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ABOUT CED

The Committee for Economic Development of The Conference Board (CED)
is a nonprofit, nonpartisan, business-led public policy organization that deliv-
ers well-researched analysis and reasoned solutions to our nation’s most criti-
cal issues.

Since its inception in 1942, CED has addressed national priorities to pro-
mote sustained economic growth and development to benefit all Americans.
CED’s work in those first few years led to great policy accomplishments,
including the Marshall Plan, the economic development program that helped
rebuild Europe and maintain the peace, and the Bretton Woods Agreement
that established the new global financial system, and both the World Bank and
International Monetary Fund.

Today, CED continues to play an important role through its trusted research
and advocacy. Comprised of leading business executives, CED lends its voice
and expertise on pressing policy issues. In recent decades, CED has made sig-
nificant contributions across a broad portfolio, including pre-K education
importance and funding, bipartisan campaign reform, corporate governance
reform, U.S. fiscal health, academic standards in K-12 education, post-second-
ary education access and achievement, importance of STEM education, immi-
gration, free trade, foreign assistance, women on corporate boards, Medicare
and broader health care reform, crony capitalism, inequality, judicial selection
reform, child care, the role of business in promoting educational attainment,
digital learning, teacher compensation and quality, corporate short-termism,
federal tax reform, social security, innovation and growth, reducing global
poverty, welfare reform, and more.

CED’s work is based on seven core principles: sustainable capitalism, long-
term economic growth, efficient fiscal and regulatory policy, competitive and
open markets, a globally competitive workforce, equal economic opportunity,
and nonpartisanship in the nation’s interest. CED’s research findings are dis-
seminated widely, achieving tangible impact at the local, state, and national
levels. www.ced.org
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INTRODUCTION

The Challenge and
Opportunity of

Sustaining Capitalism

THE UNITED STATES historically has been and continues to be
the most prosperous nation in the world. It is the leader in geopolitics
and the standard-setter in virtually every aspect of modern life world-
wide. This “land of opportunity” has been a haven for innovators and
tinkerers—where poor children could become steel magnates and col-
lege dropouts could create global technology powerhouses, where “cre-
ative destruction” provided opportunity for both individual workers and
their companies to reinvent themselves time and again. Yet, in this tradi-
tional home of pioneering spirit and entrepreneurial passion, the funda-
mental economic system that unleashed this unprecedented prosperity is
under question and even under attack.

Millions of Americans are seeing their incomes stagnate or decline.
They are losing faith in the American dream of upward mobility and in
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American-style capitalism itself. Trust in established businesses, banks,
and more broadly in the institutions of government is at historic lows.
Too many of the latest generation of Americans to enter the workforce,
the “millennials,” see an economy that seems to fail their parents or
themselves. Thus, they see no reason to support that economic system.
More than half of Americans between the ages of 18 and 29 say they do
not support capitalism.! Other surveys suggest that those millennials
have come to prefer socialism, perhaps using a very broad interpretation
of the term, or lacking experience with its history of failure in practice.

Unfortunately, for our economy as a whole, failure breeds failure.
Risk-taking and initiative, the building blocks of economic growth and
prosperity, require confidence. Potential innovators who see weak busi-
nesses and hesitant consumers hold back, which hinders growth and
progress. Thus, such stagnation is self-reinforcing.

Although the torpid economy is troubling, the loss of societal trust
is perhaps most painful. For decades, Americans generally believed that
their public institutions, including government, would ultimately do the
“right thing” in the broadest terms.? At the very least, even when peo-
ple disagreed with their fellow citizens, they accepted that those with
whom they disagreed had the nation’s best interest at heart. Now, the
public dialog has coarsened and questioning the motives and loyalties of
political opponents is routine. Our political rules and institutions, which
are predicated on maintaining the status quo (absent some measure of
bipartisan consensus to take action), are gridlocked on many of the most
urgent public issues.

Historically, a key contributor to the success of U.S. capitalism has
been its remarkable public support (which has been nurtured, of course,
by robust economic performance). The erosion of public support today
is thus a matter of considerable concern. Business leaders have a respon-
sibility as well as a self-interest in showing the way toward harmonizing
individual interests with the common good. To date, business’s voice
and example have been generally characterized as ineffectual. New York
Times columnist David Brooks has written, “Business leaders have been

inept when writers, intellectuals and politicians attacked capitalism.”
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Business must do more to help restore U.S. prosperity, which will
require difficult choices and leadership. Business leaders must make their
case for the free-enterprise system, and for its contribution to the nation’s
standard of living as well as its standard of transparency and accountabil-
ity. And they must engage in the public debate—both as listeners and as
contributors of their experience and expertise—about policies and reforms

to restore economic growth and trust in our national community.
RN

In the wake of the financial disruptions of the last decade, most notably
here in the United States but also in many other developed and devel-
oping free-enterprise economies, the most basic optimistic assumptions
and attitudes about growth and prosperity have eroded. Today’s econ-
omy and society are reminiscent of the United States in the 1930s when
fear begat fear, and the economy remained stagnant until the onset of
World War II shocked it to life. People talked then of a “crisis of capital-
ism,” and believed that the booming wartime economy could fall right
back into the Great Depression when the war ended.

And that is where we, the Committee for Economic Development
(CED), enter this story. This book takes its inspiration from CED’s found-
ing in 1942, when a small circle of U.S. business leaders gathered to identify
solutions that would restore order to a global economy. Similarly, it was in
response to a more recent crisis in American capitalism, following the finan-
cial downturn of 2008, that CED launched a multi-year research project
on sustainable capitalism.* This book, designed for business leaders and
policymakers, is the culmination of those research efforts. Its publica-
tion appropriately coincides with the 75th anniversary of CED.

We at CED see an urgent need for revisions in both business prac-
tices and public policy if our economic system is to reestablish consis-
tent economic growth and regain the trust of the American public. We
write this book as our contribution toward resuming respectful dialog
among what have become disparate and distrustful public factions. And
we hope to convince our fellow business leaders that we need to engage
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the entire business community in public dialog and dedication to pri-
vate best business practices. In the chapters that follow, we remind our
readers of why the free-enterprise system has earned—and deserves—its
reputation as the preeminent form of economic organization, respond to
what we believe are inaccurate accusations toward that system, and focus
on remedies to legitimate concerns.

The analyses and recommendations presented in this book, aligned
with other activities the CED is undertaking in connection with its 75th
anniversary, underscore our fervent belief in the free-market economic
system—our nation’s brand of capitalism, which has brought wealth and
higher living standards to the United States and countries throughout
the world. We see no more important task than to pursue CED’s ide-
als: long-term economic growth; efficient fiscal and regulatory policy;
competitive and open markets; a globally competitive workforce; equal
economic opportunity; and nonpartisanship in the nation’s interest. In
short, we seek to make American capitalism sustainable, and to unite
Americans of differing persuasions behind the core principle that the

U.S. free-market economic system can be made to work for all of us.

HISTORY

First, what is this capitalist economic system that we seek to sustain? To
answer that, we must begin by addressing an even more basic question:
What 75 an “economic system”? One answer comes from the writings of
Adam Smith, who is identified by many as the eighteenth-century founder
of modern economics. Although he did not create or establish the eco-
nomic system of his time and place—what we now call “capitalism”—he
observed, described, and analyzed what he saw already happening around
him, with people acting in an instinctive and un-self-conscious way.
Smith recognized that the “invisible hand” delivers optimal outcomes
because people—given the institutions of personal freedom and protec-
tion of private property—quite naturally choose how to work, save, and
invest in ways they believe are best and most valuable. Thus, economists

would say, markets drive efficient use of resources.
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Prior to Adam Smith, there were alternative “economic systems,”
which were generally based on sovereign fiat. The crown might com-
mand the allocation of labor, and people would be put in roles that suited
the crown’s wishes rather than those that generated the most value. The
crown might allocate investment resources to projects that were grati-
tying to the crown rather than value-creating. In fact, it was probably
some knowledge of such mistaken choices of command economies that
caused Adam Smith to recognize as remarkable the achievements of the
un-self-conscious free-market or “capitalist” economy, and inspired him
to write 7he Wealth of Nations.

Following Adam Smith, other thinkers proposed more consciously
designed alternative economic systems, such as socialism and commu-
nism. Today, most U.S. economists would characterize those systems as
versions of “resource allocation by the sovereign” even if the objective
guiding this new sovereign was ostensibly a more egalitarian distribution
of resources. Those alternative economic systems proved to be less suc-
cessful than free-market capitalism; indeed, almost all have disappeared.
While some former communist powers continue to pursue “state-owned”
or “state-directed” capitalism, few economists expect those economies to
do better, over time, than the command economies they replaced. What
progress they have made owes much to the free-market reforms that they
have finally put in place. Still, those economies make up in quantity (of
population, in China, and of some natural resources, in Russia) for what
they lack in the quality of their resource allocation, and so they remain a
factor in the global economy. In some European capitalist systems, gov-
ernment plays a far greater resource-allocation and regulatory role than
it does in the United States, though still far short of the degree of gov-

ernment control over the economy we see today in China.

The Value of Free Enterprise

Wherever it has been practiced, capitalism has raised living standards
and reduced poverty on an epic scale. But its value runs even deeper.
Compared with a command economy, capitalism requires that individ-
uals are free to allocate their spending and savings where they perceive
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value, to offer their labor where they perceive the greatest reward, and to
form businesses if they so choose. By allowing the full use of all human
resources, capitalism has achieved enormous economic progress, along
with opportunity for individuals. These elements of personal freedom
are so basic that they are often forgotten, or at least underappreciated, by
many who decry our capitalist system.

These elements of personal freedom are also components of democ-
racy. People who can say “no” to orders about where they should work,
or what they may or may not do with their money, clearly have rights.
From those rights flow the rights to vote, speak, and attempt to influ-
ence civil society. Thus the foundations of capitalism are closely aligned
with the foundations of democracy, personal freedom, and equality of
opportunity.

While capitalism has made America the most prosperous nation in
history, that prosperity is not solely a byproduct of capitalism. Where
capitalism has been allowed to function elsewhere around the world,
it has raised living standards and reduced poverty, but other capitalist
nations have not had the full U.S. measure of success. Other attributes
of the United States—including its location out of the reach of potential
enemies and its natural resource endowments—clearly contributed. Also
clearly contributing was another family of attributes as well: the charac-
ter of our people. Perhaps because the settlers of America from the early
part of the modern era were self-selected people willing to risk and strive
to achieve a better life, and because those settlers have been followed by
succeeding generations through the same self-selection, the American
people have been uniquely successful in achieving that better life. Even
Americans who did not come here freely have joined in building and
adhering to a moral-cultural system, built on civic institutions, which
has guided U.S. business leaders to what John Fletcher Moulton termed
“obedience to the unenforceable,” or adherence to a set of values—such as
initiative, hard work, self-reliance, personal integrity, and stewardship—
that established standards of propriety and behavior.

The future of the U.S. global economic leadership depends upon the
willingness and ability to maintain those American ideals, including
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fundamental principles of equality and personal freedoms and rights
that flow from our democratic capitalist economic system. These princi-
ples are essential not only because they maintain our national spirit from
within but also because they give us firm footing when we seek to estab-
lish standards of behavior in geostrategic terms as well as in international
trade and finance. Thus, to sustain prosperity, we must rededicate our-
selves both to the open-market competition that undergirds capitalism,
and to the principles of freedom, equal rights, and ultimately democracy
that flow from the workings of capitalism.

Recent Crisis

With all due acknowledgement to the theoretical and historical merits of
U.S. capitalism, how has the capitalist system performed in recent years,
especially during and since the financial crisis? The capitalist world has
been rocked by the greatest economic and financial crisis since the Great
Depression. In fact, the outcome could have been far worse than it was.
Fortunately, crisis management and policymaking, though not perfect,
were better this time around than in the 1930s. Nevertheless, economic
performance has been below-trend since the financial crisis. Historically,
deep recessions have been followed by steep economic recoveries, but—
per the warnings of economic historians who have studied past finan-
cial crises—this recovery has been disappointing.’ Aggregate economic
growth is slower than the post-World War II average.® This “Great Reces-
sion” is surely a wake-up call for the keepers of our economic system.

But was this colossal downturn with only a sluggish recovery the
result of some inherent flaw in capitalism, such that free-market nations
should search for some fundamentally different alternative? In our judg-
ment, the answer is no. Capitalism cannot and does not eliminate either
poor judgment or malfeasance. It can only provide incentives for bet-
ter performance over the long run. Government must establish rules to
ensure fair play by all.

In the period leading to the financial crisis, many economic players—
some with considerable responsibility and presumed financial sophisti-
cation—clearly failed to recognize that U.S. real estate was in a bubble.
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It’s also clear that some other actors within the financial sector took
advantage of people of lesser sophistication. No one should accept such
failings, particularly given that they had such extraordinarily damaging
consequences.

There always are humans of differing ethical values, who will take
advantage of others in both command economies and under capitalism.
Corruption in several of the former communist countries continues to
far exceed that in our economic system, largely because communism
and other state-controlled systems concentrate authority and hence
the impact of poor judgment or malfeasance. Demonizing all of busi-
ness because of the financial crisis is clearly wrong. For example, many
non-financial firms—along with their employees and shareholders—
were among the victims. In a market economy, we do need rules and
their enforcement to deter and prevent such destructive behavior.

Nevertheless, even in good times, some economic players fail to adjust
to or simply miscalculate market changes or competitive threats, and as
a result businesses fail and employees and investors are hurt. The mar-
ket itself punishes such poor judgment. These are the risks of the market;
without the risk of money being lost, money cannot be made.

An alternative economic system that bestows universal wisdom and
can perfect human nature has not yet been found. The best path forward
for the United States, in our view, is to enforce fair rules and common
ethics, pursue equality of opportunity, and mitigate the shocks of rapid
economic change, not to search for some fundamentally different eco-
nomic system that promises to prevent economic and market volatility.

Still, the substandard U.S. economic performance, in both the
financial crisis itself and the recovery from it, has left many Ameri-
cans disillusioned and demoralized. They include a population of idle
and underemployed workers with a strong perception that the game is
rigged—that they are under-rewarded for their efforts (or their willing-
ness to exert effort), while they view others either to be grossly over-
rewarded or even to have profited from malfeasance. Many of these dis-
affected persons would say that the reason for their economic suffering
is the failure or malfunctioning of the U.S. capitalist system. Others
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believe that government policy failures of overregulation, overtaxation,
and overspending are responsible for sub-par economic performance.

Some economists argue that the weakness in wages, employment, and
economic output is caused by transient, cyclical factors. Others argue
that the arrival of the long-delayed full and robust economic recovery
will right the balance between the earnings of rank-and-file workers and
the salaries and bonuses of investors and players on Wall Street. But at
some level, it does not matter. Sophisticated analytics aside, consumer
and citizen morale has declined, and so the tone of both civic and eco-
nomic life has soured, perhaps to the point of long-term damage. Con-
sumer demand, labor supply, worker commitment, and civic engagement
all suffer. Whatever the cause and whether particular critics are right or
wrong, a significant share of the population is not keeping up—and feels
it can’'t—with what’s needed to prosper in today’s economy. That is an
urgent problem.

Meeting the Challenge

As members of the broad business community, we find the current pub-
lic disquiet over lagging growth in living standards and consequent
inequality a serious concern and a call to action. The strength of the
U.S. economy, as well as public confidence in the country’s economic
institutions, rest on a principle that always has been fundamental to
the success of American capitalism: the interdependence of the interests
of society and business. The U.S. economy has prospered as corpora-
tions grew and invested, thereby creating jobs, innovating products and
services, generating value and opportunities for suppliers and product
users, boosting living standards in the communities in which they oper-
ate, and paying taxes. For decades U.S. corporations have provided their
employees with health insurance and retirement plans—benefits that are
provided by government in many other countries.

By the same token, corporations prosper when society supports the
economic conditions that foster competition and growth. On balance,
Americans uniquely have been receptive to the “business of business”

for two centuries. Conditions that foster a healthy business environment
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include an effective and equitable legal system, clear and efficient regu-
lation, sound fiscal policies, modern infrastructure, and a healthy finan-
cial system. These contribute to wealth creation in capitalist economies.
Social investments in the education of citizens and the general workforce, and
in infrastructure and public goods (such as national defense and research),
also strengthen the potential for businesses and societies to prosper.

This interdependence of interests has created a virtuous cycle that has
generated U.S. prosperity. But that virtuous interdependence is under
pressure today, threatening the long-term sustainability of our nation’s
economic system that has generated such unprecedented prosperity.
This threat of fissure impels this book.

Since its inception in 1942, the CED has advocated policies to achieve
long-term economic growth that benefits all Americans. A consistent
theme throughout the CED’s 75 years of work has been that economic
success for all is an outcome of the healthy interdependence of business
and society.” Business leaders in their own interest must drive changes
that advantage both business and society. To renew and restore that
cooperative interdependence today, to re-achieve the long-term dyna-
mism and vitality of the U.S. economy, the business community faces a
two-fold challenge. First, business leaders must change their own busi-
ness practices to demonstrate that constructive interdependence with
society. And second, they must take the risk to re-enter the public square
to make the case for sound public policymaking aimed at the future
prosperity of all of the American people.

The first challenge requires a fundamental change in managerial
focus. Old conceptual frameworks that pit owners against other stake-
holders in a zero-sum struggle over competing goals are outdated and
self-defeating. Increasing numbers of executives have adopted a new
framework that recognizes the interdependent role of multiple stake-
holders—customers, employees, owners, creditors, suppliers, communi-
ties, and the environment—in creating long-term value.

Corporations today are under intense pressure to balance and meet
the expectations of these multiple constituencies, and public trust in

business leadership only modestly has improved since the worst of the
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financial crisis. Customer dissatisfaction over product or service qual-
ity, discord between employees and management, public protest over
offshoring and wage deflation of middle-income jobs, and acrimony
between communities and businesses seeking to expand operations have
been growing, fueling public distrust. Ultimately, the long-term value of
companies and even the viability of the U.S. economic system are threat-
ened by the persistence of outdated frameworks that set corporations
and their stakeholders at odds.

Apart from shareholders and other traditional economic interests,
stakeholders including nonprofits or non-governmental organiza-
tions (NGOs) increasingly are making social demands on how private
businesses raise standards for labor conditions, environmental man-
agement among their suppliers, and human rights issues. Of course,
there are limits to what each corporation can afford to do on its own
to meet the (sometimes conflicting) interests of multiple constituents.
Some executives fairly ask, where is the line between private and public
responsibilities?

There is a fairly natural link between the multi-stakeholder perspec-
tive and taking a long-term view of business value creation. Firms that
practice “quarterly capitalism” and focus on short-term returns to share-
holders will be more likely to forgo investments in additional produc-
tion capacity, employee training, or research and development so that
they can “hit their numbers.” In contrast, a business that aims to cre-
ate enduring value more likely will be there for its stakeholders for years
to come. But what accepted standards of behavior can guide executives
when quarterly profits alone are no longer an acceptable measure? We
discuss the pursuit of long-term value through a multi-stakeholder per-
spective in Chapter 3.

Outside of the firm’s gates, business must contribute its experience
and insights in the national debate over the direction of public policy.
Policymakers must strengthen the societal conditions for prosperity, and
business leaders have important wisdom to bring to the table.

The nation is falling behind international competition in several key
respects, and so policymakers must act on multiple fronts.
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Fundamental to every other public issue, our policymaking apparatus
is rusted and erratic, both failing to act and acting in counterproduc-
tive ways. Even worse, the public has become dangerously cynical and
is convinced that the economic game is rigged with “crony capital-
ism.” Such manipulation also favors incumbent businesses over inno-
vators, slowing job creation and economic growth. We recommend
important reforms to improve the public-policy process and, equally
important, regain the public trust.

The health of public finances is in free-fall. Our national debt bur-
den—the size of our public debt relative to the size of our economy,
out of which that debt must be serviced—is growing unsustainably.
The unresolved crisis in public finances is just one example of why
the constructive interdependence of business and society must be
rebuilt. A nation lacking public consensus will have even more dif-
ficulty achieving the painful compromises that are essential for the
good of the whole. We use business skills to analyze the problem and
identify feasible solutions.

Central to that public debt problem, and important to the stagnation
of household incomes and the drain of business investment resources,
is the rising cost of health care. Our health care system, for all of its
miracles in delivering heroic remedies, is inefficient and delivers poor
value for money overall. We propose ways to make quality care and

universal access compatible with affordable costs.

Today’s young Americans are falling short of youth in our compet-
itor nations in both knowledge at any particular educational level,
and attainment of college degrees. Today’s workers are not keeping
up with skill needs, and are tripping over transitions from obsolete to
cutting-edge jobs. This is a trajectory toward decline and decay, and
education is central to creating equality of opportunity and there-
fore social mobility. We document the existence of the problem, and
recommend solutions extending from early childhood through work-

force development.
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= Our regulatory system is generating questionable new rules and
ignoring the failings of old ones. Inefficient regulation can be a road-
block to job creation and growth of economic output and incomes.
We provide some lessons from the latest scholarship on the issue and
from improved and superior practices around the world, and discuss
how to balance the need for access to credit with the safety of finan-
cial institutions.

= Finally, the United States must redefine its role in a changing world
economy. As technology topples barriers to international commerce,
the counterproductive instinct to protect the past can obscure the
need to compete for the future. We explain why business, like individ-
uals, must accept the need to stand up to international competition.

For some years now, business leaders have shied away from the pub-
lic square, after playing a leading and constructive role in the national
policy debate for many years. It is time for the business community to
re-engage as true economic patriots. The stakes have become much too
high to remain silent.

We do not believe that a good outcome of any public debate over the mer-
its of capitalism would be a victory for one side and a silencing of the other.
Rather, the best outcome would be a meeting of the minds: an economy, a
nation, and a society in which all sides can work through their differences
and agree on measures that will deliver greater growth and opportunity
for people throughout the United States and around the world.

Capitalism requires competition, which inevitably has relative win-
ners and losers. But the U.S. economic system should continue to pro-
vide equal opportunity and reward effort. It should yield market-based,
widely accepted outcomes. This will foster greater equality and greater
prosperity—not because those outcomes are forced, but because the
capabilities and opportunities are greater for everyone in our society. We
are all in this together. We want this book to contribute to a vigorous—
and hopefully in the end a unifying—public debate that will make cap-
italism sustainable.






1

The Structural Threats
to Capitalism—

And the Structure of

a Solution

AMERICAN CAPITALISM is at a crossroads: decline or renewal.
Structural forces are at work that can either enervate or energize the
nation’s economic engine of prosperity, built on its capitalist foundation.
The outcome will depend on how U.S. business and policy leaders shape
these forces, and through them, capitalism’s future.

We are not alone in recognizing a deterioration of the quality and
tone of American life. We believe that, at its root, this is because mil-
lions of Americans are not participating in America’s economic expan-
sion. As a result, many Americans see a discouraging future, devoid of
the traditional optimistic American dream of upward mobility. Trust
in all manner of institutions, including business, banks, and govern-
ment—but reaching even further—is at historic lows. That loss of trust
extends to our economic system itself. The millennial generation, in par-
ticular, expresses its disillusionment with American-style capitalism, and
a growing interest in socialism as an alternative, according to troubling

public opinion polls.
15
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Polls or surveys are snapshots that can capture moods and attitudes.
They are subject to error and are quickly reversible. Polls, in other words,
can mislead. Many young Americans surely associate “capitalism” with
the financial crisis of the last decade, which everyone acknowledges as
a serious failure. And many young Americans likely do not know what
strictly defined “socialism” is; they would be unlikely to support govern-
ment ownership of the means of production, including the businesses for
which they work.

Still, public trust in the institutions of our political economy is unde-
niably eroding. If this trend continues, it could become a threat to cap-
italism itself: no economic system is sustainable if a significant number
of its participants lose faith in it. A disillusioned and frustrated public
could support political overreactions that could cause irreversible dam-
age to our economic and policymaking systems.

So, constructive change is needed urgently. But because our political
system was designed to favor stability over change, the current polarized
political environment could also prevent the very reforms that are so
urgently needed. We need an understanding of our economic ailments
and a functional political system based on public trust.

THE PROBLEM

Why are so many Americans disillusioned about our nation’s economy,
its basic fairness, and their place in it? Why do they believe that our
leaders and institutions have ignored their concerns? The single word
that captures their mood is “unfairness.” Americans across the politi-
cal spectrum consistently tell pollsters that the growing gap in wealth
and income troubles them. Over the past 40 years, economic inequality
(by any measure) has been increasing. After the transformative events
of World War II, the U.S. economy enjoyed more than two decades of
extraordinary growth and a general narrowing of inequality. But then
this broad-based progress stalled, and that is the basis, we believe, of
much of today’s distress and unrest. (See Figure 1.1, “Total Market
Income Shares of the Top 10 Percent of U.S. Households.”)
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FIGURE 1T Total Market Income Shares of the Top 10 Percent of U.S.
Households (percent)
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Source: Facundo Alvaredo, Tony Atkinson, Thomas Piketty, and Emmanuel Saez, “The Database,”
World Top Incomes Database, 2015. (http://topincomes.parisschoolofeconomics.eu/#Database:)

Our economy always has exhibited some measure of inequality. That
is not surprising. Individuals differ in their skills, aptitudes, and willing-
ness to take risks. And those who take risks to innovate and invest can,
if successful, generate the jobs and incomes that the American people
need, and can earn substantial incomes. But other risk takers meet with
less success—for themselves, their investors, and their employees (who
often invest through stock options and pension plans). Thus, an eco-
nomic system that allows market forces to reward success will have some
measure of inequality. Trying to enforce equal outcomes can stifle that
innovation and growth.

Over the last several decades, however, inequality in the United
States (by any measure) has been increasing markedly. Since the early
1970s growth has generally been slower, and inequality has generally
grown. This has been true of all measures of economic well-being: mar-
ket incomes, after-tax after-transfer incomes, and wealth.®* Some analy-
ses suggest that the current degree of inequality is at or near its level just
prior to the Great Depression in 1930, the highest in modern times.
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Some, but not all, of the increasing inequality of the last four decades
has resulted from spectacular returns to highly successful innovations
and investments. In fact, although the public debate has focused on the
metaphorical “1 percent” and many data sources—including the one we
use here—do not provide additional detail, rising inequality has been
driven mostly by outsized gains in income and wealth far higher in the
population, perhaps the highest 0.1% or even 0.01% of households.’
Some of these outsized gains are understandable. The highly success-
ful enterprises of recent years by definition provided substantial value to
a large number of people, who became their customers and generated
those returns. And many of the individuals who profited so spectacularly
were line employees with stock options, not executive decision makers.

But some of the rising inequality has reflected lagging real income
growth for a large segment of the working American population (see
Figure 1.2). We find that exceedingly troubling. CED always has cham-
pioned economic opportunity broadly and fully shared. This is the
essence of the American dream.

Furthermore, there’s concern that inequality is increasing to poten-
tially unhealthy levels. A broader and deeper base of consumer demand
can lead to steadier and more reliable growth. A more even distribution
of income and wealth driven by greater equality of opportunity provides
the most benefits for the broader population. As one reflection of this
line of thought, a Standard & Poor’s report of August 1, 2014, concluded
that income inequality stifles U.S. growth."

