


Praise for Hollowed Out

“ When will we learn that an economy that works just for the wealthy just 
doesn’t work? David Madland, one of the nation’s wisest young scholars, 
explains with clarity and eloquence why trickle-down economics can’t 
keep its promise of rapid growth—and why a more just economy will 
provide better results for everyone. This is a truly important book that 
should shape our debate for many years to come.”

— E. J. Dionne Jr., Senior Fellow, Brookings Institution, Professor, 
McCourt School of Public Policy, Georgetown University, and author 
of Our Divided Political Heart: The Battle for the American Idea in an Age of 

Discontent

“ David Madland marshals reams of data, economic analysis, and social 
science to make a deeply persuasive case for middle-class economics—
not only as a means of achieving sustainable, equitable economic growth, 
but as the absolutely crucial foundation of American society. Hollowed Out 
patiently walks us through the factors leading to the recent decline in 
middle-class income and stability and, crucially, shows how to get the 
economy back on the right track.”

— John Podesta, former Counselor to President Barack Obama and former 
Chief of Staff  to President Bill Clinton
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“ Trickle-down economics is the biggest economic lie ever told, and David 
Madland expertly and authoritatively shows us why. Meticulously 
researched and thoughtfully argued, Hollowed Out explains in plain 
language why growth and prosperity are always built from the middle 
out, not the top down. This should be required reading for economic 
policymakers.”

— Nick Hanauer, Seattle-based entrepreneur who has helped launch more 
than twenty companies, including aQuantive Inc. and Amazon.com

“ The dose is the diff erence between medicine and poison in economics as 
in healthcare. Hollowed Out makes the case that US inequality has gone 
beyond supply-siders’ medicine for growth to poisoning our economy via 
loss of trust, political polarization, debt-driven consumer demand, and 
self-perpetuating aristocracy of wealth. Every member of Congress 
should read this before voting on the next tax cut for the wealthy.”

—Richard Freeman, Professor of Economics, Harvard University

“ Ideas are a powerful force in politics, and David Madland develops a very 
big and important one. Madland shows that the hollowing out of the 
American middle class has deeply damaged our economy, and in order to 
get back on track we need to make the economy work for everyone, not 
just the rich. Hollowed Out provides an important road map for anyone who 
wants to understand what is wrong with our economy and what needs to 
be done to fi x it.”

—Neera Tanden, President, Center for American Progress
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On April 30, 2012, Edward Conard, a former partner for the fi nan-
cial management company Bain Capital and multimillionaire 
who retired at age fi fty-one, sat across from Jon Stewart, host of 
The Daily Show, to promote his new book. Conard smiled and 
stared intently through his black-rimmed glasses as Jon Stewart, 
the liberal host of the comedy show, held up his book and 
described its contents. Conard’s book argued that America’s econ-
omy would be stronger if people like Conard were even richer 
and the country had even higher levels of economic inequality.

Stewart was puzzled by Conard’s argument and joked that it 
didn’t seem right because inequality in the United States was 
approaching the level in countries with “kidnapping-based econo-
mies,” generating laughter in the audience.1 Then Stewart shifted 
to an opening that would give Conard a chance to explain himself. 
“My question to you about the premise of the book,” Stewart 
stated, pausing for eff ect before setting up his punch line, “is huh?”

Conard laughed along with the audience, and then launched 
into his argument that great rewards for the “most talented” 

 ch a p t e r on e

Middle Out vs. Trickle Down
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2 / Middle Out vs. Trickle Down

people were the secret to America’s success. Making the rich 
richer is good for everyone, he claimed, because high levels of 
inequality provide strong incentives for risk taking and innova-
tion that are essential for economic growth.

Though Conard’s comments were provocative—indeed his 
book tour generated signifi cant press, including a multipage fea-
ture in the New York Times Magazine—he was merely stating the 
barely hidden premise underlying supply-side economics.2 Sup-
ply-side economics, the misguided theory that has controlled 
economic policymaking for the past three decades, is built on 
the idea that inequality is good. Tax cuts for the rich and less 
regulation of business supposedly provide incentives for the 
wealthy to invest and work more. Enabling “job creators” to get 
richer helps us all, the theory goes.

Conard’s former boss at Bain, Mitt Romney, the 2012 Repub-
lican Party nominee for president, ran on a platform of supply-
side policies, as have virtually all Republicans since Ronald 
Reagan was elected president. Even a number of prominent 
Democrats support supply-side policies and logic. Not only do 
these wrongheaded ideas about inequality have great political 
infl uence, but—until quite recently—they were largely shared 
by academic economists. For the past several decades, the idea 
that high levels of inequality were good for the economy domi-
nated economic thought.

Fortunately, these fl awed ideas are beginning to be chal-
lenged. Academics have begun to rethink their views about the 
decline of the middle class and progressive politicians are fi nally 
starting to openly contest the logic underlying supply side after 
years of failing to do so. It is about time because our economy is 
suff ering deeply from a fi nancial crash caused in large part by 
high levels of inequality. And though we may not have a kidnap-
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ping-based economy, as Stewart joked, the American middle 
class is so weakened that we are experiencing the kinds of prob-
lems that plague less-developed countries, including high levels 
of societal distrust that make it hard to do business, governmen-
tal favors for privileged elites that distort the economy, and 
fewer opportunities for children of the middle class and the 
poor to get ahead, wasting vast quantities of human potential.

This book explains the rethinking of inequality that is hap-
pening in academia and in politics. The American economy has 
been thrown off  balance because the middle class is so weakened 
and inequality so high. An economy that works only for the rich 
simply doesn’t work. To have strong and sustainable growth, the 
economy needs to work for everyone.

A strong middle class is not merely the result of a strong 
economy—as was previously thought—but rather a source of 
America’s economic growth. Rebuilding the middle class would 
provide the stable base of consumer demand necessary to 
increase business investment and job creation. It would also 
enable the country to fully develop the human capital of its peo-
ple, increase the social trust that makes transactions possible, 
and balance political power to produce a government that works 
for the whole country, not just those at the top.

Elements of this line of thinking date back to some of histo-
ry’s most prominent economists—from John Stuart Mill to John 
Maynard Keynes—but until the Great Recession of 2007–2009 
snapped the fi eld back to attention, most economists ignored 
the importance of the middle class. Now, as they revise their 
models and assumptions that failed to predict the fi nancial 
crisis, economists are rediscovering classic scholars, opening 
their eyes to the work of researchers in other fi elds such as his-
tory, political science, and sociology, and developing promising 
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4 / Middle Out vs. Trickle Down

new lines of inquiry to try to understand the role of the middle 
class.

Hollowed Out brings together this long-standing and recent 
research. The book shows how the hollowing out of the middle 
class has harmed the US economy, clarifi es how previous 
thought got it so wrong, and illuminates how this new middle-
out synthesis could shape economic policymaking for genera-
tions to come.

To some readers, the argument that America’s economy 
grows from the middle out, not from the top down, might seem 
intuitive and uncontroversial. But the argument is a direct criti-
cism of conventional wisdom in academia and in politics. That a 
relatively simple and commonsense approach to the economy 
presents a radical challenge to the status quo indicates just how 
far off  base economists and politicians went over the past few 
decades, and it explains why this book is necessary.

trickle-down

Edward Conard is more explicit about the supposed benefi ts of 
inequality than most supporters of supply-side policies. But from 
its beginnings, supply-side proponents have argued that ine-
quality is good for the economy. Jude Wanniski, an economist 
and editorial writer for the Wall Street Journal, who wrote the The 

Way the World Works in 1978, which helped put supply-side eco-
nomics on the map, claimed that the “basic economic problem 
that for all time has confronted the global electorate . . . is the 
tension between income growth and income distribution.”3 For 
the good of the country, Wanniski maintained, income growth 
was the right choice and that required reducing taxes, especially 
on the wealthy, and greater levels of inequality.
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George Gilder, an early promoter of supply side, put it more 
bluntly in Wealth and Poverty, published in 1981: “Equality . . . [is] 
inconsistent with the disciplines and investment of economic 
and technical advance.”4 Gilder was very clear that economic 
growth required a select group of people to become very rich. 
“Material progress is ineluctably elitist,” he wrote. “It makes the 
rich richer and increases their numbers, exalting a few extraor-
dinary men who can produce wealth over the democratic masses 
who consume it.” President Ronald Reagan—the fi rst powerful 
political proponent of trickle-down—frequently quoted Gilder 
and in a speech in 1982 put Gilder in his own words by arguing 
that “we’re the party that wants to see an America in which peo-
ple can still get rich.”5 Because of this belief that helping the rich 
get richer will cause economic benefi ts to drip onto the middle 
class and poor, detractors of supply-side economics often call it 
trickle-down.

For decades, academic economists helped provide cover for 
trickle-down economics and the obvious harm it was doing to the 
middle class and the economy. Most academics didn’t buy into all 
of supply-side dogma—they rejected the idea that tax cuts pay 
for themselves, for example—but in general the logic of the the-
ory fi t with many of their preconceptions about inequality and 
economic incentives.6 Until quite recently, the vast majority of 
the economics profession believed—like supply-siders do—that 
inequality helped the economy to function properly. Even those 
who were troubled by high levels of inequality generally felt it 
was necessary for the good of the economy. According to the 
standard view in economics, policymakers faced a trade-off  
between economic growth and economic equality.

This underpinning of economic thought was most clearly 
demonstrated by Arthur Okun, a Yale University economist and 
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6 / Middle Out vs. Trickle Down

the chief economic advisor to President Lyndon Johnson, in his 
book Equality and Effi  ciency: The Big Tradeoff , published in 1975.7 
Inequality, according to Okun, provided positive incentives that 
encouraged people to work hard and invest, making the econ-
omy more effi  cient. Further, Okun claimed that eff orts to reduce 
inequality generally involved some level of waste that hindered 
the economy. Though Okun argued that the trade-off  between 
equity and growth was less than most economists thought, the 
fact that even a liberal economist believed that high levels of 
economic inequality were good for the economy underscores 
how ingrained the idea was in economics departments.

At the time Okun wrote, the American middle class was still 
relatively strong and inequality low. But soon after his book was 
published, inequality began rising and the middle class weak-
ened. Most economists were untroubled. Some even defended 
the changes. Indeed, a keynote address at the American Eco-
nomic Association conference in 1999—the main association for 
academic economics—was titled “In Defense of Inequality,” and 
argued that “inequality is an economic ‘good’ that has received 
too much bad press.”8 The keynote speaker, Finis Welch, was 
later elected by his colleagues as vice president of the economics 
association.9

Economists thought this way about inequality because the 
kind of logic they used ignored many of the downsides of 
inequality. Economists generally believe that long-run eco-
nomic growth is determined by the productive use of physical 
capital, such as buildings and factories, and human capital, the 
knowledge that people have. The key to economic growth, then, 
is to provide the right incentives to encourage people to increase 
the supply of human and physical capital and make more effi  -
cient use of them. A greater payoff  for people who increase soci-
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ety’s capital—holding everything else equal—seemingly pro-
vides the right incentives.10

Holding everything else equal is of course key to making this 
logic work. But, as inequality has risen to extreme levels in the 
United States, everything else has not remained equal: the foun-
dations of the economy have weakened. Society has changed so 
that people trust one another less and are reluctant to do busi-
ness with one another. Government has become captured by the 
elites. Opportunities for the less well off  to get an education and 
develop their skills have weakened in comparison to the rich. 
And the nature of consumer demand has changed and become 
less stable.

Most economists got it so wrong because they were trained 
to think of individuals as untouched by institutional or social 
infl uences. In the economic worldview, individuals act based on 
their narrow self-interest. Supposedly, according to most eco-
nomic models, this leads to effi  cient results without much need 
for social or legal constraints. As a result, economists generally 
ignored the importance of good government and societal trust 
to a properly functioning economy. On the rare occasions they 
did look at these issues, it was almost always to study developing 
countries—not the United States—and thus they missed that 
these basic underpinnings of growth in America were sharply 
deteriorating.

Even for factors that economists commonly studied, such as 
demand and human capital, they hardly considered how the 
economy was impacted by a weakened middle class. Economic 
analysis of consumer demand and its relationship to economic 
growth was generally based on a stylized version of a typical con-
sumer and ignored the impact of growing diff erences in income, 
wealth, and debt.11 As a result, on the eve of the Great Recession 
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8 / Middle Out vs. Trickle Down

most economists failed to recognize that consumer demand was 
dependent on middle-class debt and thus unstable. In a similar 
vein, too many studies of human capital and economic growth 
assumed that because some inequality provides an incentive for 
individuals to acquire greater skills, extremely high levels of 
inequality must be a good thing.12 Though some economists were 
able to recognize that inequality had the potential to hinder the 
development of human capital, the profession rarely refl ected on 
whether this was harming America’s growth. It didn’t take much 
looking to see that inequality was so high that it was providing 
much greater opportunities for the children of the rich to develop 
their human capital while the children of the poor and middle 
class were falling behind. Nor did it take great insight to consider 
the broader impact this was having on the economy, but few 
made the connections.

Because of these widespread failures, in 2007, on the brink of 
the Great Recession, most economists were caught unaware that 
the ground supporting the American economy was collapsing.13 
They missed the forest for the trees.

Economists originally incorporated a broad conception of 
humanity and society in their study: Adam Smith, the founder of 
the discipline, was a moral philosopher as well as a political econ-
omist after all.14 But, over the past fi ve or six decades, economists 
who wanted to study the infl uence of government or cultural fac-
tors or challenge the hyperrational view of economic-man were 
relegated to the fringes.15 As a result, the study of economics in 
recent decades has often been “asocial and ahistorical,” according 
to Ben Fine, an economist at the University of London, and Dim-
itris Milonakis, an economist at the University of Crete.16

Criticisms of the excessively narrow and theoretical perspec-
tive of the economics profession have come not just from those 
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on the outside, but also from some of the most credentialed econ-
omists in the world.17 And since the Great Recession, criticism 
has been particularly forceful.18 Nobel Prize–winning economist 
Ronald Coase, for example, wrote in an essay in 2012 that “ignor-
ing the infl uences of society, history, culture and politics on the 
working of the economy” is “suicidal” for the fi eld of economics.19 
Similarly, Thomas Piketty, the French economist who some 
leading economists think will win the Nobel Prize for his work 
on inequality, argues in Capital in the Twenty-First Century, pub-
lished in 2014: “The discipline of economics has yet to get over its 
childish passion for mathematics and for purely theoretical and 
often highly ideological speculation at the expense of historical 
research and collaboration with the other social sciences.”20

To be sure, economists—like all social scientists—need to 
make simplifi cations and set aside certain factors from analysis 
in order to try to understand the complex system they are study-
ing. Yet the simplifi cations that economists made were funda-
mentally fl awed because they ignored issues that were critical to 
the economy. As a result, they turned a blind eye—or even gave 
their blessings—as trickle-down policies and changes in the 
global economy drove inequality to record levels and signifi -
cantly weakened the middle class.

the weakening middle class

The United States was founded as a middle-class country. On 
the eve of the American Revolution, America’s carpenters, shop-
keepers, and farmers enjoyed a higher standard of living than 
workers in other parts of the world.21 Further, economic ine-
quality was lower in the United States than any place else. In an 
era of kings and peasants, America’s middle class stood apart.
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10 / Middle Out vs. Trickle Down

America had its share of rich people, and of course it had 
slavery. But even so, the rich were not that much richer than the 
middle class. As Peter Lindert, an economic historian at UC 
Davis, explains: “Compared to any other country from which 
we have data, America in that era was more equal.”22 Those who 
lived during America’s founding sensed that the country’s eco-
nomic equality was special. Thomas Jeff erson noted in a letter 
that “we have no paupers. . . . The great mass of our population 
. . . possess property [and] cultivate their own lands. . . . The 
wealthy, on the other hand, and those at their ease, know noth-
ing of what the Europeans call luxury.”23

The strength of America’s middle class ebbed and fl owed over 
time, especially as industrialization took hold.24 But after World 
War II, America returned to its roots and built a mass middle 
class that was the envy of the world, with rapidly rising incomes 
and decreasing inequality.25 The mid-1940s to the mid-1970s was 
a period “without extremes of wealth or poverty,” as Nobel 
Prize–winning economist Paul Krugman explains.26 To be clear, 
America in this era had rich people and poor people, but the 
bulk of society formed a prosperous middle class that was in rel-
atively close proximity to both the top and the bottom.

Yet, over the past three to four decades, middle-class Amer-
ica has come undone. The American middle class was already 
hurting when the Great Recession struck and is now in deep 
trouble. While there’s no offi  cial defi nition of the middle class, 
it’s not hard to see that it is in decline. By most every measure, 
most Americans are struggling.

First, there is the basic level of income earned by the typical 
American. Median household income—meaning half make 
more and half make less—was lower in 2013 than it was in 1989.27 
This means that middle-class households now earn less than 
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they did two decades ago. Similarly, incomes for poor and even 
upper-middle-class households have also stagnated.28 It is true 
that over an even longer time period, the middle class have seen 
some income gains. But these gains have been quite small: over 
the past four decades, median compensation, including both 
wages and benefi ts, has grown at a snail’s pace of just 0.27 percent 
per year—far slower than the overall economy or output per 
worker.29 The miniscule gains that households have made have 
largely come because women have increasingly entered the 
workforce—meaning families are working longer hours, as they 
run faster and faster to stay in place.30 Indeed, the hourly wage 
earned by a typical man is less than it was in 1973.31

Even these gloomy fi gures may be too rosy because they 
show what is happening to the typical household—but the typi-
cal worker is getting older, and older workers generally make 
more than younger workers.32 Income trends are even worse 
when workers are compared to those of a similar age from a few 
decades ago. Median incomes for male workers now in their 
thirties are about 12 percent lower than the income was for their 
fathers’ generation at the same age.33

While incomes have been stagnant for most Americans, the 
cost of middle-class basics like healthcare and gas have risen 
much faster than infl ation, and some basics like housing and col-
lege have risen at double the rate of infl ation over the past four 
decades.34 It costs a lot more to maintain a middle-class lifestyle, 
but no matter their eff orts most families have not been able 
to earn much more income. Not surprisingly, debt levels 
have jumped sharply—the average debt of middle-class families 
has nearly doubled since 1983.35

In contrast to the middle class and the poor, incomes of the 
rich, especially the very rich, have grown by astronomical amounts 
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over the past three decades: in 2007, the year the Great Recession 
started, the top 0.01 percent, the richest one in ten thousand, 
earned in today’s dollars the equivalent of about $38.8 million, 
compared to $6.4 million per year in 1979.36 Because of rapidly 
rising incomes for the rich and stagnating incomes for everyone 
else, the economic distance between the rich and the middle class 
has grown by leaps and bounds.37 CEO compensation, for exam-
ple, increased from less than 30 times that of the average worker in 
1978 to over 350 times what the average worker made in 2007.38 
Though incomes for the rich fell during the Great Recession more 
than they did for the middle class, incomes for the rich have come 
roaring back, while middle-class incomes have not—so much so 
that income diff erences are now back to near the prerecession 
levels.39

To picture how big these diff erences are, think of a strange 
building housing the middle class on the bottom fl oor and the 
very rich on the top story. In the late 1970s, the CEO’s penthouse 
would have been on the thirtieth fl oor, making this apartment 
building a tall one, but one that would fi t in many American cit-
ies. In 2007, the penthouse was 351 fl oors up, meaning the apart-
ment building would need to be more than three times the size 
of the Empire State Building.

The rich now make so much more than the middle class because 
they captured the vast majority of the economy’s gains over recent 
decades. The share of the nation’s income going to the top 1 per-
cent has approximately doubled over the past three decades, while 
the share of income going to the middle 60 percent of income 
earners has fallen precipitously and is now stagnating near the low-
est level ever recorded since the government began keeping track 
of the statistic.40 These changes in income share are “the equiva-
lent of shifting $1.1 trillion of annual income to the top 1 percent of 
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families,” according to Princeton economist Alan Krueger.41 Since 
the Great Recession ended, over 90 percent of the income gains 
have gone to the top 1 percent of income earners.42

And wealth diff erentials are even bigger than income diff er-
ences. The bottom 90 percent of Americans have lost wealth 
over the past two and a half decades and now hold only about 
one-quarter of the country’s wealth.43 In contrast, the top 1 per-
cent have seen dramatic gains in wealth and now hold 40 per-
cent of total US wealth.44 To put the wealth of the very rich in 
context, the average net worth of the 400 wealthiest Americans 
is “about the same as the gross domestic product of Brazil,” 
according to Forbes Magazine.45

For most Americans, incomes are stagnant, debt levels are 
high, and they are taking home a smaller share of the pie than 
they once did and falling further behind the rich. This means, 
as economists put it, that the opportunities for the poor and 
middle class are increasingly constrained in comparison to those 
of the rich.

the emergence of middle out

As dramatic as these trends are, by themselves they were not 
enough to force economists to rethink their ideas about inequal-
ity. Rather, there were several developments that really pushed 
economists to pay serious attention to inequality and study its 
impact on the economy. Improved measurement of the incomes 
of the very rich helped, as did patterns of economic growth 
around the globe that didn’t conform to expectations, but most 
important was the Great Recession.

Traditional measures showed that inequality in the United 
States had become higher than in many other countries, including 
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notoriously unequal ones like the Philippines, Nigeria, and Rus-
sia.46 But in recent years, economists such as Thomas Piketty and 
as UC Berkeley’s Emmanuel Saez developed more accurate data 
about the incomes of the very rich over time which showed not 
only that the top 1 percent in America took home a much greater 
share of the nation’s income than did the rich in most of the world, 
but also that the share the very rich received equaled record levels 
in American history.47 The improved data not only elucidated 
these comparisons but also enabled economists to perform more 
nuanced analysis than they had been able to do before.

At the same time as income data was improving, growth 
trends in many countries were defying economists’ models. Well 
before the Great Recession struck, it was becoming increas-
ingly  clear that the American economy grew more rapidly in 
the middle part of the twentieth century when the middle class 
was stronger than it did in recent, highly unequal decades.48 
Further, other rich countries that were more equal were growing 
at least as fast as the United States—and some actually had 
higher per capita growth rates.49 Economists who studied growth, 
especially in the developing world, began to think that an 
important reason why countries like South Korea were growing 
much more rapidly than countries like the Philippines was 
because they had lower levels of inequality.50 NYU’s William 
Easterly, for example, argued that in countries around the world 
“middle-class societies have more income and growth.”51 In one 
of the more important papers in this line of research, Andrew 
Berg and Jonathan Ostry, economists at the International Mon-
etary Fund, found that more equal countries tend to have signifi -
cantly longer periods of growth while unequal countries had 
great trouble maintaining their growth for any sustained 
period.52
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These observations about growth around the world didn’t 
prove that inequality was harming the US economy, but they did 
at least suggest that the old ideas about inequality might be 
wrong and indicated the need for more research. This line of 
international comparative research became bogged down over 
data and methodological questions—and not every scholar came 
to similar conclusions—but the research clearly showed that 
simple assertions about inequality being good for the economy 
were not accurate and demonstrated that economists needed to 
think more deeply about exactly how inequality impacts eco-
nomic growth.53 As Heather Boushey, the executive director of 
the Washington Center for Equitable Growth, and Adam Hersh, 
a senior economist at the Center for American Progress, wrote, 
this cross-country analysis indicated that economists “need to 
understand the mechanisms through which inequality and the 
strength of the middle class aff ect the economy.”54 The actual 
experiences of countries around the world showed that scholars 
had to start looking at how inequality and the strength of the 
middle class impacted the underpinnings of growth. Especially 
before the Great Recession, these international comparisons 
were critical for challenging economists’ preconceptions about 
inequality.

Then the Great Recession struck just as economic inequality 
in the United States was reaching the same level as had occurred 
right before the start of the Great Depression in 1929. The dra-
matic economic collapse forced many economists to look at 
inequality in a new way. Though the relationship between eco-
nomic inequality and fi nancial collapse is not as simple or direct 
as some have tried to claim, inequality and the weakness of the 
middle class clearly played a big part in driving the Great 
Recession.55 The Great Recession began in the United States 
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and was so severe in large part because our fi nancial regulations 
were weakened by the political power of Wall Street and because 
the middle class was heavily indebted.56 As Joseph Stiglitz, a 
Nobel Prize–winning economist, explained, “The most recent 
fi nancial crisis has shown the errors” of ignoring inequality.57

When thinking critically about economic inequality and 
throwing off  the blinders that have restricted the vision of econ-
omists, it is clear that America’s economy depends upon a strong 
middle class. The middle-out theory of economic growth that 
emerges has deep historical roots in economics and other disci-
plines but also benefi ts from newer lines of research.58

A strong middle class performs four primary roles in the US 
economy. First, a strong middle class helps society function rel-
atively smoothly, with higher levels of trust among people. 
Trust may seem a bit abstract, but it has a dramatic economic 
impact. People need to be able to trust one another enough to do 
business with one another. When there is little trust, the cost of 
doing business shoots up—or, as economists put it, transaction 
costs increase. As the middle class has weakened over the past 
few decades, trust has declined and transaction costs have risen 
sharply. Businesses and individuals, for example, have hired 
lawyers and security guards much more frequently than they 
previously did.59 While these occupations may provide a valu-
able service, they don’t increase the productivity of the econ-
omy, and merely add to the cost of doing business. Even worse, 
in part because of the decline in trust, businesses are increas-
ingly focused on the short-term instead of long-term results.

Second, a strong middle class leads to better governance. A 
thriving economy depends on a well-functioning government 
that provides critical services, such as roads and schools, with 
relatively little corruption. But as the middle class has weakened 
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and inequality risen, the wealthy have gained excessive political 
power and the middle class has become less civic-minded, lead-
ing to a host of governmental dysfunctions. The failures of 
American government over the past few decades have increas-
ingly harmed the economy. America has underinvested in public 
goods like schools and roads in large part because the wealthy 
don’t want to pay the taxes to fund them and has, for example, 
cut spending on infrastructure by $89 billion per year compared 
to what we spent several decades ago.60 Corruption has increased 
sharply according to government data and surveys of experts. 
And the costs of special favors for business, especially for Wall 
Street, have risen to astronomical levels.

Third, the middle class is a source of stable demand. A stable 
and growing base of consumer demand enables businesses to 
invest in new products and hire additional workers, fueling 
growth. But because consumer demand in the years prior to the 
Great Recession was based heavily on middle-class debt, the 
economy was unstable. And now that the middle class is so weak, 
burdened by stagnant incomes, high debt levels, and underwater 
mortgages, they can’t consume enough to keep the American 
economy going. In the aftermath of the Great Recession, the US 
economy has been stuck in a cycle of low demand and low growth.

Finally, a strong middle class creates more human capital. In the 
modern economy a skilled, healthy, and entrepreneurial workforce 
is a driver of economic growth, at least as much as the physical capi-
tal of factories and machines. But as inequality has risen and the 
middle class has weakened, America has not developed the full 
human potential of its middle class and poor. Our international 
competitors have passed us by on measures of human capital 
because the education and health outcomes for the middle class and 
poor have fallen sharply behind those of more affl  uent Americans.61 
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Further, entrepreneurship in America has declined as many would-
be business leaders have been unable to take advantage of their 
human capital because members of the middle class no longer have 
the money necessary to start a business.62

In short, the decline of the American middle class has harmed 
the economy by restricting human capital, shrinking consumer 
demand, exacerbating governmental problems, and undermin-
ing trust.63 The various ways the middle class is struggling aff ect 
these mechanisms of growth in slightly diff erent ways. High lev-
els of debt play a key role in reducing consumer demand, for 
example, while the declining position of the middle class com-
pared to the rich undermines the quality of government. The 
middle class’s lack of money is particularly important in explain-
ing their inability to start a business, while extreme inequality 
has undermined societal trust. Stagnant incomes, rising debt, 
and record levels of inequality all impact growth and none can 
be ignored.

For people with economic models in their head, the weakness 
of the middle class can be thought of as harming the economy 
through both production (supply-side) and consumption (demand-
side) mechanisms. Weak middle-class consumption has reduced 
aggregate demand, while declining trust and the inability of peo-
ple to take full advantage of their human capital have limited the 
productive capacity of the economy. Inadequate government 
investments in infrastructure and education reduce the potential 
output of the country and are also part of why low levels of 
demand are holding back the economy in the aftermath of the 
Great Recession. As Robert Solow, who won the Nobel Prize for 
his analysis of economic growth, explained in a speech in 2013: 
“Any way you look at it, a highly unequal society is not exploiting 
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its full potential for growth.”64 Further, these problems with 
demand, government, trust, and human capital that are fueled by 
the weakness of the middle class often reinforce one another. 
When government policies favored Wall Street interests, the new 
types of fi nancial engineering that were allowed not only created 
great risks for the economy, but also contributed to the rise in debt 
that made the economy more fragile and reduced consumer 
spending in the wake of the Great Recession. America’s college 
graduation rates have stagnated not only because middle-class 
and poor families have had a hard time aff ording college tuition 
when their incomes are declining but also because government 
investments in higher education have been inadequate because of 
the growing political power of the wealthy.

