of income and wealth unprecedented in American history. We are living through a new Gilded Age exceeding the gaudy excesses of the 1870s and the 1920s. The extent of riches at the top of the income and wealth distributions is unimaginable to most Americans, especially at a time when one in eight Americans depends on food stamps.21

The wealthiest 1 percent of American households today enjoys a higher total net worth than the bottom 90 percent, and the top 1 percent of income earners receives more pretax income than the bottom 50 percent.22 The last time America had such massive inequality of wealth and income was on the eve of the Great Depression, and the inequality today may actually be greater than in 1929. As we see from the figure, the New Deal and post–World War II reforms led to a dramatic narrowing of income inequality. Economic growth was widely shared from the end of the war until the 1980s. Then all the economic benefits tilted toward the rich (see Figure 2.7).

Figure 2.7: Rising Income Inequality, 1913–2008

[image: figure]

Source: Data from Database for “Income Inequality in the United States” (Saez and Piketty).

Soaring income and power at the top has changed American society. Many
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