But inequality also can degrade the tone of American life. While soci-
eties differ in the extent to which social mobility is possible, the prom-
ise of the “American Dream” long has been that anyone, including the
poorest of the poor, can rise to the top by dint of hard work—and that
children can reach a better life than their parents. This belief is deeply
ingrained in the national psyche, and its realization has been a part
of the American experience. For example, the probability that a child
whose parents are in the bottom fifth of the income distribution reaches
the top fifth has been estimated at 8.4 percent for children born in 1971,
and 9.0 percent for children born in 1986. For those in the second lowest
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FIGURE.2  Cumulative Growth in Average Inflation-Adjusted Market Income,
by Market Income Group, 1979-2013
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Source: Congressional Budget Office, The Distribution of Household Income and Federal Taxes, 2013,
June 2016, figure 8, page 15. Available online at: https://www.cbo.gov/sites/default/files/114th-
congress-2015-2016/reports/51361-HouseholdIncomeFed Taxes.pdf.

Market income consists of labor income, business income, capital gains (profits realized from the sale
of assets), capital income excluding capital gains, income received in retirement for past services, and
other sources of income. Government transfers are cash payments and in-kind benefits from social
insurance and other government assistance programs. Those transfers include payments and benefits
from federal, state, and local governments.

Income is converted to 2013 dollars using the personal consumption expenditures price index.

Income groups are created by ranking households by market income, adjusted for household size.
Quintiles (fifths) contain equal numbers of people; percentiles (hundredths) contain equal numbers
of people as well.

quintile, the chances of rising to the top were 17.7 percent and 13.8 per-
cent, respectively. Thus a child has about a one in ten chance of truly
“making it,” and the likelihood has been rising slightly. (Note that this
statistic reflects annual income rather than wealth.)!!

A somewhat different research finding is that social mobility in the
United States has stayed more or less constant over the last 50 years."?
But consider that if income outcomes were merely a random draw, then
the chance of any child reaching the top 20 percent of the income distri-
bution would be 20 percent. What's more, social mobility in the United
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States is actually lower than in most Western European countries that
have a similar per-capita GDP.

Excessive inequality and reduced social mobility can be mutually
reinforcing. For instance, education is key to successful social mobility,
and children from the highest-income families have a higher probabil-
ity of undertaking advanced education, even relative to lower-income
children with superior secondary school achievement.” Career oppor-
tunities are also key to mobility, yet even as more career opportuni-
ties for women and minorities have opened up during that last couple
of decades, social mobility has not grown appreciably."* So rising U.S.
inequality also reflects what may be a damaging decline in equality of
opportunity—and without opportunity, the American Dream becomes
a nightmare.

THREE STRUCTURAL FORCES, AND
THEIR CONSEQUENCES

Why have U.S. economic performance, and most importantly broad-
based income growth, fallen so far behind our experience and our
expectations? Fundamental to this basic economic trend is the recent
slowdown in U.S. productivity growth, which drives our current discon-
tent over slow wage growth, makes the coming fiscal challenges more
daunting, and aggravates many more of our national problems. But U.S.
output per worker has stagnated since the financial crisis, while output per
hour has turned negative (see Figure 1.3, “U.S. Productivity Growth”).
Businesses have been adding workers, but output has still lagged. Aggregate
hourly compensation for U.S. workers has finally come out of its stall, but
without productivity growth, the staying power of wage growth is uncertain.

Economists don’t agree on the sources of the productivity slowdown.
Taxes, government spending, debt, and regulation are the smoking gun
for some observers. For others, it’s sluggish new business growth, labor mar-
ket skill deficiencies, tepid investment, a paucity of game-changing innova-
tions, or the slow pace of efficiency improvements. Still others speculate
that the sheer ferocity and enormous disruption and demoralization of
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FIGURE 1S U.S. Productivity Growth
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the downturn have made recovery a very long road to hike. Demand is
weak. GDP growth is anemic. The stagnation in overall productivity,
which is stifling economic growth, has also coincided with the slow-
down in wage growth, and the increase in economic inequality.

But there is some agreement about three fundamental forces that lurk
behind the painful wage slowdown and rise in inequality: the technol-
ogy revolution, the globalization of our nation’s economy, and the fast
growth in scale and scope of the financial sector.

Technology. Technological innovation improves lives and generates
enormous wealth and economic leadership for America. It is at the root
of all of the improvement in U.S. living standards in the past, and it will
be the essential ingredient in restoring the nation’s confidence in our
free-market system and expanding opportunity in the future. However,
in the short run, technological innovation also can worsen inequality
and disrupt lives unless America’s leaders act to offset the “destructive”
side of this “creative destruction.”
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Technology continues to advance at a rapid pace, auguring still more
change to come. By one estimate, of the 5 million jobs lost during the
eight years preceding the financial crisis and its downturn, four out of
five were automated, not shipped overseas.” Some scholars have con-
cluded that most jobs that can be “offshored” ultimately will be auto-
mated.'® Artificial intelligence and advanced robotics technologies are
beginning to be used by companies to automate specific work tasks
(individual activities, that is, rather than whole jobs)—including tasks
conducted by high-wage employees. These technologies could dramat-
ically change how businesses organize work in the generation to come.
As many as 45 percent of specific work tasks humans perform today—
activities that represent nearly $2 trillion in annual wages—could
be automated, according to some analysts.” The pace of technology-
enabled business model disruption—think of Apple’s incursion into
music distribution, Amazon in retail, Uber and Lyft in the transport
sector, and Airbnb in hospitality—may even be accelerating. It might
seem convenient to regulate new technology to protect existing jobs.
But such “crony capitalism” would stall U.S. economic growth. Techno-
logical advances that we forgo will become barriers as they are adopted
in other nations with which we try to compete in the future. How can
the United States remain the world’s industrial and commercial leader
after we voluntarily cede our technological edge? Consumers have ben-
efited greatly from technological advances. Although technology may
have caused some job dislocation, it has created even more new jobs.
The creation of new and innovative businesses, not the protection of old,
incumbent businesses, is the key to future job growth.

It might seem illogical to speak about the role of technology in
transforming work, and at the same time to bemoan slow productivity
growth. In fact, the illogical coexistence of the two may suggest that our
economy has been thrown off track by the financial crisis and its after-
math, and that with the resumption of more vigorous demand growth
and investor optimism, technological advances may begin to drive more
rapid productivity growth. In any event, there is little doubt that the
financial crisis has disrupted our financial system and put a damper on
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the “animal spirits” that provide an intangible force behind the pace of
economic growth.

Globalization. Global trade can subtract some jobs from the economy,
but at the same time it can add higher paying ones while lowering the
cost of goods consumers and businesses buy. The ultimate problems are
not byproducts of increased global trade, the rise of cross-border produc-
tion networks and the growth of overseas production, and the de-layer-
ing of old industrial integrated value chains into subsectors of specialist
suppliers. Those are advances driven by the free-market system, which
will be adopted all around the world. If the United States fails to do so,
they will be used by foreign competitors to capture U.S. jobs anyway.

The immediate effects of globalization and technology are very sim-
ilar. The deployment of robots on manufacturing floors and of auto-
mated check-in kiosks at airports (reducing labor), the relocation of
people in call centers, and the substitution of automation for them are
all part of an inevitable, logical progression of the efficient re-allocation
of resources that characterizes capitalism and why it works. As technol-
ogy and globalization transform industrial sectors and work, they also
change the balance of value for skills. A generation ago, the vast major-
ity of prime age men—those between the ages of 25 and 54—partici-
pated in the workforce, whether they had a college education or not.”
But by 2015, participation had declined, and only 83 percent of non-
college—educated prime age men participated in the work force, accord-
ing to a recent study by White House Council of Economic Advisers.”
By contrast, 94 percent of such men with college degrees had jobs. More
than one-third of prime age men outside the workforce live in poverty.
Declining demand for skills that are vulnerable to outsourcing and tech-
nology is part of the problem, the study suggests. Other studies have
chronicled the growing wage gap (over more than 30 years) between
those with a college degree and those without.’

In this respect, these adverse effects of globalization and technology
are very similar. They are byproducts of how leaders in business, educa-
tion, and government manage (or fail to manage) the social impact of the
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inevitable and irreversible forces of the market, including job displace-
ment, skill obsolescence, and wage suppression that accompany these
trends. Lacking have been thoughtful, balanced programs to address the
inevitable fallouts from this process. Whether trade and technology can
be made to contribute to broadly shared prosperity depends on whether
Americans can embrace the upside and ensure against the downside
through public policies and sound private decision-making. If trade and
technological change are managed creatively, employees and communi-
ties impacted when production is automated or moves overseas can seize
new opportunities in other industries (including exporting) and make

the economy grow.

Finance. No modern economy can be successful without a strong
financial sector. New and expanding businesses need capital to maintain
economic growth and rising living standards. The U.S. financial sec-
tor is uniquely effective in aggregating capital, and then allocating that
capital to productive investment opportunities. It has introduced inno-
vative products to boost market liquidity and hedge risk, and to provide
the fuel that keeps the whole market economy running and transacting
smoothly. Such innovation is vital to supply financing everywhere it is
needed in the economy, and especially to help modest-income house-
holds to build home equity and form new businesses, so that they can
begin to realize the American dream. For U.S. capitalism to be sustain-
able and to make our economy competitive in today’s world markets, we
need a vibrant financial sector.

But risky loans and new, complex financial instruments also contributed
to the economic crash and caused enormous harm to many families and
institutions. The financial sector also created some of the most enormous
incomes and fortunes that inflated inequality, but sometimes in fashions
that did not generate real value for rank-and-file consumers; in that respect,
inequality caused by rising incomes at the very top of the scale was not pro-
ductive, and possibly harmful.?! How America chooses to reform finance
will determine whether the sector achieves a better balance of vitality
and stability, or an imbalance toward either calcification or instability.
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More broadly, the market economy can tend to produce relatively
high, even super-normal, returns to capital, particularly financial capital,
compared to labor. Why? The financial sector grew enormously over the
decades running up to the financial crisis, arm-in-arm with economic
growth and globalization. A broad survey’” calculates that in 2006,
value added in the U.S. financial sector, much more narrowly defined
than the finance, insurance, and real estate (FIRE) sector, peaked at
8.3 percent of GDP, versus 4.9 percent in 1980, and just 2.8 percent in
1950. (There are contrary views, however, using different measures. The
finance employment share has been declining since 2003, and in 2014
stood at just 4.3 percent of all nonfarm employment, a lower share than
any of the output share measures.””) But to the extent that finance has
grown, higher-income households who tend to hold relatively more cap-
ital and depend relatively less on their income from working than do
lower-income households have benefited disproportionately. Growth in
the return to capital (relative to labor) reinforces and accentuates differ-
ences of income and wealth across the social spectrum, widening the gap
between the rich and poor.*

The fundamental forces of technology, globalization, and grow-
ing financialization are creating an increasingly knowledge-based U.S.
economy that favors the highly skilled and well educated. Flexible labor
markets that reward valuable skills, innovative disruption of business
models, and the efficiencies that come from automation all contrib-
ute to keeping capitalism healthy. But keeping capitalism healthy also
means paying attention to the social impact of the disruptions inherent
in these forces. Capitalism must evolve to continue to create value for
all—through vision and policy tools that complement and enhance the
workings of the market, rather than trying to restrict or control it.

THE ROLE OF PUBLIC POLICY: INVESTMENT
IN EQUALITY OF OPPORTUNITY

To continue to lead the world, the U.S. economy and its capitalist sys-
tem need reforms to education, government, regulatory and tax systems,



26 SUSTAINING CAPITALISM

and businesses practices that will create value for all stakeholders. The
United States needs to invest in its future. Although the three key forces
of technology, globalization, and finance bring enormous growth and
competitiveness to the U.S. economy, they simultaneously collide with,
and change the face of, the nation’s economic landscape. The result-
ing problems must be met just as the opportunities must be pursued.
The United States cannot allow the downside of economic evolution
to eclipse the upside—rather, we must ensure that capitalism remains a
healthy, positive force for prosperity.

Globalization, technology, and the growth of the financial sector
aren’t the only drivers of inequality, and economists will always differ
on the causes. But those forces unquestionably have contributed to job
losses, wage suppression of low-skill workers, wage inflation for high-
skill workers, and economic deterioration of many American communi-
ties, particularly smaller, rural ones.

Whatever the drivers may be, inequality can be reduced and social
mobility can be improved—and the pain of globalization and automa-
tion somewhat assuaged—if the United States were to more thoughtfully
and systematically invest in the prerequisites for equality of opportunity
to flourish. This means reforming education, increasing and widen-
ing employee skills development, and providing economic transition
assistance for affected families and communities. It means rebuilding
trust in the economic system, including combating any disproportion-
ate influence that incumbent, entrenched special interests can have on
policy at the expense of the creation of new, innovative businesses and
new jobs. It means making a fractious Washington work once again,
so that the policy reforms needed to make capitalism sustainable for all
don’t die in gridlock. It also means mending the United States’ fiscal
ill health, so that resources can be matched to the economic priorities
of public investment in infrastructure, research, and education. And it
means re-thinking trade policies to free global trade in the achievement
of domestic production and growth.

Creating the conditions for equality of opportunity to flourish, how-

ever, does zot mean enforcing equality of outcomes. Dictating incomes
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does not increase production; it does not increase the nation’s standard
of living. Over the long term, trying to remedy inequality or stalled wage
growth solely through tax- and command-based redistribution schemes
will impair the economy and stifle innovation. Seeking equality of out-
comes through redistribution does not address the real problem, which
is the absence of true equality of opportunity and resulting wage growth.
Ultimately, it makes everyone poorer. Giving every worker the skills and
the chance to live up to his or her full potential would both raise the bot-
tom and the middle, and advance the nation as a whole.

THE ROLE OF BUSINESS

America’s business leaders understand that their companies’ interests are
integral to the strength and vibrancy of the nation and of society—
of customers, employees, owners, suppliers, business partners, creditors,
communities, and the public. Business enterprises do not stand apart
from the system that supports them. Many business leaders also under-
stand that the interconnection of a business and the system that sup-
ports it brings unique responsibilities. They understand the need to act
as stewards, not only of their own companies but also of the society in
which their organizations operate. CEOs need to focus on their compa-
nies—and boards of directors and sharecholders must ensure, through
oversight, that they do.

But the long-term success of the company may require making repairs
to the society in which it operates. And given the stress in our society
today, an executive’s focus must expand to meet this challenge.

The health of our society and domestic economy needs business lead-
ership in the public square as well. The nation must regain civility in
public discourse and find common ground to make sound public pol-
icy. Business leaders and CEOs in particular credibly can speak to issues
that most directly affect the long-term contribution of their companies
to the society at large, including the soundness of the markets they serve,
the availability of well-trained workers, and the strength of the economic

and social environment.
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To be clear, this does not mean that CEOs, in their capacity as busi-
ness leaders, should become partisans of purely social and political
issues. As private citizens, of course, they should express themselves as
they individually see fit. But as business leaders, they can—must—use
their public positions to take stands in critical public policy decisions
that affect the long-term viability of capitalism, and therefore the health
of our society. They must pound the table in defense of capitalism. It is
time for business leaders to stand up and lead.

THE STRUCTURE OF A SOLUTION

So we see structural economic forces—technological change; globaliza-
tion; and counterproductive financial engineering—as key players in
the interrelated problems of inequality; slow income growth; widespread
popular disillusionment, cynicism, and distrust of what were not so long
ago bedrock American institutions; and a coarsening and polarization of
our national life and dialog. In the face of these challenges, society today
teeters between gridlock and destructive overreaction on key issues that
need constructive action.

Against this background we offer a structure for thinking about solu-
tions. That structure builds upon both public policy reforms to provide
the prerequisites of renewed income growth through a sound economy,
and best business practices to establish transparency and fairness. Those
public-policy and business reforms, when firmly established in reality
and in public perception, can support renewed public trust and confi-
dence in our nation, its economy, and our public institutions. And as
members of the business community, we see an essential business role
in both public-policy and business-practice reforms—speaking out in
the public square while maintaining our own house—to earn the public
trust and confidence that will rest upon them.
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Crony Capitalism

SINCE THE FOUNDING of the United States, widespread public
support for capitalism has nourished the remarkable success of the U.S.
economy. But that support has been eroding in recent years, for three
inter-related reasons. First, there’s been a steep decline in public support
for the economic system and its major institutions—business and banks
in particular—because of the poor performance of the economy since
the 2008 downturn.” Second, most Americans are deeply disturbed by
the uneven distribution of economic gains that’s been exacerbated by
globalism, technology, and winner-take-all (and to some, “owner-take-
all”) employment dynamics.?® Third, the majority of Americans, from
across the political spectrum, have come to view public policy decisions
as primarily reflecting the interests of the rich and well connected.?”” We
discuss the first two reasons elsewhere in this book; the third of these is
the topic of this chapter.

Public-private collusiveness isn't unique to the United States, of
course, and it pervades the economies of many other nations far more
than it does here.”® Yet, the game is rigged, say a significant number of
Americans, who believe economic outcomes are pre-determined to favor
the few who already are ahead. Along the entire political spectrum—
from far left to far right—there is growing belief that the economic suc-

cess some enjoy arises from close relationships between private interests

29
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(such as businesses, nonprofit institutions, and labor unions) and their
lobbyists on the one hand, and government on the other.

To the extent that real, or even perceived, unfair private advantage
fuels growing disillusionment of the American public, public-private
coziness poses a serious long-term threat to the success of America’s
brand of capitalism.

Reducing the extent to which private interests influence public policy
for their own gain won't solve all that contributes to American disillu-
sionment. But it would help re-instill a sense of fairness in the economic
system, reduce public suspicion, and restore trust in our system.

There is another important reason to throttle back private influ-
ence over government. Coziness impairs the economy. Many of the
favored-treatment deals that are eroding public support in the economy—
cash subsidies, tax preferences, earmarked appropriations and no-bid con-
tracts, regulatory and trade protections—inhibit the productive allocation
of society’s resources and reduce innovation and economic growth.
They tend to play to the advantage of incumbent interests instead of
new businesses, stifling innovation. In the long term, if innovations are
not achieved in the United States, our competitive advantage will erode.

Crony behaviors harm both the economy and society over the long
run, and businesses and business organizations engaged in what amounts
to a game of insider rent-seeking should be focusing their energies on
more productive pursuits, such as innovation and job creation. So cro-
nyism must be addressed if capitalism is to be sustained and strength-
ened. Remedies for reducing cronyism largely lie in policy reforms. But
business leaders must play a role in helping to set the terms of the debate
about cronyism and standards of behavior. They should use their posi-
tions to inform the public and policymakers of its dangers.

UNHEALTHY RELATIONS BETWEEN
BUSINESS AND GOVERNMENT

“Crony capitalism” is the term the public has adopted for the seeming per-
vasiveness of these deals. We use the term advisedly and uncomfortably.
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Crony capitalism has become a rallying cry for some who indict the
entire business community, and capitalism itself, as corrupt. That is not
our intent here. But public concern ought to be addressed openly and
thoughtfully, and the problems and challenges of crony capitalism must
be debated nationally. Using the public’s own terminology for this phe-
nomenon is probably the only place to start.

The incidence of cronyism has risen in tandem with the growth
of government as an economic actor. The stakes for influencing pol-
icy to unfair advantage are greater, as are the opportunities to achieve
influence—particularly with the growing dependence of politicians on
money and lobbyists.

Interactions between business and government are necessary, and in
fact, business and government are interdependent. Their cooperation can
and should benefit the overall U.S. economy over the long run. The mar-
ket yields the best outcomes, but when market imperfections arise, pub-
lic policy must intervene if the economy is to attain—or sometimes just
to approach—optimal outcomes. When government intervenes effec-
tively, good public-private “deals” follow. For instance, markets yield
efficient outcomes if there are many producers, so that none has abso-
lute market power; but if there is only one producer, or merely too few
to make a competitive market, the seller can restrict supply and extract
excess profits from consumers. The formation of a monopoly is one kind
of “market failure.” Government can restore competition (which inevita-
bly is easier said than done) by restricting monopolies.*’

But the very concept of a market failure is controversial. Because per-
fectly competitive markets are extremely rare, we judge real-world mar-
kets based on relative degrees of imperfection, not by clear and absolute
standards. One person’s perceived monopoly, for example, is another
person’s hard-earned success in a competitive market. Such judgments
are sometimes cut along clear partisan lines. For instance, some might
assess monopoly power in our economy through the lens of labor bar-
gaining power rather than through industry structure.

This underscores the challenge of defining precisely what constitutes
“crony capitalism.” Just as market failure is to a considerable degree
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in the eye of the beholder, so too the incidence of “crony capitalism.”
Because market failure can require government intervention in the econ-
omy, “crony capitalism” cannot be defined as any and every government
intervention. Rather, crony capitalism would constitute government
intervention 7ot justified by market failure, but instead as part of a pur-
suit of a narrow, purely personal, or organizational interest through some
subsidy (whether delivered through public spending or as a tax prefer-
ence) or some regulatory protection against fair competition.

In other words, not all public-private deals are an inefficient allo-
cation of the nation’s resources. A government intervention that effec-
tively addresses a market failure may not benefit every interest in society,
but should benefit society as @ whole. Some crony deals might be zero-
sum transactions—for example, a dispute over which interest gets to
use an economic resource (perhaps which bidder gets a concession to
operate a restaurant location on a limited-access public highway), where
the economic consequences would be identical whichever bidder wins.
However, a truly bad crony deal might prevent an innovator from chal-
lenging an incumbent business with a new and superior technology. In
that instance, deprived of additional competition and innovation, soci-
ety as a whole suffers—even though the protected interest may benefit.
If an incumbent interest can protect an inferior product, service, or pro-
cess merely to safeguard its own advantaged position, we have cronyism
at its worst.

Unhealthy government interventions are made on behalf of many
interests, including business, labor, the tort bar, nonprofits, lobbyists,
and particular subgroups of the population. The merit of a deal, not its
source, defines cronyism. For business, crony deals can take many forms,
including the following ones catalogued by researchers at George Mason
University’s Mercatus Center:*

= Obtaining exemptions from legislation or securing the passage of leg-
islation to provide targeted benefits;

= Effecting regulatory changes, exemptions from regulation, or regula-
tions that discourage new or small competitors;
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= Obtaining targeted tax breaks or modification of tax penalties;
= Securing direct or indirect subsidies;

= Obtaining tariff or quota protection from foreign competition;
= Gaining access to bailout funds or loan guarantees; and

= Securing benefits from non-competitive bidding.

To better understand the distortionary effect of crony activity, con-

sider a few well-known examples.

= The U.S. government protects the domestic sugar industry by shield-
ing producers against foreign competitors through import tariffs and
quotas. It also shields the industry against low prices through a non-
recourse loan program that serves as an effective price floor. Sugar
producers argue that current policy keeps prices of the commodity
stable, thereby avoiding the issuance of subsidy payments character-
istic of other sectors of agriculture. The price for this subsidy: U.S.
consumers and businesses that use sugar as an input have had to pay
twice the world price of sugar on average since 1982. Recent estimates
put the annual direct cost to consumers at almost $4 billion per year.

= Taxpayers additionally cover the cost of subsidized loans to sugar pro-
ducers, through payments to foreign producers as compensation for
import quotas below levels set in trade agreements, and potentially
through subsidized sales of excess sugar to motor-fuel producers for
use in ethanol production. Sugar-using companies, such as producers
of finished food products, have opposed these subsidies without suc-
cess. Those firms are estimated to have lost about 20,000 jobs because
of the higher cost of sugar.’® Most of the benefits of protection have
accrued to a handful of sugar-producing corporations, which have
engaged actively in lobbying and in financing political campaigns.
This sector spends disproportionately higher amounts on lobbying
than all other American crop sectors.

= The Export-Import (Ex-Im) Bank’s mission is to provide financing

guarantees for U.S. exporters to risky overseas markets. Defenders
of the bank argue that all of our major competitor nations have such
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export-financing facilities, and that Ex-Im is needed to level the play-
ing field. Further, they argue, if we hope to negotiate away such facil-
ities in future trade talks but eliminate our own facility now, this
equivalent of “unilateral disarmament” would allow our competitors
to refuse to yield in negotiation and to retain a significant compet-
itive advantage. Critics of the bank charge that it is an explicit sub-
sidy to its selected beneficiaries. They note that the Ex-Im instead
has leaned toward safe deals in safe markets often for large businesses
that the private sector would be more likely to finance.’* The lineup
of U.S. firms on the two sides of this debate is indicative of the differ-
ence of point of view. U.S. aircraft manufacturers, for instance, sup-
port Ex-Im to help them to sell in other markets, while U.S. airlines
oppose it on the ground that it allows cheaper acquisition of U.S. air-
craft by their overseas competitors.

= In the energy sector, the United States provides subsidies to both the
fossil fuel and renewable energy subsectors. This is emblematic of the
contradictions underpinning long-term U.S. energy policy and speaks
to how politics can infect policy.

= Antitrust exemptions for unions, and particularly the ability of pub-
lic-sector unions to collect mandatory dues and then contribute to the
political campaigns of the officeholders who will negotiate their pay
and benefits, are questionable public-private deals in the eyes of many.
Critics also point to the Davis-Bacon Act (which supports wage lev-
els in public projects), and the Jones Act (which restricts shipping
between U.S. ports to U.S. constructed and flagged vessels using
U.S. labor) as examples of crony labor union deals. The Jones Act, for
instance, has had a particularly perverse effect of increasing costs and
inhibiting commerce.*

There are many more examples. In the defense industry, allegedly,
contractors have spread manufacturing and construction work across the
country so that if a program is challenged the largest possible number
of members of Congress will find their constituencies adversely affected.
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(Others contend that such diversification of suppliers increases national
security by making the supply chain less vulnerable to disruption.)
Similarly, the federal government undertakes numerous projects that
many see as having essentially local rather than national benefits, such
as water and beach restoration projects, or transportation or other infra-
structure projects. Influential legislators arguably use their power to
secure local benefits at the expense of the federal Treasury. Medicare’s
system of administered prices creates the opportunity for favoritism and
manipulation. Tax expenditures—amounting to “spending through the
tax system,” as some critics charge—cost the Treasury hundreds of bil-
lions of dollars a year.?* The exclusion from measured income of employ-
er-paid health-insurance premiums is one such preferential provision of
the tax system. Retirement savings tax deductions, and deductions of
state and local tax paid, are other examples of preferential measures that
arguably provide the most benefits to taxpayers with the highest incomes.

THE CAUSES AND TOOLS OF
CRONY CAPITALISM

Over the past few decades, government has become an increasingly
important player in the U.S. economy. Total U.S. federal and local gov-
ernment spending was 17.2 percent of GDP in 1948, and under 25 per-
cent of GDP as late as 1957, but peaked at 37.0 percent of GDP in the
wake of the financial crisis in 2009, and remains at 31.8 percent at the
end of fiscal year 2015. This growth has given the government sub-
stantially increased influence over the allocation and use of resources in
the economy.

The large relative increase in public spending has been accompanied
by an explosion in government regulation, which not only channels gov-
ernment spending but also controls and constrains private-sector behav-
ior in non-governmental activities. Each year from 1997 to 2006 there
were around 80 new “significant” regulations (defined as those cost-
ing around $100 million each).>® Beginning in 2007, there was a sharp
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increase in the pace of regulation, reaching 150 significant new regu-
lations a year by 2011. Whereas in 1950 there were fewer than 20,000
pages of federal regulations, today there are in excess of 165,000 pages.
By the regulatory agencies’ own estimates, the total cost of complying
with their rules could easily exceed $100 billion, with each year’s new
rules adding more than $10 billion to the total.”