This growing understanding of how inequality harms our 
economy has set the stage for transformative political confl ict. 
We are now at a sea-change moment in economic policymaking 
in the United States.

the debate of our times

After 30 years of political dominance, it is obvious that supply-
side economics has failed in a number of ways and is thus vulner-
able to a challenge from middle out. Supply side helped fuel the 
Great Recession of 2007–2009 by destabilizing consumer demand 
and encouraging the deregulation of Wall Street—costing 
the United States 8.7 million jobs and trillions of dollars in 
reduced economic growth.65 The Great Recession alone is more 
than enough reason to get rid of supply side. But even excluding 
the Great Recession and its aftermath, growth was much slower 
over the past several decades, when trickle-down was ascendant, 
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than it was in prior decades.66 Even within the supply-side period, 
growth was weaker after President George W. Bush cut taxes for 
higher earners than it was after President Bill Clinton raised 
taxes on the rich.67

Moreover, trickle-down’s supposed growth mechanisms 
haven’t occurred the way the theory predicted. Savings, invest-
ment, employment, and productivity didn’t increase after trickle-
down policies were enacted, as a host of studies have shown.68 
And budget defi cits skyrocketed when tax cuts didn’t pay for 
themselves, contrary to the claims of trickle-down proponents.69

President Barack Obama has taken important fi rst steps to 
take advantage of the opening provided by the failures of supply-
side economics, arguing in several important speeches that “our 
economy doesn’t grow from the top down; it grows from the 
middle out.”70 Importantly, President Obama has presented his 
argument as a direct challenge to the underpinnings of supply-
side, stating that “we need to dispel the myth that the goals of 
growing the economy and reducing inequality are necessarily in 
confl ict.”71 President Obama has even begun to explain some of 
the mechanisms of middle-out economics, noting, for example, 
the importance of middle-class consumer demand to the econ-
omy.72 And a number of progressive governors and other rising 
political leaders have started to make similar arguments.73

These speeches have challenged supply-side economics in a 
way previous criticism has not. Previous criticism attacked sup-
ply-side indirectly—arguing, for example, that tax cuts make it 
harder to pay for important investments in education—but did 
not directly challenge the basic premise that the rich are job 
creators, or provide a comprehensive, alternative theory of eco-
nomic growth.
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But, even in the face of a direct challenge, supply side will not 
die easily because it is deeply ingrained in the thinking of both 
political parties. Supply side dominates the Republican Party 
and a number of leading independents and Democrats subscribe 
to its logic. Indeed, since the 1970s, taxes have been cut much 
more sharply for the rich than they have for the middle class, not 
just because of Republicans, but in large part because Democrats 
also supported these policies.74 Certainly many Democrats 
opposed these changes, but Democrats often provided the criti-
cal support necessary for the proposals to become law.75 Presi-
dent Bill Clinton, for example, signed into law a bill lowering 
capital gains taxes, which dramatically reduced taxes on the 
wealthy, especially the very wealthy, while doing little for the 
middle class—though he of course also increased income taxes 
in opposition to trickle-down orthodoxy.76

Further, trickle-down logic can frequently be heard in the 
statements of prominent politicians who are not part of the 
Republican Party. To take just a few examples: Andrew Cuomo, 
Democratic governor of New York, said that tax cuts for busi-
ness and individuals are “the centerpiece” of his agenda, and his 
announcement of a commission to study how to do so was seen 
as the kickoff  to his reelection campaign in 2014.77 In 2013, Inde-
pendent Michael Bloomberg argued that increasing the number 
of billionaires in New York City—even though it would increase 
inequality—would be a “godsend” because “they’re the ones 
that spend a lot of money in the stores and restaurants and cre-
ate a big chunk of our economy.”78 Douglas Gansler, a Demo-
cratic candidate for governor in Maryland in 2014, announced 
that he planned to cut taxes on business to help generate growth, 
according to his campaign.79
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Trickle-down logic is also endlessly repeated in the media, where 
it is often accepted as fact. A recent study by Occidental College 
political scientist Peter Dreier and University of Northern Iowa 
communications professor Christopher Martin found that between 
2009 and 2011 four elite media outlets (the AP, Wall Street Journal, New 

York Times, and Washington Post) frequently quoted people using the 
term “job killer” or used the term without attribution.80 In over 90 
percent of cases, the media failed to provide evidence to back the 
claim and simply bought into supply-side dogma. Leading issues 
portrayed as job killers were proposals to increase taxes on business 
and the wealthy or to raise the minimum wage. That proposals to 
raise revenue for schools and roads or put more money in the pock-
ets of workers were portrayed in such a negative light is exactly what 
we would expect after over 30 years of trickle-down economics.

As a result, it is fair to say that the trickle-down worldview 
has impacted policymaking for more than three decades. Not 
only is trickle-down still lodged fi rmly in place, but since the 
Great Recession, adherents of supply side have doubled down 
on their policies. The rhetoric supply-siders use may be shifting 
to be more supportive of the middle class, but their policies have 
gotten more extreme.

Republican presidential candidate Mitt Romney ran against 
Obama in 2012 by proposing tax cuts for the wealthy that were far 
larger than the cuts enacted by President George W. Bush.81 The 
budget proposal by the House Republicans in 2013 would have pro-
vided bigger tax cuts to the wealthy than even the Romney plan.82 
Further, these federal proposals for additional tax cuts for the rich 
would likely have required tax increases on the middle class, 
according to a number of analyses.83 Similarly, Republican gover-
nors like North Carolina’s Pat McCrory, Kansas’s Sam Brownback, 
Wisconsin’s Scott Walker, and New Jersey’s Chris Christie have 
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recently proposed policies that cut taxes for businesses and the 
wealthy, but raise them on the middle class.84 In contrast, supply-
side proposals of the past cut taxes most dramatically for the 
wealthy, but still reduced taxes for most everyone.85

That supply-side supporters have become even more dog-
matic in the aftermath of the Great Recession is not particularly 
surprising. American history shows that proponents of the dom-
inant theory often do not admit the error of their ways, but 
rather become even more strident as evidence mounts that their 
logic has failed.

The prevailing economic philosophy during the late 1800s 
and early 1900s was called laissez-faire. Like supply side, laissez-
faire was based on a belief that high levels of inequality were 
morally just and economically benefi cial.86 Laissez-faire’s pro-
ponents similarly pushed for big tax cuts for the wealthy and 
little regulation of business.87 Andrew Mellon, a wealthy banker 
and treasury secretary to a line of Republican presidents from 
Warren Harding to Calvin Coolidge to Herbert Hoover, exem-
plifi ed the dominant thinking of his era, arguing that “high rates 
inevitably put pressure upon the taxpayer to withdraw his capi-
tal from productive business.”88

Even the complete economic failure of the economy during 
the Great Depression did not change the thinking of proponents 
of laissez-faire. After the economy collapsed in 1929, supporters 
of laissez-faire continued to push their favored policies. The 
Great Depression was an opportunity to “purge the rottenness 
out of the system” according to Mellon and “liquidate labor, liq-
uidate stocks, liquidate farmers”—further extending the eco-
nomic power of the remaining rich.89

It took John Maynard Keynes developing an alternative 
understanding of the economy in 1936—explaining how the 
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favored policies of laissez-faire were counterproductive because 
low levels of demand were causing the economy to remain stuck 
in a prolonged depression—and years of political debate to 
fi nally establish broad, popular support for a new, working the-
ory of the economy.90 Once the Keynesian perspective was 
fi rmly in place after World War II, it dominated American eco-
nomic policymaking for a generation or more. Beginning with 
President Franklin Roosevelt, and continuing through President 
Richard Nixon, the Keynesian perspective prevailed.91

But, in the late 1970s, high levels of infl ation (fueled largely by 
external oil shocks), combined with a high unemployment rate, 
provided an opening to challenge Keynesian economics. Fol-
lowers of Keynes were unprepared to deal with these problems 
and had lost credibility because they had helped exacerbate 
infl ation by promoting governmental stimulus during times of 
full employment—contrary to Keynes’s argument that govern-
ment stimulus was only for recessions while balanced budgets 
should be maintained at other times.92 As the economy soured in 
the late 1970s, supply side garnered a growing base of political 
supporters and seemed to have more compelling answers.93 For 
several years, followers of Keynes and supply side battled, but 
with the election of Ronald Reagan as president and the passage 
of his economic agenda through Congress, supply side replaced 
Keynesian economics and became the prevailing view of 
policymakers.

Now, there is clearly an opening to challenge supply side. But 
the theory continues to have great political infl uence not just 
because it has powerful supporters, but more fundamentally 
because an alternative theory has not yet replaced it. Without a 
diff erent way of understanding the economy, politicians hang on 
to what they know. Too many politicians today continue to push 
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supply-side policies that exacerbate the economy’s woes, just as 
politicians did in the aftermath of the Great Depression when 
they championed laissez-faire policies that further weakened 
the economy. As Keynes explained in the 1930s: “Practical men, 
who believe themselves to be quite exempt from any intellectual 
infl uences, are usually the slaves of some defunct economist.”94 
Ideas—both when they are right and when they are wrong—are 
often more powerful than vested interests.95

Replacing supply side will of course take a fi ght. But more 
than that, it requires understanding why it hasn’t worked and 
why middle out does a better job. Political speeches are an 
important part of this educational process, but they cannot con-
vey the wealth of information supporting middle out.

This book explains what’s behind middle-out economics.
A handful of important books have highlighted elements of 

middle out—most notably explaining how a strong middle class 
is critical to maintaining adequate demand—but the divergent 
research disciplines that contribute to middle-out economics 
have not been fully explored.96 As this book explains, not only is 
inadequate consumer demand causing businesses to hold back 
on hiring, but the decline of the middle class is causing a host of 
other problems that for too long have been hidden from view. 
The decline of the middle class is undermining trust, driving 
poor government performance, and restricting human capital—
all of which are harming the economy. Further, this book pro-
vides concrete examples of how the US economy has been 
harmed by extreme levels of inequality. The weakening of the 
middle class has led to a rapid rise in the percentage of security 
guards and lawyers, corporations increasingly focusing on 
short-term results, a measurable growth in corruption in gov-
ernment, reduced spending on public goods like infrastructure, 
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and the United States falling behind our international competi-
tors on a host of measures of human capital including education, 
health, entrepreneurship, and mobility, not to mention the col-
lapse of the economy during the Great Recession. Moreover, 
Hollowed Out explains the political signifi cance of these facts.

The claims of middle out are grounded in time and place. 
And the argument for middle-out economics is grounded in 
reality, rather than abstract theory.

Defenders of trickle-down often make universal claims—
that tax cuts are needed no matter how low taxes are, that higher 
levels of inequality are good no matter the level. And to shut 
down debate, they sometimes resort to arguments about how 
perfect equality, where everyone has the same amount of money, 
would stifl e growth. Indeed, Paul Ryan, Republican nominee for 
vice president in 2012 and current chair of the powerful House 
Ways and Means Committee, falsely argues that opponents of 
trickle-down maintain an “insistence on equality of outcome.”97 
Similarly, “Imagine a society with perfect economic equality” is 
the fi rst line of an article from 2013 titled “Defending the One 
Percent” by Greg Mankiw, a Harvard economist and the former 
chief economic advisor to President George W. Bush and 
Republican presidential nominee Mitt Romney.98

Of course, communism or absolute equality of conditions 
would reduce growth by stifl ing incentives. Just as perfect 
inequality, where one person held all of society’s wealth, would 
reduce growth because no one would have any money to buy 
anything. Equality is good up to a point, just as inequality is 
good up to a point.

The real question is whether the current, extremely high lev-
els of economic inequality are hurting the US economy. The 
answer is a resounding yes. As Hollowed Out will explain, the 
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economy is an interrelated system of people, laws, and culture 
that has been destabilized by extreme levels of inequality and a 
weakened middle class. For the economy to work properly, we 
need to rebuild the middle class and make sure everyone has an 
opportunity to succeed.
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The small town of Chiaromonte in southern Italy is nestled into 
the mountains, surrounded by fi elds, olive trees, small vine-
yards, and oak forests. The climate is quite mild, usually in the 
mid-80s in the summer and above freezing during the winter. 
Despite this postcard-perfect setting, life is bleak, as Harvard 
political scientist Edward Banfi eld explained in his classic book 
The Moral Basis of a Backward Society. Most residents are quite 
poor and have little chance to get ahead. Employees live in fear 
of being cheated by their employers. There are no banks in town 
or other sources of credit to help famers purchase fertilizer or 
irrigation equipment. Farmers refuse to seek out unused land to 
rent—even though doing so would be profi table—because they 
are afraid that the landowners would somehow gain an unfair 
advantage.

The problem is not lawlessness. The town has strong laws—
indeed, cutting down a neighbors’ tree could result in a six-
month jail sentence—and police offi  cers patrol the town to the 
enforce the laws. But laws and their enforcement are not enough 

 ch a p t e r t wo

Trust
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to get over the hurdles necessary for people to do business 
together.

The problem in Chiaromonte is that residents don’t trust one 
another. They do not trust others and are untrustworthy them-
selves. Inhabitants think only of their short-term gains, are will-
ing to do anything to get ahead, and assume others will do like-
wise. Residents are, as Banfi eld explained, unable to join forces 
for “any end transcending the immediate material interest of the 
nuclear family.”1

Trust is part of the foundation necessary for a strong econ-
omy because it enables people to cooperate. While the United 
States is not Chiaromonte by any stretch, trust has declined pre-
cipitously in America over the past several decades in signifi cant 
part because economic inequality has risen so sharply.2 High 
levels of economic inequality increase the social distances 
between people and social distance makes it harder for people to 
believe that people share the similar experiences and values that 
are the basis of trust.3

As people’s income levels move further and further apart, they 
tend to live in diff erent neighborhoods, shop at diff erent stores, 
drive diff erent cars, send their kids to diff erent schools, vacation 
in diff erent ways, and have diff erent relationships to work, diff er-
ent concerns, and diff erent lives. They do not relate to one another 
on as many levels as they did when income levels were more simi-
lar and, critically, they think that others are diff erent from them. 
As Philip Keefer and Stephen Knack, economists at the World 
Bank, explain, “When social distance grows . . . confi dence in the 
inherent trustworthiness of others weakens.”4

The decline of trust in America has had profoundly negative 
consequences on the country’s economy. That’s because virtu-
ally every economic transaction involves some degree of trust. 
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Employers must trust that workers will give a good eff ort and 
workers must trust that employers won’t try to take advantage of 
them. The consumer needs to trust that the producer will pro-
vide a properly functioning product. The producer must trust 
that the consumer will pay for what they have ordered, and that 
their suppliers will deliver parts when needed. In turn, the sup-
pliers must trust that the producer will pay their bills at the end 
of the month and not steal their intellectual property. The bank 
that lent the producer money must trust that the company will 
repay them. And investors must trust that the executive they 
hire will work in the best interests of the company.

Participants in these transactions can sometimes take actions 
to protect themselves if they fear the other side won’t hold up its 
end of the bargain, but doing so is costly. A lawsuit, for example, 
would probably cost the consumer far more than the value of the 
product they purchased. Even where larger sums of money are 
involved—such as with a bank loan—lawsuits are still expen-
sive and at times can be prohibitively so. Short of a lawsuit, par-
ticipants can closely monitor the behavior of the other party for 
any sign of a breach. Or they can try to write an ironclad con-
tract that addresses every possible contingency. But, as Nobel 
Prize–winning economist Oliver Williamson has pointed out, it 
is impossible to cover every important matter in a contract 
because something will always come up that wasn’t fully and 
explicitly covered.5

All these actions—monitoring and writing contracts—take 
time and money.6 Further, they can even lead to perverse out-
comes, as only the actions that are rewarded with incentives or 
spelled out in a contract occur, while other important activities 
are ignored. And perhaps worst of all, lack of trust can make some 
transactions so costly as to preclude them from taking place.

Madland - 9780520281646.indd   30Madland - 9780520281646.indd   30 27/03/15   3:00 PM27/03/15   3:00 PM



Trust  / 31

Economists call these types of expenses transaction costs. 
Transaction costs are a bit like grit in the gears of a machine: 
grit slows the machine down, preventing it from operating at 
maximum effi  ciency, and can even completely clog up the gears, 
stopping the machine cold.

There are transaction costs in virtually all economic activi-
ties. Searching for a reliable product to purchase, negotiating a 
fair price, and making sure the other party does what they are 
supposed to all require time and money. As a result, reducing 
transaction costs has a big economic payoff .7

Lawyers provide a good illustration of transaction costs at 
work. While lawyers can supply critical services to businesses 
and individuals, their work is essentially a transaction cost. They 
are an expense that is necessary to complete a particular action, 
such as buying a business, but their involvement does not add 
new additional value to the transaction. Not surprisingly, as trust 
has declined in America, the use of lawyers has skyrocketed.

Trust lowers the cost of doing business and makes the econ-
omy more effi  cient by reducing transaction costs. Trust can even 
help facilitate innovation by reducing people’s fear that they will 
be taken advantage of if they take a risk and try something new. 
That’s because trust acts as a social lubricant that helps people 
do business together. As a Wall Street Journal column on the 
importance of trust put it: “You don’t hand money or make 
promises to somebody unless you think that person is going to 
make good on his promises.”8 Thus, a culture of trust provides 
an essential underpinning to a well-functioning economy.

Unfortunately, the increased legalization of the economy is 
just the beginning of the considerable costs imposed by declin-
ing levels of trust. As the rest of this chapter will show, because 
of the decline in trust the percentage of security guards in the 
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US workforce has nearly doubled and short-termism among 
shareholders and CEOs has accelerated. But before getting to 
these examples, the chapter will fi rst cover some basics about 
trust. It will explain in more detail what trust is and why econo-
mists typically ignored it. It will show that trust has decreased 
and that inequality is responsible for much of the decline.

what is trust and where 
does it come from?

While trust may feel like a bit of an amorphous concept to study, 
there is a large body of research on the subject. There are a 
number of diff erent kinds of trust—trust in family members, for 
example. But the kind of trust with the most direct impact on the 
economy is trust in strangers—the kind of trust that was lacking 
in Chiaromonte. Trust in other people in society is what helps 
people work together beyond their close circle of friends and 
family and enables positive economic interactions. (Trust also 
impacts the economy through its role in improving the quality of 
governance, as will be discussed in chapter 3.)

Academics describe trust as the belief that most other people 
in a society will do right most of the time, behaving reliably and 
with integrity. As Stanford political economist Francis Fuku-
yama puts it, trust is the “expectation that arises within a com-
munity of regular, honest, cooperative behavior.”9

To some economists—trained to think of humans as acting 
based purely on self-interest—the existence of trust is puzzling. 
Why don’t people always cheat when they think they can get away 
with it? Why would anyone put themselves in a vulnerable posi-
tion and trust that a stranger will behave fairly? In other words, 
why doesn’t everyone act like the residents of Chiaromonte?
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A partial answer comes from a branch of economics—often 
called game theory—that shows that people can take a longer-
term view of their self-interest and cooperate with others. In 
relationships where people interact repeatedly, people often 
realize that their long-term interest is best served by coordinat-
ing with others. Still, even this more advanced view of human 
behavior by economists often misses some critical points. 
Humans are, of course, sometimes selfi sh, as the typical eco-
nomic models maintain. But we also have other motivations—
and these motivations are essential for trust to develop. Further, 
trust is more likely to develop under certain conditions, yet 
most economic theories have little to say about the underlying 
societal conditions that make trusting behaviors more likely.

Trust can exist because humans are wired to receive social cues 
and act in a reciprocal manner.10 When people are treated fairly, 
they generally respond in kind, and when they are treated poorly, 
they retaliate. We are made in a way that enables trust to develop.

Scholars of evolution think that the process of acting recipro-
cally was a successful adaptation for societies.11 When people 
acted in a reciprocal manner, they could work together—and 
societies that could work together had a survival advantage. 
This survival advantage, repeated over long periods of time in 
human evolution, embedded reciprocity into human behavior. 
As Peter Richerson and Robert Boyd, at UC Davis and Arizona 
State respectively, argue, evolutionary processes have made 
humans “contingent cooperators.”12 That is, reciprocity is not 
just a successful strategy in a game for self-interested individu-
als; reciprocity enabled humans to outcompete other species 
and is imprinted deep in human behavior.

It is worth quoting from Richerson and Boyd at length 
because they concisely explain how evolutionary forces created 
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the conditions possible for trust to thrive. They note that 
humans are selfi sh, but also have a deep tendency toward recip-
rocal behavior: “Humans have evolved a social psychology that 
mixes a strong element of cooperative dispositions, deriving 
from group selection on cultural variation, with an equally 
strong selfi sh element deriving from more ancient primitive dis-
positions. . . . We are contingent cooperators. Few will continue 
cooperating when others do not. The eff ectiveness of our coop-
eration is not just a product of our social psychology; rather our 
social psychology creates evolutionary forces that build cultural 

systems of morality and convention that, in turn, make possible 
sophisticated systems of cooperation such as businesses.” This 
human tendency for reciprocal action helps establish societal 
norms and values. Reciprocity encourages people to believe that 
other people are like them, share similar values, and will behave 
in a similar, moral fashion. Thus trust depends on the morality 
that is enabled by humans’ reciprocal nature.13

Repaying a kindness with a kindness, of course, establishes 
trust. But to establish a culture of trust, where good reciprocal 
actions dominate, people also need to be willing to punish those 
who act in untrustworthy ways—reciprocating against the vio-
lation even when doing so may be against their self-interest 
because it involves a cost of time or money. Thus, self-interest 
alone is not enough to create a trusting environment. Without 
punishment, there would be a signifi cant advantage to breaking 
the rules, and more and more people would act in this manner, 
creating conditions where trusting behaviors would make little 
sense.

Reciprocal actions are readily observed every day, where 
kindness is repaid with kindness and threats with threats.14 Mar-
keting companies are well aware of the tendency to reciprocate, 
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and they often off er free trial products or send a small gift in a 
solicitation for donations, knowing that people feel some obliga-
tion to reciprocate.If humans were only motivated by self-inter-
est, these inducements wouldn’t work very well.

Economists Ernst Fehr and Simon Gachter argue that 
humans act based on reciprocity more frequently than they do 
based on pure self-interest—indeed, their analysis of a long line 
of experimental research found that about twice as many sub-
jects acted based on reciprocity as behaved completely self-
ishly.15 One of the key experiments Fehr and Gachter cite—one 
that has been repeated hundreds of times in a number of coun-
tries—is a bargaining game that requires subjects to agree on 
how to divide up a sum of money they are given. One person can 
propose how to divide up the money, and the other person can 
either accept or reject the off er. If the off er is rejected, neither 
party receives any money. If humans were purely self-inter-
ested, the recipient should accept any off er of free money, no 
matter how unequal the split. But in these experiments people 
commonly reject off ers that they perceive as unfair. That’s 
because people are reciprocal: they are quite willing to go 
against their own self-interest to punish their partner for an 
unfair split.

Other kinds of experiments fi nd that people often trust oth-
ers and reciprocate a kindness with a kindness. A common 
experimental “investment” game gives one person a sum of 
money and the opportunity to give some of it to their (typically 
unknown) partner.16 Any money given to the partner will be 
doubled or tripled, according to the rules of the game, and any 
portion of that sum can be returned to the giver.

Whether the fi rst person gives money to the second is consid-
ered a sign of trust, and whether the second person returns 
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money is considered trustworthy behavior. The idea is that both 
parties can do well by working together, but individuals can also 
do quite well by behaving selfi shly and keeping all the money to 
themselves. These kinds of studies have been repeated numer-
ous times in a number of diff erent settings with both large and 
small amounts of money. Researchers fi nd that people frequently 
give money to their partner and the partner commonly returns 
a signifi cant portion.

Importantly, the experiments Fehr and Gachter review often 
involved strangers in a single interaction, who never meet and 
can only observe the behaviors of the other subject, indicating 
that the reciprocal behaviors are not about a direct personal 
relationship, where people might expect some personal gain, or 
even about a longer-term view of their self-interest; rather, reci-
procity is a general human orientation.

Because people are oriented toward both positive and nega-
tive reciprocity—repaying a kindness with a kindness, a slight 
with a slight—trust can thrive in some societies. Trust begets 
trust, as people act with reciprocity toward one another, helping 
create a virtuous circle. Yet trust does not thrive equally in all 
societies.

That is because trust is undermined by economic inequality, 
turning the virtuous circle into a vicious cycle where untrust-
worthy behaviors lead to even less trust. Certainly trust depends 
upon a number of factors—from individual experiences and 
background to the quality of a country’s legal system and the 
level of racial and ethnic homogeneity—but inequality is of 
critical importance. Indeed, according to University of Mary-
land political scientist Eric Uslaner, inequality is the most 
important factor in determining the level of trust in others in a 
society.17
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how inequality undermines trust

Inequality weakens the foundations of trust in a number of ways. 
Most fundamentally, economic inequality increases social separa-
tion and reduces the common values and experiences people 
share.18 The more similarities individuals think they have and the 
more they interact, the more they are able to act based on reciproc-
ity rather than pure self-interest and to trust one another.19 When 
people have relatively similar economic situations, they think oth-
ers are like them and act based on trust. But economic inequality 
pulls people apart socially and makes them less trusting and trust-
worthy, creating a cycle of lower trust begetting lower trust.

The attitudes and behaviors of people from all economic 
classes are aff ected by social separation, but the impact may be 
especially pronounced on the behaviors of those at the top, 
whose great economic resources can isolate them from the rest 
of society. “Greater resources, freedom, and independence from 
others among the upper class give rise to self-focused social-
cognitive tendencies,” according to research by University of 
California social psychologist Paul Piff  and his colleagues that 
found affl  uent people more likely to lie in negotiations, cheat to 
win a prize, and endorse unethical behavior at work.20

One of the clearest ways to see that inequality harms trust is 
through laboratory experiments such as the investment game 
described above where a person is given a sum of money and the 
opportunity to give some of it to their (typically unknown) partner, 
who can in turn return some of the gift. In a particularly important 
study, the level of inequality was varied to tease out its eff ect on 
trust. In the study, participants were divided into three groups: in 
one group incomes were equal, in another incomes varied consid-
erably but participants were unaware of these diff erences, and in 
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the third participants were made aware of the diff erences in 
income. The researchers found that pairs with greater levels of eco-
nomic inequality between them behaved more selfi shly, giving and 
receiving less in the games. As the study authors explained: 
“Inequality, particularly when it is known, has a corrosive eff ect on 
trusting behaviors.”21

We can also see that inequality reduces trust and trustwor-
thiness through more realistic experiments, such as those that 
leave a wallet on the ground and observe whether it is returned. 
Places where a higher proportion of wallets are returned are 
thought to have more trustworthy people and to be more trust-
ing. One such experiment placed wallets containing $50 worth 
of cash in dozens of diff erent cities in Europe and the United 
States.22 In countries with relative economic equality such as 
Norway and Denmark, 100 percent of the wallets were returned. 
In the United States, with its higher levels of inequality, around 
two-thirds of wallets were returned, about the same percentage 
as in Great Britain, where inequality is nearly as high as in the 
United States.23 Real-world observations that are not part of an 
experiment also confi rm that inequality is linked to lower levels 
of trust. Cheating on term papers, for example, is more likely in 
US states where economic inequality is high.24

But most studies of trust measure it through survey ques-
tions—asking respondents, for example, if they think most peo-
ple can be trusted or whether cheating on taxes or failing to 
report an accident with a parked car can be justifi ed. These stud-
ies then use advanced statistical analyses to control for other fac-
tors that aff ect trust, such as overall income and education levels 
as well as racial and ethnic diversity. In comparisons across coun-
tries, as well as US states, these studies consistently fi nd that eco-
nomic inequality is linked to lower levels of trust.25
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Polls show, for example, that in US states with relatively 
strong middle classes, such as Minnesota and North Dakota, the 
percentage of residents who say that most people can be trusted 
is double that of those in less equal states such as Kentucky and 
Arkansas.26 Polls also show that people in the relatively econom-
ically equal Scandinavian countries of Norway, Sweden, and 
Denmark express the highest levels of trust in the world, while 
the United States ranks below not only the top, but also other 
rich—but more equal—countries, such as Australia, the Neth-
erlands, and Germany.27

Further, the trends over time also suggest that inequality 
shapes the level of trust in a society.28 As the middle class has 
declined and inequality has risen over the past few decades in the 
United States, trust levels have fallen sharply. In 2012, only 32 per-
cent of Americans thought that most people could be trusted, 
down from 47 percent in 1973.29 Similarly, in Britain trust also fell 
over this time period as inequality rose almost as sharply as in the 
United States. In contrast, in countries where inequality remained 
fl at or did not rise nearly as much—such as Sweden, Denmark, 
Australia, and Germany—trust levels remained steady and in 
some cases even increased.30 Looking back even further than the 
early 1970s—which is diffi  cult because there is very little polling 
about trust from this period—the evidence also suggests that 
economic equality and trust go together. In what may be the only 
cross-country survey of trust from the 1960s, America, when it 
was more equal, ranked higher on measures of trust than any of 
the other four countries surveyed—the United Kingdom, Ger-
many, Mexico, and Italy.31 Much further back, well before public 
polling, when Alexis de Tocqueville studied the United States in 
the early 1800s, he was struck by how America’s relative economic 
equality helped people trust one another enough to work together 
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to achieve larger, common goals—something that was quite 
unusual in his native France, where inequality was much higher.32

To be sure, the relationship between trust and inequality in 
the United States is not as simple as these results make it seem. 
Perceptions of inequality, as well as the actual level, matter.33 
There are also likely interaction eff ects between trust and 
inequality: inequality not only leads to lower levels of trust, but 
low levels of trust can exacerbate inequality. Without trust, 
those at the economic bottom of society are more likely to be 
marginalized and blocked from participating in the economy, 
further increasing inequality.

Further, inequality is not the sole cause of declining trust. 
There has been a dramatic increase in racial and ethnic diversity 
over the past several decades—fueled largely by immigration—
that must be factored into the story. Growing racial and ethnic 
diversity makes it easier for people to think that others are not 
like them and thus are untrustworthy, and it has been critically 
important to the fall in trust, as a number of studies show.34 But 
these studies not only typically fi nd that both inequality and 
diversity are important factors that shape trust levels; growing 
diversity often aff ects trust through its interaction with eco-
nomic inequality. As Christian Larsen, a professor of politics at 
Aalborg University in Denmark, explains, ethnic diversity 
doesn’t have a large eff ect on its own; rather, “it is the interaction 
between ethnic divides and economic inequality that can lower 
trust levels.”35

A closer look at the actual trends indicates that America’s 
growing diversity is unlikely to explain the decline in trust by 
itself and that inequality has played a key role. In the early 1970s, 
the United States was among the more diverse countries in the 
developed world, but trust levels in the United States were quite 
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high by international standards.36 In addition, many other coun-
tries have experienced rising racial and ethnic diversity over 
recent decades, but not all have experienced a decline in trust. 
Trust declines have been most pronounced in those countries 
that have also had rising inequality. For example, over the past 
several decades, the United States and Britain have both become 
more diverse, more economically unequal, and less trusting. But 
Denmark and Sweden have seen increases in immigration at 
least as large as those in the United States and Britain, but have 
not experienced similar declines in trust. Over the past three 
decades, the share of the Danish population that was immi-
grants more than tripled and demographic changes were as dra-
matic in Sweden.37 Indeed, Sweden now has a higher share of 
foreign-born residents than the United States.38 If racial and 
ethnic diversity was the key driver of trust, these stark demo-
graphic changes should have led to a precipitous decline in trust. 
But because the level of economic equality in Denmark and 
Sweden remained high, trust levels did too.39

So while growing ethnic diversity is likely to explain some of 
the decline in trust in the United States over the past several 
decades, inequality was a key factor, as the survey and experimen-
tal evidence shows. Economic inequality—both on its own and 
through its interaction with increasing racial diversity—created 
social distances that made other people seem less trustworthy.

measuring the economic 
importance of trust

The economic importance of trust was recognized by some of 
the most respected thinkers in the discipline’s history. John 
Stuart Mill, the canonical nineteenth-century political econo-
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mist, argued in Principles of Political Economy, published in 1848: 
“The advantage to mankind of being able to trust one another 
penetrates into every crevice and cranny of human life: the eco-
nomical is perhaps the smallest part of it, yet even this is incal-
culable.”40 Similarly, Kenneth Arrow, who won the Nobel Prize 
in economics in 1972, wrote that the lack of trust can plausibly 
explain “much of the economic backwardness in the world.”41

Unfortunately, these insights were largely ignored by econo-
mists over the past several decades. Instead, economists empha-
sized models based on self-interested individuals acting “ratio-
nally” that ignored societal infl uences on behavior and failed to 
accurately capture human nature. Cultural issues such as trust 
were “gradually pushed to the fringes or removed completely 
from the body of economic thought,” as a review of the subject 
put it.42 Just as trust was declining precipitously in the United 
States, this critical foundation of growth was ignored by many 
economists—not to mention many politicians.

Thankfully, in recent years a large and growing number of 
economists—as well as academics in other disciplines such as 
political science—have focused on measuring the economic 
importance of trust. And their research fi nds that trust makes a 
big economic impact.

Studies that look at individual behaviors show that people 
who live in higher trust areas are more likely to take economi-
cally benefi cial actions, such as repaying their debts, investing 
their savings in the stock market rather than keeping it in cash, 
and using the more effi  cient formal banking sector rather than 
informal sources of credit.43 Workers that trust their coworkers 
and superiors are more likely to engage in cooperative behavior 
that helps the fi rm, such as working harder.44 There have also 
been a number of studies that fi nd that companies with higher 
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levels of trust are more economically successful, with higher 
levels of productivity, profi tability, and stock returns.45 Indeed, a 
review of 21 diff erent academic studies on trust in fi rms and 
households found that the results were “unambiguous” that trust 
improves economic performance.46

Studies that look at economic growth across countries also 
fi nd that trust is vital. For example, Philip Keefer and Stephen 
Knack, of the World Bank, compare economic growth in a num-
ber of countries and show that countries with higher levels of 
trust have greater economic growth, even when controlling for 
other factors that infl uence growth such as education and prior 
income levels. They argue that “the eff ects of trust on growth 
turn out to rival those of . . . primary education.”47 Education is 
generally seen by economists as one of the most important con-
tributors to growth, as will be discussed at length in chapter 5. 
So results like this suggest that trust packs a big punch.48 Though 
not every study fi nds that trust is as economically important as 
education, even critical reviews of these cross-country studies 
tend to fi nd that trust boosts economic growth.49

It is worth pointing out that most of the cross-country studies 
that fi nd that trust has a particularly large impact include both 
rich and developing countries, and thus researchers, despite their 
best eff orts, could be getting their results because of other diff er-
ences between developed and developing countries. However, 
this possibility is unlikely because several studies focusing just 
on rich countries or regions in rich countries fi nd that trust fos-
ters economic growth.50 Further, research that focuses only on 
the United States comes to the same conclusion. In studies of US 
states and counties, areas with higher levels of trust have stronger 
economies.51 And a study of economic growth in America over 
the past century fi nds that changes in levels of trust explain “a 
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substantial part” of the changes in growth.52 Finally, most of the 
studies of fi rms and individuals discussed previously that fi nd 
that trust is economically important were conducted in advanced 
countries.

how low levels of trust are harming 
the us economy

While the research strongly suggests that declining levels of trust 
have harmed the US economy, it is worth digging deeper into 
some specifi c details to help illustrate the problem. Trust and its 
relationship to the economy can feel a bit amorphous without 
some concrete examples. Though attributing specifi c economic 
harm to a broad social change like the decline in trust is diffi  cult, 
there are some telling examples that are highly likely to have 
been caused by the sharp reduction in trust over the past few dec-
ades. As mentioned in the introduction to this chapter, the 
increase in the use of lawyers in recent decades provides a simple 
illustration of how the decline in trust has harmed the economy. 
Lawyers are a transaction cost: for the most part, they don’t 
increase the productivity of the economy or boost society’s 
wealth; they simply help ensure that the rules are followed.53 In 
this way, lawyers may do important work, but it is work that adds 
to the cost of doing business. Money spent on lawyers means less 
money for other, more productive transactions. And on occasion, 
lawyers can even prevent business transactions that would other-
wise occur from happening. The costs of hiring a lawyer, for 
example, can completely block some business deals. Even worse, 
lawyers can sometimes do less admirable work. Frivolous law-
suits, for example, impose costs, and fear of them can shrink busi-
ness opportunities.
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An economy requires fewer lawyers when participants trust 
one another. When there is a degree of trust in society, people 
can spend less time and money monitoring the performance of 
others and expend less eff ort protecting themselves from being 
exploited. People feel that most other people—even if they 
don’t know them—are likely to live up to their end of the bar-
gain. In fact, a study by University of Wisconsin law professor 
Stewart Macaulay of business relationships in the 1960s—when 
societal trust was still relatively high—found lawyers frequently 
complaining that businesses trusted too much and did too many 
deals without a formal contract.54 According to Macaulay’s study 
of business practices, lawyers in the 1960s complained that they 
were “sick of being told, ‘We can trust old Max.’ ”

But when people don’t trust that the other side will act recip-
rocally and honor its obligations, they are likely to hire more 
lawyers. And once people stop trusting one another, the use of 
lawyers increases almost without end. Each party feels the need 
to protect themselves from the other side taking advantage of 
the rules—and once one party hires a lawyer, the other party 
is at a disadvantage unless they hire a lawyer. As Princeton 
University economist Orley Ashenfelter and his colleagues, 
Harvard’s David Bloom and UC San Diego’s Gordon Dahl, 
argue in their study of arbitration cases, the “use of lawyers 
becomes nearly universal, despite the fact that agreeing not to 
hire lawyers is cheaper and does not appear to alter arbitration 
outcomes.”55

Not surprisingly, as trust has decreased over the past several 
decades, the number of lawyers has increased sharply. In 1970, 
there were 48 lawyers out of every 10,000 workers.56 By 2012, 94 
out of every 10,000 workers were lawyers, meaning that the 
number of lawyers doubled as a share of the workforce.
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Over recent decades the economy has increasingly shifted 
away from manufacturing toward service and professional occu-
pations, but the rise of lawyers stands out.57 The doubling of the 
share of lawyers over the past 40 years is a dramatic change 
from previous trends and unlike what has happened to many 
other professions. The share of lawyers in the economy had 
been “rock-steady” since the early 1900s, according to Robert 
Putnam, a Harvard political scientist, but it started to increase 
“just as trust and social capital started to decline.”58 In contrast, 
other professions like doctors, airplane pilots, and engineers 
have not increased to a similar degree—indeed, the share of 
engineers in the workforce has declined.59 As Putnam explains, 
“The jump in lawyers per capita is not simply a refl ection of a 
general increase in professionals in America; it is unique to 
lawyers.”

Still, it is important to note that there are many other possi-
ble reasons for the increase in lawyers besides the decline in 
societal trust, from changes in government regulation, to inter-
national trade, to growing urbanization and increasing ethnic 
and racial diversity.60 Each of these alternative explanations has 
some merit and likely explains part of the trend. But there are 
holes in the alternative explanations that strongly suggest the 
decline in trust is an important part of the story.

Since 1970, government regulation has expanded into new 
areas, such as environmental protections, creating greater 
demand for lawyers.61 However, at other times when government 
expanded into new areas—such as healthcare in the 1960s when 
Medicare and Medicaid were created—the share of lawyers in 
the workforce remained the same.62 Similarly, the trend of 
increasing international trade created a greater need to under-
stand rules in diff erent countries and likely boosted the demand 
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for lawyers.63 Yet the data indicate that other countries with sim-
ilar increases in global trade have not had as great a rise in the 
percentage of lawyers. International comparisons are tricky 
because the available data are not great and countries often cat-
egorize their legal professions diff erently, but the data suggest 
that during the mid-1980s the number of lawyers as a share of the 
population in the United States was in the middle of the pack of 
other developed countries, but by the 2000s the United States 
had pulled well ahead.64 These trends indicate that trade was not 
solely responsible and instead indicate that something particular 
to the United States was a leading factor.

Likewise, the increasing urbanization of the country has 
brought people in closer contact, which may increase the 
demand for lawyers. But, even in urban areas, cities with greater 
levels of inequality tend to have more lawyers.65 Cities such as 
Miami and New Orleans, for example, have far more lawyers as 
a share of their workforce than the more equal Portland and 
Indianapolis.66

The growing racial and ethnic diversity in the United States 
has created additional potential for confl ict and likely increased 
the need for lawyers to resolve issues between groups. Growing 
diversity is part of the story, far more so than the other alternative 
explanations, but the data don’t support it as a standalone cause. 
For example, some American states like New Mexico, Hawaii, 
and Arizona that have a very high percentage of nonwhite resi-
dents and have experienced dramatic increases in diversity over 
recent decades don’t have particularly high percentages of law-
yers in the workforce.67 In contrast, some racially homogenous 
states like Vermont have a relatively high share of lawyers.

Not only do the data call into question the strength of alterna-
tive explanations, but the logic behind them also weakens on 
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closer inspection. Changes in demographics, trade patterns, and 
regulation do not automatically lead people to hire so many more 
lawyers. If people trusted one another more, these changes could 
have been met, at least partly, with nonlegal responses. As Har-
vard Law professor Robert Clark explains, a complete answer to 
why the share of lawyers in the workforce has increased needs to 
explain why the demand was not satisfi ed by “non-legal sources 
of order, such as the family, informal social groups, market forces, 
and the major religions.”68 The decline in trust provides such an 
explanation, and certainly a better one than the alternatives.

The increase in the share of lawyers in the workforce has 
done great harm to the US economy. One way to think about the 
cost is that if lawyers were the same percentage of workers in the 
economy as they were in 1970, there would be 614,000 fewer law-
yers today. Lawyers have an average salary of around $130,000, 
implying that the increased use of lawyers costs the economy 
approximately $80 billion a year.69

That’s a lot of money. It represents not only an additional cost 
of doing business, but money that could be used for other pur-
poses. It could, for example, pay for about one-quarter of all 
research and development done by US fi rms each year.70 It could 
also be used to hire other kinds of workers that boost the produc-
tivity of the economy, such as scientists and engineers. Several 
studies go as far as to argue that the ratio of engineers to lawyers 
in a country is a signifi cant determinant of their overall growth 
rate.71 In other words, the opportunity costs of hiring additional 
lawyers are very high, as these skilled workers could be used to 
help the economy if they were employed in diff erent professions.

But lawyers not only impose additional costs to complete 
regularly planned transactions; they sometimes engage in 
actions that directly hinder productive economic activities, 
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such as patent trolling—suing companies for supposed patent 
infringements and then negotiating payoff s or other settlements. 
While patent trolling has been around for decades, research 
indicates that it has increased in recent years.72

Just as the percentage of lawyers in the workforce has sky-
rocketed in recent decades, so too has the percentage of private 
security guards employed to watch offi  ce buildings and malls 
and perform other security work.73 From 1970 to 2012, the share 
of security guards in the workforce increased by 73 percent.74 
The increase in the security guard workforce is much faster 
than the increase in other occupations such as truck drivers, 
waiters, and hairdressers.75 Indeed, the increase in security 
guards is signifi cantly faster than the general rise in service 
occupations that has occurred over the past four decades.76

Unfortunately, private security guards, like lawyers, are 
largely a transaction cost. They don’t add to the productivity of, 
for example, offi  ce buildings, but rather are a necessary expense 
for building managers seeking to attract customers to lease space.

The cost of the additional security guards can be thought of 
in several ways. First, there are the additional dollars spent on 
security guards: if security guards were the same share of the 
workforce as they were in 1970, the approximately $8.9 billion 
extra we spend on private security guards could be put to other, 
more economically benefi cial uses.77 Then there are indirect 
costs, such as the additional time it takes to deliver a package 
because delivery people must sign in with a security guard and 
the resources that are spent training security guards. While this 
extra time may be quite small for an individual package, when 
multiplied by millions of deliveries it can add up. Similarly, the 
skills and time of people training guards could be used for more 
productive activities.
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The increase in security guards is at least partly attributable 
to what has happened to trust in the United States. As people lose 
trust in others, they feel an additional need for security guards to 
help make sure others behave properly. While other factors have 
also played a role, they cannot fully explain the trends. Increased 
crime rates during the 1960s and 1970s almost certainly contrib-
uted to part of the rise in the number of private security guards. 
But crime rates have declined in recent decades. Property crimes, 
such as burglary, increased sharply between 1960 and 1980 but 
started to decrease after that period and are now back down to 
the same level they were in the mid-1960s, according to Federal 
Bureau of Investigation crime statistics.78 Violent crime rates dis-
play a similar trajectory. Yet even as crime rates fell, the share of 
security guards in the workforce remained high throughout the 
1980s, 1990s, and 2000s. Similarly, rising ethnic diversity likely 
made people more fearful of others and contributed to the 
increase in security guards. Diversity is important, but it is not 
the whole story either. Indeed, some fairly diverse states like 
Alaska and North Carolina have relatively modest percentages of 
security guards, while more ethnically homogenous states like 
West Virginia and Pennsylvania have greater percentages of 
their workforces in private security.79

Rising crime rates, growing racial and ethnic diversity, and 
declining trust all have led to a precipitous rise in the number of 
security guards. Studies on the determinants of the size of pri-
vate and public police forces in US cities fi nd that crime rates, 
racial and ethnic diversity, and inequality all have independent 
eff ects on the percentage of the workforce in security.80 Studies 
of the United States in comparison to other rich countries come 
to similar conclusions.81 Further, many of the studies fi nd that 
inequality is more strongly linked to the size of the guard force 
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than any other factor. All of which strongly suggests that the 
decline in trust is likely a signifi cant reason that the share of 
security guards in the workforce has risen so precipitously.82

Perhaps the most signifi cant economic damage that the 
decline of trust has infl icted on our economy is in changing how 
public companies now operate: they are increasingly focused on 
short-term measures instead of long-term results. Low levels of 
trust contributed to short-termism by helping drive a counter-
productive reaction to the oversight issues that arise between 
investors and corporate managers.83 Investors—through their 
power over the board of directors—hire CEOs.84 But investors 
cannot observe all the actions and eff orts that CEOs take. Fur-
ther, what is best for the CEO may not be best for investors. 
Both investors and CEOs are interested in increasing the com-
pany’s profi t, but the investors’ primary economic goal is to 
maximize the return on their capital at the lowest risk, while the 
CEO’s primary economic motivation is to make money for 
themselves by maximizing their salary and making sure they 
keep their job. Economists call these diff erences in interests and 
information a principal-agent problem.

When people are trustworthy and trusted to act fairly, princi-
pal-agent problems can recede into the background. They are still 
there, but are less important because people tend to behave prop-
erly. Further, trust can help people to arrive at more effi  cient solu-
tions to principal-agent problems.85 When there are higher levels 
of trust, employers and employees can, for example, agree on rela-
tively high but fl at rates of pay that benefi t both parties: employees 
get some security knowing that they will still do well even if events 
outside their control conspire against them to make their eff orts 
less productive, and employers receive high levels of eff ort but do 
not have to give up so much of their profi ts to receive them.86
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But as trust levels in the United States have declined, inves-
tors have responded to the principal-agent problem by provid-
ing additional incentives for “correct” behaviors and by more 
closely monitoring outputs. Unfortunately, this response has 
had disastrous eff ects.

CEO contracts now increasingly use “performance” pay, pro-
viding large stock grants and options to executives on the belief 
that this will help align the incentives of executives with those 
of investors. One study estimated that incentive pay increased 
from roughly 50 percent of CEO compensation in 1992 to 78 per-
cent in 2008.87 Similarly, investors have also monitored CEOs 
much more closely than before, fi ring CEOs more rapidly, and 
focusing on short-term earnings statements. Average CEO ten-
ure has dropped from about 10 years in the 1970s to about six 
years in the 2000s.88 The number of companies that off ered 
earnings guidance increased 13-fold between 1994 and 2001, 
according to a review of large companies by McKinsey & Com-
pany, a management consulting fi rm.89

Greater monitoring of corporate executives and more closely 
aligning their incentives with that of investors has had perni-
cious eff ects. Put another way, the typical response to a low-
trust environment—greater monitoring and a focus on incen-
tives—has had a harmful eff ect on long-term growth.

Not surprisingly, corporate executives have sacrifi ced long-
term growth prospects in order to meet quarterly earnings tar-
gets, because they know their pay and job depend on meeting 
these short-term goals. A number of studies have shown that 
corporations cut spending on research and development, capital 
investments, and even basic repairs to meet earnings expecta-
tions.90 Studies also indicate that executives use accounting 
tricks to hit fi nancial targets in their contracts.91 In addition to 
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these harmful but legal eff orts to reach earnings targets and 
keep stock prices high, the increase in short-term pressures has 
led to the willingness of some executives to bend or even break 
the law, according to some analysts.92

Not only can academics observe short-termism in compa-
nies’ fi nancial documents, but corporate executives describe the 
system working in this manner. A particularly revealing survey 
of corporate executives by Duke University fi nance professor 
John Graham and his colleagues found respondents to be quite 
open about how they were motivated to meet short-term earn-
ings goals.93 In the survey, 80 percent of chief fi nancial offi  cers 
stated that they would be willing to cut spending on research 
and development to meet an earnings target and a majority of 
executives said they would not start a new project that they 
knew would be profi table if it meant falling short of the current 
quarter’s earnings consensus.

In short, everyone understands that closer monitoring and 
additional incentives have led executives to behave in ways that 
are harmful to the long-term growth of companies. As Alfred 
Rappaport, emeritus professor at Northwestern University’s 
business school, wrote in Saving Capitalism from Short Termism, 
“Short-termism is a rational choice for . . . corporate managers 
whose job security, labor-market reputation, and compensation 
are tied to near-term performance.”94

Not surprisingly, the most recent full business cycle—the 
recovery from 2001 to 2007—had the lowest levels of net busi-
ness investment of any business cycle on record, while share 
repurchases and dividend payouts, which boost short-term stock 
prices, hit historic highs.95

There are of course other factors at work, but the decline of 
trust has clearly contributed to the increase in short-termism.96 
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When there are low levels of trust, increased monitoring and 
greater use of incentives are the textbook responses to the prin-
cipal-agent problem. In addition, low trust plays a supporting 
role in other explanations for short-termism.

Certainly, the rise of the belief that a corporation’s role is to 
maximize shareholder value fueled short-termism.97 But under-
lying the theory of shareholder value is the basic principal-agent 
problem between shareholders and CEOs and the problem of 
trust.98 According to the theory of shareholder value, sharehold-
ers can’t trust corporate managers to maximize corporate value 
and thus need to exert greater infl uence over the perceived 
interests of CEOs. Thus, shareholder value is largely about a 
lack of trust.

The increase in institutional—as opposed to individual—
stock ownership also drove short-termism. But having institu-
tional owners of stocks, such as mutual funds, makes trust 
between parties even more important because it adds an addi-
tional complication to the principal-agent relationship.99 Inves-
tors are still the principals but their agents are now mutual fund 
managers, who in turn oversee CEOs. If investors trusted that 
mutual fund managers would act in their best interest, mutual 
fund managers, over the past few decades, would have been 
judged on their long-term performance. But investors focused 
on their short-term results.100 And because mutual fund manag-
ers understood they were being judged based on the short-term, 
they also put short-term pressures on CEOs.101

conclusion

While trust may seem like a soft concept, it has a real impact on 
economics, something that trickle-down theory ignores. Trust 
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is the foundation of a well-functioning economy: it helps people 
work together and makes business more effi  cient by reducing 
transaction costs. Without trust, people act like the residents of 
Chiaromonte, focused solely on their short-term self-interest, 
unable to cooperate to produce mutually benefi cial outcomes. 
Functioning economies need both self-interested and trusting 
behavior. As Edward Banfi eld explained in his study of the small 
Italian town, self-interest “is a very good thing from an eco-
nomic standpoint, provided it is not so extreme as to render con-
certed action altogether impossible.”102

Unfortunately, economic inequality undermines trust 
because it pulls people apart socially. With fewer social bonds, 
people believe they have less in common and are thus less likely 
to trust and behave in trustworthy ways. As a result, trust levels 
have fallen sharply as the American middle class has weakened 
and the country has grown more unequal.

This decline in trust has caused signifi cant harm to the 
American economy, greatly increasing transaction costs. From 
the sharp increase in the percentage of lawyers and security 
guards, to the shift to corporations increasingly focusing on 
short-term results, the signs of declining trust and their eco-
nomic costs are readily apparent. Even worse, the hidden costs 
of declining trust—such as business deals not done and innova-
tive ideas stifl ed—are possibly even higher.
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The United States was founded as a reaction against English 
elites making rules that harmed the interests of ordinary Amer-
icans. Not surprisingly, our country’s founders recognized that 
the new, democratic government they were creating would not 
work properly if society was polarized into extremes of wealth 
and poverty. A well-functioning democracy, Thomas Jeff erson 
believed, depended on a base of self-suffi  cient small landhold-
ers—middle-class, yeoman farmers—with enough economic 
freedom and independence to be good citizens.1 Similarly, James 
Madison thought that a large gulf between the rich and the poor 
would cause political confl ict that would harm the quality of 
America’s governance. As Madison wrote in The Federalist Papers: 
“The most common and durable source of factions has been the 
various and unequal distribution of property.”2

Madison, Jeff erson, and others embedded these ideas about 
inequality in the US Constitution, which forbade the granting of 
any title of nobility in order to prevent a new privileged class from 
arising in America.3 After the Revolution, states passed a wave 

 ch a p t e r th r e e

Good Governance
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of laws blocking land from passing to a single heir, forcing a 
wider distribution of wealth and warding off  a hereditary aris-
tocracy.4 As Michael Thompson, a political science professor at 
William Paterson University, explains: “The American idea of a 
democratic republic had always been premised on an antipathy 
toward unequal divisions of property because early American 
thinkers saw in those unequal shares of economic power echoes 
of what had been historically overturned: a sociopolitical order 
of rank and privilege.”5

Since the country’s founding, our most respected leaders 
have also feared the threat inequality poses to American democ-
racy: from Andrew Jackson’s veto of a national bank because he 
worried that it would give wealthy bankers excessive economic 
and political power, to Abraham Lincoln’s understanding that 
slavery and economic inequality were fundamentally linked, to 
Theodore Roosevelt’s fear that the robber barons were using 
their great wealth to control government, to Franklin Roos-
evelt’s recognition during the Great Depression that “necessi-
tous men are not free men.”6 Clearly, the worry that extreme 
economic inequality will undermine democracy is long-stand-
ing, and as American as apple pie.

What is new, however, is the growing recognition that by 
harming our democracy, inequality has weakened our economy.

For too many years, academic economists largely ignored the 
role that government plays in providing a foundation for the 
economy. Government, often called an “institution” by econo-
mists, did not fi t neatly with theoretical models of how individu-
als acted and thus didn’t receive much attention.7 It was “left 
out” of economic analysis, as Douglass North, winner of the 
Nobel Prize in economics, explained.8 Even worse than simply 
ignoring government, a number of economists rejected the idea 
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that government regulations were needed to ensure certain 
markets functioned properly. For example, up until the fi nancial 
collapse in 2007 and 2008, many economists mistakenly believed 
that government oversight of Wall Street was unnecessary 
because fi nancial markets would effi  ciently police themselves.9 
This thinking was of course nonsense, but too many academics 
believed it.

Political supporters of supply-side economics have perhaps 
been even more blind to the critical role good government plays 
in making the economy work. Though supply-side supporters 
sometimes acknowledge that some types of government spend-
ing, such as on roads and schools, are important to the economy, 
they frequently denigrate all government—the good and the 
bad. As Ronald Reagan put it: “Government is not the solution 
to our problem; government is the problem.”10 Republican Sen-
ate Majority Leader Mitch McConnell echoes the same senti-
ment today when he says: “big government has made our econ-
omy worse.”11 Supply-siders also insist on tax cuts, especially for 
the wealthy, which reduces the amount of money available for 
these critical public goods—no matter the occasional lip service 
paid to them.

The obvious failures of many economists to properly under-
stand that the quality of government is critical in determining 
the performance of an economy made room in the discipline for 
“new institutional economics,” a growing branch of economics 
that looks closely at the rules of the economy set by government. 
Whose side the government is on—the wealthy elite’s or the 
general public’s—makes a big diff erence, determining, for 
example, whether people are educated, whether roads can move 
people and goods, and if rules are fair and adequately enforced. 
This basic point—that the quality of government strongly infl u-
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ences people and society and thus the economy—is fi nally gain-
ing the attention it deserves in economics departments. As Dou-
glass North, one of the founders of this growing movement, 
explains: “Institutions provide the framework within which 
human beings interact.”12

There is now a large body of research showing that the qual-
ity of governance has a fundamental impact on economic 
growth.13 To highlight just a few studies, the World Bank’s Ste-
phen Knack argues that “all of the evidence points in the same 
direction, i.e. that good governance is crucial for growth,” while 
Princeton economist Dani Rodrik and his colleagues write that 
“the quality of institutions ‘trumps’ everything else” in deter-
mining a country’s level of economic development.14 Unfortu-
nately, this research has generally been seen as relevant only to 
developing economies and not to the United States. But it is.

When economists study why government matters for eco-
nomic growth, they fi nd that some government actions, such as 
investments in education and infrastructure are quite helpful. 
Education and infrastructure increase economic productivity, 
but are underprovided by the private sector. So when the gov-
ernment spends money on these public goods, the whole econ-
omy tends to benefi t. As Josh Bivens, an economist with the Eco-
nomic Policy Institute, argues in his review of studies on public 
investments, there is “an enormous amount of economic evi-
dence demonstrating that public investment is a signifi cant long-
run driver of productivity growth—and hence growth in aver-
age living standards.”15 Research by economists such as David 
Aschauer of Bates College and Alicia Munnell of Boston Col-
lege, among others, fi nds that public investments in infrastruc-
ture complement private investments and boost economic 
growth.16 Rather than crowding out private investment, public 
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investment “crowds in” private capital and thus spurs growth. 
The economic importance of investments in education is simi-
larly critical.17 Princeton University economist Alan Krueger 
estimates that a year of schooling increases an individual’s earn-
ings by 10 percent, while Harvard economists Lawrence Katz 
and Claudia Goldin found that America’s increasing educational 
attainment from 1915 to 1999 was responsible for a signifi cant 
portion of GDP growth.18

Economists also note that some government actions can 
reduce growth. Here, they tend to focus on the harm done by 
“rent seeking”—special government help for special interests, 
such as purchasing things from government below cost, selling 
things to government above cost, selective enforcement of the 
law, and special protections.19 These special favors waste tax dol-
lars on unnecessary or ineffi  cient projects, diverting economic 
resources away from more productive activities.20 They can also 
block economic competition, for example, by giving monopoly 
power to politically connected companies. Finally, if rent seek-
ing becomes pervasive, it can fundamentally alter the shape of 
the economy as economic resources are frequently marshaled in 
predatory ways instead of generating economic growth.

As Nobel Prize–winning economist Joseph Stiglitz writes: 
“In their simplest form, rents are nothing more than re-distribu-
tions from one part of society to the rent seekers. . . . But there is 
a broader economic consequence: . . . Eff orts are directed toward 
getting a larger share of the pie rather than increasing the size of 
the pie. But it’s worse than that: rent seeking distorts resource 
allocations and makes the economy weaker. It is a centripetal 
force: the rewards of rent seeking become so outsized that more 
and more energy is directed toward it, at the expense of every-
thing else.”21
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An especially brazen and harmful form of rent seeking is cor-
ruption—the use of governmental powers by offi  cials for self-
enrichment.22 Corruption stifl es economic growth by making it 
much harder and more expensive to engage in ordinary eco-
nomic activities such as opening a business or transporting 
goods.23 Corruption is an extra burden on business transactions 
and, more maliciously, can protect certain businesses at the 
expense of potential competitors. Corruption particularly 
harms entrepreneurs who don’t have the resources or the con-
nections to grease the wheels of commerce with bribes.24

The problems of rent seeking and inadequate public invest-
ments are too often thought of as concerns for developing coun-
tries. Yet, if one looks at the United States with the same kind of 
scrutiny we give other countries, it is pretty easy to see they are 
problems here too. America’s government is certainly better 
than in many other countries, but the same basic pattern of high 
levels of inequality leading to weak governance and inadequate 
growth so familiar in other parts of the world is playing out right 
here at home. Just as in developing countries, high levels of eco-
nomic inequality have enabled wealthy elites to capture greater 
economic rents and decreased our ability to make adequate 
investments in schools and infrastructure.

Wall Street rent seeking is the emblematic example that sug-
gests economic elites in the United States have power and infl u-
ence approaching the level that in other countries we condemn 
and instantly recognize as economically harmful. Over the past 
few decades, Wall Street bankers used their wealth and power to 
successfully push for deregulation so they could enter into prof-
itable but risky lines of business. But when this risk brought their 
large fi rms—and the economy—to the brink of collapse, they 
succeeded in getting the government to bail them out with nary 
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a concession required, and against the recommendations the 
United States made for emerging market economies when they 
suff ered banking crises.