This growth in government involvement in the economy has pro-
vided elected and unelected officials with greater opportunities to influ-
ence economic outcomes in favor of those who can most effectively
petition the government. Like yin to yang, this has led to a rapid increase
in spending by special interests to influence regulation and policy more
generally. Private interests use two primary tools to influence govern-
ment: campaign financing and lobbying.

Campaign financing. Since the mid-1990s, the cost of U.S. politi-
cal campaigns has skyrocketed. Whereas in 2000 the total cost of the
presidential and congressional campaigns was a little over $3 billion, by
2012 the total cost had increased to nearly $7 billion. By 2012, the esti-
mated average cost of winning an election to the House of Representa-
tives had increased to $1.5 million while the average cost of a successful
Senate race had increased to almost $9 million.”® Figures for the 2016
election cycle—funds raised and spent—almost certainly will exceed
the 2012 number.

Political scientists have advanced several plausible reasons as to why
U.S. elections costs have escalated, from the realities of modern cam-
paigning—with professional pollsters, consultants, television advertis-
ing, and social media targeting—to the need for candidates and their
parties to campaign continuously. Independent spending also fuels ris-
ing election costs. These are expenditures intended to advance the cause
of a particular candidate for election but undertaken by an outside
entity, nominally without coordination with the candidate’s own cam-
paign. From 1992 through 2012, independent expenditures increased by
a factor of 100, from $10.9 million in 1992, to $143.6 million in 2008,
to $1.0 billion in 2012. Corporations and labor unions were allowed
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to make independent expenditures in 2012 as a result of the Supreme
Court’s 2010 decision in Citizens United v. the Federal Election Commis-
sion. While the fear was that these newly empowered entities (especially
large corporations) would spend heavily, this has not happened. Instead,
wealthy individuals and labor unions have been the primary source of
this substantial increase in independent spending.”

Whatever the reason for the escalation in election campaign costs,
political candidates have become highly dependent on private sources
of funding to secure re-election, and raise campaign funds—continu-
ally. By one estimate, most congressional incumbents spend between
one-quarter and one-third of their time in campaign fundraising activ-
ities. This creates pressure to conform their views and their voting
patterns to the wishes of major campaign donors. It may mean that can-
didates who are more willing to accept the requests of donors are more
likely to win election. It has also contributed to at least a public per-
ception of politicians “owned” by large donors who ask for favors—the
embodiment of “crony capitalism.”

Lobbying. The third largest sector in Washington, after government
and tourism, is lobbying, an industry that has mushroomed since the late
1970s. There were 11,518 full-time professional lobbyists registered by
Congtess in 2015, representing virtually every type of interest in America,
according to the Center for Representative Politics (CRP). Estimates of
the total number of persons employed in Washington who either are lob-
byists or are associated with them surpass 100,000. The CRP estimates
that over the past 15 years the amount of money spent on lobbying has
more than doubled to reach its present level of around $3.2 billion. But
that does not include money spent for grassroots organizing, coalition
building, issue advertising, or for advocacy on the Internet, to communi-
cate with policymakers indirectly. (None of these fit the legal definition
of lobbying.) Some estimate that total spending to influence public pol-
icy in Washington is close to four times the officially reported amount.
The Constitution protects the right of citizens to petition their gov-

ernment, and lobbying can fulfill a legitimate need of lawmakers and
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public administrators for information and perspective about the work-
ings of the private sector. Lobbying can inform elected policymakers
about what the private sector needs to increase incomes and create jobs.
But lobbying can be abused. Economist Luigi Zingales has observed
that industries in which the government has become an important reg-
ulator or protector are particularly liable, in view of their close contact
with the government, to seek more extensive government aid.*” Lob-
byists for business interests also seek to reduce government influence
on their clients’ activities, or to pursue intervention that tilts the play-
ing field in their favor. In some circumstances, influencing government
regulation—to forestall competition from innovators who threaten to
unseat incumbent interests, for instance—can be a more profitable use
of business funds than cutting costs or developing new products.”

Corporations and trade associations account for around 85 percent of
what is spent on lobbying federal and state-level government. In addi-
tion, large organized interest groups and groups that are supported by
large corporations are much more likely to lobby on their own behalf
than smaller groups.** The returns from targeted lobbying can be very
high, which creates an incentive for still more lobbying.*> For example,
a Sunlight Foundation analysis of 200 corporations found that between
2007 and 2010 companies investing heavily in lobbying paid signifi-
cantly lower effective federal tax rates than those that did not.** Accord-
ing to the study, six of the eight companies that invested the most in
lobbying between 2007 and 2009 saw effective-tax-rate declines of at
least seven percentage points—in contrast to the median tax rate decline
among all 200 companies of 0.6 percentage points. A number of lob-
bying firms advertise that $1 invested in lobbying can yield as much as
$100 in benefits.

Coinciding with the growth of lobbying has been increased recruit-
ment of well-placed policymakers into lobbying as a second career. Prior
to 1973, about three percent of former congressmen or senators took
up employment as lobbyists upon leaving office. Today, around 40 per-
cent of former congressmen and 50 percent of former senators are lob-
byists. The same is true of former senior House and Senate staffers. It
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is also reported that an increasing number of former (and perhaps also
future) lobbyists are to be found in senior congressional staff positions,
and senior positions in the Executive Branch, subject to some restraints.

In a much-cited study, researchers Richard Hall and Alan Deardorff
found that lobbyists tend to concentrate their efforts on politicians who
are already most convinced of their positions. Hall and Deardorff argued
that lobbying was in effect a matching grant of costly policy informa-
tion, political intelligence, and labor to strategically selected legislators.*
A Harvard University law professor, Lawrence Lessig, considers the
intersection of lobbying, campaign finance, and economically invasive
government to be a fundamental part of a “gift economy.”™ Although
there might be no formal quid pro quo between congressmen and lob-
byists, congressmen are under increasing pressure to bend their views to
satisfy lobbyists who choose to offer ongoing support and help in rais-
ing campaign finance. Several well-respected politicians, including John
McCain and Chuck Hagel, have described lobbying in less flattering
terms. In their words, the confluence of U.S. campaign finance and lob-
bying has effectively become a system of legalized bribery.

The nexus between lobbying and campaign contributions can flow
both ways. Lobbyists (and other private-sector officials) are frequently
approached by elected policymakers and asked to deliver campaign finance
with a clear subtext that their interests will be adversely affected otherwise.*®

THE ECONOMIC COST OF CRONY CAPITALISM

More than two centuries ago, Adam Smith emphasized how costly
crony capitalism can be, and economists have added to the economic
case against cronyism ever since. Cronyism imposes a tax on the public
by distorting the proper functioning of the market economy for the ben-
efit of a select few.

“People of the same trade seldom meet together, even for merriment
and diversion, but the conversation ends in a conspiracy against the pub-
lic, or in some contrivance to raise prices,” Smith observed in 7he Wealth

of Nations. “It is impossible indeed to prevent such meetings, by any law
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which either could be executed, or would be consistent with liberty and
justice. But though the law cannot hinder people of the same trade from
sometimes assembling together, it ought to do nothing to facilitate such
assemblies; much less to render them necessary.™

In the 1980s, an American economist, Mancur Olson, argued that
the comparatively greater economic return gained by private interests
through lobbying, versus through increased production, is more than
just a perverse incentive for businesses to invest in politics rather than
innovation. It “influences the attitudes and culture that evolve in soci-
ety,” Olson said. “Lobbying increases the complexity of regulation and
the scope of government by creating special provisions and exceptions.
A lobby that wins a tax reduction for income of a certain source or type
makes the tax code longer and more complicated; a lobby that gets a tar-
iff increase for the producers of a particular commodity makes trade reg-
ulation more complex than if there were a uniform tariff on all imports
and more complex than it would be if there would be no tariff at all.”°

Although the costs of crony capitalism on the U.S. economy intrinsi-
cally are difficult to measure (because they embrace and involve virtually
every sector of not only the domestic economy but virtually every econ-
omy overseas that competes with ours) they are substantial. Crony capital-
ism reduces the overall degree of competitiveness of the U.S. economy. It
does so by impeding new entrants and innovations through tax exemp-
tions or spending or low-cost credit for established firms, or through a
complex regulatory environment. Those measures favor incumbents at the
expense of new entrants and innovators, and contribute to increased mar-
ket concentration.’’ This slows economic growth and job creation, and
gives more nimble economies overseas an advantage over domestic firms.

One reflection of crony capitalism in the United States has been the
substantial increase in industrial concentration over the past six decades.
This concentration has been detrimental to both competition and inno-
vation. In the financial sector, big banks have become behemoths while
the small banks have disappeared or shrunk. In the non-financial sector
too, economic activity has moved away from small and medium-sized
enterprises to large corporations.”
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Crony capitalism also reduces the drive for innovation and for min-
imizing costs and maximizing consumer benefits. Why invest to com-
pete when the returns on blocking competition can be higher? A study
of cronyism, looking at 8,000 companies in 40 developing nations, con-
cluded that the advantages of influence could lower costs associated with
regulation, increase pricing power, and increase access to credit. But
compared to companies with less crony influence, crony-dealing com-
panies tended to invest less in R&D, introduce fewer new products, and
achieve lower productivity.”

Rent-seeking through subsidies or tax benefits for vested interests at
the expense of others distorts the natural re-allocation of resources in the
economy. Subsidies for corn production, for instance, have led to large
increases in the prices that the U.S. public pays for gasoline, corn, and
many food products.

Finally, crony activity impedes fundamental economic reforms that
could yield substantial efficiency and equity gains to the economy and
for which there might be widespread bipartisan public support. Special
interest groups may oppose tax reform, for instance, although the sim-
plification of the tax code and the elimination of tax expenditures that
might make possible a simpler tax system with substantially lower mar-
ginal tax rates for all taxpayers. Other much-needed reforms impeded by
special interest groups include entitlement spending, tort law, immigra-
tion policy, and student loans.

PROTECTING CAPITALISM FROM CRONYISM—
BUSINESS’S SHARE OF THE JOB

There is an urgent need to combat crony capitalism, because if left
unchecked it will continue to sap vitality out of the U.S. economy and
undermine public support for the American model of capitalism. By
all evidence, including public opinion polls and press accounts, many
Americans believe that most or all of the business community is com-
plicit in crony capitalism.>* Crony capitalism has tarnished the reputa-
tion of business—deserved in some instances, but largely not. To change
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the terms of the debate on cronyism, the vast majority of business lead-
ers who compete every day to provide jobs to their employees, invest-
ment opportunities to pension contributors and retirees, and high-value
goods and services to all Americans and persons around the world, need
to tell—and often to explain—the complex truth to their fellow citizens
and their elected policymakers.

Moreover, business leaders need to practice the gospel of fair compe-
tition that they preach. As Alan Greenspan once said, we all want the
fruits of vigorous competition among our suppliers and the providers
of the goods and services we buy—we just don’t want competition to
apply to us. But if we all get the latter wish, there will be no competi-
tion, and our fate will be lower levels of innovation, productivity, and
economic growth.

The first line of defense is awareness. That calls for making the case
against cronyism so strongly that our society adopts an ingrained aver-
sion to crony deals. Our elected policymakers should resist enacting
additional deals and put a premium on efforts to reverse existing ones.
And they should be rewarded by the voters for doing so. Conversely,
business leaders should not seck crony deals.

Awareness includes making a distinction between what some econ-
omists call “pro-business” versus “pro-market” policies.”” Supporting
existing businesses through subsidies and preferential regulation to the
detriment of new businesses and innovators distorts the market and
does not contribute to long-term prosperity or economic growth. Truly
“pro-market” policy is “pro-society” policy, which in the long term serves
the interest of business and every other segment of our nation because it
allows competition and markets to determine success or failure, and the
ultimate allocation of resources.

So business must lead by example in rejecting crony capitalism. Busi-
ness must also argue for reforms of Washington’s ways to streamline
policymaking, and reduce the influence of narrow interests. (We discuss
those reforms in Chapter 5 of this book.) These steps are fundamental to
building public confidence in capitalism from today’s low ebb.
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Focusing on
Long-Term Value:
Reversing Business
Short-Termism

THE PRIMARY THREATS to sustaining capitalism are slow
growth in productivity, income stagnation, and mounting public mis-
trust of leaders and institutions, both public and private. As we've
seen, many forces contribute to these trends. But two related factors lie
directly within the control of business leaders: the belief that businesses
exist only to serve their owners, and business short-termism. These two
phenomena are distinct, but clearly related.

The “shareholder-only model” is the relatively recent theory of busi-
ness governance that businesses are responsible o7/y to their owners and
that business’s sole purpose and responsibility is to maximize their own-
ers’ value.® These terms may sound like dry concepts out of a business
textbook, but in fact they’re critically important forces affecting how
business decisions get made in the United States today.

One perspective is that the shareholder-primacy model is “arbitrarily
and historically truncated along two axes: it is far too narrow and it

is far too shortsighted . . . a responsible and prudent corporation of the

43
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twenty-first century must broaden its horizons beyond the economic inter-
ests of its shareholders to include the interests of the wider community that
gave it birth and in which it would prosper.” Another perspective is that
shareholder primacy implemented is a replay of the tragedy of the com-
mons, depleting the resources that society needs to sustain itself.’®
Business short-termism refers to the claim that owners (shareholders
in the case of corporations), boards, and executives are too focused on
short-term success and payoffs, at the expense of longer-term value and
results. Business short-termism is causing real harm to capitalism’s sus-
tainability. In this chapter we’ll catalogue some of those harms, describe
the pressures driving corporate short-termism, and then propose solu-
tions to turn the tide toward a more sustainable capitalism, including a
return to a multi-stakeholder model of corporate governance. But first,
let’s briefly turn to a short history of how changes in our economy, cor-

porations, and the larger society got us to where we find ourselves today.

A BRIEF HISTORY: CORPORATIONS IN THE
U.S. ECONOMY SINCE WORLD WAR Il

Changing beliefs: the shareholder-only model. In the decades
following World War II, while their overseas competitors were busy
rebuilding their war-ravaged economies, American businesses had the
latitude of pursuing multiple goals, both social and economic.”” Simul-
taneously scholars began advancing the idea that business’s sole responsi-
bility was to serve the corporation’s shareholders and maximize profit. This
“shareholder-only model” was in contrast to previous notions that business
had broader responsibilities to the larger society. As early as 1962, econo-
mist Milton Friedman wrote, “there is but one and only one social respon-
sibility of business—to use its resources and engage in activities designed
to increase its profits so long as it stays within the rules of the game.”*

Changing ownership. During this period the nature of corporate
“owners”—the shareholders—was also changing, with large institu-
tional shareholders like pension funds, insurance companies, and mutual



FOCUSING ON LONG-TERM VALUE 45

funds becoming increasingly important. In the 1950s, large institutional
shareholders held only 8 percent of U.S. corporations’ stock. Today such
shareholders own 67 percent of the outstanding stock of U.S. public cor-
porations either directly or through outside asset managers, with the fig-
ure climbing to 70 percent for the 1,000 largest corporations.®!

These large institutional shareholders share a number of character-
istics. First, many, such as defined-benefit pension funds, tend to be
long-term investors with long-time horizons due to the structure of their
liabilities, which demand payments far into the future. Of course, many
pension funds also pursue short-term gains or trading advantages, plac-
ing a portion of their resources with hedge funds and other money man-
agers who trade with an eye for short-term profits. But at their core such
institutions must pay attention to very long-term financial goals, as the
lives of their beneficiaries extend decades.

Second, pension funds tend to be broadly diversified, either through
their ownership of indexed funds or by directly indexing their holdings
to certain benchmarks. In economic terms, these funds are so diver-
sified that they do not stand to gain when one company outperforms
another by shifting costs or profits in a zero-sum fashion: because their
holdings are so diversified, they are likely to own shares of both. Rather,
these large diversified shareholders tend to gain when companies expand
productivity, thereby raising output, income, and cash flow in a posi-
tive-sum game.®> So, too, do they gain when the economy is expanding
and thereby creating the proverbial tide that lifts all boats.

Finally, some (though not all) large institutional shareholders, such
as labor union pension funds or socially driven investors, are motivated
to understand and influence decisions of companies they invest in—
especially decisions with social or environmental impact. These can be
both internal policies, such as hiring and diversity practices, and exter-

nal ones, such as environmental or sourcing policies.

Changing public expectations. In recent decades, corporations
have faced increasing public pressure to advance social goals beyond sim-
ply producing goods and services within the letter of the law and turning
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SIDEBAR 3.1

Environmental, Social, and Governance (ESG)
Considerations

Environmental, social, and governance (ESG) considerations fre—
quently are taken as proxies for a company’s attention to stakeholder
interests. The two are not synonymous, but can overlap. Still, there

is growing interest among U.S. institutional investors and asset man-—
agers in better understanding how to use ESG considerations in their
investment decisions. The degree of adoption varies among inves—
tors who are incorporating ESG factors today. Most of these investors
incorporate ESG considerations only in some asset classes or in some
segmented or focused funds, not broadly across portfolios. How these
investors adopt ESG varies too, as some use ESG as screening criteria
(the way investors once screened “sin” stocks such as tobacco), while
others apply ESG-based weightings as input decisions still largely
based on financial performance, and still others have developed
investment strategies targeting ESG trends.

Activists aside, corporate executives consistently say that ques-—

tions about a company’s social or environmental performance rarely
come up in their conversations with large investors or analysts. Even
many investors acknowledge that while the use of data on ESG fac-
tors has exploded—in 2014, Bloomberg reported a 76 percent year-
over—year increase in customers using its ESG data—confidence in the
data’s relevance, accuracy, and usefulness continues to lag. Efforts

to standardize environmental and social performance metrics remain
embryonic. Initiatives to clarify ESG metrics and frameworks prolifer—
ate, adding to the confusion.

According to one estimate, since 1995 growth of assets under man-
agement guided by ESG considerations has outpaced the broader
market for asset management in the United States. By 2012, ESG cri-
teria were applied to $33 trillion (11.3 percent) of total assets under
management in the United States. That was up 486 percent since
1995, versus the 386 percent growth of the total market for profes—
sionally managed funds during the same time period. In 2012, $1.54
trillion lay under the management of 200 institutional investors and
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asset managers that sponsored or co-sponsored shareholder resolu-
tions addressing ESG issues.®®

In a March 2015 study of institutional investors by Mercer and LGT
Capital Partners, 75 percent of asset owners said they actively use
ESG factors in investment decisions in alternative asset classes (such
as private equity, real estate, and infrastructure—but not in their
selection of hedge funds). Fifty-seven percent of them said they
believed incorporating ESG factors has a positive impact on risk—-
adjusted returns. More than 50 percent of the institutional investors
using ESG factors in investment considerations had adopted them just
within the last three years. Respondents who do not use ESG criteria
said that deficiencies in standardized ESG criteria and insufficient con—
fidence in the relevance of ESG to investment decisions were the two
chief barriers to adoption. Investors who use ESG criteria said greater
clarity on technigues and strategies for incorporating ESG criteria
would facilitate greater adoption across their portfolios. But they also
said that there are too few asset managers they interview who incor-
porate ESG into their investment management processes.®*

a profit at the end of the day. These higher public expectations cover a
wide range of issues, including higher standards for corporate behavior
and for product and service quality; increased attention to labor issues,
including keeping more manufacturing jobs at home and not utilizing
“sweatshops” overseas; greater concern for and protection of human
rights and the environment; and greater attention to social goals, such as
increasing diversity, investing in communities, or altering or eliminating
products to reduce obesity. Labor groups, non-governmental organiza-
tions (NGOs), and consumer activists have carried out effective cam-
paigns by bringing market and political pressure to bear on corporate
targets in pursuit of such goals.

More than 70 percent of consumers and employees believe that compa-
nies can make decisions that both increase profits and improve economic
and social conditions. They believe that CEOs and their companies could
improve trust through greater engagement with constituencies, such as
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consumers, employees, and the public, and through more effective com-
munication, and through demonstrations of integrity. And companies’
performance in these areas can drive consumer behavior. Survey data
indicate that a company’s perceived effectiveness in these areas affects
whether individuals say they will: buy a company’s products or recom-
mend them to others; pay a premium for products or services; choose to
invest, speak, or write in support of a company’s actions; and support or
block its plans to locate in a community.®

Executives are feeling the heat, both to respond 274 to communicate
what they are doing. Large, well-known companies including General
Mills, McDonald’s, Wal-Mart, The Gap, Apple, and Shell have phased
out or altered their product ingredients, overhauled supplier strategies,
altered investments, raised wages, and changed marketing or advertising
practices. CEOs and the companies they lead are responding to rising
stakeholder expectations, in part, because they believe that their custom-
ers (including those in their fastest-growing markets) and their employ-
ees care about how their companies conduct themselves. And companies
want to “get the word out” about what they are doing. A majority of
S&P 500 companies now report environmental and social performance
metrics to investors and the larger public. Ten years ago, few did.®

The rise of “activist” investors and proxy advisory firms has helped
drive this change. Some of these investors are focused primarily on increas-
ing share value by slashing investments, cutting advertising, raising divi-
dends, buying back stocks, or restructuring or selling off corporate units.
But increasingly, some activist investors seek to advance environmental
change, human rights, or other social goals by introducing shareholder
resolutions to change company policies and strategies in these areas.

Of course, employees, labor unions, consumers, and advocates of
social reform have sought to change the behavior of businesses and
corporations throughout history—one need look no further than the
period of labor unrest and “muckraking” at the end of the nineteenth
and beginning of the twentieth centuries in the United States. Why does
the ability of outside groups to exert pressure on corporations appear to
have grown in recent years?
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New communications technology is one key. Today companies exist
in a world of 24-7 news cycles. Social media like Twitter and Facebook
not only allow consumers and activists to disseminate their messages
immediately and widely, but also to connect and build communities
with likeminded individuals across broad geographies. Reputation has
always been one of a company’s most valuable assets. The difference
today is that reputation can be severely damaged within hours or days by
events that are difficult to predict. And the damage can spread seemingly
instantaneously through communication channels that are so numer-
ous they lie outside the control of any single organization or authority,
whether that be a business or a government.

Low public trust in companies and business leaders, particularly in the
wake of the financial crisis, helps to fuel the success of these campaigns.
Each subsequent campaign or scandal that casts corporations or business
leaders in a negative light breeds further public mistrust, which in turn
makes it easier for future campaigns to succeed, in a downward cycle of
growing public cynicism, stoked in part by those who benefit from it.
Whereas many of the goals and outcomes of these campaigns have been
positive, over time the cumulative diminishment of public trust in busi-

ness and capitalism may threaten the system’s overall viability.

Business Short-Termism

One negative result of “activist” owners and shareholders is short-termism:
a focus on short-term results, often primarily or exclusively to benefit the
shareholders. Top executives, members of corporate boards, and inves-
tors have grown alarmed that short-term pressures have crowded out
longer-term planning and goals in corporations today. Sacrificing the
long term to the short, they argue, can leave a legacy of suboptimal
economic choices and lamentable underperformance. This tempta-
tion to profit in the short run—to eat the so-called seed corn now
rather than save it to plant for the future—has been a constant chal-
lenge throughout human history. For example, a similar short-termism
in the public sector has led elected officials to benefit at the ballot box
over the short term through ongoing deficit-spending on entitlements
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and other federal programs while putting the nation’s long-term fiscal
health at risk.”

In the private sector, corporate leaders increasingly are concerned
that short-term thinking is limiting the ability of companies to plan and
invest in strategies that keep their businesses sustainable and vigorous.
In 2013, 44 percent of top executives and corporate board members said
their companies’ planning horizons were less than three years, despite
the fact that almost three-quarters believed that the horizon for plan-
ning strategy should extend beyond three years. An even larger 86 per-
cent said they believed their companies’ financial returns and innovation

would improve if their strategies covered a longer time horizon.®®

Costs of short-termism. Excessive focus on short-term benefits
at the expense of long-term sustainability threatens capitalism both
through reducing future growth in productivity and incomes, and
through increased public cynicism.

= Quarterly earnings goals can create pressure to reduce short-term
costs by laying off employees, reducing their training, or cutting
other investment, especially in areas that do not show immediate
returns, such as research and development (R&D). Corporate man-
agers forgo otherwise profitable investments in order to “hit their
numbers,” thereby satisfying financial market expectations but giv-
ing up the opportunity to increase long-term company value.”” Such
actions affect employee attitudes, decision-making, motivation, and
productivity. Ultimately the quality of goods or services the company
produces may be affected. Reductions in R&D spending are partic-
ularly pernicious since this investment is most closely correlated with
the overall economy’s long-term productivity growth, one of the two
ingredients of income growth over the long run.”® In 2005, approx-
imately 80 percent of chief financial officers said they would reduce
discretionary spending on projects such as research and development
to meet short-term earnings targets, and more than half said they

would delay new projects even if it meant a sacrifice in value.”
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= Comparing the investment behavior of privately held companies
(which do not have to report quarterly earnings results) to that of pub-
licly held companies (which do) lends support to the idea that pressure
to meet quarterly earnings goals reduces investment. In one study, pri-
vately held companies invested nearly 10 percent of total assets per year,
versus about 4 percent a year in comparable public companies. The
study also found that private companies are more than three times as
likely to invest in new opportunities compared to public companies.”

= Managing earnings in order to meet short-term goals misleads inves-
tors and misallocates capital. When the company exhausts the avail-
able short-term opportunities and the pipeline of future opportunities
runs dry, a downward spiral can cause the company to be sold off.

= Excessively generous compensation of corporate managers, invest-
ment fund managers, and others for achieving financial targets that
do not correspond to the creation of long-term economic value diverts
business resources into the pockets of those individuals and away
from activities and investments that do provide economic value and
enhance the company’s strength and viability.

= Excessive focus by professional money managers, such as those at
mutual funds, on companies’ short-term performance tends to lead
to more active trading of the stocks in the fund. If the average mutual
fund incurs an estimated 70—80 basis points of added costs from over-
active trading, the resulting loss to investors would have amounted to
about $60 billion to $70 billion in 2005 alone.”

= Another cost of short-termism may be the vibrancy of equity markets.
When companies do not list on public exchanges, then their profit and
value goes only to private owners and is not accessible to the general
public to invest in. Since 1998, more than 300 companies have delisted
from the NYSE and the number of companies listed on NASDAQ has
dropped by about half. There are many reasons for the decline, but
its worth noting that during the last decade a number of companies,
including Google and Facebook, have gone public with structures that

allow executives and boards some defense against short-term pressures.”
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Causes. If corporate short-termism carries such risk for the long-term
interests of companies and the larger economy, how did it grow to be so
pervasive? Research implicates a number of intertwined factors: incen-
tive systems (both explicit and unstated), investor pressures, regula-
tions, tax structures, financial metrics and accounting rules, trading
technologies, and even business cultures and managerial mindsets.”

Specifically:

= As noted above, the practice of providing quarterly earnings guid-
ance leads financial actors, both inside and outside the corporation,

to focus too heavily on reported earnings per share.