The sad state of our roads, bridges, and public universities tells 
another critical part of the story of how inequality weakens the 
economy by undermining government. As the middle class has 
declined, the governments’ ability make investments in public 
infrastructure has steadily diminished. Similarly, higher educa-
tion spending has failed to keep pace with demand. Despite broad 
public support for spending on infrastructure and education and 
their signifi cant economic benefi ts, America’s political system has 
not made necessary investments because rising inequality has 
undermined the government’s ability to respond to public needs. 
Just like in less developed countries, the rich have been able to 
secure policies that lock in the current level of development, while 
policies the middle class prefer would be good for the future of the 
whole country but haven’t been enacted. 

To make these arguments, this chapter will review the histori-
cal and international research showing how in highly unequal 
societies the wealthy have commonly used their disproportionate 
economic resources to control government and harm the econ-
omy. The chapter will then explain how in the United States today 
rising inequality has eroded the quality of governance by helping 
the rich gain political infl uence, increasing political polarization, 
and decreasing the country’s “civicness.” Finally, the chapter will 
show how these changes have led to special interest giveaways and 
inadequate public investments that have harmed the economy.

The idea that a strong middle class is important for a well-
functioning government is central to a great deal of political sci-
ence research, while the idea that the quality of governance has 
a profound impact on the economy has fi nally become well 
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accepted in economics. Despite the obvious connections between 
these strands of research, they have rarely been brought together 
to examine government and economy in the United States. This 
chapter brings together these two well-established lines of 
research in a novel way to show how inequality has weakened 
the American government and economy.

inequality, undermining 
government, and the economy 

throughout history

In the early 1700s, when the New World was under the rule of 
colonial powers, the United States and Canada were poorer than 
many of the other colonies in the Americas, especially those in 
the Caribbean.25 But over time the United States and Canada 
pulled far ahead of other countries in North and South America, 
presenting a great puzzle for economists to try to explain. Com-
mon explanations for the remarkable growth of the United 
States and Canada compared to their neighbors don’t stand up to 
close scrutiny. Though the United States and Canada were both 
British colonies and thus shared similar structures and culture, 
this similarity is unlikely to explain their success because other 
British colonies in the region, such as Jamaica, Belize, and Guy-
ana, grew very slowly. Similarly, both the United States and 
Canada have cooler climates than many other colonies. But so 
do countries like Argentina and Chile that did not grow until 
relatively recently and still lag behind.

Rather, what separated the United States and Canada from 
the other New World colonies was that they were more eco-
nomically equal. Their economies (especially outside the US 
South) were based largely on small-scale farming and other 
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small businesses, rather than, as in the other colonies, mass 
plantation agriculture and large-scale mining that fostered 
highly unequal societies. Because Canada and the United States 
were more equal, their governments evolved to be more demo-
cratic and thus provided greater access to public goods like edu-
cation, which made all the diff erence for their future growth. 
The formerly wealthy but unequal colonies in other parts of the 
Americas remained stuck economically because elites con-
trolled their governments and used their control to maintain 
power rather than invest in the development of the entire coun-
try. Put another way, because the United States and Canada 
were more economically equal, their governments were of much 
higher quality and thus their economies were able to grow much 
more rapidly, especially as the economy shifted away from an 
agricultural base.

As Kenneth Sokoloff , an economic historian at UCLA before 
he passed away, and Stanley Engerman, an economist at the 
University of Rochester, argue, the United States and Canada 
caught up to many of the other former colonies by the early 
1800s and eventually far surpassed them because a greater share 
of their population was granted democratic rights and voters 
used their democratic rights to expand schooling and boost lit-
eracy, which enabled citizens to more fully participate in the 
economy.26 The United States and Canada led the other former 
colonies in getting rid of wealth, property, and literacy restric-
tions that limited voting rights to a narrow elite and instead had 
much broader participation in their democracies. This greater 
participation by ordinary citizens led to much better policies on 
things like property rights protections, industrial development, 
access to land and other natural resources, and public provision 
of education. Public education was particularly important 
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because it helped Canada and especially the United States have 
much higher literacy rates than the other former colonies. As 
Sokoloff  and Engerman wrote: “Nearly all of the New World 
economies were suffi  ciently prosperous by the beginning of the 
nineteenth century to establish a widespread network of pri-
mary schools.” But “few actually made investments on a scale 
suffi  cient to serve the general population.” As a result, literacy 
rates in the United States and Canada reached 80 percent by the 
1870s, over three times the rate of not only Cuba, but also Argen-
tina, Brazil, Chile, and Jamaica—countries with much higher 
levels of economic inequality.

In the highly unequal colonies, elites used their power to cre-
ate governments and economies that worked primarily for their 
benefi t. As Sokoloff  and Engerman explain: “Greater inequality 
in wealth contributed to the evolution of institutions that pro-
tected the privileges of the elites and restricted the opportunities 
for the broad mass of the population to participate fully in the 
commercial economy even after the abolition of slavery.” Policies 
that the wealthy preferred tended to lock in the current level of 
development, while policies the middle class preferred—and was 
able to secure in the United States and Canada—were good for 
the future of the whole country.

MIT economist Daron Acemoglu and Harvard government 
professor James Robinson tell a similar story in their review of 
economic growth throughout the history of the world.27 Venice, 
the authors argue, grew rich in the Middle Ages in part because 
it developed a fi nancial contract that enabled ordinary citizens to 
raise money for sailing expeditions, and it prospered as these 
entrepreneurs developed markets. But it quickly sank back 
into obscurity as wealthy elites used their political power to cur-
tail these contracts, pulling the ladder up with them to protect 
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their profi ts by preventing new competitors. And in a more 
current example, the authors explain that Nogales, Arizona, has 
become relatively rich, while its neighbor Nogales, Sonora, has 
remained relatively poor, because over its history the govern-
ment in the United States has been more responsive to its citi-
zens’ calls for better roads, schools, and public health than the 
Mexican government.

Research from economists using advanced statistical tech-
niques comes to similar conclusions. These studies fi nd that gov-
ernments in unequal countries provide fewer public goods and 
give out more special favors, even when controlling for a host of 
factors that are also thought to be related to economic growth, 
such as current levels of income, geographic location, tempera-
ture, natural resources, and colonial history.28 NYU economist 
William Easterly, for example, analyzed economic development 
over the past few decades to argue that in countries with weak 
middle classes, the “elite underinvest in human and infrastruc-
ture capital because they fear empowering the opposition.”29 In a 
related vein, Jong-Sung You, professor of international relations 
at UC San Diego, and Sanjeev Khagram, a public policy profes-
sor at Occidental College, argue that in unequal countries “the 
wealthy have both greater motivation and more opportunity to 
engage in corruption, whereas the poor are more vulnerable to 
extortion and less able to monitor and hold the rich and power-
ful accountable as inequality increases.”30

Governments will always operate with some imperfections—
underinvesting in public goods and enabling the rich to capture 
some economic rents. But the research demonstrates that high 
levels of inequality and a weak middle class make these prob-
lems much worse. As we observe across the world—from Rus-
sia’s oligarchs to Sierra Leone’s Krio—economic elites often use 
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their power to shape government policy in ways that hinder 
long-run economic growth.31

inequality and bad governance 
in american history

Still, the United States may be diff erent. The United States is 
among the world’s oldest continuous democracies and also quite 
rich by international standards. As a result, our system of gov-
ernment may not be susceptible to these problems. But even a 
cursory review of our history—from the aristocratic, slavehold-
ing South to the Gilded Age robber barons—shows that these 
abuses have happened in America. Certainly, American democ-
racy has proved resilient in the face of a wealthy elite’s desire to 
pervert government for its own purposes, responding and reas-
serting popular control of government. But we have not been 
immune to wealthy elites gaining disproportionate infl uence 
over government and harming our society and economy.

The richest slaveholders helped make the pre–Civil War 
South a very unequal society—even among whites—and much 
more unequal than the rest of the United States.32 In 1860, only 
25 percent of Southern households owned slaves.33 But a mere 
8,000 slaveholders—well less than 1 percent of the slavehold-
ers—owned one million of the four million US slaves.34 Such 
concentrated slave ownership helped the top 1 percent of income 
earners in the South take home twice the share of regional 
income as the top 1 percent in New England, and it made the 
South one of the more unequal societies in the world.35

The Southern slaveholding elite famously wielded its eco-
nomic and political power to suppress blacks, denying them 
basic political and economic freedoms. But they also exerted 
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strong infl uence over the government when dealing with less 
affl  uent whites, especially in state and local governments. And 
with their power, the slaveholding elite helped block the kinds 
of public investments the North made in schools and infrastruc-
ture that facilitated the region’s greater prosperity. Just as elites 
in other countries often have done, Southern plantation owners 
used their economic and political power to block the majority’s 
support for important economic investments.

By the 1850s, the United States enrolled a greater share of its 
children in primary schools than most other countries.36 But this 
was purely a Northern achievement since the South sent its 
white children to school at only about one-third the rate the 
North did.37 And school attendance was not even an option for 
most Southern blacks, as educating slaves was illegal in many 
Southern states.38

The North achieved this leadership in large part because its 
citizens voted to provide general taxpayer support for schools, sig-
nifi cantly lessening the burden on families of paying for their chil-
dren to attend school.39 Public spending helped children of mid-
dle-class and poor families aff ord school. Local governments in the 
North raised more than three times as much for public schools per 
capita as local governments in the Southern states did and made 
schooling much more aff ordable for people with more modest 
means.40 The South actually spent more per pupil than the North, 
but most of that money came from private tuition, which was not a 
problem for rich planters, though it was for most everyone else.41 As 
Sun Go and Peter Lindert, economic historians at UC Davis, write: 
“The Northern states were ahead of Europe and the South in the 
reliance on public money and publicly run schools.”42

Wealthy Southern slaveholders used a host of political 
maneuvers to prevent less wealthy citizens from raising taxes to 
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fund public services like education, fearing that voters would 
heavily tax slaves.43 From requiring very high levels of property 
ownership to hold elected offi  ce, to refusing to update state vot-
ing formulas to refl ect the growth of population in areas where 
yeoman farmers lived, to requiring that any expansion in voting 
rights to the less wealthy be accompanied by constitutional pro-
tections against high taxes on slaves, Southern elites protected 
their power and prevented majorities from providing the public 
services they wanted.44 As Robin Einhorn, an economic histo-
rian at UC Berkeley, writes: “Slaveholders simply would not 
allow nonslaveholding majorities to decide how to tax.”45 As a 
result, the South failed to make investments not only in educa-
tion, but also in other public goods that foster economic growth, 
like roads and canals.46 Einhorn explains that slaveholders “saw 
threats to their ‘property’ in any political action they did not 
control, even if yeoman were actually demanding roads, schools, 
and other mundane public services.”47

Importantly, underinvestment in public goods continued well 
after the Civil War, meaning the economic harm wasn’t easily 
reversed. Indeed, the governments in more equal regions of the 
United States led the country in creating public high schools in 
the early 1900s.48

The pre–Civil War South is not the only time in American 
history that high levels of economic inequality harmed the qual-
ity of governance and the functioning of the economy. During 
the Gilded Age—the era from roughly the end of the Civil War 
to the early 1900s—economic inequality was quite high, with 
one estimate fi nding that the wealthiest 12 percent of families 
owned 86 percent of the nation’s wealth in 1890.49 And during 
this period, wealthy business interests dominated government 
and overran the interests of the majority.50 Historian Kevin 
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Phillips writes that during the Gilded Age “corporations and 
wealth” seized control of government.51 Similarly, Harvard 
economist Edward Glaeser and his coauthors write that wealthy 
business leaders “subverted institutions as part of normal busi-
ness practice.”52 To take but one example of the ways businesses 
used their power for private economic advantage in this period, 
large railroad, timber, and mining companies amassed huge 
swaths of formerly public land at giveaway prices, through a 
range of deceitful or fraudulent practices that largely went 
unchecked.53

It is not just hindsight that enabled people to see that extreme 
inequality was corrupting democracy. Rutherford B. Hayes, 
president from 1877 to 1881, wrote in his diary in retirement that 
“this is a government of the people, by the people, and for the 
people no longer. It is a government by the corporations, of the 
corporations, and for the corporations.”54 The level of infl uence 
the wealthy had in the Gilded Age was so normalized that Boies 
Penrose, a senator from Pennsylvania, said in 1896 of the rela-
tionship between business, money, and politics: “I believe in the 
division of labor. You send us to Congress; we pass laws under 
which you make money . . . and out of your profi ts, you further 
contribute to our campaign funds to send us back again to pass 
more laws to enable you to make more money.”55

How much control of government by the wealthy harmed the 
economy during the Gilded Age is diffi  cult to parse out, because 
during this period the Industrial Revolution took hold in Amer-
ica, so the economy grew signifi cantly even as it suff ered a 
number of fi nancial crises.56 But it is hard to argue that so many 
special favors for the wealthy helped the economy. Most likely 
rapid growth occurred in spite of the disproportionate infl uence 
of the wealthy on government. Growth would have been greater 
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if large corporations hadn’t directed government resources to 
their coff ers and blocked competition.

Indeed, economic growth was even faster right after the 
Gilded Age, when government was less controlled by economic 
elites. As the public gained political infl uence and reduced the 
special favors for the wealthy, the economy grew more quickly. 
A host of progressive policies—from antitrust laws, to campaign 
fi nance regulations, popular election of senators, direct referen-
dums, and a progressive income tax—were implemented and 
tamed the infl uence of the wealthy and ended the Gilded Age. 
This reassertion of democratic control coincided with, and may 
have resulted in, even faster economic growth. As Harvard’s 
Glaeser and his coauthors write: “This reputation for expansion 
should not obscure the fact that economic growth during 1860–
1910 was much slower than that afterwards. . . . Institutional fail-
ures may have unduly limited the expansion.”57

the middle class and 
good governance

The question, of course, is whether the history of the Gilded 
Age and the aristocratic South is relevant to the United States 
today. Do a weak middle class and high levels of inequality 
undermine government today? And do they do so in ways that 
harm our economy? To answer these questions, we need to dig 
into the ways that a strong middle class and low levels of ine-
quality make government work well.

A strong middle class and low levels of inequality do three ben-
efi cial things for democratic governance. First, these factors 
change the power dynamics in society, minimizing the power 
advantage of the wealthy. Second, they moderate political confl ict. 
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Finally, they increase the “civicness” of citizens. All three work 
together to make government function properly. Unfortunately, 
the dramatic increase in income inequality in the United States 
has lead the wealthy to gain disproportionate political power, 
political confl ict to intensify, and ordinary citizens to become less 
civic. These changes have made American government increas-
ingly dysfunctional and increasingly looking like the governments 
of the pre–Civil War South and Gilded Age America.

The Rich Gain Power

Since Aristotle fi rst wrote about government, scholars have 
understood that a strong middle class plays a key role in balanc-
ing power in a democracy between economic classes.58 “Thus it 
is manifest,” Aristotle wrote, “that the best political community 
is formed by citizens of the middle class . . . for the addition of 
the middle class turns the scale, and prevents either of the 
extremes from being dominant.”59 US democracy does not risk 
unraveling into either of the poles of dictatorship or anarchy, as 
Aristotle and other authors feared would happen to countries 
without a middle class.60 But the most relevant point these schol-
ars make for the twenty-fi rst-century United States is that a 
strong middle class reduces the ability of the elites to gain eff ec-
tive control of government.

As the middle class has weakened over the past thirty years, 
America’s rich have gained far more infl uence over government 
than they previously had. While no single metric proves conclu-
sively that the rich have increased their political power over 
recent decades, a number of signs indicate this is the case. The 
American public certainly thinks rich elites have gained power. 
In 1964, less than 30 percent of the public thought the federal 
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government was run by “a few big interests,” yet over the past 
few decades this percentage has signifi cantly increased, so that 
in 2012, 78 percent of the public felt this way.61

More academic examinations of the power of the rich also 
tell a similar story. Several decades ago, when the United States 
was more equal economically, awards were frequently given to 
political scientists who wrote that the poor and middle class had 
signifi cant political power. In 1961, Robert Dahl, now an emeri-
tus professor of political science at Yale and often referred to as 
the “dean of American political scientists,” wrote a book titled 
Who Governs?, arguing that American government was respon-
sive to all its citizens.62 Government may not have been equally 
responsive to rich and poor, but all groups enjoyed a signifi cant 
degree of infl uence, according to Dahl.63

Despite some criticisms of the book at the time, political sci-
entists generally praised the perspective of the book and it 
quickly became a canonical book in the fi eld, winning the best 
book of the year award from the American Political Science 
Association.64 Similarly, the political science book of the year 
from 1964 argued that business hardly, if ever, pushed politicians 
to alter their positions.65 The book of the year from 1965 argued 
that political parties are “not a neatly pyramided bureaucracy, 
an elite class, or an oligarchy. . . . The party is an open, clientele-
oriented structure, permeable at its base as well as its apex.”66

Today, in sharp contrast, political scientists—not to mention 
journalists, historians, economists, and politicians themselves—
frequently churn out well-received articles and books that 
explain how the wealthy dominate government.67 Indeed, Benja-
min Page, a political scientist at Northwestern University, and 
formerly a leading proponent of the view that ordinary citizens 
have great infl uence over government, published a paper in 2014 
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that reevaluated his prior argument and found that the opinions 
of rich individuals and business leaders largely determine how 
Congress acts. Page and his coauthor explain that today “eco-
nomic elites and organized groups representing business inter-
ests have substantial independent impacts on U.S. government 
policy, while average citizens and mass-based interest groups 
have little or no independent infl uence.”68

Many other recent studies tell a similar story. A particularly 
revealing study of the US Senate in 2009 by Vanderbilt Univer-
sity political scientist Larry Bartels, for example, compared sen-
ators’ fl oor votes with the views of their constituents on a broad 
range of issues, including government spending, the minimum 
wage, civil rights, and abortion. Bartels found that senators’ votes 
were vastly more responsive to the views of their affl  uent con-
stituents than to those of their middle-class ones, and were com-
pletely disconnected from the views of their poorer constituents. 
“In almost every instance,” Bartels wrote, “senators appear to be 
considerably more responsive to the opinions of affl  uent constit-
uents than to the opinions of middle-class constituents, while 
the opinions of constituents in the bottom third of the income 
distribution have no apparent statistical eff ect on their senators’ 
roll call votes.”69

In 2012, Princeton political scientist Martin Gilens produced 
perhaps the most comprehensive study comparing the public’s 
preferences with actual government policy.70 Gilens examined 
2,000 survey questions on a range of proposed policy changes, 
including taxes, government spending, and social issues, and 
found that the government is very responsive to the preferences 
of the affl  uent, but far less so to the preferences of the middle 
class and poor. Summarizing his fi ndings, Gilens wrote: “The 
American government does respond to the public’s preferences, 
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but that responsiveness is strongly tilted toward the most affl  u-
ent citizens. Indeed, under most circumstances, the preferences 
of the vast majority of Americans appear to have essentially no 
impact on which policies the government does or doesn’t adopt.”

Gilens also found the infl uence of the rich had increased 
compared to several decades ago. Gilens was careful to note that 
many factors, such as whether Congress is under divided con-
trol, infl uence the responsiveness of government to citizens. 
Still, he found the general trend has been away from the middle 
class. As Gilens explains: “In recent decades the responsiveness 
of policymakers to the preferences of the affl  uent has steadily 
grown, but responsiveness to less-well-off  Americans has not.” 
Several other studies also indicate that elected offi  cials have 
become less responsive to the preferences of the public.71

The political power of the wealthy has increased so dramati-
cally in large part because money plays such a big role in Ameri-
can politics and the amount of money in politics has grown rap-
idly over recent decades. For example, the total amount spent on 
presidential elections roughly doubled from 1970 to 2000, in infl a-
tion-adjusted dollars.72 And contributions have since increased 
even more rapidly in recent years, with the total amount spent on 
presidential and congressional elections increasing by 50 percent 
from 2000 to 2012.73 As Thomas Mann, a senior fellow at the 
Brookings Institution, puts it: “The cost of seeking offi  ce whether 
it’s for state legislature or a governorship or a member of the U.S. 
House or Senate, these costs have been going up for decades. It’s 
kind of amusing to look back say to the 1970s, and you’ll fi nd many 
members of Congress then were spending, oh, $75,000, $100,000, 
$200,000—now that would almost be a rounding error.”74

All this money in politics has given the rich greater infl uence. 
As Martin Gilens bluntly explains, “Money—the ‘mother’s 
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milk’ of politics—is the root of representational inequality.”75 
Other factors besides inequality, such as the changing media 
environment, the increased use of expensive survey techniques, 
and evolving campaign fi nance rules, have clearly contributed 
to the rise of money in politics. But the basic point that, as 
inequality has increased, the rich have had even more money to 
spend than they previously did and that their money has been 
able to buy signifi cant infl uence is not really in doubt.

Of all political activities—from voting to contacting public 
offi  cials to volunteering on a campaign to attending a protest—
those that involve money are where the rich have the greatest 
advantage.76 Very few middle-class or poor people give money 
to politicians, and when they give, their contributions are fairly 
small. The vast majority of campaign contributions come from 
the wealthy, and the amount of money the rich contribute has 
increased rapidly over the past few decades.77 To give but one 
example of the scale of the increase, the top 0.01 percent of 
donors—the biggest one in 10,000 donors—contributed over 
40 percent of the money to campaigns in 2012, up dramatically 
from the early 1980s when they contributed a bit more than 10 
percent.78 And these totals only include the money we can see. 
Due to court rulings such as Citizen’s United v. FEC and Speech-

Now.org v. FEC, it has become much easier for wealthy individu-
als and businesses to avoid disclosing their campaign spending.79 
Then there is lobbying, where, just as with campaign contribu-
tions, expenditures have also rapidly increased in recent 
decades.80 Lobbying spending accounts for a similar sum of 
money as campaign contributions and the dollar fi gures are at 
least as skewed toward business and other wealthy interests as 
contributions.81 And similar to campaign contributions, not all 
lobbying needs to be disclosed.82
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Certainly court rulings have played a part in the rise of giv-
ing by the wealthy, but the basic legal structure that allows for 
wealthy individuals to make large contributions has been in 
place for decades.83 Rather, the growing wealth of the very rich is 
the main story. The trend of growing money in politics, as Adam 
Bonica, Nolan McCarty, Keith Poole, and Howard Rosenthal, 
political scientists from Stanford, Princeton, and Georgia, 
explain, “refl ects the rising wealth of the super-rich and an 
increased willingness to spend large sums on elections.”84

Some believe that all this money and lobbying explicitly buy 
votes—leading corrupt elected offi  cials to do special favors for 
rich patrons in a quid pro quo—but the kind of corruption that 
breaks the law and leads to a politician’s personal gain happens 
only on relatively rare occasions (though it appears to have 
increased along with inequality, as described later in this 
chapter). Campaign contributions, for example, generally don’t 
go into politicians’ pockets but rather are used to fund cam-
paigns. A more accurate way to think about the amount of 
money currently in the political system is that it subtly corrupts 
the process, rather than overtly corrupting any particular indi-
vidual. As Harvard Law professor Lawrence Lessig argues, the 
“core of the corruption in our present system of government” is 
that “the system induces the benefi ciaries of Congress’s acts to 
raise and give money to Congress to induce it to act.”85

Most politicians attempt to serve the public interest, but they 
need money to run for offi  ce. This need for money changes who 
runs for offi  ce, how politicians spend their time, who they interact 
with, what arguments they hear, and even how they think and feel. 
Most candidates for offi  ce are now quite wealthy themselves—far 
more so than in previous decades—in part because they can 
fi nance elections by themselves or through their connections to 
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similarly wealthy individuals.86 And once they are elected, mem-
bers of Congress now spend much of their time raising money, 
with the House Democratic leadership recently recommending 
that freshman members of Congress spend at least four hours per 
10-hour workday fundraising.87 Those politicians that are particu-
larly good at raising money can give to the campaigns of allies, 
further extending their infl uence.

Political scientists are divided about how much infl uence cam-
paign contributions and lobbying have. Some fi nd fairly direct 
consequences, while others do not, but most understand that 
these expenditures have some degree of infl uence.88 “What 
wealthy citizens and moneyed interests . . . gain from their big 
contributions is infl uence over who runs for offi  ce,” according to 
the report for the Task Force on Inequality and American 
Democracy from the American Political Science Association.89 
But contributions also help the wealthy gain access to elected 
offi  cials and present their views to elected offi  cials, something 
that few middle-class or poorer citizens do.90 And there is good 
evidence that, at least at times, contributions and lobbying aff ect 
voting, writing letters to regulators, deciding whether to cham-
pion legislation, and other behaviors.91 As the task force puts it: 
“Money does ‘buy’ something—privileged access for contributors 
and the special attention of members who reward them with vig-
orous help in minding their business in the committee process.”

Then there are government offi  cials passing through the 
revolving door of career opportunities to become lobbyists 
themselves. The lure of tripling their incomes by cashing in on 
knowledge and connections undoubtedly infl uences politicians’ 
behavior when they are still in government—even if the politi-
cian believes in the causes they eventually go lobby for. Notori-
ous lobbyist and convicted felon Jack Abramoff  said that the best 
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way to get a congressional staff er to do his bidding was to dis-
cuss the possibility of a job at a much higher salary.92

These days the revolving door seems to be spinning much 
more quickly. Estimates indicate that in the 1970s 3 percent of 
members of Congress became lobbyists when they left Con-
gress, but by the 1990s this percentage had increased to over 
22 percent, and since then it has continued to increase and is 
now estimated at over 40 percent.93

Just as political scientists through the ages have feared, high 
levels of inequality and a weakened middle class have enabled 
the rich to gain excessive infl uence over government. The evi-
dence is clear that as inequality has risen, the rich have spent 
ever more money to shape politics and their eff orts have been 
successful.

Polarization Increases

The second role a strong middle class plays in a democracy is to 
help reduce political polarization. So not only does a strong mid-
dle class help prevent the rich from dominating, it helps ensure 
that confl ict between groups is manageable. In societies with rel-
atively little economic inequality, people’s economic interests 
converge and there are more bridges across classes so there is 
less to fi ght about and disagreements are less likely to polarize. 
As Seymour Martin Lipset, a past president of the American 
Political Science Association and former political sociologist at 
Stanford University, argued: “A large middle class in a country 
tempers confl ict by penalizing extremist groups and rewarding 
moderacy.”94 And when there is confl ict in a middle-class soci-
ety, opposing sides are more likely to be able to work together. 
But, in recent decades, there has been less of a middle to create 
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common ground and less trust to facilitate compromise, so polit-
ical fi ghting has become more pronounced.95

It is not hard to see that partisan political fi ghting has become 
particularly bad. Norman Ornstein and Thomas Mann, senior 
fellows at the American Enterprise Institute and Brookings 
Institution and longtime students of the US Congress, argue 
that the level of partisan fi ghting and the willingness to take 
fi ghts beyond acceptable levels and to distort rules have become 
much more pronounced in recent years. Fighting in Congress 
today, they argue, “more closely resembles . . . the Gilded Age . . . 
than the Cold War era.”96 In 2013, for example, the Congress and 
the president couldn’t agree on a budget, which is a relatively 
common occurrence throughout history and hardly a sign of 
increased fi ghting. What was uncommon was that their dis-
agreement led to a two-week shutdown of the federal govern-
ment, furloughing 800,000 federal workers and many more from 
private companies that do business with the government, taking 
away an estimated $24 billion from the economy.97 And because 
of a similar disagreement earlier in the year, the federal govern-
ment nearly defaulted on its debt, which would have been 
unprecedented in American history.98 While these few examples 
from one year by themselves don’t prove that politics has become 
more polarized, they are highly suggestive.

When these anecdotes are combined with quantitative data, 
they make a convincing case that American politics has become 
increasingly polarized over the past several decades. The 
increased use of the fi libuster is a good example: a total of seven 
fi libusters were fi led in the 1969–1970 Congress, but in the 2011–
2012 Congress, 115 were fi led.99 And in perhaps the most compre-
hensive research on political fi ghting, Nolan McCarty, Keith 
Poole, and Howard Rosenthal studied congressional voting pat-
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terns from 1879 to the present. Their research shows not only 
that political polarization has increased dramatically over recent 
decades, but also that income inequality is correlated with a 
widening divide between the political parties.100 Indeed, over 
the past century and a half the relationship between economic 
inequality and political polarization has been amazingly tight, 
as fi gure 1 shows.

Polarization is bad for any government, but especially so for 
American government, with all of its checks and balances. The 
checks and balances between the House, the Senate, and the 
president are designed to encourage compromise, but when 
opposing sides are unwilling to compromise, they lead the 

 Figure 1. Top 1 percent income share and polarization in the US House of 
Representatives, 1913–2012. Source: Adapted from Adam Bonica and others, 
“Why Hasn’t Democracy Slowed Rising Inequality?,” Journal of Economic 

Perspectives 27, no. 3 (2013): 103–124.
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American system of government to break down far more so than 
parliamentary systems.101 As a result, growing polarization has 
rendered America’s government increasingly unable to respond 
to the public’s preferences or societal needs.

Civicness Declines

The third way a strong middle class improves the quality of 
governance is by increasing the “civicness” of citizens. For gov-
ernment to work well, people need to be able to work together, 
trust one another to act fairly and obey the law, and participate 
politically so they can make their desires known to elected offi  -
cials and hold them accountable for achieving their goals.102 A 
strong middle class and relative economic equality are essential 
for fostering these civic behaviors and attitudes. Civicness is 
built upon a foundation of economic equality.

Economic equality helps people feel they have shared bonds 
and are part of a similar community, which facilitates civic 
action. Alexis de Tocqueville, the Frenchman who came to the 
United States in the early 1800s and observed our democracy, 
noted that Americans frequently joined together in groups and 
worked together to accomplish large things.103 Tocqueville attrib-
uted this civicness to the relative economic equality in the United 
States that enabled people to see their common interests.

More modern scholars such as Carles Boix and Daniel Pos-
ner, political scientists from Princeton and UCLA, make similar 
claims about the importance of equality for fostering civicness. 
“A community’s cooperative capacity is a function of the degree 
of social and political inequality that a community has experi-
enced over the course of its historical development,” they 
argue.104 Indeed, a host of studies from regions around the world 
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show that places with lower levels of economic inequality are 
more civic, with higher levels of participation in politics and 
civic organizations.105 Similarly, trust makes cooperation and 
compromise more likely among elected leaders and government 
offi  cials, as well as ordinary citizens.106 In order to work with one 
another eff ectively, people need to trust other people, and, as 
chapter 2 shows, economic equality is essential to developing 
trust.

These kinds of civic behaviors have been shown to produce 
better governance in settings around the world. Robert Putnam, a 
Harvard University political scientist, fi nds in his study of Italy 
that regions with higher levels of civicness—which he was one of 
the fi rst to call “social capital”—have much more eff ective and 
accountable governments.107 Putnam put regional governments 
through a series of tests—such as mailing letters or showing up at 
a government offi  ce building with an administrative problem—to 
demonstrate that those with high levels of civic engagement, even 
economically underdeveloped ones, have more eff ective govern-
ments that do things like quickly responding to citizens and pro-
viding quality services.108 Similarly, Tom Rice, a political scientist 
at the University of Iowa, examined cities in Iowa and found that, 
in those with higher levels of social capital, citizens ranked the 
governments as more responsive and eff ective in surveys, and he 
also found that the governments did a better job maintaining pub-
lic streets and parks, as measured by objective criteria.109

Trust has a similar eff ect on the quality of governance.110 The 
World Bank’s Stephen Knack reviewed the performance of US 
state governments on 35 technocratic measures such as the accu-
racy of revenue and expenditure forecasts, management of long-
term debt, and timeliness of budget adoption, and found those 
with higher levels of trust performed signifi cantly better.111 As 
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University of Maryland political scientist Eric Uslaner argues: 
“Societies with higher levels of trust in turn have institutions 
that function better.”112

But American citizens have become less civic as inequality has 
increased. Putnam created a stir in 2000 when he argued that 
“social capital” has declined sharply in recent decades as Ameri-
cans join together less frequently in groups, volunteer less, and 
even socialize less. Instead of joining leagues to bowl, Americans 
are Bowling Alone, as Putnam titled his book.113 Parent-teacher 
associations, for example, lost half a million members from 1990 to 
1997 despite fi ve million more kids in public schools, a decline that 
has continued since Putnam published his book.114 Trust in others 
and in government has fallen sharply. Perhaps the most compre-
hensive measure of America’s civicness was put together by the 
National Conference on Citizenship, an organization Congress 
created in 1953 to strengthen civic life. The index of dozens of dif-
ferent measures of civic participation and attitudes put together 
by the National Conference shows that civicness has fallen by 15 
percentage points since the mid-1970s.115 In a sign of the times, the 
2014 mid-term elections had the lowest voter turnout since World 
War II, when many citizens were otherwise occupied.116

Not all measures of civicness have fallen so sharply, and some 
have hardly fallen at all. Voting in presidential elections has 
fallen only slightly since the 1970s—57 percent voted in the 2012 
presidential election, down from 63 percent in the 1972 presiden-
tial election—because a number of other factors aff ect whether 
people participate in politics besides inequality. Education lev-
els are especially important and so are whether people were 
asked to participate and the candidates’ appeal.117 Events such as 
the terrorist attack on September 11 that briefl y inspire citizens 
to participate can also make a big diff erence. And high levels of 
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inequality can sometimes temporarily spark anger and political 
engagement. But, all things being equal, higher levels of inequal-
ity reduce civic engagement. As Dora Costa and Matthew Kahn, 
both economics professors at UCLA, fi nd, “the most important 
factor explaining the decline in social capital . . . was rising 
income inequality.”118 Sometimes people can overcome obstacles 
to being civic, but much of the time, the obstacles win.

how bad government is 
harming the economy

As inequality has risen over the past three decades, political 
power has shifted toward the wealthy, politics has become more 
polarized, and civic engagement has suff ered. These are all 
troubling signs for America’s democracy. Still, by themselves 
these indicators do not necessarily undermine the quality of 
government in ways that harm the economy. It is still possible, 
though unlikely, that American government could still do a 
good job supporting economic growth.

To see how the decline in the quality of government has harmed 
the economy requires a closer look at its actual performance. 
Unfortunately, in recent decades American government has failed 
to provide the framework necessary to support strong economic 
growth. It has underinvested in essential public goods like educa-
tion and infrastructure and become more prone to doling out ben-
efi ts to the wealthy at the expense of the common good.

Underinvesting in Roads and Schools

Like the pre–Civil War South and the former colonies in South and 
Central America, the United States is failing to make investments in 
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public goods that drive future growth. We have not made these 
investments because the middle class lacks the political power to 
translate its preferences into policy. Polls clearly show that most 
Americans would strongly prefer greater spending on education 
and infrastructure. But these public goods generally aren’t as 
important for the wealthy as they are for the middle class. Though 
the wealthy often support spending on schools and roads, they have 
less interest in paying taxes to support them and often can aff ord 
private alternatives to these public goods. When push comes to 
shove and priorities are set—making choices about what to spend 
money on and at what level to set taxes—the priorities of the 
wealthy have held greater sway. And that has meant America has 
underinvested in infrastructure and education.

It is painfully obvious that American infrastructure is in 
rough shape. American bridges have collapsed in dramatic fash-
ion and levees have failed spectacularly. More mundane but still 
very important are the problems of growing traffi  c delays, dete-
riorating energy grids, and less reliable transit. The American 
Society of Civil Engineers gives US infrastructure a D+, fi nd-
ing one in nine bridges is structurally defi cient and 42 percent of 
major urban highways are congested.119 They project that infra-
structure expenditures will fall $1.1 trillion short of what the 
country needs by 2020.120

And the poor state of US infrastructure harms our economy. 
When a bridge north of Seattle collapsed in 2013—one that had 
long been classifi ed as “functionally obsolescent,” meaning it 
didn’t meet modern building requirements—the state’s depart-
ment of commerce director estimated the state would lose 
$47 million in economic output while the bridge was being 
repaired, as approximately 70,000 vehicles per day were diverted 
and trade with Canada was rerouted elsewhere.121 More common-
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place costs include the impact of delays as commuters and goods 
are stuck in traffi  c—$121 billion in wasted time and fuel annu-
ally.122 Similarly, failure to modernize an electricity grid that has 
barely changed since Thomas Edison built the fi rst grid in 1882 
could cost the country $197 billion in service interruptions over 
the next decade.123 McKinsey & Company, the management con-
sulting fi rm, estimates that additional infrastructure investments 
could create up to 1.8 million jobs and boost annual GDP by up to 
$320 billion by 2020.124

Similarly, a prosperous twenty-fi rst-century economy demands 
a well-educated workforce—in fact, that is one of the few answers 
to inequality or “social mobility” that conservatives cite.125 But at 
the moment when we need educational investment the most, the 
United States is falling behind.

The United States was once a world leader in sending its citi-
zens to college, but our college graduation rates have stagnated 
over time and allowed other countries to pass us by. America sim-
ply has not increased its education levels very much over the past 
few decades while other countries have. Starting in the 1970s, 
education levels stopped increasing at a rapid rate.126 Currently, 
just over four in 10 Americans between the ages of 25 and 34 have 
a college degree, nearly the same percentage as those between 
the ages of 55 and 64, meaning the college graduation rates have 
hardly budged in over a generation.127 In contrast, countries like 
Canada have dramatically increased their graduation rates, so 
much so that 57 percent of young Canadians now have a college 
degree, which is up signifi cantly from previous generations.128 
And Canada is not the only country to have passed us by. As 
recently as 1995, the United States was still tied for fi rst in the 
world in the percentage of the population with a college degree, 
but now ranks only fourteenth.129
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The failure of public spending on higher education to keep 
pace with demand explains at least some of this stagnation. Work-
ers need ever more advanced training to compete in the interna-
tional economy, but we aren’t spending enough to help people 
prepare. Though the need for higher education has increased, 
total public spending on higher education as a share of the econ-
omy has remained roughly fl at for the past three decades.130 Even 
worse, the amount that students and their families must pay for a 
college education has risen dramatically. Indeed, the cost of 
attending a public university has jumped by over 250 percent over 
the past three decades.131 In contrast, median family income has 
increased by only 16 percent during the same period.132

American colleges now receive roughly twice as much reve-
nue from private tuition—as a share of total costs—as they did 
compared to just two decades ago.133 All told, less than 40 percent 
of expenditures on higher education now come from public 
spending—compared to almost twice that for other advanced 
countries.134 As Thomas Mortenson, a senior scholar at the Pell 
Institute for the Study of Opportunity in Higher Education, 
argues, “Public higher education is gradually being privatized.”135 
This huge change in the aff ordability of college has made the 
cost of higher education a barrier that is too high for some fami-
lies and created a large fi nancial burden for other middle-class 
families. Because college is harder to aff ord, fewer are able to 
graduate.

And the level of public spending on colleges has only gotten 
worse since the Great Recession. State governments—the pri-
mary source of public funding for many schools—have not just 
failed to make adequate investments, but actually cut per pupil 
spending on colleges by an average of 28 percent between 2008 
and 2013.136 Of course, many factors, including the recession’s 
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eff ect on state budgets, are at work. But the declining political 
power of the middle class has played a role, especially since state 
tax revenues have started to recover and in 2013 were only 1.6 per-
cent below their levels in 2008.137 Budgets refl ect choices about 
how much money to raise and what to spend that money on. And 
where the middle class is stronger, those choices have favored 
education. Indeed, two states with relatively strong middle 
classes—North Dakota and Wyoming—have actually increased 
spending on higher education since the Great Recession began.138

There are of course many factors that lead states to spend 
more on higher education—and these two states were fortunate 
to have relatively strong economies throughout the Great Reces-
sion—but a more rigorous look at the data also indicates that 
states with strong middle classes spend more on higher educa-
tion. According to the author’s previous research, states with 
stronger middle classes—defi ned by the share of income going 
to the middle 60 percent of households—spend a much greater 
share of their state income on higher education.139 Critically, 
these results hold even when controlling for other factors that 
infl uence education spending such as state income levels, the 
share of the population comprising people of color, and the age 
distribution of the state.140

International comparisons also suggest that middle-class 
countries spend more public money on higher education. The 
United States ranks only sixteenth among rich countries in pub-
lic spending for higher education as a share of the nation’s econ-
omy.141 And our rankings have declined as the middle class has 
weakened. In 1995, the earliest year for which comparable data 
exist, the United States was tied for seventh in public spending 
on higher education, but now has fallen behind more equal 
countries like Austria and Belgium.
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Spending on elementary and secondary education tells a 
somewhat similar story as higher education, though with a few 
more caveats. The author’s previous research on US states fi nds 
that states with a weaker middle class also spend less on elemen-
tary and secondary education, even when controlling for a host of 
other things that infl uence education spending.142 Similarly, Mat-
thias Doepke and David de la Croix, economists at Northwestern 
University and UC Louvain, show that across states in the United 
States and in countries around the world, inequality is associated 
with lower levels of public education spending.143 They also fi nd 
that a greater share of children attend private schools in US states 
and countries with higher levels of inequality, which suggests that 
the wealthy in these areas are opting out of the public system and 
have less interest in supporting public schools. Still, the research 
is not defi nitive and public spending on elementary and second-
ary education as a share of the economy has slightly increased 
over the past several decades, indicating that the relationship is 
complicated and many other factors besides inequality shape the 
level of spending.144 But it is likely that spending on elementary 
and secondary education would have been higher if the middle 
class were stronger. Indeed, compared to other rich countries, the 
United States ranks sixteenth in spending on elementary and sec-
ondary education as a percentage of GDP, behind more middle-
class countries like Norway and Denmark.145 So while spending 
on elementary and secondary education has not been as clearly 
aff ected as spending on higher education, the basic story is that in 
part because of high levels of inequality, the United States has 
underinvested in public education.

Perhaps even more so than in education, the current level of 
public spending on infrastructure is particularly inadequate. As 
inequality has risen over the past several decades, public infra-

Madland - 9780520281646.indd   90Madland - 9780520281646.indd   90 27/03/15   3:00 PM27/03/15   3:00 PM



Good Governance  / 91

structure investment has steadily declined, as fi gure 2 shows. 
The Congressional Budget Offi  ce reports that federal, state, and 
local spending on infrastructure totaled 2.4 percent of GDP in 
2007, the most recent year for which comprehensive data were 
available.146 If we had spent a similar amount to what we spent in 
the mid-1970s (2.8 percent), that would have come to almost $60 
billion in additional infrastructure spending in 2007 alone.147 We 
are now spending about the same dollar amount on infrastruc-
ture as we were four decades ago, even though our economy is 
much bigger than it was then.148 In addition to the trend over 
time, analysis of state infrastructure spending also suggests 
that the middle class plays a role in supporting higher levels of 

 Figure 2. The signifi cant decline of total public spending on infrastructure 
as a share of GDP. Source: Congressional Budget Offi  ce, “Public Spending 
on Transportation and Water Infrastructure” (2010). Total public spending 
includes spending at the federal, state, and local levels. Infrastructure in this 
instance is defi ned as transportation and water infrastructure.
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investment. The 10 states with the strongest middle classes spent 
over 50 percent more on infrastructure as a share of state domes-
tic product over the past decade than the 10 states with the weak-
est middle classes.149

Because of this downward trend, the United States now 
spends far less on infrastructure than our competitors. As The 

Economist notes: “Total public spending on transport and water 
infrastructure has fallen steadily since the 1960s and now stands 
at 2.4% of GDP. Europe, by contrast, invests 5% of GDP in its 
infrastructure, while China is racing into the future at 9%.”150 
Surveys from the World Economic Forum rank US infrastruc-
ture quite poorly: The 2012–2013 report placed the US number 25 
for quality of overall infrastructure, behind Barbados, Oman, 
and Bahrain. The US is thirtieth for air transportation infra-
structure and thirty-third in quality of electricity supply (lack 
of interruptions and voltage fl uctuations), behind Bosnia, Barba-
dos, and Portugal.151

Beyond the numbers, the story of the most recent federal 
highway bill highlights how inequality harms government in a 
way that damages the economy. Inequality polarized politics 
and made agreement on even relatively uncontroversial issues 
quite diffi  cult, so much so that a basic function of government, 
such as spending money on roads, is almost beyond the ability of 
Congress. That the bill in 2012 maintained spending at current 
inadequate levels and failed to reverse trends or meet infra-
structure needs is almost beside the point.152 The dysfunctional 
process that led to its passage tells the real story.

Breaking with a tradition of passing a long-term highway bill 
every fi ve years, Congress could only agree to a series of tempo-
rary measures to buy time: Between September 30, 2009, and July 
6, 2012, Congress passed 10 diff erent “temporary” extensions to 
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allow previously authorized spending levels to continue. Though 
temporary measures are better than no federal funding, they are 
a terrible way to deal with long-term infrastructure projects and 
make planning new projects virtually impossible. As Thomas 
Donahue, president of The US Chamber of Commerce, put it: 
“Nothing happens in the states and in the communities when 
you’ve got a 90-day or a 120-day extension.”153 Governors and 
mayors, Donahue continued, “can’t write a contract [to build 
transportation infrastructure] in that amount of time, and jobs 
that could be had are not going to be had.” Congress made a 
“breakthrough” in 2012 when it managed to authorize a two-year 
highway bill, but everyone recognized that three years of tempo-
rary measures followed by a two-year bill was an embarrassment 
that failed to address the country’s needs.154 Even worse, in the 
summer of 2014 when the fund that pays for highway projects was 
scheduled to run out of money, all Congress could do was pro-
vide another temporary fi x for a few months.155

Behind not only the partisan gridlock, but also the general fail-
ure to make adequate investments in infrastructure and education 
is the decline of the middle class. The middle class does not have 
enough political power to get what they want from government. 
The public wants this spending, but because of the strong prefer-
ences of the rich for low taxes, we haven’t made desired invest-
ments. A Brookings Institution/Northeastern University poll 
conducted in October 2012, for example, found that 81 percent of 
Americans believe the government needs to invest more in Amer-
ica’s higher education system, with an even higher percentage say-
ing that a college education is important for achieving the Ameri-
can Dream.156 Other polls show similarly high fi gures: the General 
Social Survey, a long-standing academic survey, fi nds that roughly 
75 percent of Americans support spending more on education.157 
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Infrastructure investments also garner high levels of support: 93 
percent feel making improvements to infrastructure is important; 
72 percent support “increasing federal spending to build and 
repair roads, bridges, and schools”; and 81 percent are prepared to 
pay more in taxes to do so.158

While the rich often support investments in infrastructure and 
education, they do not do so to the degree the middle class does. 
The middle class depends upon these basic public services in a 
way the rich do not. The wealthy can opt out of some public goods 
by, for example, sending their children to private schools. And 
when the wealthy can’t completely opt out—they still have to use 
public roads and airports—they often can use their money to 
overcome some of these public goods’ fl aws. Paying for dramati-
cally increased tuition for a public university burdens the wealthy 
less. First-class passengers for airline fl ights can enter an expe-
dited line for security while other passengers wait in the normal 
line.159 Some cities now off er the opportunity to buy a pass into the 
carpool lane even if you travel alone.160 The luxury carmaker Audi 
promotes one of its models by stating, “The roads are under-
funded by $450 billion. With the right car, you may never notice.”161

Perhaps even more important than the diff erent levels of 
need for public services are the sharp diff erences in attitudes 
about taxes and government spending. The rich have a much 
stronger desire to keep taxes low than the middle class. As 
Gilens found in his study of nearly 2,000 poll questions, more 
affl  uent people are less supportive of taxes and government 
spending than the middle class.162

A groundbreaking poll of roughly the top 1 percent of wealth 
holders—a notoriously diffi  cult group to survey—highlights 
how the preferences of the wealthy and the middle class diverge. 
The authors of the study—political scientists Benjamin Page, 
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Larry Bartels, and Jason Seawright—found that the very wealthy 
wanted lower tax rates than the middle class did.163 Critically, the 
study also found that the wealthy wanted low taxes more than 
their other political goals. For the rich, spending for education 
and infrastructure takes a backseat to low taxes. “Wealthy Amer-
icans . . . in contrast to the general public,” the authors found, 
“tend to favor dealing with budget defi cits by cutting programs, 
even very popular social programs, rather than raising taxes.”

A particularly revealing set of questions about education 
spending laid bare the diff erences between the wealthy and the 
middle class, showing that the middle class prioritizes education 
spending much more than the wealthy do. Page, Bartels, and 
Seawright found that only 28 percent of the wealthy agreed that 
the government should “make sure that everyone who wants to 
go to college can do so,” compared to 78 percent of the general 
public. Similarly, only 35 percent of the wealthy felt that the 
“government should spend whatever is necessary to ensure that 
all children have really good public schools they can go to,” 
compared to 87 percent of the general public.

As the polling makes clear, public goods just aren’t as much of 
a priority for the wealthy as they are for the middle class. And 
when the rich have the political power to override the majority, 
the middle class and the economy pay the price. All told, the 
increased political power of the wealthy, combined with highly 
polarized politics and a disengaged public, has led to severe 
underinvestment in infrastructure and higher education.

Rent Seeking on the Rise

Even as our government has underinvested in infrastructure 
and education, it has increasingly doled out special favors for 
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wealthy and powerful interests. When companies or individuals 
use their money and power to encourage government to provide 
them with special benefi ts, it is called rent seeking. Because rent 
seeking generally occurs behind closed doors, it is notoriously 
hard to measure. But the evidence strongly suggests that as the 
middle class has weakened over recent decades, the wealthy 
have been able to extract ever greater rents. Indeed, the level of 
rent seeking today may even approach that of the Gilded Age, at 
least according to some observers.

The 2003 Medicare Modernization Act is a classic case of 
modern-day rent seeking, and the story of the law’s passage 
highlights some of the key elements of how rent seeking works 
today: legally, through campaign contributions, lobbying, and 
the revolving door—with the occasional heavy-handed tactic 
thrown in. The law added a prescription drug benefi t to Medi-
care, but blocked the federal government from negotiating the 
prices it pays for covered drugs. This forced the program to 
overpay for drugs, transferring money from taxpayers to phar-
maceutical companies and harmed the economy mainly because 
the money could have been used more effi  ciently. An article in 
the Journal of General Internal Medicine estimated that the inabil-
ity to negotiate drug prices costs taxpayers over $20 billion per 
year.164 The House Oversight Committee estimated that a sepa-
rate provision that forces the government to pay the higher, 
unnegotiated price for drugs for people eligible for both Medi-
care and Medicaid cost an additional $3.7 billion in the fi rst two 
years alone.165

The bill likely came out this way because pharmaceutical 
companies spent $100 million per year lobbying and $20 million 
per election cycle on campaign contributions in the early 2000s 
and, according to a 60 Minutes investigation, at least 15 high-level 
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government offi  cials who were instrumental in the bill’s passage 
soon went to work for pharmaceutical companies.166 Congress-
man Billy Tauzin of Louisiana, who wrote the bill and steered it 
through the House, began negotiating to become president and 
CEO of PhRMA, a pharmaceutical company lobby group, the 
same month President Bush signed it into law. Working for the 
pharmaceutical industry, he earned $2 million a year, roughly 
10 times his congressional salary.167

Republican Representative Walter Jones from North Caro-
lina told 60 Minutes, “The pharmaceutical lobbyists wrote the 
bill,” and Democratic Representative John Dingell of Michigan 
said the same thing, noting that the bill “was written by their 
lobbyists.”168 Further, Jones stated that the bill and the process 
for its passage were worse than he had seen in his long political 
career, noting the vote was held at 3 am, instead of during nor-
mal working hours: “I’ve been in politics for 22 years, and it was 
the ugliest night I have ever seen in 22 years.”

The bill may have so favored the drug companies for other 
reasons—proponents claimed “small government” ideological 
opposition to government negotiating prices. Yet that very ideo-
logical opposition should have translated into opposition to 
expensive legislation, or at the very least into opposition to plac-
ing people who were eligible for two diff erent government pro-
grams into the more expensive one.

Perhaps the ultimate case of rent seeking that has harmed the 
economy is the banking industry’s use of its growing wealth to 
shift policy in its favor in ways that sparked the Great Recession. 
Indeed, this story would look familiar in the Gilded Age or a 
developing country. Over the past few decades, Wall Street 
infl uenced government so that it could engage in profi table, but 
quite risky lines of business. And when these risks proved too 
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much for Wall Street to bear and threatened to take down the 
entire economy, the government bailed out well-connected 
Wall Street fi rms with virtually no strings attached as less polit-
ically connected businesses failed.

Banks, like other industries, used their money to gain political 
infl uence and access. And banks and their executives clearly had 
a lot of money to spend. Over the past several decades, banking 
roughly tripled as a share of the economy so that banking profi ts 
now represent 30 percent of all corporate profi ts.169 At the same 
time, there was a dramatic increase in compensation for fi nancial 
professionals. Bankers went from making up 11 percent of the top 
0.1 percent of income earners in 1979 to 18 percent in 2005.170

With these extraordinary profi ts and salaries, bankers had 
money they could use to aid their cause. As MIT economist 
Simon Johnson and University of Connecticut law professor 
James Kwak write in their book about the banking crisis, the 
industry’s infl uence was based on “the unprecedented amounts 
of money fl owing through the fi nancial sector, increasingly con-
centrated in a handful of megabanks.”171 FIRE—the term used 
for the broad fi nancial, insurance, and real estate industry that 
many refer to as Wall Street—generally topped the list of indus-
try contributors to political campaigns for the past several 
decades and ranked among the biggest spenders on lobbying. 
FIRE went from contributing just $108 million in the 1990 elec-
tion cycle to $330 million in the 2006 election cycle, right before 
the crisis.172 Lobbying spending enjoyed a similar trajectory, ris-
ing from $292 million in 1998 (when data fi rst became available) 
to $432 million in 2006 (all in 2012 dollars).173 In 2006, it employed 
a total of 2,848 lobbyists—half of whom had previously served in 
government.174 That’s more than fi ve banking lobbyists for every 
member of Congress.
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With its money, Wall Street dramatically altered policy.175 
For example, Atif Mian, Amir Sufi , and Francesco Trebbi, econ-
omists at Princeton, Chicago, and the University of British 
Columbia, studied the fate of a number of bills with the poten-
tial to aff ect subprime lending and concluded that “special inter-
ests, measured with campaign contributions from the mortgage 
industry, . . . helped to shape government policies that encour-
aged the rapid growth of subprime mortgage credit.”176

Certainly, a large degree of Wall Street’s infl uence came not 
directly from contributions and lobbying, but from the prestige 
its riches provided and larger cultural shifts that its wealth 
helped engender. As Simon Johnson and James Kwak write: 
“Campaign contributions and the revolving door between pri-
vate sector and government service gave Wall Street banks 
infl uence in Washington, but their ultimate victory lay in shift-
ing the conventional wisdom in their favor, to the point where 
their lobbyists’ talking points seemed self-evident to congress-
men and administration offi  cials.”177 The bottom line, however, 
is that Wall Street had a relatively strong infl uence on the politi-
cal process, though its money was not the only factor at work.

Over a period of several decades, Wall Street pushed a host of 
legal and regulatory changes that helped boost bank profi ts but 
increased risks to the economy. Among the most signifi cant 
changes Wall Street benefi ted from was the repeal of the Glass-
Steagall Act, a law enacted after the Great Depression that 
reduced the risk of a fi nancial crisis by separating investment 
banking from traditional bank lending, but that banks saw as an 
obstacle to entering profi table lines of business.178 Another pol-
icy change allowed subprime lending to go virtually unregu-
lated.179 Former Federal Reserve board member Edward Gram-
lich wrote of the change: “In the subprime market, where we 
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badly need supervision, a majority of loans are made with very 
little supervision.”180

Still another rule change allowed banks to keep the riskiest 
mortgage-backed securities on their books with very little capital 
to back them up if they failed. This “turned banking rules upside 
down,” the National Journal explained, because it meant that “risky 
pieces required less capital than safe ones.”181 A diff erent decision 
allowed major investment banks to use internal models—instead 
of government regulators’ models—to calculate the amount of 
capital they needed to hold, which allowed them the “fl exibility” to 
increase leverage, and thus increase profi ts, not to mention risk.182

Several of the policy changes that benefi ted banks did not 
even have a plausible public policy justifi cation. James Kwak has 
highlighted some of the most indefensible policy changes: “The 
Federal Reserve’s decision not to undertake consumer protec-
tion examinations of nonbank mortgage lenders seems to con-
tradict the intent of the Home Ownership and Equity Protec-
tion Act of 1994 . . . [and] allowing IndyMac Bancorp to backdate 
its capital infusions to appear better capitalized than it actually 
was and avoid additional FDIC restrictions are also hard to 
defend as being in the public interest.”183

Banks also worked to prevent new regulations on complex 
fi nancial transactions called “derivatives,” since these fi nancial 
products were very profi table.184 A derivative is a fi nancial prod-
uct that derives its value from an underlying asset—such as a 
stock—but does not involve the actual sale of the asset. Deriva-
tives allow for greater trading and speculation since they allow 
an underlying asset to be divided up in many diff erent ways. 
Investor Warren Buff ett called derivatives “fi nancial weapons of 
mass destruction,” because they create signifi cant risks for the 
economy as their value has signifi cant uncertainty.185
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One of the more infamous kinds of derivatives is the synthetic 
collateralized debt obligation, which helped banks make even 
more money during the housing bubble while increasing sys-
temic risk. Wall Street maintained that these derivatives were 
low-risk, but they ended up carrying far more risk than bankers 
expected, a fact that became obvious as they imploded in value.186

The large risks created by all the policy changes favorable to 
Wall Street were a key spark of the Great Recession. To be sure, 
these policy changes that increased fi nancial risks were not the 
only cause of the fi nancial crisis, but they were a signifi cant con-
tributor. As University of Chicago fi nance professor Luigi Zin-
gales explains: “The roots of this crisis have to be found in bad 
regulation, lack of transparency, and market complacency 
brought about by several years of positive returns.”187

Not only did Wall Street money help cause the Great Reces-
sion, but once the fi nancial crisis hit, Wall Street money helped 
infl uence Congress to bail out large banks on very generous terms. 
According to Atif Mian, Amir Sufi , and Francesco Trebbi: “Special 
interests in the form of higher campaign contributions from the 
fi nancial industry increase the likelihood of supporting the Emer-
gency Economic Stabilization Act,” the bill commonly known as 
the bank bailout.188 Estimates indicate that since the bailout, the six 
biggest banks were for years able to get an $82 billion “too big to 
fail” subsidy because markets accept lower returns from these 
banks, knowing the government will bail them out if trouble arises 
again.189 In fact, some research suggests that a substantial reason 
for such high Wall Street profi ts and salaries is due to changes in 
government policy over recent decades.190

The very generous treatment of large Wall Street banks 
stands in stark contrast to how the government treated smaller 
banks, or how the United States encouraged other countries to 
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deal with fi nancial crises. Bailing out the banks may have been 
justifi ed to help protect the economy from further harm, but the 
way they were bailed out is hard to defend. Johnson and Kwak 
explain: “Not only did the government choose to rescue the 
fi nancial system—a decision few would question—but it chose 
to do so by extending a blank check to the largest, most power-
ful banks in the moment of greatest need. The government 
chose not to impose conditions that could reform the industry or 
even to replace the management of large failed banks. . . . This 
strategy ran counter to the approach the US Treasury Depart-
ment had honed during the emerging market fi nancial crises in 
the 1990s, when leading offi  cials urged crisis-stricken countries 
to address structural problems quickly and directly.”191

With the vast sweep of governmental decisions benefi ting 
Wall Street, it is hard not to see deep and troubling trends. As its 
wealth increased, Wall Street used its money to infl uence gov-
ernment policy for its benefi t, at the expense of the public. 
“Through campaign fi nance and political donations,” as John 
Plender, a senior editorial writer for the Financial Times, explains, 
Wall Street “bought themselves protection from proper societal 
accountability.”192 Indeed, Wall Street’s infl uence is so pervasive 
that, as Johnson and Kwak conclude, “The Wall Street banks are 
the new American oligarchy—a group that gains political power 
because of its economic power, and then uses that political 
power for its own benefi t.”193