= Activist shareholders more frequently seek short-term interests than
long-term ones. (Activists pressure for growth strategies only in one or
two percent of instances, studies suggest.)”® Between 2008 and 2015,
activists led over 220 campaigns against U.S. companies to increase pay-
outs to shareholders, most frequently through stock buybacks or cash
returned to shareholders.”” Such actions can drain the cash needed for
long-term-value-increasing investment in physical capital and R&D, and
harm the balance sheet and the long-term profitability of the firm.

= Many institutional investors, though their institutions nominally have
a long-term investment focus, are in important ways short-term ori-
ented. They measure the performance of their asset managers quar-
terly with short-term metrics and incentivize them to seek short-term
performance. More broadly, their capital allocation and risk strategies
may foster shorter-term investment behaviors within their organiza-

tions and in markets.”®

= The structure of executive compensation can contribute to short-term
outlooks by tying performance pay to the achievement of short-term

financial targets.”

Shortened tenures for CEOs naturally cause them to focus more on
short-term results.® Some evidence indicates the incentive of CEOs to
fund long-lived projects declines as they approach retirement or the

end of a contract period.*!
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= Changes in technology and regulation have reduced the cost of
trading securities, thereby encouraging trading and changes
in prices in response to each additional disclosure, each business
development, and each burst of market activity. Many actors in the
investment chain—asset managers, short-sellers, high-frequency
traders, even some managers—opportunistically have sought to arbi-
trage market responsiveness without consideration for longer-term

consequences.

The end result is the reality—or at the very least, a public percep-
tion—that some investors and executives are draining value from those
companies in the short run, personally profiting from it, and then leav-
ing the weakened companies—and the employees and communities
that depend on them—Dbehind to deal with the consequences.

Balancing the short and the long term. We do not advocate ignor-
ing shareholders, or the need for short-term results, or the beneficial role
that some activist investors play. Investors who are too entrenched can
stifle productive change. One of the strengths of capitalism is that invest-
ment can move to its best and most effective uses in light of changes
in technology, demand, and the effectiveness of an enterprise’s man-
agement. Investors can withdraw their capital from companies that are
not managing for the future effectively. The challenge, of course, is for
investors to be able to discern when a company’s poor financial perfor-
mance in the present presages deeper future problems versus when that
poor performance is simply a temporary blip or the result of manage-
ment appropriately incurring costs in the present to enhance the compa-
ny’s future performance and sustainability.

It is challenging to strike the right balance between the short and the
long term, especially given that directors and managers typically must
make decisions under high levels of uncertainty arising from sources
both external and internal to the company. Uncertainty about the future
of government fiscal, monetary, and regulatory policies is one source
of uncertainty. Changes in markets, technology, and other economic
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events present another set of challenges. The flexibility of directors and
managers to make quick decisions in response to such changes and man-
age the associated risks is a strength of the U.S. economy that should not
be underrated or lightly discarded.

What are corporate leaders to do in light of the grave harms of corpo-
rate short-termism, the set of pressures driving companies in this direc-
tion, and the admitted difficulty of striking the right balance between
long- and short-term goals? Although we recognize the challenge of the
situation, there are steps that corporate leaders—both members of cor-
porate boards and executives—can take to move their companies toward
greater focus on long-term sustainability, thereby benefiting not only
their companies, but also the sustainability of capitalism as a whole.

SOLUTIONS: LONG-TERM VALUE CREATION
THROUGH THE MULTI-STAKEHOLDER MODEL

First, it should be recognized that corporate leaders do not have complete
control over whether their companies will focus primarily on long- or
short-term goals. Corporations operate in free markets to obtain the cap-
ital investment they need to do business. If investors systematically prefer
companies that pursue short-term goals—such as maximizing quarterly
earnings—then companies that try to do otherwise may lose capital rel-
ative to those that do. Investors—or an activist subset of investors—who
are looking for quick profits may even replace managers who focus on
a longer time horizon. Just as voters decide whether our elected leaders
take a long- or short-term view, so too do investors ultimately determine
whether corporations are managed for short-term gains or longer-term
sustainability. Democracies get the leaders they deserve. In free markets,
corporations pursue the strategies that investors will support.

However, having acknowledged that ultimately investors are para-
mount, the reality remains that corporate leadership—both executives
and boards of directors—must work with investors to counter corporate
short-termism given their direct knowledge and control of companies
in the present. True leaders will take these steps to ensure the long-term
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viability of their firms, even if it puts them at risk from those who seek
short-term gain at the expense of long-term sustainability.

To counter corporate short-termism, business leaders should convinc-
ingly communicate the firm’s objectives and time horizons, tie perfor-
mance metrics for the firm and for executive compensation to them, and
communicate the company’s goals and performance clearly to all con-

cerned, including the general public.

State the firm’s objectives and time horizon. Each firm should
affirmatively decide the time horizon over which it seeks to maximize
and maintain value and articulate the right balance among its various
stakeholders including customers, employees, the community, the envi-
ronment, and other relevant entities.%?

We strongly believe that firms should choose a multi-stakeholder
approach to value creation and aim for maintenance of value over
the long term. Adopting a long-term perspective leads naturally to
a multi-stakeholder approach since companies cannot prosper over
the longer term without taking appropriate care of their customers,
employees, suppliers, the environment, and the communities in which
they do business.

We recognize that a challenge of the multi-stakeholder approach is
that it involves setting priorities and executing tradeoffs. The board
and the CEO must find ways to express which stakeholders stand at
what place in the line of priorities, and over what time horizons. And
those priorities must be more than mere statements of good inten-
tions. The actions undertaken must go beyond defensive moves aimed
merely at minimizing risks to the stakeholder or improving the firm’s
reputation. Authentic approaches to incorporating stakeholders into
value creation tend to be proactive, rooted in core culture and strat-
egy, transparent, and oriented toward increasing stakeholder value
along with long-term business value. GE’s Ecomagination initiative,
Unilever’s sustainable growth strategy, and IBM’s Smarter Planet
platform are examples of creative efforts in this regard. A straightfor-

ward short-term approach that only recognizes shareholder value is
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SIDEBAR 3.2

On Corporate Boards: Every Other One a Woman

As corporate boards oversee their organization’s shift toward more
sustainable business strategies, they also need to confront another
critical piece of this change agenda: the composition of the board
itself. Specifically, U.S. corporate boards must step up efforts to inte—
grate women leaders into boardrooms.

Women comprise more than one-half the population in the United
States, more than one-half the work force, and earn more than one-
third of MBA degrees conferred by the nation’s business schools. Niel-
sen says that women account for the greater share of spending today
in nearly every retail-shopping category, and the Boston Consulting
Group has estimated that increased spending controlled by or influ-
enced by women, globally, will grow bigger and faster than spending
by China’s and India’s combined rising middle class.

In other words, whereas women represent a significant portion of
stakeholders—customers, employees, owners, suppliers, and com-
munities—women occupy less than 19 percent of Fortune 500 board
seats today, according to a study by Catalyst. That percentage has
grown less than six percentage points (from 13.6 percent to 19 per-
cent) in the last decade. At this rate it will take many decades for
board membership to reflect gender parity with the economy at large.
This disparity is inconsistent with a board’s desire to utilize all sources
of expertise and insight for its deliberations, as one means for a com-
pany to compete effectively in the global marketplace. The scarcity of
women leaders on boards also raises questions about how well corpo-—
rations utilize their human capital, about the business consequences
of potentially alienating female constituents, and the insensitivity this
seems to suggest to stakeholders about the company'’s ability to fol-
low impor—tant social trends on gender issues.

The impediment to progress is a “chicken and egg” problem. Board
nominating committees, their consultants, search firms, and corpo-
rate executives tend to prefer to consider new director candidates
who are either sitting or retired CEOs, or current directors of other
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companies. Women are a small minority of these groups today, and
hence the pool is unnecessarily limited. The criteria for potential direc—
tor candidates should be broader—other female C-suite executives
(not just CEOs), financial service executives, entrepreneurs, accounting
firm partners, or foundation heads. In annual proxy statements, nom-
inating committees profess a desire for board diversity, but tend to
repeat customary behaviors, which ipso facto discourage diversity, in a
self-perpetuating cycle.

Boards should set publicly disclosed goals for increasing board diver—
sity. To achieve these targets, boards should re-think the criteria for
directors and consider a broader range of women leaders as poten-—
tial candidates. Corporate directors and business leaders should also
step up efforts to encourage their peers to demand real progress in
board diversity. If boards replaced every other retiring director with a
woman, they could close the gap by 10 percentage points in just a few
years. So, why not adopt a new practice: make every other new board
member a woman. Every other one.

simpler, of course. But it is inferior because it risks the firm’s very sur-
vival over the long run.

Align performance metrics and incentives to the firm’s
goals. Boards should tie a portion of compensation, for the CEO and
other senior managers, to their performance against metrics operation-
ally tied to the corporation’s governing objectives. This will incentivize
top management to pay attention to multi-constituent relations, repu-
tation, and long-term value creation. It also would require the corpo-
ration to disclose the link between performance pay and the chosen
benchmarks.®

The board would have to choose and track the types of information
it would need to evaluate the CEO’s performance.®* For example, if a
company’s strategic plan emphasizes research and development as a con-
tributor to long-term value, its compensation plan ought to link rewards
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to success in R&D. Other examples of criteria might be employee reten-
tion, customer satisfaction, or adaptability to changes in public policies.
There surely are many more.*

Compensation should also be tied to whatever time frame the firm
chooses. For example, if a firm chooses a five-year time horizon then
some of an executive’s compensation should be based on the firm’s per-

formance five years hence.

Communicate, communicate, communicate. In today’s world of
open communications, where a plethora of information (including the
inaccurate) about corporations is available to anyone, corporations that
wish to survive must pursue transparency, by making accurate, honest,
and insightful public disclosures of their activities and motivations.

In the context of our broader recommendations for a long-term
multi-constituency approach, a firm’s objectives and principles must be
communicated clearly. The firm’s priorities will have no impact on its
behavior and on the reactions of its stakeholders if they are secret or mis-
understood. As is commonly noted, communication is a two-way street:
companies need to seek and truly listen to the input of their stakeholders.

Too few companies have developed a set of metrics that investors can
use to understand and monitor long-term value creation at that par-
ticular firm. Examples might include long-term economic value added,
R&D efficiency, patent pipelines, multi-year return on capital invest-
ments, and energy intensity of production.®® Companies also could com-
municate their long-term visions for the business and components of
their long-term strategic plan. In a 2014 survey of 772 corporate direc-
tors, conducted by McKinsey & Company, half of the directors said
that “regularly communicating the company’s long-term strategy and
performance to key long-term shareholders would be one of the most
effective ways to alleviate the pressure to maximize short-term returns
and stock prices.”®” Business leaders and boards of directors need to lead
the changes that will create value for a wider set of stakeholders, and to

re-balance short-term performance relative to long-term value creation.
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In recent years a number of companies have developed more sys-
tematic processes for identifying critical stakeholders and for building
two-way communication with them. At Alcoa, for instance, national or
even local business units incorporate a “public strategy” in their business
plans. Following defined company-wide standards and tools for interact-
ing with stakeholders, business unit leaders identify key local stakeholder
groups, learn to understand the issues that are important to them, antic-
ipate potential friction points, and establish standardized Alcoa mecha-
nisms (such as town hall meetings, plant walk-throughs, or newsletters)
for ongoing, fact-based communications with multiple constituencies.
Many of Alcoa’s local units have established community advisory pan-
els that also host public forums to obtain stakeholder input. Alcoa has
found that it can resolve most stakeholder issues at the local level. Alcoa
and other companies also partner with NGOs, in some instances, to
ensure that the needs of the groups represented by the NGOs are being
addressed.

Maintaining a focus on long-term sustainability will need to be a con-
scious decision reached by executives, boards, investors, and all stake-
holders. It is easy to pursue short-term gain at the expense of long-term
sustainability. That is why true business leaders must speak out on the
importance of building and maintaining enduring value—for their
institutions, and for the people and communities that depend on them.
And that true leadership—over time—will help restore the American

public’s frayed trust in those institutions and in capitalism itself.
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Reform Education

ENHANCING OUR EDUCATIONAL SYSTEM lies at the heart
of making capitalism sustainable, because education provides tools for
boosting individual productivity and social mobility. From a national
perspective, increasing American workers” productivity would help to
accelerate the recent stagnant growth in our national income, thereby
expanding the size of the collective economic “pie” and making the
other challenges facing capitalism easier to solve. From an individual
perspective, education remains the best path up the income ladder. The
key to upward mobility in today’s (and tomorrow’s) knowledge-based
economy is and will increasingly be the ability to do a job or provide
value that can’t be done by a machine, robot, or computer.

Business leaders have been calling for reform of our public education
system for decades, concerned by the steadily widening gap between
what students learn (or not) in schools and the skills that employers of
all kinds need in today’s work environments. They haven’t been the only
ones raising alarms. Surveys have shown mounting concern among col-
lege and university faculty. Over the years, fewer and fewer university
professors have believed America’s K12 education system is adequately
preparing students to succeed in post-secondary classrooms. Leaders of
two- and four-year colleges decry the increasing amounts their institu-
tions spend on remedial teaching for unprepared students. #

61
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Executives understand the importance of education. They see it
in their hiring metrics (jobs unfilled because they can’t find the right
employees, or filled outside the United States) and, for many of them,
rising remedial employee-training costs. Businesses are the primary
“consumer” of the output of our education system. Leaders of global
businesses anecdotally see it in the higher quality of new graduates in
other nations in which they operate—mirrored by findings of multi-
nation tests of student skills. Executives understand the importance of
education to society, specifically the link between education and upward
mobility, and its importance to our civic health. Many companies sup-
port education projects through foundations or corporate social respon-
sibility initiatives. Many executives personally involve themselves in
educational institutions, or fund social sector organizations that experi-
ment with new educational approaches.

There is a clear nexus between the quality of a country’s education
system and a variety of social and economic indicators. As discussed
in Chapter 1, higher levels of educational attainment correlate with
improved social outcomes and higher productivity. Education is also the
sine qua non of equal opportunity—it’s what makes it possible for peo-
ple from all backgrounds to compete equally. But with so many short-
comings in the education system, identifying reforms that will improve
educational outcomes and equalize opportunity can pose a challenge for
business and policy leaders.

The solution to this challenge lies in three areas: (1) additional invest-
ment and attention to early care and education of children ages 0-5; (2)
significant reform to the U.S. K12 public education system, which forms
the core platform for building skills; and (3) a re-thinking of national
goals for post-secondary education and workforce development.

Education is an important public good that warrants a government
role and both public and private funding, especially for the most disad-
vantaged members of our society. Public financing of education for all
children, from kindergarten through high school at a minimum, is a
foundational investment society must make in itself. But how education
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is paid for and how it is delivered can be separated, and in some instances
should be, to foster more competition and improve outcomes.

In our view, expanding access to higher quality education at the low-
est cost at all levels requires competition and market mechanisms in the
delivery of education. Reform must focus on ouzcomes (e.g., what stu-
dents know and can do) rather than inpuss (e.g., number of teachers or
schools or courses taught) or even ousputs (e.g., the number of degrees
conferred)—Dbecause ultimately only outcomes really matter to individ-
uals and families, businesses, and the economy. To succeed, reform also
must make the U.S. educational system more transparent at every level,
with easily accessible information and metrics that matter. The remain-
der of this chapter advocates specific solutions at each level of education:
early childhood, K12, and post-secondary education. Each level forms
an important part of a comprehensive whole.

INVEST IN EARLY CHILDHOOD EDUCATION

Early learning sets the foundation for developing our nation’s human cap-
ital. Research findings consistently have shown a high return on invest-
ment (ROI) for high-quality programs serving disadvantaged children.®
Research also shows that high-quality early childhood care and edu-
cation strengthen families, communities, and economic development.”
Advocates for early education programs (including the CED) have
pushed for increased funding for early education; access to high-quality
early childhood education for all children, ages 0-5, particularly those
in greatest need; high standards for early childhood programs and teach-
ers; family engagement in education and development; full-day kinder-
garten programs; and improving the quality of education in grades 1-3
to sustain children’s gains from early education.”

Public and private investment in early education has followed the
research findings and advocacy. The good news is that over the last 15
years, the number of state-funded preschool “slots”™—that is, openings
or available spots for individual children—has increased steadily, nearly
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FIGURE 41 Preschool Participation of Four-Year-Olds by Socioeconomic Status
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Source: Grover J. (Russ) Whitehurst and Ellie Klein, “Do we already have universal preschool?”
Evidence Speaks Reports, Vol 1, #1, Economic Studies at Brookings, September 17, 2015
(hteps://www.brookings.edu/wp-content/uploads/2016/06/Evidence-Speaks-Report-voll.pdf).

doubling the percentage of four-year-olds enrolled in pre-kindergarten
programs. Today, with 29 percent of four-year-olds enrolled in state-
funded programs, another 10 percent of four-year-olds served by Head
Start, and 3 percent in special education programs, about 42 percent of
the nation’s four-year-olds attend publicly funded preschools.”” Overall,
a recent analysis found that 69 percent of children entering kindergar-
ten in 2010-2011 had attended a preschool program, either public or
private, the previous year.”® But the chances a four-year-old attends pre-
school is closely related to his or her family income. Over three-quarters of
four-year-olds from the most well-to-do families attend preschool, com-
pared to only half of four-year-olds from families in the lowest socio-
economic quintile (see Figure 4.1).

Additional publicly funded slots for low-income families can help
close the gap. Today, the number of families desiring state-funded
pre-kindergarten slots exceeds those available in most U.S. communi-
ties, but funding for these programs generally has plateaued since 2010.
Moreover, funding for educational opportunities for children younger
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than four years old has been, and remains, inadequate. Although many
governors, both Republican and Democratic, voice interest in expand-
ing state funding for early childhood education, ongoing state and fed-
eral budget pressures make the outlook for significant further growth in
public early childhood expenditures challenging.” Because education is
primarily a state and local government responsibility, almost by defini-
tion the parts of the country that need early education opportunities the
most can afford them the least.

It’s essential to increase the availability of high-quality early care
and education. For example, state governments should consider provid-
ing direct support of early education to families via vouchers, allowing
parents to choose a provider of early childhood education. The federal
government, state governments, foundations, and other private organi-
zations also should support ongoing experimentation and research into
how to maximize the effectiveness of investments in early education, seek-
ing to better understand which early education programs or practices work
best, why, and how to scale them. Findings on effective practices should
be disseminated widely in user-friendly formats to providers, families,
and the public at large. All studies and evaluations of early learning pro-
grams also should collect data on the costs involved in providing programs
and services, to improve understanding of the ROI of scaled-up pro-

grams as they operate under real-world conditions.

K12 EDUCATION: FOCUS ON THE
LEARNING TRIAD

U.S. elementary and secondary schools—or “K12” for short—Ilie at the
center of our educational system. Universal education through high
school was a twentieth-century American innovation that contributed
enormously to the “American century.” The United States offers a free
education from kindergarten through 12th grade at public expense for
every child. Approximately 87 percent of K12 students were enrolled in
public schools in 2013-2014, and private schools served 9 percent.”® By a
wide consensus Americans believe that everyone ideally should complete
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at least a high school education, even if some do not go on to post-
secondary education. By the 2011-2012 school year, 81 percent of students
who entered high school as freshmen four years earlier had graduated, up
from 71 percent in 1995-1996.%

As many business and policy leaders and educators have long argued,
graduation rates alone are not an adequate measure of learning. For
instance, the reading and math skills possessed by a majority of the
nation’s students graduating from a public high school fall short of what
they need to succeed in a college classroom or in many workplaces today,
according to the 2015 findings of the National Assessment of Educa-
tional Progress—an assessment shared by many employers.”® Both the
private and the public sectors, including workplaces, community and
four-year colleges, and universities, bear the cost of remediating these
skill deficiencies. In the worst case—when the deficiency isn’t remedi-
ated—the cost is shared by the individual, who experiences a lifetime
of reduced earnings and opportunities, and by society, in the form of
increased spending on the social safety net.

The United States must do better. Improved outcomes in K12 schools
will require concerted and systematic improvement in three intersecting
areas: boosting student readiness, driving improved teacher quality, and
raising the bar on the quality of whar is taught.”” All three elements are
important. And all three elements can and should be targets of policy
and reform to achieve our ultimate goal of improved student outcomes.
Unfortunately the nation’s current fights over testing have distracted us
from what needs to be done.

Avoiding the red herring of testing disputes. Tests are overem-
phasized by both advocates and critics of today’s educational system.
They are simply tools—in part to measure the extent to which the coun-
try, states, school districts, and schools are achieving the ultimate goal
of student learning. However, tests are important. In the short term,
classroom tests give teachers and students immediate feedback and allow
them to “correct course” if the student is not mastering the material.

Over the longer term, summative tests covering a larger scope of material
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allow for management at the school and system level and accountability at
the school, system, and higher levels. All of these functions—feedback,
management, and accountability—contribute to student learning, so it
is difficult to imagine an effective education system without testing. But
if we really want to improve learning and student outcomes, we need to
focus on the three elements of the learning triad: students, teachers, and
what is taught.

Helping students to be ready to learn. Health, motivation, abil-
ity to focus, and aptitude all affect how much students can learn once
they arrive in the classroom. Many factors affect a child or young per-
son’s ability to learn, including the level of support for learning in the
child’s home, peer pressure, and the positive or negative influence of the
neighborhood in which a student lives. Although there are myriad opin-
ions on what enhances a child’s readiness to learn, business and policy
leaders should focus investments and policies on approaches that hard evi-
dence suggests are effective. For instance, high-quality, early-childhood
programs, as discussed above, enhance the ability of students to ben-
efit from their classroom experiences in subsequent years. Much has
been learned about the components of model programs that have real
impact on children and families” lives. Businesses, nonprofits, and reli-

gious organizations can and should step up to replicate these models.'”

Teacher quality. Efforts to raise the quality of K12 teachers should
focus on improving the way school systems select faculty, evaluate their
performance, provide for their professional development, and design
their compensation and benefits plans. Teachers should be treated as the
professionals they are. That means giving them greater decision-making
authority, and in turn holding them accountable to high performance
standards. Compensation plans and pension systems for teachers, along
with career paths, should be designed to attract and retain the most highly
qualified teachers while also ensuring their accountability to the public.
To that end, teachers’ compensation should be based in part on evalu-
ations of their on-the-job performance, as measured both quantitatively
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and qualitatively by student learning. Compensation also should reflect
that recruiting and retaining qualified teachers varies by field, since some
fields (e.g., math and science) provide competitive opportunities for
teachers outside the classroom. Similarly, teacher compensation should
include incentives for effective teachers to take and remain in positions
at hard-to-staff schools."”!

School districts also should design career paths so that good teachers
don’t have to leave the classroom for administrative positions to boost
their salaries. Finally, policymakers must lead the charge to improve
teacher evaluation and compensation systems, strengthen data systems,
expand incentives for districts to experiment with new forms of teacher
compensation, provide sustainable school funding, and engage wide
stakeholder involvement.

Standards, standards, standards. No matter how ready and able
students are to learn, and teachers to teach, the content of what is taught
must be relevant to what the student needs to succeed after graduation.
States should adopt college- and career-ready standards that allow their
students to compete at the highest level in the global economy and align
high-quality curricula, materials, and yes, tests, to those standards.

Much mischief has been made in political and policy debates by those
who intentionally or unintentionally confuse educational standards,
curriculum, and the testing associated with them. Standards are writ-
ten frameworks that describe in a fairly detailed way the minimum level
of knowledge and skills students at different grade levels should mas-
ter.'” Curriculum refers to what is taught—specific topics—and how,
for instance via written text, activities, online or material. Standards
describe the desired goal. Curricula are the ways of reaching that goal.
Appropriately designed tests help us know whether we got there.

In the United States, the responsibility for developing education stan-
dards falls to the states, although local districts often supplement and
expand upon the state standards. Through the early 2000s, states devel-
oped their own standards for K12 education. Starting with the passage
of the federal No Child Left Behind law in 2001, states were required to
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test students annually in English language arts and math in grades 3-8
using tests aligned to the state standards.'” Schools that failed to make
“adequate yearly progress” toward the goal of having 100 percent of stu-
dents proficient on the tests by 2014 faced sanctions. Given this set of
incentives, many states chose non-rigorous standards, non-rigorous state
tests, or both.'%

Many leaders in state government, education, and business recognized
these deficiencies. In 2009, a coalition of groups led by the National
Governors Association and the Council of Chief State School Officers
launched an effort to develop a set of rigorous standards for K12 mathe-
matics and English language arts that states could voluntarily adopt and
that would be aligned with the knowledge and skills needed for college
and work. These standards became known as the Common Core State
Standards. Ultimately, 45 states and the District of Columbia adopted
the Common Core (although three states subsequently rescinded their
adoption).'”

The importance of shared standards is often neglected. The United
States represents a single, integrated national economy. Yet if a high
school diploma requires varying levels of skills across different states, it
makes the credential less meaningful for employers and makes it more
difficult for graduates of “low-rigor” states to compete for jobs in states
with higher standards. In our highly mobile society, it helps if the same
content is being taught at the same grade level in most states. Otherwise
a child moving between states risks repeating the same material twice,
or, worse, missing some topics entirely, just because one state teaches that
material in 4th grade while another teaches it in the 5th grade.

CED firmly supports the Common Core State Standards, but if states
find that they cannot adopt the Common Core for whatever reason, they
should adopt globally competitive college- and career-ready standards,
whatever name they give them. Then, equally importantly, they should
align high-quality curricula, materials, and tests to those standards at
the school, school district, or state level. The development of a wide vari-
ety of curricula and materials should be encouraged, as long as they are

aligned with a shared set of rigorous standards.
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POST-SECONDARY EDUCATION AND
WORKFORCE DEVELOPMENT

Reforms of post-secondary education and worker training should focus
on remediating the high cost of higher education, the misalignment
between the skills acquired to earn a degree and those needed to succeed
in the job market, and the shortage of resources needed to re-skill work-
ers for new jobs in a dynamic economy. Real reform should be based on
the principle that workers at every level will need lifelong learning, and
that this can occur within a wide variety of venues and formats.

Although there are many goals for post-secondary education—such
as exposure to the liberal arts and preparing students to be better citi-
zens—business leaders are best positioned to focus primarily on educa-
tion’s role in preparing students for employment. Having a highly skilled
workforce is a public good because the U.S. economy as a whole benefits
when skills improve. By focusing on workforce development in its broad-
est sense, reform efforts can be directed at improving needed skills rather
than simply the number of post-secondary degrees awarded. A focus on
workforce development rather than college degrees also emphasizes the
lifetime nature of adult learning. Many young men and women in the
workforce today will change jobs and even careers multiple times during
their working lives and will need continuous re-skilling. A “one-and-
done” mindset with regard to earning a post-secondary degree is already
outdated.

Traditional structures and boundaries of learning must be flexible.
Education for adult, “non-traditional” students—many of whom have
families and may have worked for many years—must be structured dif-
ferently from traditional two- and four-year courses of study. Similarly,
preparing young people for well-paying, satistying jobs ideally should
begin well before high school ends. High school and even middle school
is not too early to help students explore meaningful career choices.
Career academies, for instance, which link apprenticeships with edu-
cation in the related academic skills, provide a path to employment and
also help students understand the relevance of what they are learning in
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the classroom. Solid grounding in fundamental skills should begin at
even younger ages. The math skills necessary for lucrative and much-in-
demand STEM (science, technology, engineering, and math) jobs must
begin in elementary school, or even earlier.