The story of Wall Street’s infl uence makes a strong case that 
the wealthy have been able to extract greater rents from govern-
ment in recent decades. But a few more anecdotes can help show 
just how pervasive rent seeking has become. The 2005 Energy 
Bill—decried as a “piñata of perks for energy industries” by the 
Washington Post for its billions of dollars in subsidies for oil and 
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gas, coal, and nuclear industries—provides yet another example 
where the substance of the law and the process that created it were 
particularly shameful.194 Vice President Cheney was reported to 
have privately worked with lobbyists to formulate an early draft of 
the bill.195 According to an ABCNews article, companies run and 
represented by at least 37 “Pioneer” and “Ranger” families—indi-
viduals who helped raise over $100,000 and $200,000 respectively 
for President Bush’s reelection campaign—“stand to make billions 
from the energy bill.”196 Republican Senator John McCain of Ari-
zona called a draft of the bill the “no-lobbyist-left-behind act.”197

Not only did the energy bill waste money that could have 
been put to better use, but it provided signifi cant advantages to 
wealthy existing industries, such as coal, that are unlikely to 
grow in the future, while continuing to put the energy competi-
tors of the future, such as wind and solar, at a disadvantage.198

Rent seeking isn’t just about government giveaways—as 
shameful as they may be. Rent seeking also includes the govern-
ment limiting competition to benefi t only a few well-connected 
companies at the expense of society and the economy. Take our 
slow, expensive Internet, for example. Being at the cutting edge 
of the Internet will drive future economic growth. As former 
Federal Communications Commission chair Julius Genach-
owski explains: “We are in a global bandwidth race. A nation’s 
future economic security is tied to frictionless and speedy 
access to information. The faster we can connect our citizens 
the faster our economy can grow. . . . Much like the space race in 
the 20th century, success in this race will unleash waves of inno-
vation that will go a long way toward determining who leads our 
global economy in the 21st century.”199

The United States invented and pioneered the Internet, spread-
ing connections far and wide so that citizens and businesses could 
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take advantage of what it off ered. Yet we have let our lead slip 
away—with slower, fewer, and more costly connections. As a New 
America Foundation report put it: “The U.S. has fallen from 1st to 
between 15th and 21st in the world in terms of broadband access, 
adoption, speeds and prices.”200

Congress and regulatory agencies have handed monopolies 
to cable companies—the providers of most Internet service—
and let them escape government regulations commonly placed 
on other kinds of monopoly providers like electric utilities that, 
for example, require a level of service and set conditions for 
price increases. As Edward Luce of the Financial Times explains: 
“Through brilliantly eff ective lobbying, US cable companies 
have escaped the universal access and aff ordability clauses that 
were imposed on telecoms and electricity companies in earlier 
eras.”201 Not only have cable companies blocked regulation, but 
they have also defeated eff orts to provide public competition. 
Susan Crawford, a professor at the Benjamin N. Cardozo School 
of Law, and the author of Captive Audience: The Telecom Industry 

and Monopoly Power in the New Gilded Age, explains how “six Time 
Warner lobbyists persuaded the North Carolina legislature to 
pass a ‘level playing fi eld’ bill making it impossible for cities 
in that state to create their own high-speed Internet access 
networks.”202

Many more cases of rent seeking could be described—from 
the lengthening of the time that a copyright is protected so that 
companies could keep profi table product lines out of the public 
domain to a “bankruptcy reform” bill that “profi ted credit card 
companies at consumers’ expense.”203 Similarly, additional quo-
tations from longtime political observers could be mounted: 
from David Stockman, a former Congressman and budget direc-
tor to President Ronald Reagan, saying that “crony capitalism . . . 
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[has] gotten much worse,” to Thomas Patterson, professor of 
government at Harvard University, arguing that “the robber 
barons of the late 19th century were pikers compared with 
today’s moneyed interests,” to Noble Prize–winning economist 
Joseph Stiglitz writing that today “rent seeking is pervasive in 
the American economy.”204

For those who want more quantitative data on the trend, a 
review of the number of tax expenditures in the tax code pro-
vides additional evidence that the wealthy have been able to 
capture increasingly large rents over recent decades. Tax expen-
ditures are special tax breaks for select groups or specifi c activi-
ties.205 A few emblematic examples include the “carried interest 
loophole,” which allows hedge fund managers to pay a lower tax 
rate on their income than most workers, and the numerous tax 
breaks for oil and gas companies, such as “expensing of intangi-
ble drilling costs.”206

Since the federal government began keeping track of tax 
expenditures in the early 1970s, their numbers have grown 
steadily.207 According to the Government Accountability Offi  ce, 
“Between 1974 and 2004, tax expenditures doubled in number 
from 67 to 146.”208 The number has continued to climb, so that by 
2013 there were 173 tax expenditures, according to Pew Charita-
ble Trusts.209 Despite the fact that there have been several “tax 
reform” bills over this period, the number of special carve outs 
has continued to grow steadily, strongly suggesting that wealthy 
special interests have increasingly used their power to secure 
government benefi ts.210

To be fair, not all tax expenditures are clearly rent seeking. 
Some expenditures serve a broader purpose and do benefi t the 
middle class. But they often contain some element of rent seek-
ing since attempts to provide the same benefi t to the middle 
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class, but in a more effi  cient manner, often meet with industry 
opposition.211 Further, the vast majority of tax expenditure dol-
lars are directed to those with higher incomes. According to 
the Congressional Budget Offi  ce, about half of tax expenditure 
dollars go to those in the top income quintile, with most benefi ts 
going to the very top.212 The top 1 percent of income earners get 
roughly one-sixth of all tax expenditures.

And then there is the most brazen form of rent seeking: cor-
ruption, which occurs when a government employee or elected 
offi  cial engages in illegal activity for personal benefi t. All evi-
dence indicates that corruption has increased as the middle class 
has declined. Rich individuals and fi rms appear to be bribing 
politicians more frequently.

While paper bags stuff ed with cash being delivered surrepti-
tiously to an elected offi  cial in exchange for a favor may seem the 
stuff  of movies or the plague of other countries, such activities 
do happen in the United States. Indeed, in 2013 a former Wash-
ington, DC, city council member pleaded guilty to “accepting 
tens of thousands of dollars in cash stuff ed in duff el bags and cof-
fee cups while in offi  ce,” and in 2009 a Louisiana congressman 
was convicted of corruption after FBI agents found $90,000 of 
cash stashed in a freezer that they traced back to a briefcase the 
Congressman received.213 All fi ve commissioners from Jeff erson 
County, Alabama, were convicted of taking bribes to engage in 
activities that ultimately led to the bankruptcy of the county.214 
The bribery was so egregious that the judge who upheld the cor-
ruption convictions wrote: “ ‘Kleptocracy’ is a term used to 
describe ‘(a) government characterized by rampant greed and 
corruption.’. . . To that defi nition dictionaries might add, as a 
helpful illustration: ‘See, for example, Alabama’s Jeff erson 
County Commission in the period from 1998 to 2008.’ ”215
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Studies of offi  cial corruption fi nd that it occurs more fre-
quently in US states with higher levels of income inequality, 
such as Louisiana and Alabama, even after controlling for other 
factors that aff ect a region’s corruption such as its average 
income and education levels.216 Harvard’s Edward Glaeser and 
Raven Saks, for example, examined corruption in US states 
between 1976 and 2002 and found that “income inequality . . . 
increases corruption.”217

While cross-state studies are helpful at showing that inequal-
ity is linked to corruption, they do not show whether overall 
levels of corruption have risen in recent decades. But the US 
Department of Justice has been keeping track of conviction sta-
tistics for offi  cial corruption since the 1970s and their statistics 
indicate that the number of government offi  cials convicted of 
corruption as a share of the total population nearly quadrupled 
from 1972 to 2012.218 It is important to note that these offi  cial gov-
ernment statistics have some fl aws for measuring corruption 
over time because they measure convictions, not corruption.219 
A host of factors can infl uence conviction rates besides the cor-
ruption rate. But still, these time trend data are the best avail-
able, and they are consistent with other evidence.

The World Bank, for example, has maintained since 1996 the 
“Control of Corruption Index” based on international expert sur-
veys that also indicates an increase in corruption.220 Polls of the 
American public paint a similar picture. The American National 
Election Survey, a long-running academic poll, shows that, in 
1972, 36 percent of Americans thought “quite a few” government 
offi  cials were “crooked,” and the percentage who felt similarly in 
2012 rose to 60 percent.221 While these surveys of the public cor-
roborate the fi ndings from offi  cial statistics, it is worth noting that 
they capture not only sentiments about strictly illegal corrupt 
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activities, but also a broader assessment of rent seeking, the diff er-
ence between illegal bribes and legal campaign contributions or a 
revolving door of lucrative job opportunities being lost on many.

A host of measures indicate that as inequality has increased 
in recent decades, government has increasingly been used to 
provide special favors to help wealthy and powerful interests. 
This has harmed the economy by wasting tax dollars, stifl ing 
competition and innovation, and contributing to the fi nancial 
crisis of 2007 and 2008.

conclusion

American government performs worse than it did several dec-
ades ago when the middle class was stronger. Over the past sev-
eral decades as inequality has risen, the rich have used their 
growing wealth to gain infl uence over government policymak-
ing, political confl ict has intensifi ed, and some of the basic ele-
ments of the civic community have weakened. And critically, 
these failures of government have hurt growth.

The disproportionate power of the wealthy to secure public 
policies to their liking—through lobbying, campaign expendi-
tures, and other means of infl uence—has fundamentally harmed 
signifi cant parts of the economy. Rent seeking has increased, as 
evidenced by the Wall Street bailout with no strings attached 
and the doubling of the number of tax breaks over the past few 
decades. Outright corruption has also risen sharply. Spending 
on higher education has stagnated and investments in infra-
structure have fallen—even though the public strongly desires 
greater spending on these priorities.

Because of these perversions of government, we are no longer 
a leader in college attainment (having been passed by a host of 
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competitors), our Internet is slow and costly, and our infrastruc-
ture is less reliable than in some developing countries. When 
these failures of government hinder other economies, they are 
easy to see. Though it is harder to admit that the same types of 
failures are happening in the United States, the evidence is clear 
that they are.
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In 1914, Henry Ford took a bold action that changed the automo-
bile industry and helped shape the American economy for dec-
ades to come. In that year, he more than doubled his workers’ 
wages, paying them $5 per day—a big jump from the $2.34 he 
previously paid—and far above what the market required.1 
Newspapers ran headlines trumpeting the decision. As workers 
from around the country fl ocked to Detroit, eager to earn such a 
high wage, most took it for granted that Ford was acting based 
on some high ideal. Many supported Ford for what they pre-
sumed was an amazing act of kindness, though some business 
leaders condemned him for inserting moral values into the 
workplace where they felt they did not belong.2 Indeed, the Wall 

Street Journal wrote a scathing editorial arguing that Ford’s “Bib-
lical” principles led him to commit “economic blunders, if not 
crimes.”3

But Ford did not raise wages out of a noble principle or a 
fondness for workers. Indeed, Ford was notorious for running an 
organization that spied on employees at their homes and blood-

 ch a p t e r fou r

Stable Consumer Demand
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ied union organizers.4 Rather, Ford’s decision to raise wages was 
strictly business.5

Ford needed satisfi ed workers who would stay on the job and, 
as the owner of a big company churning out mass consumer 
products, he also benefi ted from a base of consumers with grow-
ing incomes who could aff ord his cars. As he explained: “The 
people who consume the bulk of goods are the people who make 
them. . . . That is a fact we must never forget—that is the secret 
of our prosperity.”6 Indeed, after raising wages, Ford nearly dou-
bled car sales in just two years and signifi cantly increased 
profi ts.7

The example of Henry Ford provides a good illustration of 
the key role middle-class demand plays in fostering economic 
growth and is also a fairly accurate description of how the US 
economy worked in the decades after World War II. During that 
period, workers were allowed to share more equally in the econ-
omy’s gains, and because workers’ incomes were rising, they 
could consume more. Because consumption was growing, com-
panies had a strong incentive to invest in new factories, pro-
cesses, and products, which helped make production more effi  -
cient and increased economic growth.

Unfortunately, this pattern no longer fi ts the US economy. In 
the years leading up to the Great Recession of 2007–2009, con-
sumption was based heavily on rising debt instead of rising 
income. The debt that middle-class consumers shouldered made 
the economy more vulnerable to a crash, and has slowed the 
recovery.8 Today, after the offi  cial end of the recession, the econ-
omy limps along because middle-class consumers have pulled 
back, as they struggle to reduce their debt load and adjust to 
declining incomes, which has made businesses reluctant to 
embark on new investments. As Nick Hanauer, an entrepreneur 
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and venture capitalist who was the fi rst nonfamily investor in 
Amazon, wrote in a 2011 column that echoed much of Henry 
Ford’s thinking: “I can start a business based on a great idea, and 
initially hire dozens or hundreds of people. But if no one can 
aff ord to buy what I have to sell, my business will soon fail and 
all those jobs will evaporate.”9

As a result, the American economy is likely to continue mud-
dling along well below its potential output for many years costing 
the economy millions of potential jobs and trillions of dollars in 
lost growth. Adding insult to injury, during this period the long-
term unemployed—of which there were 3.4 million in May 
2014—have tended to lose skills, which makes it more diffi  cult for 
them to reconnect to the labor force and reduces their productiv-
ity and earnings when they do.10 And if interest rates rise signifi -
cantly in the future, making debts more costly to repay, consum-
ers could be forced to cut back to a greater degree than they 
already have. Thus the problem of constrained consumer demand 
will have a big impact on the long-run growth of the economy.11

the economics of consumer demand 
and the middle class

The critical connection between demand and economic growth 
is central to a long and distinguished economic tradition. Dur-
ing the 1930s, as the Great Depression lingered on and on, the 
legendary British economist John Maynard Keynes explained 
how consumers and business could become trapped in a vicious 
cycle, where low levels of consumption and excess capacity lead 
to very little new investment or hiring. Under these conditions 
the economy would be unlikely to return itself to prior levels, 
and could instead become stuck for an extended period of time 
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with very weak or even negative growth. Keynes argued that in 
order for the economy to grow there needed to be a proper bal-
ance between supply and demand.

Rising demand is necessary to spur the new investments that 
fuel growth.12 Businesses make capital investments or hire more 
workers when they think there are enough consumers for their 
product to make the potential for profi t worth the risks. Their 
expectations about consumer demand are critical. As Keynes 
argued, “New capital investment can only take place . . . if future 
expenditure on consumption is expected to increase.”13 Business 
investment is highly sensitive to changes in consumer demand: 
when consumers pull back even slightly, businesses become 
quite reluctant to hire or invest.

This link between demand, investment, and growth means 
that when there is inadequate demand the economy can suff er 
through a long period where unemployment is high and growth 
slow or nonexistent. As Keynes wrote, “The mere existence of 
an insuffi  ciency of eff ective demand may, and often will, bring 
the increase of employment to a standstill before a level of full 
employment has been reached.”14

Unfortunately, in the 1970s Keynes fell somewhat out of favor 
in economics departments, though for many economists demand 
continued to play a key role in explaining how the economy 
works, especially during hard times. Even worse, for the past 
several decades, supply-side economics has dominated policy-
making. As its name implies, supply side dismisses the impor-
tance of consumption and instead emphasizes the supply side, 
especially the cost of capital—aff ected largely by taxes and reg-
ulation—as the primary driver of investment. “Economists need 
give scant attention to the ‘demand’ side of their law of supply 
and demand,” wrote Jude Wanniski, one of the early promoters 
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of supply side.15 The limits of consumers’ “ability to demand rest 
entirely on the supply side of the equation.”

Neglecting demand was, of course, pure folly. The impor-
tance of demand has always been apparent to those who cared to 
look, but since the Great Recession started, the value of con-
sumer and investment demand has been painfully obvious. The 
US economy has been awash in supply—think of the crumbling 
housing market with foreclosed houses sitting vacant, for exam-
ple. And the ability of the economy to supply even more didn’t 
suddenly go away: carpenters didn’t forget how to build houses, 
nor were factories destroyed so that businesses could no longer 
make things. The problem is that there just isn’t enough demand. 
As John Williams, president and CEO of Federal Reserve Bank 
of San Francisco, explained in 2013: “The primary reason unem-
ployment remains high is a lack of demand.”16

Since the Great Recession, economists have come running 
back to Keynes. As Robert Lucas Jr., a University of Chicago 
economist critical of Keynes, quipped in 2008 as the economy 
was collapsing: “I guess everyone is a Keynesian in a foxhole.”17 
Even some notable supply siders have had to acknowledge that 
the lack of aggregate demand has contributed to America’s con-
tinued high unemployment and slow economic growth.18 Bruce 
Bartlett, a former senior offi  cial in the Reagan and George H. W. 
Bush administrations, for example, wrote of the economy’s 
recent struggles: “It’s the aggregate demand, stupid.”19 Only a 
few die-hard supply siders still discount the importance of ade-
quate demand growth and instead believe the misguided propo-
sition that supply creates its own demand.20 But of course, sup-
ply does not create its own demand—especially in recessions.

Though many academic economists understand the impor-
tance of demand, far too few recognized in the run-up to the 
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Great Recession that the weakened middle class was altering 
consumer demand in ways that threatened the economy. They 
simply didn’t consider how rising inequality aff ected demand. 
As Nobel Prize–winning economist Joseph Stiglitz explained: 
“For years, the dominant paradigm in macroeconomics, which 
assumed that income distribution did not matter, at least for 
macroeconomic behavior, ignored inequality.”21 Indeed, a review 
of popular macroeconomics textbooks in 2004 found just one 
instance where income distribution was mentioned as aff ecting 
consumption.22

Economists ignored the weakness of the middle class because 
their main models of economic growth assumed that the econ-
omy could be thought about as if it were a single, “representa-
tive” person.23 Even the more complicated versions of these mod-
els made similar assumptions.24 These assumptions made the 
models relatively easy to work with, and for a time they seemed 
to produce useful results. But they were fundamentally fl awed.

Because of their faulty models, many economists believed 
that rising debt levels among American consumers were nothing 
to worry about because, on average, American consumers were 
also becoming wealthier—the representative consumer was 
doing fi ne.25 Never mind that most of the rise in wealth was con-
centrated among the very rich, or that any wealth gains for the 
middle class were based on a housing bubble. Though a few 
economists did warn in the run-up to the Great Recession that 
economic inequality was shaping consumer demand in ways 
that posed problems for the economy, they were generally out-
side the mainstream.26

Only since the Great Recession has the economics profession 
focused in earnest on the links between the middle class, demand, 
and economic growth. In part because of the newness of much of 
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this research, there is still debate about exactly how the strength 
of the middle class aff ects economic growth through consumer 
demand. However, a few things are clear: First, the high levels of 
debt taken on by the middle class in the years prior to the Great 
Recession made the economy more susceptible to a crash and 
exacerbated the recession’s severity. Second, the recovery has been 
very slow because the beleaguered middle class has reduced its 
consumption. These two facts provide powerful evidence that the 
weakening of the American middle class has profoundly harmed 
economic growth by aff ecting consumer demand.

debt and the lead-up to 
the great recession

In the decades leading up to the Great Recession, the middle 
class maintained high levels of consumption—despite stagnat-
ing incomes—by cutting back on their savings and taking on 
more and more debt. Indeed, the rise in debt for the middle class 
was staggering.

From 1960 to the mid-1980s, the total amount of household 
debt in the economy remained fairly steady as a percentage of 
disposable income.27 But then debt began rising throughout the 
late 1980s and 1990s and skyrocketed in the 2000s, so that, by 
2007, total household debt as a share of disposable income had 
roughly doubled over two decades.28 Home mortgage debt 
accounted for most of the rise, but other forms of debt, such as 
credit card debt, also increased sharply.29 Over the same time 
period, the national household savings rate plummeted from 
about 8 percent of disposable income to below 2 percent.30

The rising debt loads were heavily borne by the middle 
class.31 For the rich, debt as a share of income grew very 
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little.32 But for everyone else—whose incomes were stagnat-
ing—the additional debt they took on translated into sharply 
rising debt burdens. In 2007, debt for the bottom 95 percent of 
income earners was well over 150 percent of income, while for 
the top 5 percent, debt reached only slightly above 60 percent of 
income.33 Moreover, the middle class and the poor were highly 
leveraged—meaning that they had a lot of debt compared to 
their assets—while the rich had signifi cant other assets to cover 
their debt if necessary.34

Because of debt-fueled consumption, demand remained quite 
strong—and actually increased.35 In the decades leading up to 
the Great Recession, the American economy depended, to a 
shocking degree, on debt. According to one estimate, approxi-
mately 8 percent of aggregate demand before the economy col-
lapsed was based on the extra borrowing of households in the 
bottom 95 percent of the income distribution.36 For a while, this 
debt-based consumption helped prop up the economy. As Fed-
eral Reserve economist William Emmons wrote: “It is no exag-
geration to say that consumer spending was the dominant source 
of economic growth” in the period before the crash.37

Why exactly middle-class demand was based so heavily on 
debt is debated, but there are likely a number of reasons rather 
than a single cause. To be sure, some people simply lacked impulse 
control and spent well beyond their means.38 But the main story is 
that the weakness of the middle class combined together with 
increased availability of credit to fuel debt to record levels. Credit 
increased at least partially because the rich used their growing 
wealth to infl uence the political process and deregulate banking, 
as described in chapter 3, though technological changes, such as 
computer models that helped automate the loan process, were 
also very important.39 With looser credit, more people could 
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qualify for mortgages, home equity loans, and credit cards and 
take on higher levels of debt than they previously could. The fact 
that credit cards and especially mortgages—particularly for peo-
ple with low credit scores, uneven income history, and little 
wealth—became more readily available was of critical impor-
tance to the rise of debt in America.40 But if the middle class had 
been in better shape, it is unlikely that debt would have reached 
such high levels or been such a problem.

Many Americans took on additional debt because the cost of 
what are perceived as core middle-class goods—such as hous-
ing, education, and healthcare—increased more rapidly than 
their incomes, and they wanted to hang on to a middle-class 
lifestyle.41 Indeed, between 1970 and 2009, the median home 
price increased at double the rate of infl ation, as did the cost of 
college, while healthcare costs increased 50 percent faster than 
infl ation.42 With incomes stagnant, debt was the primary way to 
aff ord these middle-class basics.

The sharp increase in housing prices was critical because 
housing is typically the single biggest purchase that most house-
holds make, dwarfi ng other fi nancial decisions. So when housing 
prices skyrocketed—most notably between 1998 and 2006—pur-
chasing a home often necessitated going deep into debt, espe-
cially in areas where housing prices rose much more sharply 
than the national average.43 And because a house is not just a 
place to live, but also a means of access to a school district, peo-
ple were especially willing to stretch to aff ord a house in an area 
where their children would receive a good education.44

The role of rising house prices was important not just because 
it meant that the price of a necessity was increasing, but also 
because it temporarily boosted homeowners’ net wealth. With 
home prices rising rapidly, homeowners were getting wealthier 

Madland - 9780520281646.indd   118Madland - 9780520281646.indd   118 27/03/15   3:00 PM27/03/15   3:00 PM



Stable Consumer Demand  / 119

and they—and their lenders—could discount the amount of the 
debt they were accumulating. Because the middle class appeared 
wealthier, they felt justifi ed in consuming more—even though 
their incomes weren’t increasing. To a large degree, Americans 
used the value of their homes to maintain a middle-class life-
style as their incomes stagnated. Atif Mian, a Princeton econo-
mist, and Amir Sufi , a fi nance professor at the University of Chi-
cago, found that for every dollar increase in home equity during 
the housing boom, the average homeowner extracted 25 cents, 
much of which was likely used for additional consumption.45

Another part of the reason debt levels rose so much was that 
the consumption patterns of the very rich—whose incomes 
were growing rapidly—shifted the frame of reference for what 
the middle class felt they should consume.46 A house or other 
product that once seemed more than adequate for a middle-
class person felt inferior compared to the growing size and lux-
ury of the purchases of those at the very top. A second bathroom 
so parents wouldn’t have to share with their children or a third 
bedroom so children could have their own room no longer 
seemed excessive when the wealthy were adding on guest quar-
ters to their already large homes. As a number of researchers 
have found, when people are exposed to how the wealthy con-
sume, their consumption increases.47

But, no matter why Americans took on so much debt, such 
high levels of middle-class debt posed a great risk to the econ-
omy. The American middle class did not have much saved—and 
most of their assets were in the value of their homes. If trouble 
hit—if they lost their jobs or the value of their home dropped—
the middle class would need to pare back sharply on their con-
sumption or even default on their loans, which would have rip-
ple eff ects throughout the economy.
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By late 2007, trouble was starting to brew. Housing prices had 
stopped their meteoric rise and stood well below their peak in 
mid-2006, unemployment had started to inch up, and credit mar-
kets began to tighten.48 Because of the precarious state of the 
middle class, these were ominous signs. If any of these conditions 
worsened, a cycle of falling demand could easily drive the econ-
omy steeply downward. Thus, on the eve of the Great Recession, 
the economy was set up for a great crash—and inequality had a 
role in pushing it there.

the great recession and the 
collapse of middle-class demand

The Great Recession offi  cially started in December 2007, but 
panic really hit in the fall of 2008. The Dow Jones stock index 
fell a record 777 points in a single day, 765,000 people lost their 
jobs in just one month, housing prices dropped precipitously, 
and credit froze up until the federal government stepped in with 
massive bailouts for the large fi nancial institutions that fi nanced 
the housing bubble.49

Declining home prices, falling stock prices, tightening credit, 
and rising unemployment all reinforced one another and made 
debt harder and harder to repay. Because so many households 
were unable to repay their mortgages, the value of housing con-
tinued to decline, which caused great damage not only to hom-
eowners but also to banks and other fi nancial institutions on 
Wall Street.50 Because Wall Street was in trouble, credit dried 
up, harming businesses that depended upon loans to fi nance 
investments and households seeking to buy homes. Lots of work-
ers lost their jobs. The stock market dropped signifi cantly as 
more and more companies faced threats. All of which dried up 
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demand. The longer the recession carried on, the more con-
sumer spending dropped.51 Sarah Bloom Raskin, then a member 
of the board of governors of the Federal Reserve, summarized 
these links in a speech in 2013 where she explained that “because 
of how hard these lower- and middle-income households were 
hit, the recession was worse, and the recovery has been weaker.”52

Housing—the main source of middle-class debt—was espe-
cially important to the pullback in consumption and the subse-
quent downfall of the economy.53 Housing is a far more important 
asset to the middle class and the poor than it is to the rich, who 
typically have other sources of wealth such as stocks and bonds. 
As a result, when housing prices dropped by 30 percent from 2006 
to 2009, the middle class and the poor suff ered much greater 
declines in net worth than the rich.54 The decline in home prices 
wiped out the small amount of wealth many middle-class and 
poor families had been able to accumulate, so much so that many 
were left owing far more than their house was worth.55 And 
because many middle-class families had such large mortgages, 
the hit to their net worth was often much greater than the drop in 
housing prices. In 2010, about one-third of all home sales were 
short sales or foreclosures.56 Even after all these distress sales, in 
2011 one-quarter of all properties with a mortgage had negative 
equity, meaning more was owed on the mortgage than the home 
was worth.57 One estimate fi nds that between 2007 and 2011, one-
fourth of Americans lost at least 75 percent of their wealth.58

With high levels of debt, stagnant incomes, and net worth in 
free fall, the middle class and the poor pulled back on their 
spending, which sent shockwaves throughout the economy. 
Amir Sufi  and Atif Mian estimated that over half of the reces-
sion’s job losses resulted from the reduction in consumption 
caused by the drop in housing prices. They wrote that the 
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“decline in aggregate demand related to household balance sheet 
weakness is the primary explanation for high and persistent 
unemployment during the economic slump.”59

Similarly, Karen Dynan, then a fellow at the Brookings Insti-
tution, found that housing debt played a key role in exacerbating 
the recession. Dynan’s research shows that in states that had 
experienced particularly strong housing booms in the lead-up 
to the recession, consumption for households with high levels of 
debt fell by twice as much as it did for other households when 
the Great Recession hit.60

The high levels of debt taken on by middle-class households 
were not the only factor that drove the Great Recession—risky 
Wall Street practices were of course key—but the weakness of 
the middle class was, undeniably, an important contributor. And 
all told, the Great Recession imposed a massive toll. The unem-
ployment rate doubled between December 2007 and October 
2009.61 Twenty-two percent of America’s household wealth was 
destroyed in just one year alone—2008—as housing prices 
plummeted and the stock market crashed.62 After reaching their 
peak in early 2006, infl ation-adjusted housing prices fell for 
nearly six years before fi nally bottoming out at the beginning of 
2012, by which point they were approximately 40 percent lower.63

the aftermath of the great recession

There is also little doubt that weak consumer demand has ham-
pered the recovery. The Great Recession was a shock for mid-
dle-class households and caused them to increase savings, reduce 
debt, and trim their spending. As the Fed’s Raskin explained, 
households “are curtailing their spending in an eff ort to rebuild 
their nest eggs and may also be trimming their budgets in order 
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to bring their debt levels into alignment with their new eco-
nomic realities.”64 As a host of evidence indicates, consumers 
have pulled back and are, as economists put it, “deleveraging.”65 
At the end of 2012, household debt as a percentage of income was 
about one-fi fth below peak levels.66 Savings rates in 2012 had 
increased to almost the levels they were in the mid-1990s.67

Not surprisingly, it is the middle class—far more so than the 
affl  uent—that are reducing their spending the most. Barry 
Cynamon and Steven Fazzari of Washington University found 
that since the recession the middle class has been consuming 
much less than they previously did, while the consumption 
among the affl  uent has enjoyed a much more robust recovery.68 
“The consumption rate of the bottom 95 percent collapsed,” they 
wrote.69 In contrast, they found that the top 5 percent were able 
to maintain their consumption much more successfully through 
the recession thanks to their higher incomes and comparatively 
small debt burdens. Similarly, the Wall Street Journal has empha-
sized that the decline in consumption from the middle class has 
been the problem. The rich still have money to spend and so 
companies that cater to them have done fi ne, but most companies 
are more reliant on middle-class demand, and they have suff ered 
most. “Spending on luxury goods has generally held up in the 
aftermath of the recession,” the article explained.70 “But compa-
nies whose fortunes are linked to the pocketbooks of average 
Americans aren’t doing as well.”