Chief among reforms needed to achieve workforce development is
greater transparency, particularly of costs and outcomes in the market for
post-secondary education. Efforts to improve transparency also should
aim to give consumers and others greater clarity regarding the compe-
tencies students achieve. Delivery of post-secondary education, unlike
K12, is with some exceptions a free market in the United States. Stu-
dents and families typically pay for their own post-secondary education,
although significant government subsidies and some private scholarships
exist. Many universities receive significant public subsidies. Generally,
this has created a “marketplace” for obtaining post-secondary education
and training, with a variety of providers and models. But the market is
fraught with distortions, including serious information gaps. Students
and families can obtain some information about the true price families
can expect to pay at particular colleges after financial aid,'”® about the
labor market value of particular majors,'”” and about the relative val-
ue-added of particular colleges.'”® In the near future, the development
of more comprehensive information in colleges and universities may
enable us to predict the likelihood that a student with a particular set of
academic and personal characteristics will complete various courses of
study. Similarly, increasingly sophisticated statewide longitudinal data
systems that can track individuals’ education and workforce outcomes
up through their 20s, will make it possible in some states to predict the
likely earnings of someone graduating from a particular public college or
university with a particular degree.

What's crucially absent is information about ouzcomes: what skills,
knowledge, and competencies do students acquire by the end of their
program? What did the college (or course) contribute to this learning?
That is, what is the institution’s value-add (as opposed to things the
student would have learned regardless of attending the institution)? In

short, what do students Jearn in their various post-secondary activities?
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Colleges and students make claims about what students have learned
in college, but employers’ ratings of those skills are different. For exam-
ple, 62 percent of recent college graduates feel they are well prepared in
oral communication skills, but only 28 percent of employers agree. This
pattern is consistent across a broad range of workforce-relevant skills.'’
One relatively recent study administered a particular test—the Colle-
giate Learning Assessment—to a large sample of students at the begin-
ning and end of their college careers, and made waves when it found that
most students achieved only minor improvements in critical thinking
and written communication during their time in college.'”

If students and their families had better information about what they
were buying in the “marketplace” for post-secondary education, there
would be more competition among institutions of higher learning, more
innovation, reductions in cost, and higher-quality outcomes. Students
also need information on the knowledge and competencies employ-
ers need and demand. Existing tools for this, such as the Occupational
Information Network (O*NET), funded by the U.S. Department of
Labor (which provides highly detailed information on the “skills, abil-
ities, knowledge, tasks, work activities, work context, experience levels
required, job interests, work values/needs, and work styles” for over 900
occupations), do not reach the level of a fully functioning market.

In many ways employers are primary drivers of our post-secondary
education system through the characteristics for which they choose to
hire. Although students and their families are the primary consum-
ers of post-secondary education, employers are also important because
they hire the “output” of the system (graduates) as their workers. Many
employers hire on the basis of the educational degree obtained or the
school attended—using these as a proxy for an applicant’s competencies.
Although these characteristics provide some signal of what an individual
knows and is able to do on the job, they’re not exactly the same. Many
individuals may have developed the same skills through other avenues,
such as military service or running their own business. And there are
valid and reliable assessments of many of these skills. To the extent that

employers engage in greater competency-based hiring, it will help drive
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post-secondary institutions of all types, including some that do not even
exist today, to do a better job of teaching students the skills and knowl-
edge they need to obtain good jobs. Greater use of such assessments
will give students a clear understanding of what’s needed to obtain and
advance in particular jobs. These assessment also will aid employers in
communicating job requirements clearly to job applicants. Applied to
existing staff, reliable competency assessments could help employers to
identify competency gaps and areas in need of focused training. Over
the longer term, this would improve the efficiency of the market for
post-secondary education.

Consider that data and predictive analytics could be used to advise
incoming “students” (and other consumers of workforce development
programs) of the probability that someone with their characteristics will
complete the degree program they are considering, and the likelihood of
their finding employment (and expected earnings) following comple-
tion of the program or degree. This, combined with information about
the cost of the program, would allow students to make more informed
decisions about the value of pursuing a particular course of study.
More sophisticated versions of such analytics could suggest alternative
courses of study to individual students that could lead to improved
outcomes for the student in question. This kind of personalized advis-
ing is clearly feasible for most post-secondary institutions, especially to
the extent that they can link to data on their former students’ employ-

ment outcomes.
EEE

Education is central to ensuring both our nation’s overall prosperity, and
the upward social mobility that is a hallmark of capitalism and contrib-
utes to its social acceptance. Ensuring that the U.S’s educational system
helps to level the playing field and is tailored to the rising demands of
the twenty-first century global economy is critical to capitalism’s sus-
tainability. Enacting the recommendation contained in this chapter will
help to meet those goals.
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Business leaders must begin to communicate the urgency of reform in
early childhood education, K12 public education, and workforce devel-
opment. They can articulate and champion education reform at every
level. But their most immediate and direct impact should be on improv-
ing workforce development. Businesses will have an evolving role to play
in supporting workers’ access to, and pursuit of, post-secondary educa-
tion and skills development. Employers can form alliances with organi-
zations that educate and train the future workforce in their communities.
They can also play an active role in advocating policies and pathways to
more affordable, market-aligned skills attainment for workers of all ages.
They can provide flexible scheduling that allows adult learners to bal-
ance work and education. And they can implement on-the-job mentor-
ships and training that accelerate skill development.

Business leaders should urge policymakers to ensure that government
continues its important role in subsidizing post-secondary education,
training, and retraining for America’s most disadvantaged individuals—
and for those who have lost their jobs due to global competition. Pol-
icymakers should also dismantle regulatory barriers and disincentives
to innovative approaches to workplace development—for instance, rules
that make it difficult for students to obtain federal loan aid for programs
that are not based on credit hours.

Implementing these reforms to all three levels of education will require
concerted public and private leadership over the long term. Reform is
needed critically. Business leaders have been at the forefront of education
reform for many years, but now is the time for them to double-down on
their efforts. Education is foundational to equality of opportunity, and
absent significant reform of how and what students and workers in this
nation learn, the American dream of upward mobility, national compet-
itiveness, and the sustainability of capitalism all are at risk.
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Making Washington
Work

MAKING CAPITALISM SUSTAINABLE requires a well-functioning
government, unencumbered by the taint of partisanship and the influ-
ence of money. Washington is far from that state today. The undue
influence that money and lobbying—the tools of crony capitalism—
can wield in Washington is harmful to the economy and to public trust.
But those tools also can undermine the integrity and effectiveness of the
policymaking process itself. Those forces have collapsed what we call
The Vital Center—the core of our elected leadership who are willing to
put partisanship aside to seek the common good. The outcome is a pro-
cess that arrives at what often appear to be—and likely are—unfair and
ill-considered outcomes.

Our nation’s broad agreement on the need to work toward consensus
on public issues has been a fundamental contributor to America’s long-
term prosperity. But today, the political class in Washington has degen-
erated to the point where civic debate has become uncivil invective;
analysis has been displaced by ideology; and problems are not solved,
but rather stored for future partisan use. The breakdown of the political
process in Washington poses a real threat to the consensual foundation
of our nation’s prosperity. America’s elected leaders as well as the coun-
try’s major political institutions have lost the public trust, and thus the

75
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ability to govern. This inability to govern means business—and workers
and our entire economy—will suffer.

A number of crucial issues are already going unaddressed: the ris-
ing accumulation of public debt; still-growing and potentially crippling
health care costs; a looming Social Security shortfall; an education sys-
tem that leaves too many of our children behind world standards; and
the impact of globalization, technology, and stagnating wages on a sub-
stantial number of U.S. workers. This inaction in the face of crisis is a dis-
grace of monumental proportions. A government that cannot confront
these visible challenges will surely lack the reserves of comity and trust to
face any unknown and sudden—perhaps even more dangerous—crises.

Many well-intentioned members of Congress talk publicly about the
breakdown of the political process, and many promise reform. How-
ever, partisan debate has become so rancorous that it is a threat to the
country’s firms, customers, employees, owners, voters, and ultimately to
our very democracy. Without significant reform of the legislative pro-
cess itself (coupled with reforms to campaign funding and lobbying)
it is hard to see how the country’s institutions can deal with this crisis.

In short, if the country’s democracy cannot make itself sustainable,
then the country’s capitalist system cannot be sustainable. Similarly, the
American ideal and American prosperity both will die. We hold our
future in our own hands.

In the past, business leaders have spoken out honestly and openly
about addressing public issues. Today, the erosion of public trust in
virtually all institutions—including but not limited to business—has
cowed many business leaders into silence. The result is a state of sus-
pended trust, and silent business leaders cannot regain the public trust.
The American people know sincerity and concern for the public interest
when they see it. We urge our fellow business men and women to climb
out of the foxhole and step into the public square to advocate reasoned
solutions in the nation’s interest, rather than either partisan politics or
self-interest. This entails risk, and rebuilding the public trust will not be
quick or easy. But without such risk, everything that is exceptional about
the United States is at even greater risk. The workings of Washington
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are central to our success as a nation in every area of public policy. This
may be one of the best starting points for business leaders to take action

to make capitalism sustainable.

Flawed Processes and Broken Procedures

The enormous sums of money injected into the political process by vari-
ous interest groups—along with the seemingly increased influence some
interests have had on outcomes—have weakened both the motivation
for, and the practice of, consensus-seeking in the legislative process.
Additionally, many politicians abuse redistricting to protect incumbents
and radically reduce the number of competitive seats—by both political
parties—which is choking the political process in Washington. There
are numerous flaws in the way business is transacted in Washington in
the legislative process itself, generating unfortunate outcomes.

Business leaders must use their public platforms to advocate needed
fixes in the public sector. This is not exerting “undue influence.” As out-
lined throughout this book, the efficiency of free markets is diminished
when government’s role in the economy is unnecessarily intervention-
ist. Reform to make the U.S. economy more productive should focus on
two primary areas: the burden of the national debt should be reduced
by bringing federal spending and revenue into line; and an outdated,
creaky regulatory system must be streamlined. Reforms in these areas
will bring greater dynamism to the U.S. economy and help ensure the
sustainability of capitalism.

Solutions for reforming these two substantive areas of policy follow.
However, the solutions begin with the very workings of Washington
itself. The policymaking process has all but stopped working, stalled
in partisanship and rancor, and corrupted by the influence of expensive
and unending re-election campaigns. The roots of Washington’s dys-
function lie in crony capitalism and the disappearance of a vital center
from the legislative process.

Washington must be made to work again. Limiting the size of gov-
ernment and its role in the economy in the right way will reduce the

stakes—and the opportunities—for special interests to spend money to
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influence policy, without penalizing the American people. Curtailing
government intervention is a theme throughout this book, and it will
be facilitated by reducing public spending and the deficit, reforming the
tax system, and streamlining regulatory policies. Before this can happen,
elected leaders from both parties must once again work toward a con-
sensus about the legislative process itself. The objectives and nonpartisan
steps in the following section can markedly improve our nation’s gover-
nance, and its public-policy outcomes.

Reform Campaign Finance

The 2016 presidential campaign provided a couple of new twists to
old campaign financing truisms. One political party’s candidate clev-
erly used the television news cycle and social media to get free—and
greater—exposure than his competitors, thereby dramatically lowering
his overall campaign expenses. A candidate running in the other party
used the Internet to raise small donations from millions of contributors,
amassing enormous funds to fuel traditional campaign expenditures,
such as television advertising. It is too early to tell whether either of these
tactics proves to be a harbinger of new trends in political campaigning,
or merely an anomaly. Regardless, they are reminders that money, and
lots of it, fuels political campaigns, particularly in federal elections. The
aim of reform should be to free elected officials from their dependence
on the continuous cycle of private campaign funding.

The playing field between small and large campaign contributions
should be leveled by implementing a system of matching funds. For
instance, public financing might match the first $250 of every campaign
donation, perhaps by a multiple of as much as four to one. This would
make small donations more valuable to a campaign, which might induce
candidates to put more effort into pursuing small donations, and con-
necting with a greater number of voters. It might also allow candidates
to achieve a competitive level of finance solely through benign small con-
tributions, the sheer numbers of which would make exploiting them to
influence candidates for personal gain either highly unlikely or impossible.
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CED supports the matching-fund option to increase the opportuni-
ties to publicly fund campaigns. Other authorities have offered different
ideas."" Although we strongly prefer our alternative, this is a debate that
our nation needs to have, and we welcome the opportunity to weigh our
ideas against all other options. The system will not be changed in the
heat of a presidential campaign. The debate should begin now—Dbefore
a few likely candidates for the next election build their stake in the cur-
rent, corrupting system, and choose to block real reform. Regardless of
what kind of campaign finance reforms get enacted, they should apply
at the state and local levels, too.

Abuse of Campaign Finance in Judicial Elections

Judges are elected, not appointed on the basis of merit, in about two-
thirds of the states. A fundamental question is whether potentially
white-hot partisan elections are the proper method of choosing judges,
who must decide dispassionately and impartially to protect the true
and perceived fairness of our judicial system. Judges rightfully deserve
praise for their public service and commitment to the pursuit of jus-
tice. But lawmakers put judges in a real bind when they enact laws that
call for judicial elections. Under these circumstances, judges must raise
contributions and seek the approval of voters. While such steps appear
innocuous, they can lead to campaigns and interest groups engaging in
mudslinging, and occasionally result in a judge who weighs decisions
on a political balance. This scenario may sound all too familiar, as some
judicial contests start to mirror the bickering and distortions that char-
acterize many races for legislative and executive offices.

We believe that an appointment system would be far superior. Spe-
cifically, a nonpartisan commission should select judges based on merit.
Such commissions, which are already in place in two-thirds of states,'?
recruit and recommend eligible nominees for judicial appointments. The
commission’s independence can be strengthened by dispersing power to
appoint members of the commission across a variety of offices—the gov-
ernor and legislators from both parties.
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Appointment-based systems better serve their purpose when comple-
mented by evaluation commissions. In 17 states, such commissions con-
duct thorough examinations of how judges perform during their terms.
Criteria typically include understanding of relevant law, administrative
prowess, and judicial temperament. As one study reports, “public con-
fidence in judicial candidates and the judiciary as a whole is bolstered
when voters receive such information through [judicial performance
evaluation] programs.” States can look to Arizona, whose Commission
on Judicial Performance Review conducts routine assessments and even
develops evaluation reports that the public can access, as a model.

Business has an important stake in the appearance and the reality of
judicial impartiality. In one survey, seven out of 10 companies reported
that a state’s litigation climate is likely to impact important business
decisions, such as where to locate. Among the eight states that received
a top ranking for their business climates, only one held judicial contests.
Robust market economies clearly depend on stable, even-handed legal
environments—as do the tone of our society, and the prospects for the
success of the capitalist system.

REFORM LOBBYING

As we noted in Chapter 1, the Constitution protects the right of cit-
izens to free speech and to petition their government. Lobbying can
fulfill a legitimate need for providing lawmakers and public adminis-
trators with useful perspectives about the workings of the private sec-
tor. But lobbying can be abused, and can become a tool for cronyism. In
tandem with campaign finance reform, the lobbying system should be
reformed to reduce special interest leverage over the legislative process.
We should set stricter prohibitions on members of Congress and their
staff from seeking employment in lobbying firms upon leaving Capitol
Hill. For instance, we could lengthen to two years the so-called “cooling-
off” period before a member who leaves the House may engage in any
form of lobbying (this rule already applies in the Senate). The same
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restrictions could apply to employees of government agencies or regula-
tory authorities.

Also, we should ban any registered lobbyist, and any institution that
hires registered lobbyists, from raising or soliciting contributions for fed-
eral candidates and officeholders. We should also ban registered lobby-
ists from serving as treasurers of Leadership PACs and other campaign
fundraising organizations. We could also set lower-than-standard limits
that a lobbyist might give personally for any campaign to a federal office.

Additionally, loopholes for cronyism need to be closed. We should
place stricter limits on the number of political appointees that each suc-
cessive administration can put in place. Although potential appointees
will sometimes have backgrounds in the private business sector, limits on
political appointees will reduce cronyism. Instead, we should strengthen
our civil service. We should do this not only to counter cronyism, but
also to improve government. This would entail ramping up talent and
performance management capabilities to improve how we hire, develop,
and reward top talent in the civil service, and how we remove poor
performers.

Finally, we need to strengthen enforcement of laws and ethics rules that
cover members of Congress, staff, and lobbyists. The committees with
ethics responsibilities (the House Committee on Standards of Official
Conduct, and the Senate Select Committee on Ethics) have not fulfilled
their responsibilities. What may be needed, instead, is the establishment
of a strong and independent enforcement authority to help Congress
punish and deter ethical violations by lobbyists and members. A nonpar-
tisan ethics enforcement authority, of a stature equivalent to the Congres-
sional Budget Office, or perhaps within the Government Accountability
Office, could be composed of distinguished former members of Con-
gress and retired judges, insulated from political pressure. This inde-
pendent ethics authority must have sufficient funding and professional,
independent staff to fulfill all of its responsibilities. It would also need
authority to initiate its own investigations, as well as the ability to receive
complaints from members of Congress and the general public.
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Fix Broken Redistricting Practices

Much of the partisan polarization and vanishing “middle” in Congress
and in many state legislatures can be traced to redistricting practices
that create safe districts. Individually, but often through implicit coop-
eration, both political parties abuse electoral redistricting practices to
protect incumbents, which has the effect of radically reducing the num-
ber of competitive seats. Political parties are establishing electoral dis-
tricts that effectively nullify the power of the vote of those who live in
districts in which their candidates can never be elected. In effect, repre-
sentatives in these districts are choosing their voters, not the other way
around. This practice contributes to partisan polarization and the dete-
rioration of the political process in Washington. It has led to the election
of increasingly ideologically extreme representatives with little insti-
tutional loyalty, and an unprecedented degree of homogeneity within
the two parties. It has made the party primary, with a traditionally low
turnout dominated by activist voters, the election that counts. More-
moderate voters are shut out of any meaningful role in the process.
Appeals to the “base” drown out serious debate on broad issues of
national concern. This has increased the importance of ideology in leg-
islating and lobbying activities, contributing to gridlock; a divided, par-
tisan Congress populated by few moderates; and a lack of comity and
civility in Washington.

The manipulation of redistricting has advanced to such a stage that
the United States must change its approach fundamentally. CED would
welcome federal action. Failing that, we recommend that the states use
their authority over the electoral process, delegated under the Constitu-
tion, to reform their own redistricting institutions. Legislation is needed
to turn the responsibility for the decennial drawing of lines for House of
Representative and state legislative offices to some form of nonpartisan
commission whose mandate would be to create districts that are equal
in population, compact, contiguous, and competitive (that is, approx-
imately equally divided by party affiliation)—in that order of prior-
ity. A few states (including Arizona, California, and Ohio) have acted,
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although their efforts have been challenged. Progress to date should be
protected, and other states should emulate those efforts.

FIX A FLAWED POLICYMAKING PROCESS

The influence of money and the pressures of partisanship have under-
mined essential rules and precedents of the legislative process. Citizens
who watch the workings of the two Houses of the Congress see frequent
flagrant abuse of rules and precedents that were accumulated and refined
over decades for the express purpose of achieving fairness and delibera-
tion. The universally accepted rules and procedures for the working of
the legislative process—what had been known as the “regular order”™—
has been lost. In its place has grown a make-it-up-as-we-go system that
allows congressional majorities to achieve Pyrrhic victories at the cost of
consensus, comity, and therefore the nation’s ability to address its crucial
and contentious issues. These procedural abuses have a distinctly corro-
sive effect on the tradition of fair play in the public square, a tradition
that binds Americans together. The same tactics have been practiced
under leadership from both parties at different times, and a building
cycle of alleged past abuse and following retribution has infected the
Congress. Both parties are at fault.'?

The mentality of the never-ending political campaign, in which leg-
islators constantly fundraise rather than do their jobs, leads to last-min-
ute legislation, including unrelated and unreviewed “riders.” It precludes
bipartisan cooperation for the fundamental tasks of program oversight
and preparation of annual funding bills. Too often, hundreds of elected
representatives must consider, at the last possible moment, huge bills
that they cannot possibly grasp before voting, on a take-it-or-leave-it
basis—where the failure to approve the must-pass bill is even worse than
its extraneous content. Some members may be happy on one particular
occasion that the small stowaway provision in the huge bill helps their
constituents. But they must come to understand that in the future, they
may find the equivalent rider odious. This is no way to govern, and it
could eventually threaten the federal government’s primacy, as well as its
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stability, and also budget control and fiscal responsibility. Those viola-
tions of the traditional rules must end and Congress should adopt a few
additional rules to help it to function better.

Not every procedural problem can be solved with a rule, especially
when the procedural problem besets an institution that writes—and
therefore can change, or temporarily “waive”—its own rules. Some
argue that individual rules could be protected by requirements that only
a supermajority of votes can waive them. We are skeptical this would
work. Even these requirements could be changed by majority vote. But
also, the need for a supermajority to act can make the majority vulner-
able to demands for special provisions by holdout members whose votes are
needed. Business leaders should advocate reforms that could help rebuild
the vital center in Washington, communicate that these reforms are needed
urgently, and demonstrate a willingness to persist in pressing for change.

Reforms for Rebuilding the Vital Center

The following recommendations deserve business support to help rebuild

the vital center.

= The Congress should maintain its traditional “regular order.” The
House should limit the use of closed rules (which function as “rules of
engagement” for the consideration of a bill, and typically restrict the
time allowed for debate and the numbers of amendments, sometimes
effectively to zero through restrictions on the content or originator
of one permitted amendment) to truly urgent pieces of legislation.
This would allow for more deliberation and expression of a variety of
views during debate. The House should also change its rules to spec-
ify that even under a closed rule, the minority should have the right
to specify one amendment that it may offer. The regular order with
adequate public notice should be used in scheduling House legislative
and committee business. The rule specifying the minimum layover
time from publication to voting for bills should be actualized by con-
ducting such essential business as annual appropriations for federal
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agencies on a timely basis, so that potential gross damage to the pub-
lic well-being does not require that the rule be waived.

= The House and the Senate promptly should appoint members to con-
ference committees, including members from the minority party. Chief
among these appointments should be those responsible for drafting
the legislation. Conference committees should then meet on a biparti-
san, open basis to debate and vote on the issues in the respective bills.

= Congress (especially the House) should change its schedule to comprise at
least two-week periods of Monday-through-Friday sessions, with weeks
off in between to allow time in their home districts. Such a schedule
would allow more time for oversight and substantive hearings. It would
also bring the members together much more than the current schedule.
With such acquaintance might well come better understanding of the
perspectives of others, and greater attempts to achieve consensus. This
could be enforced by a rule that would prohibit the House or the Senate
from adjourning unless it had held a minimum number of such periods.

= The House should use self-executing rules, which change bills passed
by committees of jurisdiction before they go to the House floor, spar-
ingly. Self-executing rules should be used only in instances of true
emergencies or where revisions of bills are purely in the nature of tech-
nical correction rather than substantive alteration.

= Senate holds should be cut back o their former purpose of allowing sena-
tors to exercise their judgment on nominations from their states, only. The
frequency and duration of filibusters in recent years, widely cited in
the press, have been excessive. However, filibusters may be more symp-
toms of Congress failing to seek bipartisan consensus and to include
the broad ideological center, rather than causes of the true problem.

= The concept of “scope” in conference should be restored, such that new pro-
visions (those included in neither the House nor the Senate bill) would
not be in order in conference reports. All decisions in conference com-
mittees should be made by the members, not the staff, and should be
made with the awareness of all the members.
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= Congress should rededicate itself to timely appropriations. Delays and
uncertainty in funding waste taxpayer dollars, and render government
less effective and efficient. Appropriations bills should be debated
individually and in the open, not in omnibus continuing appropria-
tions passed in the dead of night.

= Congress should reenact budget disciplines—spending caps for annual
appropriations, and pay-as-you-go requirements for entitlement spending
and taxes—that worked effectively in the 1990s. Mere deficit neutrality
in entitlements and taxes will not be enough to correct the rising defi-
cits that are likely in the coming years.

Congress should fulfill its obligation to prepare an annual budger—not
a political wish list or an economic prayer, but rather a serious plan for
the allocation of the public’s scarce tax dollars that can be implemented
in law. And the Congress, on a bipartisan basis, should implement
that plan with individual, on-time appropriations bills that are shaped
through a conscientious oversight process. The time that such over-
sight requires could be recovered from the hours now spent seeking

campaign contributions.

The vital center must be rebuilt so that Washington can get back
to constructive work. The recommendations for reform numerated here
are pragmatic, nonpartisan suggestions aimed at repairing processes
and practices that are interfering with good government, impairing our
society, and stifling our economy. Taking action on all of these critical
issues—from reducing the influence of money in politics to following
once again civil rules of procedure in the House of Representatives—
is long overdue. The business community must step up to raise the
level of awareness of every citizen to the consequences of poor govern-
ment performance—and the pragmatic steps we can take to improve it.
Rebuilding trust in the institutions of government will make it possible
for America’s elected policymakers to once again address the country’s
crucial economic issues—and make capitalism sustainable by making it

work for all our people.
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A Prescription for

Fiscal Health

ONE OF THE MOST CRITICAL ISSUES that Congress and
the President have failed to resolve—or even address—is the nation’s
fiscal 7// health. This failure poses a threat to the stability of the entire
economy. After many years of running high budget deficits and borrow-
ing to cover outlays, the nation’s debt burden has grown to dangerously
high levels. The most important measure of our federal budget problem
is the size of our debt burden as a share of the nation’s total economy,
which is to say, our public debt as a percentage of our gross domestic
product (GDP). To be clear, it is not necessarily irresponsible for the
government to run a budget deficit in any particular year, thereby incur-
ring debt."* What is dangerous is the enormity of the nation’s debt load,
and the risk that continued deficits can feed upon themselves, fueling
ever-growing debt to still more dangerous levels.

The United States has enormous financial strength. It is the largest
economy in the world, with high standards of living. Our Treasury’s
bills, notes, and bonds are by reputation a gilt-edged store of value, and
are held as reserves by governments, financial institutions and other
businesses, and individuals all around the world. Comparisons of our
nation to highly challenged governments and economies elsewhere are

remote. But our recent fiscal behavior has put all of that advantage to

87
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unnecessary and imprudent risk. Continuing that behavior, even if the
worst is avoided, will erode American prosperity—trading current con-
sumption for a lower standard of living for all future generations, and
risking our position of world economic leadership. Dollars spent to ser-
vice the public debt cannot finance either capacity-increasing private
investment in plant and equipment, or productivity-increasing public
investment in education, research, or infrastructure.

And that is if the worst is avoided. Yes, the U.S. fiscal state does not
bear immediate comparison to that of highly troubled nations elsewhere.
But on its current path our debt burden is precariously close to the entry
point of a vicious cycle of debt service obligations feeding upon them-
selves. History provides no useful lessons in what would happen if the
world’s leading economy, the issuer of the world’s financial reserve cur-
rency, were to find itself engulfed by runaway debt. But clearly, it would
be unforgivably irresponsible to provide that history lesson to today’s
world, and to America’s future. It would truly threaten the sustainability
of our capitalist system.

Consider the potential fallout, which can create a vicious, ever-
worsening cycle.