Reducing spending and increasing savings are good for indi-
viduals seeking to get out of debt and build a nest egg. But it 
reduced aggregate demand, which weakened the recovery.71 For 
years, consumer spending was lower than prerecession trends, and 
rose more slowly than after prior recessions.72 As University of 
Massachusetts’s Christian Weller explains: “Too much household 
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debt . . . remains the scourge of the U.S. economy,” because it 
“holds back consumer spending.”73

Not only do academic economists fi nd that lack of demand is 
hurting the recovery, but so too do surveys of businesses. For 
several years after the Great Recession, monthly polls of small 
businesses consistently said that the single most important prob-
lem in the economy was “poor sales”—meaning weak demand.74 
A survey of economic forecasters found that most agreed that 
the “main reason U.S. companies are reluctant to step up hiring 
is scant demand.”75 Most large retailers now tell their investors 
that weak consumer demand is a risk to their business.76

Without suffi  cient consumer demand, businesses are afraid to 
hire employees or invest in new factories. Instead of investing 
and creating jobs, businesses are sitting on “record-high amounts” 
of money.77 According to the Federal Reserve, as of the third 
quarter of 2013, nonfi nancial companies held nearly $1.8 trillion in 
cash or other liquid assets.78 At least part of the reason companies 
are doing so is because of the lack of demand.79 As the Wall Street 

Journal explained: “The cash buildup shows the deep caution 
many companies feel about investing in expansion while the eco-
nomic recovery remains painfully slow and high unemployment 
and battered household fi nances continue to limit consumers’ 
ability to spend.”80

As a result of weak demand and the corresponding lack of 
investment, the recovery from the Great Recession has been 
sluggish. Though the economy is starting to improve, the aver-
age rate of job growth since the recession ended has been so slow 
that if trends continue, estimates indicate, it could take several 
more years to fi nally reach the employment levels the United 
States maintained prior to the crash.81
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The evidence makes clear that the high debt levels of the 
middle class and their stagnant incomes have held back the 
recovery and mired the economy in a prolonged period of weak-
ness.82 As Princeton economist Alan Krueger stated in a speech 
he gave in 2012: “We are in a period with excess capacity . . . the 
economy would be in better shape and aggregate demand would 
be stronger if the size of the middle class had not dwindled as a 
result of rising inequality.”83 Even conservatives, such as John 
Makin, a resident scholar at the American Enterprise Institute, 
give a similar explanation for the prolonged sluggishness of the 
economy, indicating just how obvious this point is. In a paper 
from 2013, Makin explained that “the large wealth losses during 
2008 prompted American households to restrict consumption to 
help restore wealth losses through a higher savings rate. The 
byproduct of this, of course, has been a slow pace of GDP 
growth and a subpar recovery.”84

conclusion

Growing middle-class consumption helps fuel economic growth 
by providing an impetus for businesses to hire workers, make 
new investments, and produce new goods and services. As Henry 
Ford recognized 100 years ago when he doubled his workers’ 
wages, the economy depends upon consumers being able to 
aff ord the goods that businesses produce. More recently, the 
businessman Nick Hanauer provocatively made this point: “Only 
consumers can set in motion a virtuous cycle that allows compa-
nies to survive and thrive and business owners to hire. An ordi-
nary middle-class consumer is far more of a job creator than I 
ever have been or ever will be.”85
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But, during the supply-side era the critical importance of 
demand was discounted by too many politicians and the key role 
middle-class consumers play in supporting this demand was 
overlooked by too many economists. The Great Recession showed 
the errors of such ignorance.

In the years leading up to the crash, consumption was based 
not on rising incomes as is necessary for sustainable growth, but 
on the growing debt load of the middle class. This made the 
economy more fragile and the crash much sharper than it would 
have been otherwise. And since the fi nancial collapse, the recov-
ery has been weak because the middle class—buff eted by high 
levels of debt, declining wages, and an inability or unwillingness 
to borrow more—has reduced their consumption. As Joseph Sti-
glitz explains: “In some sense the entire shortfall in aggregate 
demand—and hence in the US economy—today can be blamed 
on the extremes of inequality.”86 As this chapter makes clear, to 
get the economy back on track will take strong and sustainable 
demand from a thriving middle class.
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When Steve Jobs—the founder of several of the most important 
companies in the world including Apple and Pixar Animation 
Studios—was six years old, his father gave him some small tools 
and set aside a corner of his workbench. “Steve, this is your 
workbench now,” his father said, and he began showing his son 
how to take things apart and put them back together.1 Jobs’s 
father was not highly educated—he never graduated from high 
school—but he was able to share his mechanical skills as well as 
his rudimentary knowledge of electronics with his son.

Over the years, Jobs spent a lot of time playing on that work-
bench, and among the most important projects he worked on 
were do-it-yourself kits with detailed instructions for building 
electronic devices. The kits were valuable because they gave 
Jobs an understanding of what was inside a fi nished product, but 
especially because they gave him a sense that he could actually 
build something he’d never worked on before. When he looked 
at a television or other piece of advanced equipment, he would 
think, “I haven’t built one of those but I could.”2

 ch a p t e r f i v e

Human Capital
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Though Jobs’s parents were not highly educated and didn’t 
have family wealth, they were able to provide a stable and sup-
portive middle-class environment. During Jobs’s childhood, his 
confi dence, curiosity, and electronics knowledge were nurtured. 
For helping Jobs develop his skills, he credits not only his family 
but his fourth grade teacher, who was able to “re-ignite” his 
desire to learn, as well as some of the classes he attended in col-
lege.3 This “human capital” when combined with some fi nancial 
capital—from a small bit of savings Jobs had been able to sock 
away, the sale of his Volkswagen microbus, and similar contribu-
tions from his cofounder—enabled Jobs to start Apple.4 And 
throughout his career, these skills helped him create novel prod-
ucts, from the Macintosh computer to the iPhone and iPad.

While Jobs was a unique talent, his story illustrates some 
basics of human capital, showing why it is important, but also 
hinting at why, as the middle class has weakened, we have fallen 
behind other countries in producing it.

Human capital is the stock of knowledge and skills that enable 
a person to perform economically valuable work. It is a broad 
concept that encompasses not only a person’s education level, 
but also their experience, creativity, and health—all of which 
improve a worker’s productivity.5 When the middle class was 
stronger, more people had a chance to be like Steve Jobs and 
take full economic advantage of their talents. But as the middle 
class has weakened, it has become more diffi  cult for individuals 
to develop and make use of their capacities.

Across a number of measures of human capital, America was 
once a leader, but now fares quite poorly. The United States has 
fallen behind many other countries on a host of educational out-
comes. We have much worse health outcomes than other rich 
countries. Entrepreneurship is down, and has fallen by nearly half 
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as a share of the population over recent decades. And in the most 
comprehensive measure of wasted talent, the ability of American 
children to rise above the economic position of their parents is 
below most other advanced countries. Not surprisingly, in a global 
survey conducted in 2013 of a broad range of human capital mea-
sures, the United States ranked just sixteenth.6

The sad state of human capital in America goes against the 
predictions of supply-side economics. According to supply side, 
growing levels of inequality provide greater incentives for peo-
ple to get more education so they can earn more money.7 In a 
similar vein, George W. Bush’s White House argued that his tax 
cuts—which disproportionately benefi ted the highest income 
earners—would unleash “the entrepreneurial spirit,” because 
“the lower the marginal rate, the greater the incentive to . . . start 
a new business.”8 Supply-side logic clearly failed to pan out. 
Instead of helping people develop and utilize their talents, 
extreme levels of economic inequality have weakened human 
capital in America, directly refuting the mechanisms underpin-
ning supply-side economics.

The weakness of human capital in the United States is also an 
indictment of the faulty logic employed by too many academic 
economists. Though many economists recognized that inequal-
ity could on occasion hinder the development of human capital, 
much of the profession felt that on balance inequality promoted 
human capital. According to the standard economic theory, 
inequality provides incentives for individuals to acquire addi-
tional knowledge and skills. Supposedly, the greater the diff er-
ences in earnings between people with high and low levels of 
education, the greater the incentive to pursue higher levels of 
education.9 While there is a body of economic research showing 
that the poor and even the middle class often cannot make the 
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optimal level of investments in their education because they 
do not have enough money or the ability to borrow, little of 
this research made its way into economists’ understanding of 
growth—and thus the standard theory that inequality helps fos-
ter human capital and economic growth prevailed.10

Because the modern economy depends upon human capital, 
the failure to take advantage of America’s human talents is caus-
ing deep harm to our economy.11 As Nobel Prize–winning econo-
mist Theodore Schultz explains, “Human capital . . . is the key to 
economic progress.”12 Some studies fi nd that human capital is the 
most important factor for growth in the modern economy, while 
others fi nd that it is of equal importance to physical capital or just 
slightly less important.13 But virtually all fi nd that it is critical.

To be sure, the relationships between inequality, education, 
health, entrepreneurship, and mobility are complicated and there 
are important feedback loops with inequality both causing and 
being caused by, for example, poor educational outcomes. These 
caveats are critical to a proper understanding, but they should 
not take away from the basic story that America is failing to fully 
develop and take advantage of the human capital of its people in 
signifi cant part because of the decline of the middle class.

education

Though his dad hadn’t even fi nished high school, Steve Jobs 
went to college, which made him fairly typical of his era, when 
roughly 65 percent of men were more highly educated than their 
fathers.14 This continual advancement helped make the United 
States a world leader in educational performance, graduating 
students from high school and college at a higher rate than most 
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every other country in the world.15 But today, fewer American 
children receive more education than their parents, and it is 
becoming increasingly common for children to receive less edu-
cation than their parents.16

Because the United States is not rapidly increasing its educa-
tion levels, it is falling behind other countries that are. High 
school graduation rates have hardly budged since the 1970s, and 
are well below the level of countries like the United Kingdom 
and even Hungary.17 Our college graduation rates have also 
hardly moved in decades. The United States now ranks four-
teenth in the world in college graduation rates, down from being 
tied for fi rst not so long ago.18

International tests of high school students that measure math, 
science, and reading knowledge show that the United States is in 
the middle of the pack of wealthy countries, well behind coun-
tries like Finland, Canada, Korea, and Australia.19 The United 
States has lower average test scores than many of its competitors 
because it has more low scorers—who can’t perform even basic 
skills—as well as fewer high performers, with advanced think-
ing and reasoning skills.20 The top 10 percent of Canadians, for 
example, scored about 10 points higher on an international read-
ing test than the top 10 percent of Americans, while the bottom 
10 percent of Canadians scored 33 points higher than the bottom-
scoring Americans.21 Comparisons with, for example, Finland 
produce similar results.22

These diff erences in test scores are not just about a few 
points; they have great meaning in the real world. As Joseph 
Merry, a sociologist at Ohio State, fi nds, low-scoring Americans 
are two years behind their Canadian counterparts, while high-
scoring Americans are outpaced by almost a year.23
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Studies of workplace skills produce similar results. American 
adults lag well behind other rich countries in the skills needed 
in the modern workplace.24 Even worse, young adults are further 
behind on workplace skills than older Americans.

To proponents of trickle-down economics, the fact that the 
United States is falling behind in education doesn’t make much 
sense. The economic rewards of a good education in the United 
States have been increasing over recent decades and are higher 
here than in some of the other countries that have passed us in 
educational attainment.25 This should provide an economic incen-
tive for people to do well in school and graduate from college. But 
future earning potential isn’t the only thing that drives educa-
tional achievement, as Heather Boushey, the executive director of 
the Washington Center for Equitable Growth, and John Schmitt, 
a senior economist with the Center for Economic and Policy 
Research, highlight in their research.26 Other factors matter quite 
a bit, including teacher quality, school structure, curriculum, level 
of parental support, other opportunities for students, and peer 
pressure, to name just a few. And of course the amount of money a 
family has to devote to the education of its children aff ects many 
of the factors that shape the quality of education.

In the United States, it is clear that money has become more 
important than ever for academic achievement. Our education 
system reinforces inequality. As inequality has risen, the rich 
can more easily aff ord to buy houses in areas with good neigh-
borhood schools or send their children to private schools.27 The 
rich can also more easily aff ord skyrocketing college tuitions, 
while these costs present more of a barrier to the education of 
children from middle-class and poor families.28

The wealthy also have far more money than the middle class 
to pay for enrichment activities like art classes and summer camps 
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that boost academic achievement.29 The wealthy even increas-
ingly pay for “educational consultants” to help prepare their chil-
dren for admissions to selective schools, from preschool all the 
way through college.30 While the middle class and the poor have 
been spending more than they previously did on these enrich-
ment activities, they can’t compete with the growing wealth 
of the affl  uent.31 The middle class doesn’t have the income—or 
the ability to borrow—to keep up.32 The middle class and the 
poor also are less likely than the rich to have the kinds of stable 
and predictable jobs that facilitate long-term investments in 
children.33

Inequality also tends to result in people living in areas where 
others have very similar incomes, and this residential segrega-
tion may be harming the educational performance of the less 
affl  uent.34 This is especially likely now that public schools have 
become increasingly reliant on donations from parents, which 
means that public schools in poorer areas can access smaller 
donations from parents, while those in more affl  uent areas can 
rely on higher levels of donations.35 Further, economic inequal-
ity also leads to political inequality, which leads to less spending 
on public education than would otherwise occur, as the wealthy 
resist paying taxes to support education spending, as described 
at length in chapter 3. Political inequality also often leads to 
education dollars being unequally distributed, with greater 
resources frequently going to more affl  uent areas.36 Finally, 
healthier students perform better academically.37 But in unequal 
societies, citizens, especially those who aren’t affl  uent, are less 
healthy, as will be explained at length later in this chapter.

All in all, as inequality has risen, the wealthy have been able 
to make much greater investments in their children’s education 
than the middle class and the poor have. As a result, family 
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income has overshadowed other factors that determine how well 
individual students perform, such as talent and hard work.38 
Certainly, the rich often have noneconomic advantages to pass 
on that can aff ect education, such as their connections, expecta-
tions, family structure, and behaviors, but their money matters 
greatly.39

These factors have led to large and growing gaps in America 
between the educational outcomes of children from middle-
class backgrounds and those of their upper-class peers. In fact, 
on tests of math and reading achievement, children from wealthy 
families outscore children from middle-class backgrounds by 
about twice the amount they did in the 1970s.40 For poorer chil-
dren, the gap with wealthier students is now 30 to 40 percent 
larger than it was 25 years ago.41 While poor and middle-class 
students have increased their test scores over time, the wealthy 
have increased scores much more rapidly, widening the gap.42

The size of these gaps is staggering. The diff erence in educa-
tional performance between children from middle-class fami-
lies and those from wealthy families is roughly the size of the 
black-white achievement gap.43 The gap between poor and rich 
children is now nearly twice as large as the achievement gap 
between white students and black students.44 As Sean Reardon, 
an education professor at Stanford, explains, “The rich now out-
perform the middle class by as much as the middle class outper-
form the poor.”45

These stark income-based diff erences show up not just on 
tests, but also on other measures such as college graduation 
rates.46 The wealthy are much more likely to attend and com-
plete college than the poor or middle class—and over the past 
two decades these diff erences have widened sharply.47 Over the 
past few decades the college completion rates for children raised 
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in affl  uent families rose by about 20 percentage points, but they 
were stagnant for poorer families.48 US Department of Educa-
tion statistics now indicate that a middle-class student with high 
standardized test scores is less likely to complete college than a 
wealthy student with average test scores.49 And a child from a 
poor family with high test scores is less likely to complete col-
lege than a wealthy child with low scores. Even for high school 
valedictorians, economic class matters for their college atten-
dance.50 Income-based diff erences in graduation from elite col-
leges are especially glaring. Only one-quarter of all students at 
these selective schools come from middle-class or poor fami-
lies.51 According to one estimate, the average annual income for 
the parents of Harvard students is now $450,000.52

That money is helping drive diff erences in educational out-
comes in America can be most easily seen in early childhood, a 
period when a lot of learning and brain development occur.53 
Tests of infants, for example, show that on average children from 
wealthy and nonwealthy families have relatively similar levels of 
cognitive abilities.54 But as these babies grow into toddlers and 
then reach school age, clear income-based diff erences emerge.55

Before kindergarten starts, most American families need to 
pay for child care out of their own pocketbooks, especially now 
that the vast majority of women with children work.56 High-
quality daycare and preschool are expensive and these costs 
have been increasing sharply: the weekly child-care costs paid 
by families with employed mothers grew by roughly 70 percent 
between 1985 and 2011, while median income was stagnant over 
this period.57 As a result of these rapidly rising costs, the average 
family in 2011 that made child-care payments with a mother who 
worked full-time and a child under the age of fi ve spent over 10 
percent of its monthly income on child-care arrangements.58
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But even spending such a high percentage of income on child 
care, many families still can’t aff ord quality preschool—in part 
because the United States provides far less help for families with 
young children than most other developed countries.59 So poor 
and middle-class children often make due with less. Many mid-
dle-class and poor children stay with neighbors or in informal 
care settings that, though generally safe, are not particularly 
educational, while their wealthier peers enjoy an enriching pre-
school environment with highly trained teachers working 
through an engaging curriculum. Indeed, the United States 
ranks twenty-third in the world in the percentage of four-year-
olds enrolled in early childhood education.60

The signifi cant diff erences in preschool environment help 
explain why middle-class and poorer children are already well 
behind their more affl  uent peers by the time they reach school 
age.61 As Sean Reardon explains: “The academic gap is widening 
because rich students are increasingly entering kindergarten 
much better prepared to succeed in school than middle-class 
students.”62 Not all of these early diff erences are due to things 
money can buy—the wealthy also read more to their children, 
for example—but the ability to aff ord high-quality preschool 
is key.63

With such large class-based diff erences, the country’s overall 
performance suff ers because so many children are unable to 
reach their potential. Indeed, four- and fi ve-year-old Americans 
lag behind children in other countries, such as Canada, on stan-
dardized test scores.64 In fact, America’s youngest students are 
behind those in leading countries by almost as much as our high 
school students.65

More generally, a growing body of research fi nds that coun-
tries with higher levels of economic inequality do worse aca-
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demically than more equal countries.66 For example, Dennis 
Condron, a sociologist at Oakland University, studied test scores 
of 15-year-olds in economically advanced countries and found 
that countries with higher levels of economic inequality had 
lower math and science test scores, even when controlling for 
factors such as GDP per capita.67

Other studies come to similar conclusions, even when they 
use diff erent groups of countries, diff erent tests of student 
achievement, and diff erent statistical methods, providing strong 
evidence that economically unequal countries have worse edu-
cation outcomes.68 As Ming Ming Chiu, an education professor 
at SUNY Buff alo, and Lawrence Khoo, an economist at the City 
University of Hong Kong, fi nd, students in countries with higher 
inequality generally have worse test scores.69 Research on US 
states also fi nds that those with weaker middle classes—as mea-
sured by the share of income going to the middle 60 percent of 
the population—have lower scores on standardized math tests.70

All told, educational performance in the United States has 
suff ered as inequality has risen to extreme levels and the middle 
class and the poor have had far fewer resources than the rich to 
devote to the education of their children. Critically, America’s 
educational failings have big economic consequences. A report 
by McKinsey and Company, a global consulting fi rm, argues 
that the gap in academic achievement between children from 
high-income families and those from more modest backgrounds 
imposes “the economic equivalent of a permanent national 
recession.”71 If the United States raised its average score on 
international tests to the level of Finland, the United States 
could increase its GDP growth by roughly 1 percentage point 
per year, according to estimates by Eric Hanushek, a senior fel-
low at Stanford’s Hoover Institution, and Ludger Woessmann, 
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an economist at the University of Munich—which is a big deal 
since GDP growth is usually around 3 percent per year.72 If 
America just made sure every student scored at a profi cient 
level, the boost to GDP growth would be nearly as big, accord-
ing to Hanushek and Woessmann’s calculations.73

health

Health is the often overlooked component of human capital. But if 
a person is not healthy enough to regularly go to school or work, 
or, like Steve Jobs, dies prematurely in the middle of their work-
ing years, their ability to contribute to the economy is clearly cur-
tailed. And if enough of a country’s population suff ers from poor 
health, then a nation’s economy suff ers. As a UN report explains, 
“Health is a key component of human capital, which in turn is an 
important determinant of economic growth.”74 A number of stud-
ies fi nd that health has signifi cant economic benefi ts, with one 
study estimating that 30 percent of the economic growth in 
wealthy countries is due to improvements in health.75

Unfortunately, the weakening of the middle class is very 
likely harming America’s health. Certainly, many other factors 
have a more important infl uence on health, but money—and 
who has it—has played an increasingly important role.

There have been hundreds of studies looking at the connec-
tions between economic inequality and health, studying out-
comes such as life expectancy, infant mortality, and years of 
healthy living, as well as a number of other measures. From 
these studies, we know that in the United States wealthier peo-
ple are typically healthier than the middle class and the poor 
and that these class-based diff erences are getting bigger.76 We 
also know that countries and regions with lower levels of eco-
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nomic inequality generally have healthier populations.77 Finally, 
we know that health outcomes in the United States have fallen 
behind those in other rich countries over the past few decades.

As a comprehensive review of the data and research on health 
outcomes by the National Academy of Sciences in 2011 put it, 
“Over the past 25 years, life expectancy has been rising in the 
United States at a slower pace than has been achieved in many 
other high-income countries. Consequently, the United States 
has been falling steadily in the world rankings for level of life 
expectancy, and the gap between the United States and coun-
tries with the highest achieved life expectancies has been wid-
ening.”78 Indeed, the probability that an American will live to at 
least age 50 is now far below that of any of the other high-income 
countries that the National Academy’s study examined.79 Three 
decades ago, life expectancy was about average compared to 
other advanced countries; now it is the worst.80

And, for at least some segments of the US population, health 
outcomes have not only fallen behind those of other countries, 
but have actually deteriorated. Life expectancy for white women 
with low levels of education, for example, fell over the past two 
decades.81 Similarly, the life expectancy for older women whose 
incomes are below the fortieth percentile has dropped mark-
edly.82 Further, the average birth weight of a child born in the 
United States has fallen since 1990, indicating that future health 
outcomes may worsen because low birth weight is a key predic-
tor of chronic diseases in adulthood.83 The fact that health out-
comes for some Americans have actually gotten worse over 
recent decades is an astonishing fact. Since the advent of mod-
ern medicine, so long as there was no war or other disaster that 
caused major disruptions, people’s health has generally gotten 
better over time.84
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While there is broad agreement that economic inequality is 
correlated with poor health outcomes, there is an ongoing 
debate about whether high levels of inequality are actually caus-
ing the poor outcomes.85 Some maintain that inequality reduces 
health directly by causing stress and other hardships, and indi-
rectly, for example, by reducing access to healthcare for some 
people. In contrast, skeptical researchers argue that another fac-
tor, such as poverty, is actually driving the relationship—and 
once these factors are controlled for—inequality doesn’t aff ect 
health.

The debate is highly contentious and unresolved, in part 
because data problems have made this a particularly tough ques-
tion to settle.86 Still, explanations that focus on poverty and try to 
rule out inequality or economic conditions that impact the 
broader middle class don’t seem likely to explain all of the basic 
facts. Poverty rates are higher in the United States than in most 
other advanced countries, and people in poverty here typically 
have greater levels of material depravation, so poverty is likely 
part of the explanation. But poverty rates have not increased over 
the past few decades, and by some defi nitions, they have actually 
decreased.87 Further, health outcomes have declined for a num-
ber of diff erent groups of women, many of whom are not poor. 
And, compared to residents in other advanced countries, health 
outcomes not only for the poor but also for the middle class and 
above aren’t great either. As the National Academy of Sciences 
put it, “The poor ranking of U.S. life expectancy is not merely 
the result of high mortality among those of low socioeconomic 
status. U.S. women at both higher and lower levels of socioeco-
nomic status rank poorly in mortality.”88 This suggests that not 
only is poverty not the sole answer, neither is access to health-
care. As a result, eff orts like the Aff ordable Care Act, which will 
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increase access to health insurance and improve health outcomes 
for many (especially for poorer Americans), are unlikely to 
change the trend of America having worse health outcomes than 
most other rich countries.

In contrast, there is at least some good evidence that high lev-
els of inequality are causing America’s poor health. The review 
by the National Academy of Sciences explained that though 
fi rm conclusions are premature, “studies suggest that economic 
inequality could explain some of the diff erence in life expec-
tancy between the United States and other countries.” As 
another review of the literature, by Karen Rowlingson, a profes-
sor of social policy at the University of Birmingham, argued: 
“This is a highly complex area both theoretically and method-
ologically and there is still some disagreement among academ-
ics on many related issues, but the main conclusion here is that 
there is some evidence that income inequality has negative 
eff ects” on health.89

So while there is still debate about whether the extremely 
high levels of economic inequality in the United States are 
harming American’s heath, there is a good probability it is true.90 
Further, even if inequality per se isn’t driving the trends, the 
underlying mechanisms at work almost certainly involve the 
growing economic weakness of the middle class and the poor. 
Money matters for so many things that are related to health out-
comes, from access to care, to levels of pollution in a neighbor-
hood, to food quality and job stresses. And over recent decades 
the middle class and the poor have had a far harder time than 
the rich. As the National Academy of Sciences explained, 
“Socioeconomic status can be considered a fundamental cause 
of diff erentials in health and mortality and one that works 
through many mechanisms.”91 The fi nancial weakness of the 
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middle class and the poor over recent decades seems most likely 
to explain why health outcomes for the poor and the middle 
class have worsened compared to the rich, and why the United 
States has fallen behind so many other countries, though only 
additional research will explain all the links.

entrepreneurship

Good ideas don’t naturally and inevitably lead to the creation of 
new companies. Someone needs to do the work of transforming 
an idea into a new company that sells a marketable product, as 
Steve Jobs did with Apple and Pixar. Those people are called 
entrepreneurs, and they play a key role in fostering economic 
growth. Entrepreneurs help introduce innovations, especially 
breakthrough innovations that create an entirely new market, and 
are critical in the early evolution of new industries—from auto-
mobiles in the early 1900s to high tech much later in the twentieth 
century—transforming small shops into world leaders.92 Entre-
preneurs also increase competition, forcing existing fi rms to be 
more productive and innovative, or else go out of business as part 
of the creative destruction that makes capitalism so dynamic.93 
And the new fi rms they create boost employment.94

As a result, entrepreneurs are critical for the growth of 
advanced countries.95 But, as inequality has risen, entrepreneur-
ship in America has weakened. The United States may pride 
itself on its entrepreneurial spirit, but the facts point to deep 
troubles with this self-conception.

It is notoriously hard to measure entrepreneurship—and 
there is no single offi  cial government measure—but overwhelm-
ing evidence points in the same downward direction.96 For 
example, in the mid-1970s, for every 10,000 Americans over 
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age 16 there were more than 35 new businesses created each year 
with at least one employee.97 Over recent decades, that number 
steadily declined so that there were just 17 new businesses per 
10,000 Americans in 2010, a reduction of over half, as can be seen 
in fi gure 3.

Other measures show the same downward trend.98 The share 
of the workforce that is self-employed has been declining since 
at least the early 1990s, a particularly troubling sign since many 
people counted in offi  cial government statistics as self-employed 
are not really entrepreneurs, but rather do contract work for 
their former employer.99 Start-up fi rms represented almost 13 
percent of all businesses in the early 1980s, but only 8 percent in 
recent years.100 Similarly, young fi rms that have been in business 
for less than fi ve years have also been in steep decline, falling 
from around 50 percent of all fi rms in 1980 to close to 35 percent 
by 2010.101

 Figure 3. The decline of new fi rm creation (per 10,000 workers). Source: Barry 
C. Lynn and Lina Khan, “Out of Business: Measuring the Decline of American 
Entrepreneurship” (Washington, DC: New America Foundation, 2012).
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International comparisons are not particularly good either. 
An analysis of entrepreneurship in 22 rich countries, for exam-
ple, found that the United States has among the lowest rate of 
self-employment and employment in small businesses.102 It is 
true that on some measures of entrepreneurship—especially, 
for example, “nascent entrepreneurship” that is very early in the 
process of building a successful business—the United States 
fares well compared to other advanced countries, but on many 
critical measures, such as ownership and employment, America 
is in the middle or bottom of the pack.103

That the United States is producing fewer entrepreneurs is a 
sharp blow to trickle-down economics. Tax cuts for the rich and 
the chance to get astronomically rich should have increased 
entrepreneurship, according to the theory. Yet the more inequal-
ity has risen, the more entrepreneurship has declined.

People need many things to become entrepreneurs, includ-
ing skills, risk tolerance, and a good idea, in addition to educa-
tion and health.104 But, of the factors that can be easily measured, 
perhaps the most important factor that leads a person to become 
an entrepreneur is whether or not they have the money to do so. 
Starting a business takes capital to buy supplies and equipment, 
rent space, advertise, and hire people. If would-be entrepre-
neurs don’t have money of their own or from their family, they 
are often out of luck. Because new businesses are so risky and 
likely to fail, banks are often reluctant to lend to startup busi-
nesses—unless the entrepreneur has assets to back up the loan.105 
As economists put it, most would-be entrepreneurs are “credit-
constrained,” meaning they don’t have enough money to fully 
fund their business.106 So the amount of wealth a person has sig-
nifi cantly infl uences whether or not they will be able to be an 
entrepreneur.
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Critically, a sizeable, but not extravagant, level of wealth 
is most conducive to promoting entrepreneurship. A middle- 
to upper-middle-class level of wealth is the sweet spot for 
entrepreneurship.

The research indicates that there is a threshold level of wealth 
that entrepreneurs need, but beyond the threshold, additional 
wealth doesn’t make a person much more likely to become an 
entrepreneur. In fact, very high wealth levels appear to make peo-
ple less likely to become entrepreneurs, presumably because they 
have other alternatives for making signifi cant sums of money, 
such as investing in hedge funds or other people’s businesses, and 
don’t need to take the risks inherent in entrepreneurship.107

As UCLA economist Francisco Buera explains, “For low 
wealth levels, entry into entrepreneurship increases with wealth 
because it relaxes the borrowing constraint. . . . For high wealth 
levels, however, entry into entrepreneurship and wealth become 
negatively related.”108 Similarly, Camilo Mondragón-Vélez, an 
economist for the World Bank, fi nds that wealth has a “hump-
shaped” eff ect on entrepreneurship, rising up to a point, but then 
declining.109 Not surprisingly, a Kauff man Foundation survey of 
American entrepreneurs found that 72 percent come from mid-
dle-class backgrounds—a vast overrepresentation since less 
than half of the public meets their measure of middle class.110 
The Kauff man Foundation also found that less than 1 percent of 
entrepreneurs came from very rich or very poor backgrounds.

As a result, the great wealth gains for those at the top in recent 
decades haven’t produced a surge in entrepreneurship. Instead, 
the long-term fi nancial stress on middle-class families is reduc-
ing the creation of new businesses in the US economy.111 As Barry 
Lynn and Lina Khan argue, “With family balance sheets ravaged 
by stagnant wages and skyrocketing costs for healthcare and 
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higher education, fewer and fewer average families have the sav-
ings needed to invest in a small business.”112 Though the net 
wealth increase experienced by many middle-class Americans 
during the housing boom in the early 2000s did briefl y produce a 
small increase in entrepreneurship, the increase was not enough 
to change the overall trends of declining entrepreneurship.113 
This should not be surprising, given the long-term weakness of 
the middle class and the fact that much of the housing wealth 
was used to fi nance consumption that enabled people to main-
tain what they felt was a middle-class lifestyle.114

Other factors related to the weakness of the middle class also 
likely play a smaller, but still important, role in the decrease in 
entrepreneurship. Entrepreneurs generally have higher levels 
of education, but America’s educational attainment has been 
stagnating, driven by wide economic inequities, as discussed 
above.115 And the decline in trust in America has made starting a 
business more diffi  cult because entrepreneurs depend heavily 
upon others being willing to trust their business plan and 
judgment.116

Also important is that the growing market power of a few 
large companies and banks—fueled by weak enforcement of 
antimonopoly laws—has squeezed out small businesses.117 At 
least part of the reason more companies have been able to exert 
monopoly power and push out small competitors is their 
political infl uence, which has risen because of income inequal-
ity.118 Finally, the weakness of the US social safety net—espe-
cially gaps in healthcare coverage—has made being an entre-
preneur particularly risky here compared to most other 
advanced countries.119

All in all, the weakness of the middle class has contributed to 
the decline in entrepreneurship in recent decades.
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economic mobility

The opportunity for a child to rise above the economic position 
of their parents is the essence of the American Dream. Being 
able to get ahead through hard work and talent is deeply revered 
in the American psyche.120 Indeed, Steve Jobs, and his rise from 
a modest, middle-class beginning to become one of the richest 
men in the world, is part of the American Dream—though for 
most the dream is a more modest one, realizing their potential 
and doing a bit better than their parents.121

As James Truslow Adams, the historian who popularized the 
phrase “American Dream,” explained in his book, published in 
1931: “It is not a dream of motor cars and high wages merely, but 
a dream . . . in which each man and each woman shall be able to 
attain to the fullest stature of which they are innately capable . . . 
regardless of the fortuitous circumstances of birth or posi-
tion.”122 Adams emphasized that the American Dream is about 
escaping social orders that prevent people from fully developing 
and using their human capital: “It has been a dream of being able 
to grow to fullest development as man and woman, unhampered 
by the barriers which had slowly been erected in the older 
civilizations.”

But unfortunately, in America, whether a child’s parents are 
rich, middle class, or poor makes a far bigger diff erence than it 
should. Family wealth—not just eff ort and ability—plays a large 
role in determining a person’s economic future. Studies show 
that a child born to parents whose incomes put them in the top 
fi fth of the economic distribution is, compared to a child born 
middle class, two and a half times more likely to end up in the 
top fi fth as an adult.123 The odds are even worse for a child born 
to poor parents.124
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While it is diffi  cult to measure intergenerational mobility—
the technical term for how much a parent’s level of income is 
passed on to their children—because doing so requires tracking 
families over time, the evidence indicates that mobility in the 
United States has either declined or remained constant over 
recent decades. Studies by Bhashkar Mazumder, an economist at 
the Federal Reserve Bank of Chicago, fi nd, for example, that 
economic mobility in the United States increased in the middle 
part of twentieth century when economic inequality was low, 
but has decreased signifi cantly since 1980.125 However, Harvard’s 
Raj Chetty and his coauthors fi nd that, over a shorter time period 
of study, intergenerational mobility has remained unchanged in 
recent decades.126

That the United States has—at best—the same level of eco-
nomic mobility as we did when Jim Crow, its vestiges and other 
practices enforced a segregated society is shocking. The coun-
try has made great strides to get rid of many of the legal and 
social barriers that kept minorities—especially blacks—poor 
for generations. Minorities are no longer forced to attend segre-
gated schools, prevented from buying homes in “white” neigh-
borhoods, or blocked from entering “white” professions. But, 
unfortunately, our extreme levels of economic inequality have 
created new kinds of barriers for economic mobility.

One way to think about how little mobility the United States 
has is that the correlation between a parent’s income and the 
income of their children is just about the same as the correlation 
between parent’s height and the height of their children. As 
Princeton economist Alan Krueger explains: “The chance of a 
person who was born to a family in the bottom 10 percent of 
the income distribution rising to the top 10 percent as an adult 
is about the same as the chance that a dad who is 5’6” tall having 
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a son who grows up to be over 6’1” tall. It happens, but not 
often.”127

What is so chilling about such a close relationship between 
the income of a parent and that of their children is that income 
is not inherited genetically from parents the way height is; the 
close relationship rather indicates that society is preventing 
some children from realizing their full potential. Certainly 
some factors that contribute to income—such as intelligence—
are partially inherited, but the research suggests that this is true 
only to a relatively small degree. Isabel Sawhill, a senior fellow 
at the Brookings Institution, and her coauthors estimate that 
“not more than 4 percent of the variation in children’s earnings 
can be associated with the genetic transmission of cognitive 
ability.”128

That mobility in the United States doesn’t fare well in com-
parison to other countries also provides compelling evidence 
that something in American society is to blame.129 “It’s becom-
ing conventional wisdom that the U.S. does not have as much 
mobility as most other advanced countries,” Isabel Sawhill has 
noted.130 “I don’t think you’ll fi nd too many people who will 
argue with that.” In just the past few years, there have been fi ve 
signifi cant studies showing that the United States has less mobil-
ity than other wealthy nations.131 And the diff erences are quite 
big—intergenerational economic mobility is three times higher 
in countries like Denmark and Finland than it is in the United 
States.132

International comparisons also show that countries with 
lower levels of economic inequality have much greater eco-
nomic mobility.133 As an Organisation for Economic Co-Opera-
tion and Development (OECD) report put it: “Intergenerational 
earnings mobility is low in countries with high inequality such 
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as . . . the United States, and much higher in the Nordic coun-
tries where income is distributed more evenly.”134 To highlight 
this relationship between inequality and mobility, Miles Corak, 
an economist at the University of Ottawa, created what has 
become known as the “Great Gatsby” curve by overlaying data 
from a number of countries on a simple graph. According to 
Corak’s analysis, parents pass on more of their advantages or 
disadvantages in unequal countries, as can be seen in fi gure 4.135

Comparisons within the United States come to similar con-
clusions. Raj Chetty and his coauthors fi nd that more middle-
class regions in the United States have much higher levels of 
mobility than unequal regions.136 Middle-class Salt Lake City, 

 Figure 4. The Great Gatsby curve. More inequality is associated with less 
mobility across generations. Source: Miles Corak, “How to Slide Down the 
‘Great Gatsby Curve’ ” (Washington, DC: Center for American Progress, 
2012).
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for example, has mobility levels that compare favorably with the 
most mobile countries in the world, while unequal regions such 
as Charlotte, North Carolina, have less mobility than any other 
rich country.

While the data clearly show that high levels of inequality and 
a weak middle class are correlated with lower levels of mobility, 
economists are still sorting out the reasons why.137 Many factors 
undoubtedly contribute to this relationship, including the val-
ues, motivations, and aspirations that parents pass on to their 
children, as well as the high levels of poverty in the United 
States compared to other advanced countries.138

But the strength of the middle class matters quite a bit. 
Mobility is aff ected by education, health, and the ability to start 
a business, among other things. And these factors are shaped by 
the strength of the middle class, as described at length in this 
chapter. America’s extreme level of income inequality and the 
lack of money for everyone but the very rich have led to worse 
education, health, and entrepreneurship outcomes than would 
otherwise have occurred.

Beyond the links between mobility and the middle class 
described in this chapter, other factors aff ected by inequality, 
such as government policy, help determine mobility levels.139 
Investments in preschool, such as Head Start, which provides 
early education for lower-income families, can help foster eco-
nomic mobility.140 But Pew’s Economic Mobility Project found 
that the United States has spent less as a share of the economy 
on programs such as Head Start that promote mobility for low- 
and middle-income families since 1980.141 Indeed, the US gov-
ernment now spends about two and a half times more money 
promoting mobility for higher-income households through 
things like tax breaks for retirement savings than it does for 
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lower-income households.142 As Miles Corak explains: “The 
United States stands out in the degree to which government 
programs are relatively more advantageous for the advantaged 
in society.”143

The American public recognizes the connection between 
growing inequality and declining mobility. In a Pew poll, 71 per-
cent of the public agreed that “greater economic inequality means 
that it is more diffi  cult for those at the bottom of the income lad-
der to move up the ladder,” while 27 percent disagreed.144

All of this means that as income inequality has risen, income 
increasingly aff ects a person’s ability to take full advantage of 
their potential. When a child’s station in life is determined 
solely by the status of their parents, it’s often called a caste sys-
tem. And caste systems are inherently economically ineffi  cient 
because they waste human talent. As the noted Princeton soci-
ologist Melvin Tumin wrote in 1953, such systems “tend to limit 
the chances available to maximize the effi  ciency of discovery, 
recruitment and training of ‘functionally important talent.’ ”145

The United States is not a caste society: people still rise 
above the income level of their parents; we have far less racial 
segregation than we once did; and people from around the world 
continue to move here. But the United States is suff ering from 
the waste of human potential endemic in a caste system. And 
this waste of human potential has clear economic consequences. 
As the OECD explains, “Inequality of opportunity will inevita-
bly impact economic performance as a whole, even if the rela-
tionship is not straightforward.”146

Several scholars have developed theoretical models to explain 
how low levels of mobility reduce economic growth by prevent-
ing resources from being effi  ciently allocated.147 But perhaps the 
easiest way to think about how wasting human potential harms 
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the economy is to take a case from America’s past. Not so long 
ago, talented women and minorities were commonly blocked by 
a number of legal and social barriers from working as doctors 
and lawyers and in other professional jobs. In 1960, for example, 
94 percent of doctors and lawyers were white men.148

But in recent decades, we have made signifi cant progress in 
removing these barriers as women and minorities have been 
more able to fully use and develop their skills, so that, by 2008, 
38 percent of doctors and lawyers were women or minorities. 
Society has reaped signifi cant economic benefi ts from this 
greater use of human potential. Estimates from economists at 
the University of Chicago and Stanford indicate that 15 to 20 
percent of productivity growth since 1960 has come from women 
and minorities being able to work in occupations that take full 
advantage of their talents.149

conclusion

America is wasting the talents of too many of its citizens because 
of our extreme level of inequality. The United States has now 
fallen behind our international competitors on a host of meas-
ures of human capital. Education, health, entrepreneurship, and 
mobility have all suff ered because of the weakness of the middle 
class. These are ominous signs for our future economic strength. 
Paul Krugman summed up the problem nicely when he wrote: 
“Do talented children in low-income American families have 
the same chance to make use of their talent—to get the right 
education, to pursue the right career path—as those born higher 
up the ladder? Of course not. Moreover, this isn’t just unfair, 
it’s expensive. Extreme inequality means a waste of human 
resources.”150
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According to trickle-down economics, these downward 
trends shouldn’t be occurring. The fact that entrepreneurship 
has declined and education has stagnated, even as the rewards 
for both have risen sharply, presents a sharp challenge to con-
ventional wisdom. Clearly, the potential to strike it rich is not 
the all-powerful incentive that its proponents make it out to be. 
Rather, a number of factors aff ect these outcomes, especially the 
strength of the middle class.

To get the economy back on track, we need to make sure 
everyone has a real opportunity to succeed. If the middle class 
were stronger, more Americans would be able to achieve their 
full economic potential. Americans would be better educated 
and healthier. They would also be more likely to become entre-
preneurs and do better fi nancially than their parents. And 
healthy, highly educated citizens who rise above their condi-
tions of birth and become entrepreneurs would make the US 
economy much more dynamic.
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The goal of this book has been to explain how the hollowing out 
of the middle class and extreme levels of inequality have harmed 
America’s economy by undermining trust, causing poor govern-
mental performance, weakening and destabilizing demand, and 
blocking human capital development. In advancing this argu-
ment, the book aims to encourage economists to study inequality 
through a much broader lens than they have in recent decades 
and provide additional fuel for the ongoing introspection forced 
upon the discipline by its obvious failings in the lead-up to the 
Great Recession. Most importantly, the book aspires to help 
change how politicians think about economic policy. Hollowed 

Out aims to replace the trickle-down mindset that infects the 
thinking of too many elected offi  cials with the more accurate 
understanding that the economy grows from the middle out. The 
economy needs to work for everyone or it doesn’t work very well.

The entire economic debate will change and politics will 
operate much diff erently once politicians stop assuming that 
wealth will trickle down from the rich and instead understand 

 ch a p t e r s i x

Creating a Middle-Class 
Society
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that the middle class is a critical input into a thriving economy, 
not merely an output of a healthy economy. Instead of giving lip 
service to the middle class, a critical mass of policymakers will 
really get behind policies to reduce inequality and strengthen 
and grow the middle class. When this shift happens, the numer-
ous policy agendas that academics, think tanks, and advocacy 
groups have developed in recent years to help rebuild the mid-
dle class will have a much better chance of becoming reality.1 
And many more new and creative policies will be developed. 
Public policy will once again be geared to help the public. The 
key is for politicians to make a mental change and recognize 
that strengthening and growing the middle class is critical to the 
economy’s future.

Some argue that in the modern global economy there is little 
that government can do to create a middle-class society. 
Changes in technology and globalization have allowed the top 
1 percent to command extraordinary incomes in ways that were 
not possible a generation ago and inevitably left the middle class 
facing greater downward pressure on their wages, the argument 
goes.2 While technological change and globalization are impor-
tant contributors to inequality and make the challenges facing 
government tougher, the claim that policy is helpless against 
these forces is clearly wrong.

Government policy matters quite a bit. For over three 
decades, too much of government policymaking has helped the 
rich at the expense of the middle class. We’ve had bailouts for 
big banks but not small businesses, lower tax rates for hedge 
fund managers than for their secretaries, and protections for 
well-connected monopoly companies but few safeguards for 
consumers subject to their predatory practices. The government 
has spent lavishly on overpriced prescription drugs, but failed to 
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make adequate investments in public infrastructure. Politicians 
have created tax incentives for CEO “performance” pay that has 
no relationship to actual performance, but allowed the mini-
mum wage to lose value so that it is worth less in infl ation-
adjusted dollars now than in the 1960s. With rules like these, it is 
not surprising that the middle class is in trouble.

To drive home the point that policy matters: other wealthy 
countries also face similar challenges from globalization and tech-
nology, but not all have seen their middle class wither to the same 
degree as the United States. Thirty years ago the United States 
had the highest median income of any big country, but because 
incomes have grown much faster in other countries this may no 
longer be true.3 Indeed, over the past two and a half decades, most 
rich countries had higher income growth for the middle class than 
the United States.4 And in the United States far more workers are 
in jobs with very low wages than in countries such as Germany, 
Japan, Denmark, and Finland.5 Similarly, compared to the United 
States, the share of income going to the top 1 percent hasn’t 
changed very much over the past several decades in countries 
such as Germany, the Netherlands, and Australia.6 In continental 
Europe between 1975 and 2008, the top 1 percent received about 
10 percent of the total income growth in these countries, while in 
the United States over this period the top 1 percent received over 
50 percent of the income growth.7 As Emmanuel Saez, an econom-
ics professor at UC Berkeley, and his coauthors write: “The fact 
that high-income countries with similar technological and pro-
ductivity developments have gone through diff erent patterns of 
income inequality at the very top supports the view that institu-
tional and policy diff erences play a key role in these transforma-
tions.”8 Compared to many other countries, we have had much 
greater increases in inequality, weaker wage growth for the 
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middle class, and more poverty-level jobs, indicating that the pol-
icy choices America has made have had a strong infl uence on the 
strength of the middle class.

The American public understands that government choices 
matter. Indeed, far more so than anything else, they hold policy 
failures responsible for weakening the middle class. In a National 

Journal poll from 2013, 54 percent of Americans blamed “elected 
offi  cials making the wrong policy decisions” for wages not keep-
ing up with costs over the past few decades, while just 17 percent 
blamed technology and globalization.9 Twenty-three percent of 
Americans blamed business leaders, and 6 percent didn’t know 
who to blame. Further, Americans think government policies 
can make a big diff erence in rebuilding the middle class. Accord-
ing to a USA Today poll from 2014, 67 percent of Americans 
believe the government can play a role in reducing the gap 
between the wealthy and everyone else.10 Even during the 
trickle-down era, when most policies have favored the wealthy 
and those that benefi t the poor and the middle class have gener-
ally been relatively modest, diff erent policy choices have led to 
diff erent outcomes for the middle class: both President Ronald 
Reagan and President Bill Clinton presided over relatively long 
periods of economic growth, and the rich did extremely well 
under both, yet income gains for the middle class and the poor 
were much higher under Clinton.11

the outlines of an agenda

Government policy clearly matters, so the natural question to 
ask is, what should be done? The point of this book is not to 
describe a policy agenda, but rather to explain why a middle-
class agenda is needed and to help make its success more likely. 
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Still, this book can help inform a reform agenda. Several of the 
ways that a strong middle class and low levels of inequality make 
the economy work lead directly to policy solutions.

Perhaps the most important reforms that are needed are those 
that help equalize political power between the wealthy and every-
one else, as made clear in chapter 3. We need to reduce the infl u-
ence of money in politics and boost the civic engagement of non-
wealthy Americans to help make our democracy and economy 
function properly again. Not only will these democratic reforms 
help shrink the rent seeking that is endemic in US government, 
they will also enable the public’s desire for greater spending on 
education and infrastructure to be more clearly heard.

To ensure that the middle class stands on more equal footing 
with the wealthy in our democracy, we should limit the amount 
of money that can be spent on elections, provide true transpar-
ency about the money that is allowed to be spent, introduce 
innovative solutions that amplify the impact of small-dollar 
contributions from average citizens, and progressively tax lob-
bying activities.12 These reforms would help reduce the advan-
tages the rich have in American democracy. They would not 
only shrink money down to size, but also increase civic engage-
ment because they would make middle-class citizens feel that 
their voice has more equal weight in the process. We can also 
more directly encourage citizens to participate in politics by 
automatically registering citizens in advance of an election, 
encouraging early voting, putting election days on a weekend or 
a new holiday, getting rid of so many diff erent election dates by 
consolidating elections, and beating back new voter ID laws that 
will prevent American citizens from being able to vote.13

This book also highlighted the need to improve early child-
hood education so that the children of the poor and the middle 
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class have similar developmental opportunities as the wealthy 
early in life. Increasing the learning opportunities for children 
in their earliest years will take an investment in quality univer-
sal preschool, so that all four-year-olds can develop their talents 
under the direction of skilled teachers.14 It will also require 
eff orts to improve access, aff ordability, and quality of child care 
for the years before preschool begins.15 Finally, parents will need 
the ability to take time off  from their jobs—without fear of being 
fi red—to take care of their children when they get sick and are 
not allowed to participate in these group care settings.16

Because the huge debt loads of the middle class helped drive 
the Great Recession to great depths and continue to hold back 
the economy, we need to take steps to minimize the problems of 
debt, especially housing debt. We can start by reducing the prin-
cipal on mortgages that the government controls from infl ated 
precrash prices to the actual value of the home.17 To help mini-
mize future debt problems, mortgages can be structured so that 
the risks, as well as the benefi ts, of sudden changes in home 
prices are shared between bankers and homeowners, and banks 
should be better supervised so they internalize more of the risks 
of the debt they create.18 Student loan debt threatens to become 
the next debt crisis, so policymakers should take steps to reduce 
the burden of this debt, such as by allowing borrowers to refi -
nance at much lower rates, as well as reducing the cost of college 
for students so that debt levels don’t get so high again.19

Other necessary reforms may not have been called out as 
specifi cally in the previous pages, but still follow directly from 
the middle-out logic. Ensuring that ordinary Americans have a 
fair shot and that their hard work is rewarded not only would 
benefi t workers and the middle class, but would spill over to pro-
vide big boosts to the economy. Throughout America’s history, 
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the combination of fair rules for everyone and the American 
belief in working hard to get ahead has been a powerful eco-
nomic force. From the Homestead Act of 1862, which gave ordi-
nary Americans free land in exchange for their sweat equity, to 
the GI Bill, which enabled a generation to go to college in return 
for their service to the country, to laws creating a minimum 
wage and guaranteeing workers the right to join unions, Ameri-
ca’s economy and our middle class have been built through poli-
cies that take advantage of everyone’s contributions.

But we need to update these kinds of policies for modern 
America. We don’t have free land to give away to farmers, but we 
can still promote a kind of sweat equity by encouraging compa-
nies to adopt broad-based sharing programs such as granting 
workers an ownership stake or a share of profi ts based on workers’ 
collective performance.20 When a company does well, so should 
all of its workers—not just executives at the very top. Research 
indicates that these policies not only raise worker incomes sig-
nifi cantly, but also boost productivity.21

The GI Bill was for veterans returning from World War II, 
but we don’t need or want a massive military mobilization. So 
we should broaden the defi nition of national service and provide 
signifi cant college assistance for young people who help our 
country meet its many needs.22 Similarly, a modern approach to 
the minimum wage is needed. During the middle part of the 
twentieth century, the minimum wage ensured more of a middle-
class lifestyle because it was regularly increased to keep it at 
about half of the country’s average wage.23 Unfortunately, the 
value of the minimum wage has been allowed to erode so that it 
is now a poverty wage. Just as bad, coverage and enforcement of 
minimum wage laws are inadequate so that many people are 
paid less than the minimum, which causes standards for all 
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workers to be in jeopardy.24 A contemporary approach to the 
minimum wage would raise it appreciably and formally link it to 
half the average worker’s wage so that it would continue to rise 
as standards of living increase, as well as make sure it covers all 
workers and is adequately enforced.25

In a similar vein, our laws enabling workers to join together in 
unions to negotiate with their employer for higher wages have 
been weakened signifi cantly over recent decades and no longer 
ensure that workers can freely choose to join a union. To take just 
one example, if a company breaks the law and fi res or illegally 
punishes a worker for wanting to join a union—which estimates 
indicate happens about once every 18 minutes—there are no fi nes 
for the company and the best a worker can hope for after years of 
legal battles is to be reinstated and receive their back pay, minus 
any money they made in the meantime.26 In large part because 
our current laws make it unnecessarily diffi  cult for a worker to 
join a union, the labor movement has weakened sharply over the 
past few decades.27

Modernizing union law so that all workers can freely choose 
whether to join a union, as well as updating the responsibilities 
of unions so that they are more oriented toward promoting the 
success of the fi rm, such as through work councils that give 
workers input on day-to-day operations, is essential to rebuild-
ing the middle class and ensuring that work is rewarded.28 When 
workers join together in unions, they have greater power in the 
workplace, which enables them to negotiate for higher wages 
and benefi ts, and the standards that union workers set often spill 
over and help nonmembers in other workplaces.29 More funda-
mentally, unions help ordinary citizens participate in democ-
racy, giving voice and power to the concerns of the middle 
class.30 Unions and their active membership are one of the few 
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countervailing forces in our democracy to balance the power of 
the wealthy and of corporations. While unions—like any demo-
cratic organization—sometimes support policies that are in 
their narrow interest, they make democracy work for the middle 
class by getting citizens involved in politics and working daily 
in the political trenches.31 As critical as other citizen groups 
are, parent-teacher associations, for example, generally do not 
challenge the political power of the wealthy and corporations in 
the same way as unions can. Indeed, it is hard to imagine how 
America can have a strong middle class without workers having 
strong organizations to represent their interests.

Because rebuilding the union movement is so essential to 
rebuilding the middle class, the strength of these links is worth 
elaborating on. Across the globe, the countries with the strongest 
middle classes have strong union movements.32 Similarly, US 
states with higher concentrations of union members have stron-
ger middle classes.33 And over much of American history, the 
strength of the middle class has moved up and down in tandem 
with the strength of unions.34 According to Bruce Western and 
Jake Rosenfeld, sociologists at Harvard and the University of 
Washington: “Union decline explains one-third of the growth in 
inequality” over recent decades.35 The close correlation between 
the share of Americans who are members of unions and the share 
of income going to the middle 60 percent of Americans can be 
seen in fi gure 5.

It is important to note that some people will argue that these 
policies, particularly raising the minimum wage and boosting 
unionization, will harm the economy. But this opposition is 
based on a trickle-down mindset, not a middle-out one. This 
opposition also highlights the need to update arguments for 
these sorts of policies to better explain how they make the 
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economy stronger by building up the middle class. These poli-
cies need to be understood as critical steps to help balance polit-
ical power and ensure that hard work is rewarded, which will 
have signifi cant economic benefi ts.

Much of the time, arguments against policies to help the 
middle class are based on research that ignores the key role the 
middle class plays in making democracy and the economy work. 
As Daron Acemoglu, an MIT economist, and James Robinson, a 
Harvard political scientist, who study the importance of good 
governance on economic growth, write: “The standard approach 
to policy-making and advice in economics implicitly or explic-
itly ignores politics and political economy.”36 Union policy pro-

 Figure 5. Middle-class incomes shrinking as union membership rates 
decrease. Source: David Madland, Karla Walter, and Nick Bunker, “Unions 
Make the Middle Class; Without Unions, the Middle Class Withers” 
(Washington, DC: Center for American Progress, 2011).
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vides a good example of this phenomenon at work, as Acemoglu 
and Robinson note. Virtually all of the research on the eco-
nomic impact of unions agrees that they help workers raise their 
wages, but some of the research fi nds that unions can reduce 
employment at organized fi rms.37 As a result, many economists 
are skeptical about unions. But unions have a much broader and 
more benefi cial impact on the economy than economists com-
monly understand. As Acemoglu and Robinson argue, “Unions 
do not just infl uence the way the labor market functions; they 
also have important implications for the political system . . . bal-
ancing the political power of established business interests and 
political elites.”38 Thus unions have a far more positive eco-
nomic impact than they are often given credit for.

Similarly, many economists are skeptical of a higher mini-
mum wage because some research shows that it might reduce 
employment, though much of the recent research shows it has 
no eff ect on employment.39 Increasing the minimum wage would 
have relatively little direct impact on the balance of political 
power, but it would have a more signifi cant impact on the pay-
checks of workers and would thus increase consumer demand.40 
It can also encourage the development of human capital by 
incentivizing fi rms to adopt a high-road business model and by 
reducing turnover, which enables workers to stay on the job lon-
ger and acquire more fi rm-specifi c skills.41 As part of a suite of 
policies necessary to rebuild the middle class, the minimum 
wage is good for the economy.

The same kinds of arguments can be made for a host of other 
policies necessary to reduce inequality. Wall Street clearly needs 
to be better regulated to prevent companies from taking excessive 
risks that boost company profi ts and CEO pay but undermine the 
stability of the economy. Not every policy necessary to reregulate 
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Wall Street will pass muster under a standard economic cost-ben-
efi t analysis, but such reforms would serve the larger purpose of 
balancing power in the economy and democracy and reducing 
the risk of fi nancial collapse.42 In a similar vein, most research 
indicates that making the rich pay higher rates of taxes than the 
middle class and poor has very little impact—positive or nega-
tive—on economic growth.43 But in the long run, more progres-
sive taxation is good for the economy because it is necessary to 
pay for critical investments in preschool, for example, and to help 
reduce America’s extreme levels of inequality.44

This is why IMF economists Jonathan Ostry, Andrew Berg, 
and Charalambos Tsangarides found in their study of growth 
around the world that government policies to reduce inequality 
are generally benefi cial. Their research showed that while some 
government policies to reduce inequality can have a direct 
impact that is slightly negative, the overall eff ect on the econ-
omy of these policies was largely positive because the economic 
benefi ts of reducing inequality dramatically outweighed any 
harm done. As the authors explained: “On average, across coun-
tries and over time, the things that governments have typically 
done to redistribute do not seem to have led to bad growth out-
comes . . . and the resulting narrowing of inequality helped sup-
port faster and more durable growth.”45 Certainly radical redis-
tribution schemes can harm growth, but the kinds of 
inequality-reducing policies that are within the norm of Ameri-
can experience are good for the economy.

going forward

Many other reforms are needed to give the middle class a 
fi ghting chance, including a commitment to maintaining full 
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employment, greater investments in infrastructure, trade poli-
cies that support American workers, and eff ective antitrust 
enforcement so that large companies can’t bully small businesses 
and middle-class customers.46 The policies laid out in this chap-
ter are only a start toward helping rebuild the middle class 
because the goal of this book is not to specify a policy agenda 
but to show how strengthening the middle class would improve 
the American economy.

Replacing the trickle-down mindset with a middle-out per-
spective will take time and work. Yet it is starting to happen. 
Indeed, in August 2014, Standard & Poor’s, an economic analysis 
company, reduced its projections for future US growth because 
they have come to see “extreme income inequality as a drag on 
long-run economic growth.”47 That nonpartisan analysts have 
begun to incorporate the consequences of a hollowed-out middle 
class into their economic analysis is an important change. But to 
get to a place where rebuilding the middle class is seen by most 
everyone in power as an essential input for the economy and 
where it thus becomes a guiding tenant of policymaking will take 
the continued eff orts of scholars to highlight the connections 
between the middle class and growth, of the public to demand 
their politicians listen, and of a few elected offi  cials to lead their 
peers. Hopefully this book can play a role in sparking the trans-
formation to an era where the economy no longer stagnates from 
the top down but grows from the middle out.
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