Most fundamentally, a rising public debt begets rising interest obli-
gations. Furthermore, interest rates may rise for multiple reasons, includ-
ing straightforward cyclical domestic economic factors—accelerating
economic growth that increases the demand for credit, or fears of rising
domestic inflation. Similarly, a falling dollar can increase the interest rates
needed to attract foreign credit (and also the prospects for inflation, by
increasing the prices of imports). Or interest rates can increase because
of an increase in the perceived risk of the Treasury’s promise to service
and to repay the debt—such as through an official ratings downgrade,
or political mishandling of the need to increase our statutory debt limit,
or from simple recognition of the increased debt burden itself. And finally,
interest rates can rise because of factors beyond our borders (and therefore
potentially beyond our control), such as foreign economic or financial cri-
ses, or worsening global perceptions of the United States (including per-
ceived dissipation of our own sovereignty because of our rising debt).
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FIGURE 61 Foreign and Domestic Purchases of U.S. Public Debrt, Billions of
Dollars, March 2001-December 2015
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Source: Treasury Bulletin, June 2016, data for December 2015
(hteps://www.fiscal.treasury.gov/fsreports/rpt/treasBulletin/current.htm).

If and when those forces build, they reinforce one another, and raise
the Treasury’s cost of servicing the public debt with interest payments.
Any failure to meet those interest obligations would have extreme con-
sequences, including an inability to borrow further or the imposition of
much higher interest rates on new or even existing debt, which could
send the value of the currency into a plunge and interest rates and infla-
tion soaring, thereby diminishing standards of living. Today, the federal
government is highly dependent on borrowed money—almost two-
thirds of it from other nations (see Figure 6.1, “Foreign and Domestic
Purchases of U.S. Public Debt”)—and maintaining its ability to bor-
row is essential to meeting all of its financial obligations. If access to the
credit markets should be interrupted, the government would be forced to
respond with immediate tax increases and spending cuts, which would
weigh heavily on all of those who depend on government for business,
employment, or benefits, and would surely degrade fundamental public
services ranging from national security to food safety. In the meantime,
the value of Treasury securities would fall. Financial institutions in the
United States and globally rely upon Treasury securities as reserves and
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collateral, and a fall in their value would disrupt financial markets and
send households and businesses into insolvency. The result would be
utter economic chaos—far worse than the recent financial crisis whose
impact was so painful.

Debt must be serviced; the larger the debt, the larger the amount of
debt service; and the larger the amount of debt service, the greater the
risk to the lender that adverse developments will render that debt-service
obligation difficult or even impossible to meet. The U.S. debt burden is
both rising and already too high. To cite a reasonable standard by which
to judge, the framers of the Maastricht Treaty of 1992 for the creation
of the European Monetary Union (the EMU, using the euro as its cur-
rency) set 60 percent of a nation’s GDP as the maximum tolerable debt
burden for its members. All nations that have since aspired to use the
euro as their currency have pledged to maintain their public debt bur-
dens below that 60 percent level. Although any such specific numeric
ceiling is somewhat arbitrary, the reason for a limit as a proportion of the
total economy is fairly clear.

Consider U.S. public debt in historical perspective. The nation accu-
mulated the heaviest debt burden in its history, now estimated at 106.1
percent of our GDP, at the end of World War II. (See Figure 6.2, “Actual
and Projected U.S. Public Debt”).'> With the highly favorable economic
and budgetary conditions at the end of the war—healthy consumer bal-
ance sheets, pent-up demand after wartime rationing and shortages,
a burgeoning labor force from the return of the troops, the peaceful
re-direction of newly developed wartime technology, and the substan-
tial budgetary savings from the winding down of the war effort—the
debt burden as a percentage of the GDP plunged from that 1946 peak
of 106.1 percent to between 27.1 percent and 23.1 percent from 1971
through 1981. The debt almost doubled to 47.8 percent in 1993, fell by
more than a third to 31.4 percent in 2001, and then rose again to a range
of 34.5 percent to 35.2 percent from 2003 to 2007.

Even in 2007, budget forecasters considered the outlook dire. At
the time, the nonpartisan Congressional Budget Office projected fig-
ures indicating that the then-current budget policy would send the
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FIGURE6.2  Actual and Projected U.S. Public Debt, 1946-2026
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Source: Congressional Budget Office, Budget and Economic Data, 10-Year Budget Projections,
March 2016 and January 2009 (https://www.cbo.gov/about/products/budget_economic_data#2).

debt-to-GDP ratio to its danger level of 60 percent by 2022. But then
the financial crisis hit, and the lurking problem attacked with unex-
pected speed, exacerbated by stimulus spending without subsequent
reform. The debt burden leapt to 60.9 percent in 2010, and has risen
further to an estimated 73.6 percent at the end of fiscal 2015. (See Fig-
ure 6.3, “Deterioration of U.S. Public Debt Outlook”). It appears that
this upward trend will continue unabated. In a report released in July
of 2016, the CBO projected that the U.S. debt-to-GDP ratio would rise
continuously to 141 percent by 2046 if tax and spending policies are not
changed. The primary driver of this growth is spending on Medicare
and Social Security, which is increasing due to the aging of the popula-
tion and higher medical costs.

Though the U.S. public debt burden already significantly exceeds the
60 percent warning signal, for now, the fiscal weakness of the rest of
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FIGURE 6.3 Deterioration of U.S. Public Debt Outlook, December
2007—Present
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the world has rendered our debt problem benign to investors. As other,
smaller developed nations have accumulated their own substantial bud-
get deficits, the U.S. fiscal situation, with a longer track record, the dol-
lar’s status as the world’s reserve currency, and the Treasury’s widely traded
securities, has looked less troubling by comparison. Given the choice of
nations in which to park their money, investors—including foreign gov-
ernments—have continued to choose the United States. This has helped
to stabilize U.S. financial markets and put downward pressure on interest
rates. But markets may not forebear reaction for long. If the U.S. debt bur-
den, already at a worrisome level, continues to grow (including potential
contagion from troubled state government budgets), an adverse reaction
in the financial markets will eventually become all but certain."®
Investors could decide to retreat from reliance on Treasury securities
at any time. That retreat could be restrained, with investors demanding
somewhat higher interest rates. If past patterns hold, those higher interest
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rates will be passed on to business and consumer borrowers through rel-
atively constant “yield spreads” above the benchmark of Treasury secu-
rities for corporate bonds, residential mortgages, and all other species
of credit instruments. Those higher interest rates would discourage
investment and therefore would inhibit future productivity, economic
growth, and living standards. The consequent increase in the federal
government’s debt-service costs would make it harder for government to
finance any and all public services. Alternatively, the debt could cause a
knee-jerk “rush for the exits” reaction, which could be far more serious.

On the other hand, some economists disagree, believing debt con-
cerns to be overblown. Most of these counter-arguments boil down to
the five reasoned objections described next.

Objection 1: Economic growth is slow, and productivity
growth is slow. The United States should not tighten
budgetary policy during times of such slow growth.

Although the unemployment rate already is low, some economists argue
that fiscal authorities can make the economy grow faster by running
large budget deficits, and that the economy still has substantial head-
room to expand without inflation. To make this case, they also argue
that many workers who exited the labor force during the financial crisis
have not yet returned.

But all of that is most likely not the case. The unemployment rate is
down more than five full percentage points from October 2009, when
it peaked at 10 percent, falling to below 5 percent during 2016; and real
wages are beginning to grow. With wages already rising, future employ-
ment growth without inflation will require a substantial number of
re-entries of current discouraged workers, as well as upgrading of part-
time workers and workers not fully utilizing their skills. This is because
the unemployment rate does not have much more room to fall, and the
working-age population is growing slowly. This may be too optimis-
tic. The only alternatives are a significant acceleration of productivity
growth (such as through automation), or a rapid acceleration of immi-
gration to expand the labor force. Large budget deficits won’t likely result
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in faster productivity growth in the short run because firms already are
seeking productivity growth to increase their own profits. In the longer
run, large budget deficits—even if a serious financial crisis is avoided—
will inhibit productivity growth, because they crowd out private-sector
investment. This creates a vicious cycle because slower economic growth
aggravates the budget problem. A rapid growth of immigration would be
difficult to target closely to skills in shortage.

Put another way, if the U.S. economy had high unemployment and
slow growth, there could be a strong argument to allow the federal bud-
get deficit to rise."”” But with unemployment low and with the economy
growing slowly anyway, it is far from clear that larger budget deficits
will accelerate growth. More spending merely will drive employers to
bid against each other for the same labor and capital goods, leading to
higher inflation, not more growth. What is needed is more innovation
and productivity growth—and these cannot be bought with bigger defi-
cits. Large deficits can be a tool for unique situations, but there is no
excuse for running large deficits perpetually, regardless of the macroeco-
nomic circumstances.

Objection 2: If the financial markets had any fear of the
nation’s ability to manage its debt, interest rates would
be high and rising. Instead, interest rates are on the
floor. This is clear evidence that we are nowhere near

a debt crisis. In fact, ‘expert” forecasts of impending
interest rate increases have been put off several times.
If interest rates remain low, there is no problem.

True: A debt crisis will most likely manifest itself early on through a
sharp rise in interest rates. The fundamental reason interest rates are low
is that economic growth remains sluggish in the wake of the financial
crisis, not just in the United States but all around the world. The Fed-
eral Reserve’s extraordinary response to the economic weakness has held
interest rates lower still. The willingness of foreigners to invest in the
“safe haven” of the United States, given even worse prospects in the rest
of the world, adds more downward pressure on U.S. interest rates.
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But no one should assume that interest rates will remain low forever.
Our concern about the nation’s fiscal health is not the certainty of some
future calamity, but the excessive and growing risk to which greater debt
subjects the nation. Once market participants come to believe that inter-
est rates will rise, they will act to make that happen. Like people who
begin to smell smoke in a crowded theater, they will not walk slowly to
the exits; they will run to protect the principal of their investments from
the falling value of bonds when interest rates rise. The likelihood of such
a panic reaction is an important reason the nation should steer clear of
such risks.

Taking current forecasts of low future interest rates as a free pass to
pile up debt is like a household maxing out a credit line on temporary
“teaser” rates. Even those who make this low-rate argument hope for a
full and robust economic recovery. When that recovery occurs, interest
rates will rise. If the nation piles up debt in the interim, we could some-
day find ourselves with an unsustainable debt load and only impossi-
ble choices facing us. It would be irresponsible to lead ourselves blithely

down that blind alley.

Objection 3: The ratio of the public debt to the GDP has
stabilized. The problem has been solved. Move along,
folks—there’s nothing to see here.

The logic behind this objection is as follows: an important dashboard
indicator of the fiscal state of the nation is the ratio of the debt to the
GDP. The debt-to-GDP ratio has been on a roller-coaster ride over the
last five decades, but near-term projections suggest a brief interval of
stability.""® The budget deficit peaked at $1.413 trillion in 2009, in the
teeth of the crisis, but then fell to $438 billion in 2015. The debt-to-
GDP ratio declined from 74.4 percent in 2014 to 73.6 percent in 2015.
Problem solved, some would say.

It isn’t—for two reasons. First, the projected slowdown of the debt
burden is only temporary. By CBO’s baseline, the debt-to-GDP ratio has
begun to climb again, and will rise to 85.5 percent by 2026, the end of
the current ten-year projection window.
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Second, even this troubling CBO baseline is inherently optimistic.
It assumes that forthcoming budget policy will follow the current law.
Current law includes rigorous—some would say unrealistic—future
spending cuts, known as the “sequester.” The “sequester” has been loos-
ened twice—once for two years (fiscal years 2014-15) in a lastminute
budget deal in 2013, and again for the current two following budgeting
years (2016-17) in another budget deal that was brokered in October,
2015. And these two deals clearly portend more concessions to come in
future years. Quite plainly, the Congress cannot write and enact appropri-
ations bills at the low post-sequester levels. Even many small-government
advocates in the Congress want more spending on the programs that benefit
their districts than can be accommodated within the currentlaw sequester
levels. And allowance for only the sequester’s bare-bones spending levels in
an already high-deficit budget leaves no room for contingencies.

Furthermore, the baseline assumes future tax increases, in the form of
expirations of so-called “extender” temporary tax cuts, which are highly
unlikely to occur. Without the continuation of the sequester spending
cuts and the expiration of the extender tax cuts, the debt burden would
increase much faster than the official baseline. Elimination of the seques-
ter spending cuts, plus continuation of all of the extender tax cuts, plus
the resulting debt-service costs, would increase the debt accumulated by
2026 by more than $2.5 trillion—or more than 9 percentage points of
2026 GDP. This would push the debt-to-GDP ratio in 2026 to over 95
percent. By that time, whether the budget achieves baseline projections
or not, the debt will have grown so large that it, plus interest rates rising
from today’s rock-bottom levels, will have rendered the budget far more
vulnerable to any unfavorable developments.

Objection 4: The budget deficit and the debt have
declined more than projected during the last few years,
now that the worst of the financial crisis is behind us. It
would be worth betting that these fortunate budget
outlook revisions will continue. Why accept the pain of
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budget consolidation with spending cuts and tax
increases when the problem might solve itself?

That’s a bad bet. Merely hoping for budget outcomes better than forecast
is imprudent at best; at worst it’s an irresponsibly high-stakes gamble,
with the well-being of future generations as the ante. The economy and
the budget might continue to outperform projections; but they could
just as likely underperform them. If the optimistic view proves to be
wrong the consequences could be catastrophic. The markets could balk
even at the budget baseline, which would be the worst non-wartime debt
performance in U.S. history. It’s impossible to predict whether the finan-
cial markets will perceive the outcome of any such risky policy decision
to be excessive debt. But once the markets react, it will already be too
late. The damage could be done in weeks, or days, or even hours; after
the scars of the financial crisis, the damage could be irreversible. This is
just too much risk for prudent stewards of the nation’s future to incur.

Objection 5: We can live indefinitely with public debt
equal to 75 percent of the GDP. It isn’t so bad. In fact,
after World War Il, the debt was more than 106 percent
of the GDP, and we grew out of that. We can do it again.

While the rate of change of the debt burden (the public debt expressed as
a percentage of the GDP) is one dashboard indicator of the fiscal health
of the federal government, the level of the debt burden is another. If the
nation had entered the 2008 recession with a very low debt burden, the
budget deficits that followed would have been less worrisome. But the
debt burden—fueled by reduced tax revenues and high safety net out-
lays triggered by the recession, and adverse changes in public policy—
has more than doubled since the beginning of the financial crisis, and
should any other substantial contingency arise today, the nation will be
even more vulnerable to a currency crisis and spiking interest rates and
inflation, and more inhibited in its ability to respond.

Consider the differences between the post-war U.S. economy, and
today’s U.S. economy. In 1946—with the wisdom of hindsight and



98 SUSTAINING CAPITALISM

the benefit of subsequent economic thought—the U.S. economy was
uniquely poised for growth. The civilian labor force swelled with the
returning troops. The civilian industrial base multiplied itself as inves-
tors converted military production facilities to civilian use, and war-
time technologies to civilian goods. Much of the rest of the developed
world was devastated by war, while the United States, unscathed, could
produce and export goods for rebuilding those countries. And perhaps
most important, the U.S. household population had healthy, even buoy-
ant balance sheets, because of wartime years of full employment cou-
pled with suppressed spending because of shortages and rationing. The
national budget, in essence, capitalized on all of this instant prosper-
ity. Plus there was immediate and substantial deficit reduction from the
end of the war effort; defense spending fell from 36.6 percent of GDP
in 1945 to 5.4 percent in 1947, and 3.5 percent in 1948. The result was
an immediate drop in federal government spending, to complement the
sharp increase in the civilian portion of the GDP.

The situation today is the diametric opposite. Workforce growth has
slowed to a near-standstill because of the aging of the baby-boom gener-
ation (whose oldest members, born in 1946, are already age 71 in 2017,
and whose youngest, born in 1964, will be 55 years old in just 2019).
It is not the U.S. industrial base that is mushrooming, but rather the
competitive productive capacity of nations in the industrialized and the
developing worlds. The U.S. household sector has a balance sheet that’s
been depleted since the housing bubble burst, while the stock-market
crash of the financial crisis forced many households, especially retirees,
to dissipate much of their savings. What’s more, defense spending is less
than 3.5 percent of GDP, and thus reducing it cannot possibly provide
the magnitude of savings than it did after World War II.

In 1946 the U.S. budget was on a course for decades of steady and
sometimes rapid improvement. Today, in contrast, the budget faces
enormous obstacles to progress. This is not to belittle the importance
of economic growth as a factor for reducing deficits and debt. Sustained
faster growth could contribute importantly, while sustained slower
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growth than now anticipated could make the problem virtually unman-
ageable."” The nation surely should invest for future growth—through
a more highly skilled workforce, better infrastructure, and research—
and create a better economic environment through reformed health
care and tax systems. But government has a track record of assuming
robust increases in growth from such initiatives, and then spending
the full amount of the assumed budgetary bonus up front, even before
the growth benefits materialize—and in most instances, the assumed
growth was overstated and proved elusive. The same mistake can’t be
made again.

Complacency is a mistake, too. If policymakers decide that they can
live with a debt as large as 75 percent of our GDP, and develop no plan
to reduce that debt burden when the economy is growing and the news
is good, then at some point in the future, bad news is sure to follow. The
debt will quickly get out of hand, sooner or later, inevitably, when inter-
est rates rise, other spending increases, or revenues fall, as soon as some-
thing goes wrong. The 2016 presidential election campaign has failed to

address this issue.

This Way Down—To a Debt Crisis

What could go wrong for the sovereign government of the world’s larg-
est economy? Sadly, recent history provides numerous examples, which

we will describe in the following section.'*’

National security emergencies. The United States continues to
face serious national security challenges. The cost of fighting wars in
the Middle East has amounted to multiple trillions of dollars as of 2016
(including likely future obligations)."”" The United States could find
itself faced with another substantial national security challenge—and
if so, current debt levels could seriously constrain U.S. options. Under-
taking military action, on the magnitude of the Gulf War, could raise
such doubts about the ability and willingness to service the country’s
public debt that it would trigger instability in the financial markets. Not
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responding to a threat because of our debt load might set in motion geo-
political consequences that would be equally harmful.

Natural disasters. Some members of Congress argue that the national
response costs to earthquakes, extreme weather events, or contagious
disease outbreaks should be offset by cuts in other spending, because
of the potential consequences for the budget. Delays in responding to
emergency situations because of the fiscal implications would raise ques-
tions about the nation’s financial stability and its status as a world leader.

Domestic economic events. The United States added trillions of
dollars to the public debt over three fiscal years in the wake of the last
financial crisis—what about the next one? If the events of 2008 were to
be reprised today, with no plan in place to undo the buildup of debt, it
would take that debt burden to unprecedented and dangerous levels.

Consider also that circumstances could arise under which the federal
government would need to step in and make financial commitments to
resolve failing financial institutions before their collapse would cascade
into even more widespread failures. Financial markets can be calmed
more easily when it is clear that a lender of last resort can make such
commitments. If the financial markets were to question the ability of
the federal government to act because its debt already was excessive and
growing, it could unleash panic.'*?

There also could be serious financial fallout from a more straightfor-
ward economic downturn. Today, a downturn caused by excess inven-
tories easily could add hundreds of billions of dollars to the debt. The
rapid rise of the debt caused by a deep recession could pose a “Catch-22”
dilemma: it could demand fiscal stimulus to arrest the downturn, while
at the same time frightening off the lenders who would be called upon
to finance the resulting budget deficits.

Global economic events. Financial eventsin other countries also pose
threats to the United States. In today’s world, U.S. financial institutions
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are reliant upon institutions in other nations to make good on their
commitments. Failures of institutions abroad could weaken U.S. finan-
cial institutions to the point where the federal government must step in
and provide liquidity domestically. If the ability of the United States to
provide such support were subject to question—Dbecause of an excessive
buildup of public debt—it could make the eruption of a financial crisis
more likely.

Political miscalculation. Perhaps the greatest threat to U.S. finan-
cial stability comes from a failure to increase the debt limit and thereby
to allow the Treasury to borrow the cash it needs to fulfill its obliga-
tions. An appropriations standoff (a “government shutdown”) would
have less direct impact on the country’s financial standing, although it
would detract from public respect for the nation and thereby have an indi-
rect impact. Given that debt limit expirations sometimes are scheduled to
occur at the same time as appropriations deadlines, however, even seem-
ingly unrelated appropriations fights can aggravate disputes over raising
the debt limit.

In October and November of 2013, as the Treasury approached the
date at which it had announced that it would run out of cash and bor-
rowing authority to pay the federal government’s bills, there were iden-
tifiable impacts on the interest rates that investors would accept on the
Treasury securities that would have been affected, potentially costing
the Treasury substantial sums in additional debt service. (See Figure 6.4,
“Secondary Market Yields on Treasury Bills Maturing in Late October
through Mid-November 2013 (in Basis Points)).!*® Partisans squabble
over whether a cash-short Treasury could “prioritize” and avoid falling
behind on interest payments or redemption of maturing securities by
delaying the payment of other obligations. However, a Treasury that was
picking coins out of the figurative sofa to avoid a formal default easily
could arouse a reaction in the financial markets to the full adverse effect
of a default by the strictest definition. The markets rely on Treasury

securities as fully secure; any manipulation to skirt narrowly defined
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FIGURE 6.4 Secondary Market Yields on Treasury Bills Maturing in Late
October through Mid-November 2013 (in basis points)
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default could harm the nation’s financial status even if it succeeded, and
certainly if it failed.

Market sentiment. Financial markets run on psychology and can
turn on the skimpiest of evidence. The Dow Jones Industrial Average on
“Black Monday,” October 19, 1987, lost almost 23 percent of its value.
Needless to say, there was no development on the weekend preceding
Black Monday that would have indicated that the U.S. corporate sec-
tor was suddenly worth 23 percent less than it had been at the close
of the trading day on the preceding Friday. But should serious ques-
tions be raised about the reliability of the United States as a debtor, that
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realization easily could have such a magnitude of impact on markets,

and on the value of Treasury securities.

The Prescription

Given the nation’s recent accumulation of public debt, and the unwill-
ingness of elected policymakers to contemplate any remedy, the risk of
a serious financial and economic dislocation is far greater than prudent
public stewardship would allow. This is potentially an existential issue
for American capitalism. Business leaders should encourage responsible
policymakers to set aside their partisan differences and begin at once to
build both mutual trust and a plan to address the fiscal problem.

Restoring the nation’s fiscal health will require major and broadly
based changes in public policy. The debt has grown so large that no
single remedy—no “silver bullet”—will suffice. Principled compromise
is essential. Therefore, efforts to reduce the national debt and rein in
deficits must be bipartisan. Hence the challenge. Most critically, poli-
cymakers need to reform health care entitlement programs, especially
Medicare, as they are at the heart of the country’s long-term debt crisis.
But touching only health care will not suffice. Policymakers also must
restrain discretionary spending, reform corporate and individual taxes,
and fix Social Security, among other necessary steps—and all of these
are anathema to one side or another in a divided Washington.

Hope for concrete progress on all these issues glimmered briefly in
Washington just a few years ago. In 2010, the Bipartisan Policy Cen-
ter (BPC) convened a Debt Reduction Task Force (DRTF) of 19 for-
mer elected officials and experienced citizens with diverse backgrounds
from across the political spectrum. The task force’s recommendations—
also referred to as the Domenici-Rivlin plan, after its two co-chairs,
former Senate Budget Committee Chair Pete Domenici (R-NM) and
former CBO and OMB Director Alice Rivlin—raised awareness of the
extent of America’s fiscal problems, and the need for an integrated set of
reforms to improve the nation’s fiscal health. CED contributed exten-
sively to this effort, and the proposed reforms were endorsed by CED.!*
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(Similar proposals were put forward by the National Commission on
Fiscal Responsibility and Reform, the “Simpson-Bowles Commission,”
named after co-chairs former Senator Alan Simpson, Republican of
Idaho, and former White House Chief of Staff Erskine Bowles.)
Congress passed a few components of these proposals into law—most
notably the caps on annually appropriated spending contained in the
Budget Control Act of 2011, which included reductions in defense and
non-defense discretionary spending. But far more needs to be done to
reach a compromise that calls on both political parties to make tough
choices. Business leaders can prepare a sensible path forward by encour-
aging policymakers to set aside their partisan differences and develop a
plan that will address the fiscal problem in a comprehensive way. The

concrete policy steps to do so follow.

Reform Medicare

Medicare is charged to give seniors access to quality, affordable care.
Over recent years, the affordability of Medicare for the federal govern-
ment gravely has eroded. Without real reform to make Medicare fis-
cally sustainable, the access and quality for seniors will be impossible to
maintain. Medicare is enormously important to millions of U.S. seniors.
They have health care coverage, despite the potentially enormous costs
that can beset any older person, solely because of Medicare’s protections
earned through enrollees’ contributions during their working years.

We can give Medicare enrollees better care. And we can give them
better choices that provide the kinds of plans that different seniors want.
Preferences differ, and one size does not fit all. Perhaps most importantly,
we can give today’s working population a sustainable Medicare program
that they can count upon for their retirement years. That would be a key
part of making capitalism sustainable. This threat to Medicare forces us
to seek higher quality care at lower costs. That threat has two dimen-
sions: the rising cost of care for each senior, and the rising number of
seniors in the program.

The rising cost of delivering health care on a per-person basis is a drag

on every budget in the nation. Businesses trying to maintain a constant
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level of coverage for their employees and their families have faced rising
costs that have cramped investments in innovation and new, near-term
productive capacity. These rising costs also have depressed wage gains
and other forms of employee compensation, such as pension contribu-
tions. Households have had their spendable incomes pinched by rising
premium payments, higher co-pay costs and deductibles, cutbacks in
coverage, and ultimately by reduced growth of cash take-home pay.
Medicare also has reeled from rising health care costs, but its chal-
lenges are even greater than those faced by businesses and households,
or by private health insurers. The demographic realities of the Ameri-
can population drive a worsening picture ahead, as the oversized baby
boom generation continues to age and retire. Care for the elderly is more
heavily a public cost, and Medicare’s costs have been growing more rap-
idly than the nation’s collective income—out of which those costs must

FIGURE 6.5 Medicare and Other Health Care Programs as Sources of Non-
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be paid. In fact, because of these two forces—rising health care costs
per beneficiary, and the rising number of beneficiaries—Medicare is the
single most powerful driver behind the projected future growth of the
public debt. The Congressional Budget Office (CBO) estimates that
by 2046, taking account of all savings claimed by the Affordable Care
Act and all of the recent good news regarding slower-than-anticipated
growth in health care costs, spending on Medicare will have increased
by 2.5 percent of GDP, while other federal health care spending will
have increased by another 0.8 percent of GDP. But taken together, all
other components of non-interest spending are projected on net to reduce
the deficit by 0.6 percent of GDP.'*® This means the entire increase in
interest on the debt, and all of the increase in debt and deficits, will be

126 (See

due to the increase in Medicare plus other health care spending.
Figure 6.5, “Medicare and Other Health Care Programs as Sources of
Non-Interest Spending Growth.”)

Seniors need quality health care. The current Medicare model clearly
isn’t sustainable, and cannot provide that quality care, given the uncon-
trollable costs. So what’s to be done? Making large cuts in physician
reimbursements, advocated by some, is not the answer, as that only
incentivizes physicians to drop patients with Medicare, or to seek to
recover those fee cuts from beneficiaries themselves or by shifting them
to the private sector. Medicare rapidly would become a “second-tier”
health care system. Although current law empowers a national Inde-
pendent Payment Advisory Board (IPAB) to identify and mandate cost-
saving measures for Medicare, the remote IPAB’s recommendations are
unlikely to marry quality and savings—though they could well interfere
with the hands-on relationship between doctors and patients.

A better alternative is to unleash market forces to drive down Medi-
care’s program cost while improving the quality of care received by ben-
eficiaries in the system. (Market-driven solutions can drive health care
costs down across the board. See the sidebar to this chapter, “Putting
Consumer Choice into Health Care.”) Allowing many private plans to

compete to provide health care coverage packages to the nation’s senior
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TABLE 6.1

107

Modernizing Medicare through Medicare Advantage

RECOMMENDATION

EFFECT

1a. Eliminate Medicare Advantage (MA)
price “benchmark” based on traditional
Medicare fee-for-service cost.

Remove influence of inflation-prone,
inefficient fee-for-service medicine on
Medicare costs.

1b. Require MA plans to submit prices
competitively, unconstrained by Medicare
“benchmark.” Allow plans to bid as low as
their efficiency allows. Plans may offer
variations with greater coverages and
services at higher premium prices if they
so choose.

Give plans the incentive to achieve
efficiencies while maintaining quality,
enabling them to bid lower to attract
customers.

1c. Provide enrollees with a nonrefundable,
single-purpose, advanceable credit that
they can use to buy the lowest or the
second-lowest-price plan (either MA or
traditional Medicare) at no out-of-pocket
cost. Allow enrollees to purchase more—
expensive plans by paying the incremental
cost above the second-lowest-price plans.
(Enrollees pay an equivalent of the
current-law Part B and Part D premiums
subject to changes specified below.)

Enrollees choose plans based on their own
preferences, quality, and price. Plans are
driven by competition to achieve
efficiencies to satisfy consumers, leading
to pressure for continuous improvement
and innovation.

2a. Increase the income conditioning of
enrollee Part B and Part D premiums.

Upper-income beneficiaries pay higher
premiums. Net program cost and the
federal budget deficit and public debt are
reduced accordingly.

2b. Temporarily reduce Part B premiums
for current low-income beneficiaries who
face increased costs if they choose to
continue to use traditional Medicare.
(New enrollees pay current-law Part B
premiums, as modified above. Current
enrollees who switch to lower-cost MA
plans keep part of the savings.)

Allow low-income enrollees who have
ongoing programs of care and
relationships with current Medicare
providers to continue that care with little
or no out-of-pocket cost. Allow new low-
income enrollees to obtain coverage at no
out-of-pocket cost if they choose the
low-priced plans but without any
reduction in their current Part B and Part
D premium-equivalents.

3. Risk-adjust plan premium revenue.

Reward plans that take on sick patients;
discourage plans from seeking out only
healthy patients.

4. ldentify @ minimum threshold for
availability of MA plans in rural areas. Until
MA plans are generally available and
accepted by providers, allow beneficiaries
to enroll in traditional Medicare at no
additional out-of-pocket cost.

Protect rural enrollees who do not have
access to true MA options from premium
increases for traditional Medicare.
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citizens would do far more to identify and drive health care system cost
savings than a single independent and remote board such as the IPAB."*’
Market forces could be unleashed if individual Medicare beneficiaries
could choose on the basis of quality and price among private plans and
the traditional Medicare system, competing on a level playing field.
The current Medicare Advantage (MA) program could be used as
the foundation for a market-based reform of Medicare. MA is a vol-
untary private alternative to traditional fee-for-service (FFS) Medicare.
Over the past 24 years, voluntary enrollment in private-plan MA has
grown from 6 percent to 31 percent of all Medicare enrollees.'”® Even
more notably, after MA cuts in the Affordable Care Act of 2010 were
projected to reduce MA enrollment, it instead increased sharply. Today’s
MA plans are required to offer lower co-pays and deductibles than tra-
ditional Medicare, and usually do so for the same (or effectively a lower)
cost. The success of MA—along with the similar success of the Medicare
Part D prescription drug program—shows both that private insurance
plans bidding competitively can deliver health care that people want,
and that seniors can make good choices among alternative private plans.
The Medicare Program pays privately delivered Medicare Advan-
tage “insurance” premiums, in full or in part, according to a formula
(the “benchmark”) based on the cost of traditional fee-for-service Medi-
care in the beneficiary’s geographic area. There are some MA plans that are
more expensive than the formula-based payment from Medicare, and if an
enrollee wants such a plan, he or she is responsible for paying the difference.
MA plans commonly are “managed care” offerings, structured as
integrated delivery systems (IDSs), or alternatively as something like
preferred provider organizations (PPOs) that use restricted networks of
cooperating but independent physicians. These plans generally serve spe-
cific geographic areas. On average, beneficiaries can choose from among
18 plans in their area as alternatives to traditional fee-for-service Medicare.
Today, Medicare Advantage plans operate by offering a base bid to
cover core hospital and physician health care services (Medicare Parts A
and B) and usually also prescription drugs (Part D—always with reduced

enrollee cost sharing). If the plan believes it can achieve efficiencies, such
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that it could underbid the benchmark price in its region, it can’t lower
premiums and charge enrollees less. Rather, the plan is limited to use
50-70 percent of the savings (depending on the plan’s “star” quality rat-
ing) to offer some indirect form of savings to the enrollee, through fur-
ther reduction in enrollee co-pays or deductibles, or additional coverage
benefits (such as free eyeglasses or health club memberships), in a pack-
age that might prove attractive to enrollees (and therefore more com-
petitive among alternative plans). The remaining 30-50 percent of the
savings must go to the federal Treasury.

But this does little to motivate beneficiaries to seek out more-efficient
plans, and not enough to motivate plans to pursue operating efficiencies.
The incentive is misdirected. Instead of sharing cost efficiency savings
with the enrollees and the federal government, for example, the current
system implicitly encourages plans to keep all of the savings, or to spend
all of the money on advertising and marketing.

To truly drive competition, innovation, and higher quality at lower
cost, a simple change could boost incentives on both the supply and
the demand side of the equation: allow plans to bid to provide coverage
for core hospital, physician, and prescription drug services, as they do
now, at any price they choose. Eliminate the controls that do not allow
them to pass full savings along to enrollees. But at the same time deter-
mine and deliver to enrollees a single-purpose, refundable subsidy—
financed through the same combination of worker and employer payroll
taxes, general revenues, and seniors’ premiums as is enrollment in Medi-
care under the current system—which would be pegged to the bid pre-
mium of the second least expensive plan in the region. The subsidy at
the second-least expensive plan’s cost means that there will be more plan
capacity at this zero-price point, and also ensures that there will be a
choice between two plans for enrollees who want the zero-out-of-pocket-
cost option.'” Enrollees can still choose to pick a more expensive plan
and pay the difference if they wish. And all plans should be paid “risk-
adjusted” premiums—plans that take on sicker patients should be paid
more, and plans with healthier patients should be paid less. This would

incentivize plans to keep their premium prices down.
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SIDEBAR 6.1

Putting Consumer Choice into Health Care

Health care is an enormous subject about which CED and others have
written extensively. We do, however, believe that a few basic changes
would modernize our system and also assure a safety net of access to
care. Beyond reforming Medicare, allowing cost-conscious working—age
consumers to choose their health care coverage could drive plans and
providers to seek greater efficiency and lower costs. Consumers should
have real choices among a variety of competing insurance plans. One
size does not fit all; consumers have different preferences and expec-—
tations for care depending on their needs and where they live.

The government’s intervention in health care should focus on setting
standards of coverage and care quality, enforcing sound consumer
protections, and ensuring the competitive playing field is fair, to pre—
vent a “race to the bottom” dynamic. Minimal rules and risk adjustment
can also ensure plans accept consumers at uniform premiums, regard-
less of pre—-existing conditions. Plans that cover more costly risks
should be rewarded for doing so through higher premium revenue. In
contrast, we believe that provision of care and administration of the
delivery of care are most effectively done through the private sector.

Government shouldn’t try to protect the status quo. The diversity of
plans that will appear, aimed at meeting consumer needs, will disrupt
traditional plan and provider models. This is essential to increase qual-
ity and slow the growth of costs. In particular, the perverse fee-for-
service model dominant in health care today will come under fire in a
competitive market. Fee—for-service health care shackles competition
and process improvement, and encourages overuse and waste—ineffi-
ciencies usually avoided in more open markets.

Allowing consumers more access points through which to choose and
purchase insurance will help drive information in the market. Private
exchanges or individual insurance brokers could offer services to con-
sumers who prefer such relationships. Let market competition—bounded
by appropriate safeguards against price discrimination—determine
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which kinds of information and guidance consumers want. We need
true choice for people residing in more sparsely populated rural areas.

Information, not regulation, should guide the physician—-patient rela-
tionship. Big data and greater access to information could improve the
decisions made by both physicians and patients. Unleashing consumer
choice in health care would improve access to, and the quality and cost
of, health care for working-age citizens and their dependents, and over
the long term ensure a sustainable health care system.

The aim should be to foster consumer choice, which will drive higher
quality service at lower cost. Today, Medicare underwrites a perverse
“fee-for-service” model for health care that has little incentive to reduce
costs. Shifting consumers to a system that allows them to choose the
plans that best meet their needs could potentially be transformative in
health care, bending the cost curve and reducing the current unsustain-
able growth of costs under traditional Medicare.

The traditional fee-for-service Medicare plan should become one
option among the many. Medicare administrators (the Centers for Medi-
care and Medicaid Services, or CMS) should be responsible for comput-
ing the price of a Medicare premium on a comparable basis, including all
the elements of cost that would be borne by private Medicare Advantage
plans—which they essentially do today in computing the “benchmark.”
They also should be responsible for using risk adjustment to compensate
for the possibility that traditional Medicare would have an enrolled pop-
ulation that is more or less costly to cover than those of private Medicare
Advantage plans. If traditional Medicare is more expensive than the sec-
ond-lowest bid, then beneficiaries should pay the excess to continue with
traditional coverage, as they would any more expensive choice, and have
the option to save money by enrolling in a private plan. (Special provi-

sion should be made, of course, for current low-income beneficiaries,
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so that they can continue affordably with their current traditional FFS
Medicare providers if they so choose.)

As competition drives plans to provide the health care that seniors want
at lower cost, the cost that the federal government must pay for coverage
under all Medicare plans, including traditional fee-for-service Medicare,
will drop—as will the amount that workers must pay in payroll taxes and
in general revenues to finance that coverage. Thus, the savings will be
shared throughout the entire economy—the federal government, work-
ers, and seniors. (See the summary of our proposal in table 6.1.1%°) The
federal government’s share of the savings will contribute to reducing the
upward march of the nation’s public debt burden, and therefore to the
essential goal of making American capitalism sustainable.

Reduce Spending and Raise Revenues

Without serious reform of health care entitlements—particularly to
reduce the skyrocketing cost of the Medicare program—America will
remain in failing fiscal health. As the fastest growing component of the
federal budget (and a large portion of it), Medicare is the driver of our
long-term budget problem. Reforming Medicare is a necessary condition
of regaining fiscal health.

But health care isn’t the only reform that’s needed. The debt burden
already is too large and it is beginning to grow still larger; and restruc-
turing our massive and complex health care system will take a long time.
The growth of the debt burden already has an almost irresistible head of
steam. To head off the growth of the gap between how much the federal
government spends and how much it collects quickly enough, the nation
needs to reduce other outlays and increase revenues. The key areas on
which business leaders should focus their efforts are described in the fol-
lowing section.'!

Domestic discretionary spending. The Budget Control Act of
2011 (BCA) imposed ten years of caps on domestic discretionary spend-
ing—that is, spending determined annually, largely funding for the
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various federal departments and agencies. Those cuts essentially met
the targets set by the DRTF and other experts. However, the addi-
tional automatic cuts through sequestration (triggered by the failure of
the so-called “Supercommittee” of the Congress, created by the BCA,
to agree on $1.2 trillion of deficit reduction), which were scheduled to
go into effect in January 2013, would slash discretionary spending far
below those levels. Congress has backtracked on those excessive cuts in
two subsequent partial budget agreements, covering four fiscal years.
CED believes those cuts can be avoided in a sensible, comprehensive
plan for addressing America’s remaining fiscal challenges.

Instead, Congress could undertake a regular, systematic analysis of each
area of discretionary spending to identify those programs that deserve
reauthorization and those that require changes to be made more efficient.
Such periodic reviews will improve the effectiveness and accountability of
government. This is the “congressional oversight” that once was a basic
element of the annual appropriations process—and should be again.

When applied thoughtfully, public-private partnerships can be an
important source of additional funding for productivity-enhancing pub-
lic investments in this era of tight budgets.'

Defense spending. Experts from across the political spectrum believe
that the procurement, health, and retirement components of the U.S.
defense budget require major reforms. But analogous to what has hap-
pened to domestic discretionary spending, defense spending has been
beset by the “sequester.” These programs should be targeted for reform
in periodic congressional reviews such as the ones described above.
However, streamlining waste here won’t yield major savings in excess
of those already mandated by the spending caps—much less the addi-
tional “sequester.” In particular, the large procurement budget is a part
of the annual appropriations process, which already has been cut along
with domestic discretionary spending in the caps. And defense spend-
ing already has been cut to less than 3.5% of GDP, around a post-World

War II low, while national security is an important concern. In short,
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defense discretionary spending should be rigorously scrutinized in the
same careful process as domestic spending, to attain all possible efficien-

cies and savings that are consistent with our national security.

Other mandatory spending. Many federal programs run on auto-
pilot, with little or no recurring oversight by Congress. Several reforms
could constrain the growth of these programs and improve their
effectiveness:

= Implement a package of farm program reforms;

= Adjust the retirement age for career military members so it is consis-
tent with federal civilian retirement;

= Reform civilian retirement by calculating benefits based on a retiree’s
annual salary from his or her highest five years of government service,
and increase employee contributions to the defined retirement benefit

to be more consistent with the private sector;
= Raise fees to pay for aviation security;

= Adopt a more accurate inflation measurement to calculate cost-of-

living-adjustments (COLAs) for all federal programs;

= Cease production of dollar bills and the one-cent piece, while increas-
ing production of dollar coins;

= Index mandatory user fees to inflation;
= Restructure the power marketingadministrations to charge market rates;

= Sell non-hydropower Tennessee Valley Authority electric utility assets
to private investors;

u Reform the Postal Service; and

= Sell unneeded federal property.

Social Security. Like Medicare modernization, Social Security reform
should not be approached from the vantage point of deficit reduction but
rather with the goal of securing and strengthening a critical foundation
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for retirement for future generations. Without adjustments, the program
will soon reach a point at which benefits must be slashed across the board
or large transfers from general funds will be required—changing the
fundamental nature of the program from the earned benefit that Ameri-
cans have always insisted upon. For many reasons and from every stand-
point, it would be irresponsible to run the program’s trust fund into the
ground by postponing reform until the very last minute. Accordingly,
both parties in the Congress should work together with the President to
adjust benefits and enhance revenues to set the program back on sound
financial footing,.

Recommended changes to the program to strengthen it for future
generations include:

= Gradually raise the maximum earned income subject to the payroll tax

to cover 90 percent of all wages, and maintain that share in later years;

® Use a more accurate calculation of annual COLAs (which should

apply to all indexed programs, including the tax code);
= Implement modestadditional means testing for high-income beneficiaries;

= Increase the minimum benefit to protect low-wage workers and those

with interrupted careers;
= Index the benefit formula for increases in life expectancy; and

= Cover newly hired state and local workers under Social Security.

Tax reform, producing revenue increases. Every plausible route
to long-term national fiscal sustainability includes realizing substantial
additional revenue. But most tax reform experts inside and outside gov-
ernment believe policymakers can reform the tax code, and spur solid
long-term economic growth, by streamlining the existing system, mak-
ing it simpler, and turning it away from picking winners and losers as it
does today. Business leaders should press the congressional tax-writing
committees to build broad, bipartisan support around such a reform
objective.
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The Debt Reduction Task Force tax reform plan would radically sim-
plify the current tax code and raise additional revenue. Outlined below
are the core elements of the plan.

# There would be a two-bracket individual income tax with rates of 15 per-
cent and 28 percent. Because there is no standard deduction or personal

exemption, the 15 percent rate applies to the first dollar of income.'*

= The corporate tax rate will be a flat 28 percent, instead of the current
35 percent top rate.

= Capital gains and dividends will be taxed as ordinary income (with a
top rate of 28 percent), excluding the first $1,000 of realized net cap-

ital gains (or losses)."**

= To replace the overly complex Earned Income Tax Credit (EITC) and
the personal exemptions, the standard deduction, and the child credit:

Establish a flat refundable per child tax credit of $1,600 (higher
than current law);
Retain the child and dependent care credit; and

Establish a refundable earnings credit similar in structure to the
recent Making Work Pay credit, but substantially larger.'*®

= Replace the current system of itemized deductions, which dispro-
portionately subsidizes the housing and charitable giving of upper-
income taxpayers, with the following changes:

Provide a flat 15-percent refundable tax credit for charitable con-
tributions and for up to $25,000 per year (not indexed) mortgage
interest on a primary residence.

Eliminate the deduction for state and local taxes.

Provide a flat, 15-percent refundable tax credit or a deduction (for
those in the higher bracket) for contributions to retirement savings

accounts up to 20 percent of earnings or a maximum of $20,000.

= Include as taxable income 100 percent of Social Security benefits, but
at the same time create a non-refundable credit for Social Security
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beneficiaries equal to 15 percent of the current standard deduction;
and create a non-refundable credit equal to 15 percent of an individu-
al’s Social Security benefits.

= Phase out, over ten years, the tax exclusion for employer-sponsored
health insurance benefits. (This provision would be superseded by
enactment of CED’s health reform proposal for working-age fami-
lies—see sidebar in this chapter, “Putting Consumer Choice into
Health Care.”)

= Limit miscellaneous itemized deductions to the amount exceeding 5
percent of AGI (increased from 2 percent in current law).

= Eliminate the alternative minimum tax (AMT).

= Increase the gas tax by 15 cents and index it to inflation, dedicating
the revenue to the highway trust fund.

® Increase taxes on tobacco and alcohol.

Enactment of these reforms would greatly simplify the tax code by
aligning the top individual, capital gains, and dividend tax rates with
a significantly reduced corporate tax rate and elimination of the AMT.
Most individuals wouldn’t have to file an annual tax return anymore,'*
beyond an initial declaration of status. That’s because the most com-
monly taken deductions are either converted into refundable credits,
determined solely based on the number of children and earnings, or can
be deducted only above a substantial floor. Despite a low top rate of 28
percent, this tax plan will increase progressivity and will raise the requi-
site revenue to reduce the debt.

This plan for reducing spending and rationalizing revenues addresses
the nation’s fiscal problem with a balanced and workable approach. The
plan also shows that the challenge can be met if lawmakers demon-
strate leadership, put everything on the table, and accept the need for
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both sides to compromise. Making the needed changes will not be easy,
but they would improve the quality and efficiency of government and
strengthen the economy for all Americans. The nation must face up to
its looming debt crisis. America’s debt problem has advanced to the stage
where it can pose an existential threat. The nation needs substantial fis-
cal reforms soon.

In the fight for fiscal reform in Washington, business leaders must
step in as catalysts for change. Business leaders have credibility on these
issues, because they can demonstrate how they have recognized financial
problems and made difficult decisions on their day jobs. They should
use their credibility—their bully pulpit—to pressure for needed reforms.
And business leaders should build that credibility by acknowledging the
self-evident: that the budget problem has grown so large that 2// Amer-
icans—their companies clearly included—must step up and play their
appropriate roles in putting the nation on a sound fiscal course.

American capitalism has made our nation the financial bedrock of the
world, the moral leader in international behavior and relationships, and
the largest economy on earth. All of that is at risk if the budget prob-
lem is allowed to grow while our elected policymakers remain oblivious
and complacent. U.S. capitalism cannot survive in a nation awash with
debt. Success in addressing this fiscal problem would be monumental in
its own right—and would be vivid, undisputable proof that our polit-
ical system—and capitalism—are sustainable and can work for every
American.



7

Regulation to Build
Trust in Capitalism

IN THE IDEAL WORLD there would be no need for regulations.
Markets and the overall economy would operate efficiently and fairly.
But experience has taught us that there are times when for a variety of
reasons regulations are required, and their use should be restricted to
those instances. The challenge then is to ensure that regulations con-
tribute to, rather than undermine, the economic and social good—that
their benefits exceed their costs. This chapter looks at the proper role for
regulation and for business leaders in improving regulatory outcomes.

Regulations serve as the documented “rules of the game” in a dem-
ocratic society and a market-based, capitalist economy. Regulations
provide a legal framework to establish and enforce property rights and
standards of behavior. In addition to fiscal policy, they are another tool
the government can use to steer markets toward economic outcomes
that are in the public interest, where free markets on their own may
fail to do the job. The major justifications for and roles of regulations
are: (1) to address “market failures” where true costs and benefits to
society (the entire range of “stakeholders”) are not reflected correctly in
market prices; (2) to prevent monopolization of industry and “level the
playing field” to support greater competition and innovation; and (3) to
ensure consumer, worker, and investor health and safety, transparency
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in information about goods and services, and a fair distribution of net
benefits. These are all public-interest goals not naturally served by purely
self-interested, private-sector motives. Hence, regulation can be an obvi-
ous, well-justified role for government that Adam Smith understood and
underscored centuries ago. At its theoretical ideal, government regula-
tion can facilitate the workings of the economy, to promote a healthy
level of competition and “vibrancy” in the economy, and to ensure
resources flow easily and toward the uses most valued by society.

To approach this ideal, the regulatory process should follow these core
principles:

1. A regulation should be created only to address an urgent and material
market failure.””’

2. New regulations must be clear, unique and non-overlapping or con-

flicting with other existing regulations.

3. The design process of regulations must be open and transpar-
ent, and include subject-matter experts as well as academics and

impacted parties.

4. There must be robust a priori testing of any practical implementation
constraints and areas of unintended consequence, as part of a rigor-
ous cost-benefit analysis and period of review and public comment.

Measured costs should include the cumulative compliance burden on

affected stakeholders.

5. There must be a full commitment of resources and support com-
mensurate with the importance of the regulation, to facilitate proper

ex-post oversight and evaluation.

6. In addition, the regulators themselves need proper resources and sup-
port. The legislators who mandate regulation need expert support
so that the laws they write do not require unworkable or excessively

expensive regulations.

In the real world, it’s not easy living up to the theoretical ideal of well-
founded regulations that guide markets to unambiguously improved
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outcomes for society. Writing regulations is an activity inherently fraught
with tensions and beset by competing interests. These regulations often
are designed to favor the most politically powerful incumbent busi-
nesses—another manifestation of “crony capitalism”—to the detriment
of new business formation and the innovation and productivity growth
of the overall economy. Special interests often are successful in cloak-
ing themselves in public-interest costumes—a phenomenon economist
Bruce Yandle has dubbed the “Bootleggers and Baptists” practice of reg-
ulatory policy."*® In this way policymakers and the general public easily
can be fooled into writing regulations that cater to special interests above
society’s best interests.

In actual practice, regulations often “throw sand in the gears,” rather
than “grease the wheels,” of productive business activity. Regulations
can be difficult to understand and comply with, particularly for new and
small businesses. Regulations motivated by popular concern and misun-
derstanding, but developed without subject-area expert input and expe-
rience, can slow innovation and economic growth. A mass of regulations
intended to address small economic problems cumulatively can create
complexity and confusion. A Gallup poll (Figure 7.1) shows that the
share of Americans who feel there is “too much” government regulation
of business and industry has grown over the past decade to around half,
compared with only about a quarter who say there’s “too little.” This
result probably has much more to do with Americans’ perception about
the complexity of regulations with which they have to deal in their real
lives, rather than their questioning the stated purposes of those regula-
tions and the appropriate role of government.

So what can be done to have regulations better serve the needs and
wants of our economy and society? How can regulatory policy better
support and sustain our system of capitalism? How can business leaders
improve regulatory policy and operations?

There are a few pragmatic steps that business leaders should advocate
and policymakers should adopt to improve regulatory policy. First, in

the development of any new regulation there needs to be more focus on
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FIGURE 71 1J.S. Public Opinion on the Level of Government Regulation of
Business and Industry
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Source: Gallup, “In U.S., Half Still Say Gov’t Regulates Business Too Much,” September 18, 2015,
heep://www.gallup.com/poll/185609/half-say-gov-regulates-business.aspx.

the public interest justification and the goals or principles to be served.
Second, ideally those goals and principles should be defined so that they
are measurable and so that regulations can be designed, maintained,
monitored—and periodically updated, as necessary. This will ensure
that regulations continually serve their purposes. And, finally, the entire
government regulatory process—as regulations are being debated, devel-
oped, renewed, or reconsidered—needs to be made more open and trans-
parent to all stakeholders affected, and to make full use of expert input.
By making the regulatory process more inclusive, regulations (and gov-
ernment in general) will be viewed as, and will in fact be, more impartial

and supportive of the public interest.
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Regulations are needed where private markets left on their own would
lead to socially suboptimal allocations of resources—either because
social values (costs or benefits) are not fully captured in market prices,
or because the distributional outcomes of unfettered markets are unde-
sirable. Determining the broad justification for a regulation is a good
starting point for policymakers, followed by articulating the more spe-
cific purpose or goal, followed by the determination and consideration
of alternative policy approaches—be they different types of regula-
tions or fiscal (tax and spending) policies—or doing nothing (if policy
responses would do more harm than good). Such a regulatory process
would be more transparent, more consistent, and less prone to hijacking
and manipulation by special interests.

An Appropriate Balance Between (Broad) Principles
and (Narrow) Rules

Our current system of regulation is heavily rules based, which means that
regulations are highly specific and narrowly focused. Rules-based regu-
lation can have the advantage that it provides clarity and specificity to
businesses and regulators, such that both know where they stand in any
conceivable circumstance. However, rules-based regulation can have dis-
advantages as well. Overly specific rules can stifle innovation that could
lead to new, more-efficient ways to comply with the actual purpose of
the regulation. As an extreme example, regulations that specify precisely
the technology, often termed “best available technology” or BAT, to be
used to reduce pollution can have limited payoff and might even dis-
courage the development of more-efficient and cheaper technology.'*’
Or a highly specific rule might create an opportunity to comply with
the letter of the regulation while violating its spirit."! Such overly spe-
cific regulation might lead to a cat-and-mouse iterative contest between
the regulator and the regulated, wasting valuable economic resources on
both sides as still more new rules follow on sequential attempts to cir-
cumvent those rules.

Boundaries that might be deemed desirable at the birth of a regu-
lation may later serve as a straight-jacket, preventing an industry from
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SIDEBAR 7.1

How to Analyze a Regulation (Before It’s Born)

In their book, Regulation: A Primer, Susan Dudley (who headed the
OIRA during the George W. Bush Administration) and Jerry Brito sug-
gest logical steps to analyze a proposed regulation, beginning with the
existential question: What is the regulation intended to accomplish?
Does it adjust or correct a market failure preventing the private mar-
ket from delivering an optimal outcome for the economy and society?
If so, what is the nature of the failure, and is a regulatory approach
(and what type) the best way to correct or adjust for the failure, con-
sidering both the benefits and costs? What kinds of evidence can be
gathered and considered to evaluate the likelihood of success before a
regulation is established?

1. Identify a significant market failure or systemic problem;

2. ldentify alternative approaches;

3. Choose the regulatory action that maximizes net benefits;

4. Base the proposal on strong scientific or technical grounds;

5. Understand the effects of the regulation on different
populations; and

6. Respect individual choice and property rights.

evolving and innovating in response to changing economic conditions
and price signals. At its worst, such overspecificity could suppress inno-
vation not just in the technology to comply with the regulation, but
also in the underlying industry itself. It could be a tool of crony cap-
italism to stifle competition, protecting old industry from innovators
who ultimately could take their new ideas to our nation’s international
competitors.

A broadly different approach followed in some other countries is prin-
ciples-based regulation. Legislation would mandate, and regulators would
produce, rules that provide greater flexibility. For example, a rule might
specify a maximum amount of pollution that could be emitted, but firms
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FIGURE 7.2 Recommended Process of Regulatory Analysis
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Mason University. Available online at: http://mercatus.org/sites/default/files/RegulatoryPrimer_
DudleyBrito_0.pdf.

In other words, justify a role for government, find the approach (reg-
ulatory or otherwise) most likely to improve the economic outcome
and maximize net benefit to society, and then consider (and address if
needed) any undesirable distributional effects.

could find the best way to meet that standard. This would open the door
to competition, innovation, and higher incomes and living standards, all
the while simplifying regulation and cutting the cost of compliance.
Neither rules- nor principles-based regulation is a complete and
unalterable answer. A healthy balance must be struck. While princi-
ples-based regulation can allow flexibility for efficiency and innovation,
it must also be substantive enough that the objective of the regulation
is certain and enforceable. In some instances—such as the formula for
the calculation of the annual percentage rate (APR) in lending regula-
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tion—explicit rules inevitably will be necessary."*> But when possible, a

more balanced approach of writing clear rules that promote economic
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principles, without inefficiently constraining private-sector decisions on
how to comply with the rules, would be a promising and fundamental
switch from the current way of regulating.

Another dimension of basing regulations on principles is the use of
market forces. Economists of all political persuasions favor regulation
through more flexible, market-driven approaches. For example, in the
case of environmental policy, setting pollution charges (taxes) instead
of imposing rules requiring specific types of pollution-reducing equip-
ment. Using the price system allows markets to efficiently “self-correct”
in response to newly recognized social costs and benefits, while preserv-
ing the fluctuating market signals contained in the private component
of prices. Market-based approaches also facilitate the collection of “real-
time” information on the behavioral effects of these programs—all the

better to inform the retrospective review of regulations.

Better Data for Creation of Regulations, and
for Post-Reviews

For a regulation to contribute to, rather than undermine, the economic
and social good, the benefits of the regulation must exceed its costs. To
the greatest possible degree the comparison of costs and benefits should
be explicit. To improve regulatory policy and ensure that regulations
achieve their goals, policy analysts and regulators need better information—
higher-quality data for economic analysis to plan and evaluate regulations.
Furthermore, all regulations must be reviewed periodically to ensure that
they continue to meet their objectives. Such retrospective review has
been mandated by executive order, but follow-through has been weak.
Making cost-benefit comparisons is challenging, but current practice
can be improved. For instance, during the last few years, researchers
have been making strides in understanding and measuring the economic
effects of regulation, but government regulatory analysts and the meth-
odologies they use haven’t always kept pace. On the cost side of the led-
ger, analysts aren’t even able to determine whether regulations will create
jobs or destroy them, says Keith Hall, current director of the Congres-
sional Budget Office."® But assessing the benefits of regulations can be
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even more challenging. As many observers have pointed out, analysts
can be more confident in their assessments of the costs in reduced eco-
nomic output of new environmental policies (for example) than of ben-
efits, in part because benefits are remote and uncertain and reach into
areas with moral overtones.'** Even when the benefits are more economic
than social, and therefore more readily expressed in dollar terms, deci-
sion makers might legitimately disagree over assessing how many future
dollars of benefit are required to justify one dollar of current cost.

More “micro-level” data—that is, data about individual affected busi-
nesses or households—can help.'® Researchers recently used such data,
for instance, to study the effects of environmental regulations in isola-
tion from other factors that affect pollution emissions, such as trade,
productivity, and consumer preferences. The researchers used factory-
level records from the Census Bureau and the Environmental Protec-
tion Agency (EPA). Their study, a “model-driven decomposition” of the
causes of the observed pollution changes, found that environmental reg-
ulation explains 75 percent or more of the observed reduction in pollu-
tion emissions from U.S. manufacturing from 1990 to 2008.14¢

Evaluating the anticipated impacts of a proposed new regulation
should be just the first step. Regulations must be evaluated retrospec-
tively, as well. A regulation can become obsolete and even counterpro-
ductive. In contrast to all government discretionary spending programs,
and many mandatory programs, existing regulations do not come up for
annual reconsideration and reauthorization. The regulatory system should
adopt a continuous, systematic review of the existing regulatory portfolio.
While an executive order has directed agencies to conduct more ex-post
evaluation,'” such “retrospective review” is not yet practiced routinely and
systematically—and has not been enforced through legislation. (A few
legislative proposals have been introduced but not enacted.'*)

Emblematic of the challenges of both initial and retrospective
review is the “self-review” process of regulatory agencies. This process
is both costly and time consuming, and provides little incentive to be
self-critical. An April 2014 Government Accountability Office (GAO)
report found that the regulatory agencies had made some progress in



128 SUSTAINING CAPITALISM

FIGURE 7.3 Prevalence of Types of Reported Retrospective Analysis Outcomes
for Executive Agencies that Implemented Final Actions from January
2011-August 2013
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Source: From U.S. Government Accountability Office, GAO-14-268, Reexamining Regulations: Agen-
cies Often. Made Regulatory Changes, bur Could Strengthen Linkages to Performance, Goals, April 2014,
Figure 2, page 13 (http://www.gao.gov/assets/670/662517.pdf).

retrospective reviews and that the reviews often improved the clarity and
effectiveness of regulations and reduced the compliance costs, but that
more guidance was needed to improve the transparency and usefulness
of the information to policymakers and the general public and to tie the
findings to the agencies’ performance and priority goals.'"* (See Figure
7.3, “Prevalence of Types of Reported Retrospective Analysis Outcomes
...7) One way to circumvent the tendencies of agencies to be defensive
about their own regulations in any review process would be to expand
the scope of the White House Office of Information and Regulatory
Affairs (OIRA).*® The OIRA could select existing regulations for the
earliest review, guided by priorities set by the Congress. Those priorities
could include the “significance” of the regulations as measured by the
cost impact in dollar terms, and the length of time that the regulations
have been in force, and the degree of public demand solicited through
the current comment process.

Improving ex-post review of regulation will require investment. Pro-
viding more resources to regulatory agencies should not have to lead
to more regulation—it can, and should, underwrite better and smarter
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regulation. Better data are needed to facilitate stronger and more-
frequent review of regulations, and therefore the cleaning-out or improve-
ment of obsolete or deficient ones.

A More Inclusive Regulatory Process

The regulatory process can be more impartial, transparent to stakehold-
ers and the public, and comprehensive (that is, broadly applicable, with-
out exemptions), and can avoid capture by regulators or special interests.
It needs political and funding support even when it must undertake
controversial tasks. Seven principles for regulatory governance, devel-
oped by the Organization for Economic Cooperation and Development
(OECD) in 2014, should guide the regulatory process.”' They are:

1. Role clarity: An effective regulator must have clear objectives, with
clear and linked functions and the mechanisms to coordinate with

other relevant bodies to achieve the desired regulatory outcomes.

2. Preventing undue influence and maintaining trust: Integrity should
imbue the regulatory process, to ensure that there is confidence in the
regulatory regime.

3. Decision-making and governing body structure for independent regula-
tors: Regulators require governance arrangements that ensure their
effective functioning preserve its regulatory integrity and deliver the
regulatory objectives of its mandate.

4. Accountability and transparency: Businesses and citizens expect the
delivery of regulatory outcomes from government and regulatory
agencies, and the proper use of public authority and resources to
achieve them. Regulators are generally accountable to three groups of
stakeholders: (i) ministers and the legislature; (ii) regulated entities;

and (iii) the public.

5. Engagement: Good regulators have established mechanisms for
engagement with stakeholders as part of achieving their objectives.
The knowledge of regulated sectors and the businesses and citizens
affected by regulatory schemes assists to regulate effectively.
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SIDEBAR 7.2

OECD Guiding Principles for Regulatory Quality
and Performance

In 2012, the OECD Regulatory Policy Committee issued 12 recommen-
dations for regulatory policy reform. They are:

1.

Commit at the highest political level to an explicit whole-of-
government policy for regulatory quality. The policy should have
clear objectives and frameworks for implementation to ensure
that, if regulation is used, the economic, social and environmental
benefits justify the costs, distributional effects are considered and
the net benefits are maximized.

. Adhere to principles of open government, including transparency

and participation in the regulatory process to ensure that regula-
tion serves the public interest and is informed by the legitimate
needs of those interested in and affected by regulation. This
includes providing meaningful opportunities (including online)

for the public to contribute to the process of preparing draft
regulatory proposals and to the quality of the supporting analysis.
Governments should ensure that regulations are comprehensible
and clear and that parties can easily understand their rights and
obligations.

Establish mechanisms and institutions to actively provide
oversight of regulatory policy procedures and goals, support

and implement regulatory policy, and thereby foster regulatory
quality.

Integrate Regulatory Impact Assessment (RIA) into the early
stages of the policy process for the formulation of new regulatory
proposals. Clearly identify policy goals, and evaluate if regulation
is necessary and how it can be most effective and efficient in
achieving those goals. Consider means other than regulation and
identify the tradeoffs of the different approaches analyzed to
identify the best approach.

. Conduct systematic program reviews of the stock of significant

regulation against clearly defined policy goals, including



10.

1.

12.
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consideration of costs and benefits, to ensure that regulations
remain up to date, cost-justified, cost-effective, and consistent
and [deliver] the intended policy objectives.

Regularly publish reports on the performance of regulatory policy
and reform programs and the public authorities applying the
regulations. Such reports should also include information on how
regulatory tools such as Regulatory Impact Assessment (RIA),
public consultation practices and reviews of existing regulations
are functioning in practice.

Develop a consistent policy covering the role and functions of
regulatory agencies in order to provide greater confidence that
regulatory decisions are made on an objective, impartial and
consistent basis, without conflict of interest, bias or improper
influence.

Ensure the effectiveness of systems for the review of the legality
and procedural fairness of regulations, and of decisions made by
bodies empowered to issue regulatory sanctions. Ensure that
citizens and businesses have access to these systems of review at
reasonable cost and receive decisions in a timely manner.

As appropriate apply risk assessment, risk management, and risk
communication strategies to the design and implementation of
regulations to ensure that regulation is targeted and effective.
Regulators should assess how regulations will be given effect
and should design responsive implementation and enforcement
strategies.

Where appropriate promote regulatory coherence through
coordination mechanisms between the supra national, the
national, and subnational levels of government. [dentify cross
cutting regulatory issues at all levels of government, to promote
coherence between regulatory approaches and avoid duplication
or conflict of regulations.

Foster the development of regulatory management capacity and
performance at subnational levels of government.

In developing regulatory measures, give consideration to all
relevant international standards and frameworks for cooperation
in the same field and, where appropriate, their likely effects on
parties outside the jurisdiction.
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6. Funding: The amount and source of funding for a regulator will
determine its organization and operations. It should not influence the
regulatory decisions and the regulator should be enabled to be impar-
tial and efficient to achieve its objectives.

7. Performance evaluation: It is important that regulators are aware of
the impacts of their regulatory actions and decisions. This helps drive
improvements and enhance systems and processes internally. It also
demonstrates the effectiveness of the regulator to whom it is account-
able and helps to build confidence in the regulatory system.

Improving stakeholder engagement in the regulatory process also
will improve its governance. Currently, stakeholder participation in
rulemaking is mostly a one-way street. Advances in online technology
have certainly allowed more of the general public to become aware of
regulations (both proposed and in place) and submit comments about
them. Though descriptions of regulatory policies in the pipeline are pro-
vided to the public and comments are solicited, there is little evidence
that feedback collected via public comment is systematically accounted
for in actual decision-making.

Business leaders who care about the broader national interest as well
as their narrower industry point of view (and who can reconcile the two)
should be pro-active and get more involved in the regulatory process,
participating from start to finish in the development of new regulations,
and on a continuous basis in the administration and evaluation of exist-
ing regulations. Regulatory policy would be improved by such informed
input and feedback coming from those who both have to deal with the
regulations and are the engine of our economy. The more the public and
private sectors can communicate and collaborate, the better regulation

will work for our economy.
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THE ROLE OF GOVERNMENT REGULATION
IN THE FINANCIAL SECTOR

We discuss financial regulation specifically here for two reasons: a) the
financial sector is critical to the day-to-day functioning of any devel-
oped economy, from protecting assets to supporting credit intermedi-
ation, and such vital functions require regulatory oversight; and b) the
financial sector is seen around the world as having played a central role
in the 2008 economic and financial crisis, which is an important cause
of popular hostility to the entire free-market capitalist system.

There were many links in the causal chain that led to the 2008 global
economic crisis—so many, in fact, that it is exceedingly difficult to distin-
guish the ultimate causes from the mere effects, and to assess the relative
roles of the various causes. The U.S. financial system certainly played a
material and highly visible role, but it was not alone. Importantly, however,
many of the mistakes made by U.S. finance were surprisingly basic. The
perceived centrality of exotic financial instruments overstates the real-
ity. The result has been a regulatory response that could well be found
in future years to have increased complexity and compliance burden on
peripheral issues and symptoms, while leaving untouched or even wors-
ening some of the prime movers of this crisis—and possibly the next one.

Healthy finance is fundamental to all of the objectives of our system
of capitalism. New and innovative businesses need access to capital. Fam-
ilies with modest incomes who are willing to make a viable commitment
need help to establish equity in their homes, and to deal with the vagaries
that they encounter in their daily lives. As part of the American value sys-
tem we support home ownership more strongly than other countries do.

It would be imprudent in the extreme to subject the U.S. economy to
another wrenching crisis similar to 2008. Both policymakers and lend-
ers need to be responsible. Taking some risk is in the American charac-
ter, but policymakers and lenders need to ensure that individuals are not
encouraged to take risks that they cannot prudentially manage. Yet in
the buildup of the financial crisis, some financial institutions made the
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most fundamental errors: lending money to people who had no income
and were asked for no documentation; lending long and borrowing very
short; failing to do fundamental due diligence; borrowing in one cur-
rency and lending in another; lending at fixed interest rates and bor-
rowing at floating rates; committing to be a “lender of last resort,” and
thereby accepting enormous potential liabilities, for literally just a few
basis points of fees.

With those fundamental business miscalculations at the root of the
crisis, focusing on exotic financial instruments as the ultimate cause
can lead to neglecting or weakening what should be some of the most
important remedies. For example, a lack of liquidity was cited by many
experts as the proximate cause of the financial contagion in 2008, but an
unintended consequence of purported remedies since has been to reduce
liquidity in many important market instruments and products. Thus, in
a crisis, financial and nonfinancial institutions may not be able to fund
themselves. This increased liquidity risk has caused institutions to keep
significantly more cash and cash equivalents on hand than good man-
agement would normally dictate. This reduces resources available to the
economy and reduces hiring and employment. Further, as of 2016, only
one single institution remains to settle the single most important mar-
ket liquidity instrument—U.S. Treasury securities. Thus, rather than
reducing systemic risks by strengthening the key areas of vulnerability
in the U.S. financial system, the complex web of new regulation drains
resources without addressing some fundamental problems behind the
crisis, while causing and creating some serious new systemic risks to the
taxpayer, and holding back the recovery of the U.S. economy.

Policy to contain the 2008 crisis included a number of unprecedented
infusions of cash and financial guarantees, but these were easily mischar-
acterized to suggest that “Wall Street” (from small commercial banks
to large investment houses and perhaps even insurance companies and
other regulated financial institutions) received protection at the expense
of “Main Street,” i.e., the taxpayer. The popular narrative continues that
the taxpayers lost vast sums of money due to the support of banks in
general. Some financial institutions absolutely needed the liquidity that
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was supplied on an emergency basis. But there is little awareness that the
number of such institutions was small, and that many large banks were
required to accept taxpayer money so as not to stigmatize the troubled
institutions and thereby to subject them to panic and depositor runs.
Ultimately, the U.S. Treasury earned significant positive returns on the
money loaned, but this has not been widely reported.” The average cit-
izen remains uncomfortable, uncertain, and anxious. The perception of
the U.S. financial system as the source of all of the nation’s economic
problems has damaged the faith of many citizens in financial institu-
tions, government, and even some fundamentals of capitalism. The cri-
sis and its aftermath thus pose a very direct threat to the sustainability
of capitalism. Of course, had the crisis not been contained, the econ-
omy and capitalism would have been put to an even greater test. That is
just one of many reasons why financial crises are dangerous, and to be
avoided even at some cost.

A financial crisis on the scale of the U.S. economy would not only
wreak havoc in our country, but also immediately transmit and impose
massive spillover costs to the rest of the global economy and society. So
balance is needed, and part of that balance is that government must keep
the nation’s overall loan portfolio sound, through regulation if necessary.

Given the potential risk, many voices suggest that the financial sec-
tor needs more regulation—more boundaries placed upon it—because
large institutions in trouble can put the economy at risk. Following
this approach, regulated financial institutions would be small utilities
whose failures could not disrupt daily lives, and the nature of their activ-
ities would be such as to meet only basic domestic financial needs. This
would suggest that all financial innovation would take place outside of
the regulated environment and that global financial services would be pro-
vided by non-U.S. financial institutions. However, there would be serious
unintended consequences of this well-intentioned desire to make America
safe again, and they would damage America’s ability to compete, but even
worse would create and heighten new existential systemic risks.

If all innovation takes place outside of the regulated environment then

there would be virtually no transparency, no information, no controls,
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and no oversight. In particular, innovation taking place outside of the
regulated sphere would mean that new products and activity would
occur outside of the oversight, knowledge, and control of the regulators.

In addition, if the banks became small utilities they would not be
able to service today’s fundamental economic needs—Ilike a post office
restricted to manual technology. This would mean that to help them
compete in global markets, many U.S. companies—big and small—
would have to rely on support for their commercial activity from global
players—who with the departure of the U.S. institutions would be Chi-
nese, French, Japanese, Russian, and Spanish. Although the average tax-
payer may be indifferent to forcing all trade finance into the hands of
foreign financial institutions, many exporters and companies with inter-
national activities might prefer to have financial partners whose commit-
ments align with U.S. priorities, rather than those of other governments.

Virtually every aspect of the Dodd-Frank legislation is highly con-
troversial. We do not aspire to resolve all of that controversy. However,
there is one issue with respect to the post-Dodd-Frank financial struc-
ture that calls for early, perhaps even urgent, consideration. It may be
simple and straightforward, but it flies in the face of one of the most
intense public impressions of the financial crisis.

Legislation should restore and even expand the Federal Reserve’s
lender-of-last-resort capabilities, for banks and non-bank financial insti-
tutions. Such a step would not be inconsistent with ending “too big to
fail,” because failing large non-bank financial firms could be reorganized
or liquidated while preserving the stability of the financial system. The
real issue has never been “too big to fail.” It is, rather, “too big to fail in
a haphazard fashion.” There are tools in place, even some before Dodd-
Frank, that would have allowed for orderly liquidation.

The importance of this step should not be understated. The finan-
cial crisis of 2008 was years in the making, but erupted suddenly when a
series of events literally “spooked” the market and caused institutions that
supplied short-term liquidity to withdraw it. Liquidity providers to insti-
tutions that had imprudently chosen to lend long and borrow short, and
to act as lenders of last resort to other institutions, could not risk being the



REGULATION TO BUILD TRUST IN CAPITALISM 137

last in line should those challenged institutions” doors finally have closed.
This triggered a frightening domino effect that quickly transferred to
other activities, and in short order there was a serious contagion risk that saw
basic financial service instruments starting to fail. Even top-ranked finan-
cial institutions began to have their letters of credit rejected or denied. A
“China syndrome” global financial meltdown was literally in sight.

The American people have expressed extreme distaste for bailing out
“bad actors.” While the American taxpayer made a sizable profit on pro-
viding liquidity to the banking sector in the financial crisis, the mental
soundbite for the populace was that bankers cost them massive amounts
of money and then benefited undeservedly. However, the nature of con-
tagion is that good actors suffer through the financial equivalent of guilt
by association; dominoes begin to fall, knocking over the just with the
unjust. With sound lender-of-last-resort authority in place, innocent-
bystander institutions would not be at such severe risk. Creditors of finan-
cial institutions with sufficient collateral (valued under “normal market
conditions”) would not feel the compulsion to “run” on those institu-
tions, which would have access to funds in crisis conditions because of
the lender-of-last-resort authority."

It is impossible to eliminate the risk of all future financial crises with
any policy action, no matter how strong. No one can see the future, and
so no one can ensure that any combination of loans, however appar-
ently secure, will not go bad. Thus, the only totally foolproof approach
would be to ban all leverage; and that radical step would sacrifice much
investment and innovation that would suddenly be starved of financ-
ing. But the best possible balance of security and availability of credit for
growth requires that future reforms address the fundamental elements of
the financial system that really put taxpayers and capitalism at risk, not
popular myths, and not some of the financial system’s features that may
appear to be more problematic than they really are.

As with all forms of regulatory policy, a balance must be struck
between providing effective boundaries to keep private behavior more
consistent with the public, broader good, but not so constraining on pri-

vate decisions such that investment and innovation are stifled.
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CONCLUSION

Three systemic reforms to the regulatory process would go a long way
toward making regulations less costly (in economic, administrative, and

psychic senses) and more effective:

= Striking a healthy balance between broader principles and narrow

rules in conceptualizing and designing regulations;

= Improving data and analysis in both ex-ante and ex-post evalu-

ations; and

= Making the entire regulatory process more inclusive to stakeholders.

Business leaders have long pressed policymakers to eliminate layers
of regulations that constrain economic growth with little or no social
upside. But this may appear to be the special interests of business com-
plaining on their own behalf. Business leaders could better serve their
own and the public interests by helping policymakers design and main-
tain regulations that promote greater competition and vibrancy in the
market economy. They should focus the discussion, more strategically,
on reforming the system of regulation itself. Building and maintaining
better regulations requires investment in data and analysis, and good
lines of communication and engagement with stakeholders—includ-
ing business leaders and the broader public. This will drive long-term
reforms that will benefit the economy and society.

A better regulatory system will stimulate innovation and economic
growth—a key part of making capitalism sustainable. But perhaps even
more importantly, it will reduce frustration by the regulated and will
rebuild the public trust. Better regulation must be a high priority.



8

Sustainable Capitalism
and the Global

Economy

A KEY LESSON of this book is that making capitalism sustain-
able for the twenty-first century requires the will once again to pur-
sue America’s comparative advantages. If business and policy leaders can
motivate all stakeholders to deepen their participation in our economic
system, the United States would realize far more value—Dboth economic
and social. Actual and potential customers, employees, owners, suppli-
ers, communities, and other stakeholders today are underutilized assets.
Considering all of these constituencies in decision-making and formu-
lating a long-term vision; making much-needed investments in develop-
ing employee skills that really matter in a global knowledge economy;
reforming education to improve equality of opportunity; reducing cro-
nyism and making government work once again; improving fiscal health
so that government can build for the future and focus on the right prior-
ities; and streamlining the entanglements of regulation that have grown
like kudzu at the interface of business and society—this is essentially a
game plan for investing in the human capital, social vibrancy, and the
sheer enterprising spirit that has long underwritten American prosperity.
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This game plan for making capitalism sustainable in the United States
needs one more element, however. Capitalism today must be globally
sustainable: As technology gradually but inexorably integrates national
economies, U.S. capitalism must work in concert with other economic
systems all around the world. The global flow of capital, trade, people,
and ideas, coupled with advances in technology and communications,
are twin genies of all modern economies, and they can’t go back into
the bottle. Trying to slow them would threaten prosperity. The boom in
global trade over the last few decades has enhanced productivity (in part
by fostering value chain specialization), expanded the size and reach of
many markets, stimulated innovations in how companies operate and
how managers manage, boosted the purchasing power and living stan-
dards of consumers, and raised wages broadly in exporting sectors.

Unfortunately, some families, particularly those living in smaller com-
munities and working in import-vulnerable industries, have not shared
fully in the benefits. This must be addressed. As discussed in Chapter
1, the globalization of trade and labor markets, and the digital tech-
nology revolution, have skewed the distribution of personal economic
rewards—wealth and income—in society. The twin genies of modern
capitalism have boosted the value of some skills but de-valued others,
replaced or relocated millions of jobs, and changed the nature of work
for millions more workers. These forces have suppressed wage gains for
a wide swath of American working families while delivering outsized
gains to a few. These shifts (along with the rapid growth in scale and
scope of the financial sector) contribute to inequality, which has aroused
the passions of the American public. In the decades ahead, advances in
technology, even more than continued globalization, are likely to exac-
erbate all of these frictions.

Meeting the societal challenges sparked by technological change
will require concerted action by businesses and governments, working
together on real solutions. Society’s leaders will need to develop mecha-
nisms to identify and even anticipate shifts in the demand for workplace
skills, as more and more work will use technological tools combined
with human judgment. Decision makers will need to create institutions
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and policy tools that quickly can respond to mismatches in the supply
of and demand for skills. In so doing, they must thoroughly overhaul an
education system that is failing most U.S. children today.

Business and policy leaders also must advance a vision for financing
and modernizing America’s infrastructure. Finally, public and private
thinking must put forward ideas for helping all Americans—urban and
rural, young and old—to benefit from technological change. With the
constantly accelerating pace of innovation and change, some segments of
society fail to keep pace with technological advances, and so the next gen-
eration of leaders will need to focus on expanding digital inclusiveness.

But what are America’s leaders to do about globalization? Global-
ization—the ever-widening mobility of capital, labor, goods, and even
ideas—is the bane of many, and not just in America. Britain has voted
to leave the European Union in large part to isolate itself from economic
forces that many identify as the root cause of their lagging prosperity.
Significant numbers of voters in France, the Netherlands, and other EU
nations would like to do the same. Several nations in the Middle East are
literally burning with rage against globalization. Anti-immigration senti-
ments have spiked in Europe and the United States. Polls suggest that as
many as nine out of ten Americans want businesses to stop “offshoring”
jobs. Globalization has generated so much prosperity, but also disloca-
tion, fear, and anxiety. How do leaders meet the globalization dilemma?

The answer is balance. The anti-trade and anti-immigration rheto-
ric seen in the 2016 presidential campaign cycle is, in the view of CED,
sadly misguided. Imposing trade restrictions and barriers, or unduly
restricting immigration, is economically self-defeating. Rather than
helping workers disadvantaged by globalization, policies that erect barri-
ers to imports (or penalize companies for producing globally) in the end
will disadvantage all Americans, and impair—not restore—U.S. pros-
perity. Doing so would surrender the higher standard of living Ameri-
cans enjoy through lower-cost goods and higher-value, export-oriented
jobs. The answer is not to retreat but to move forward, while working to
balance the ledger of globalization. This will require business and policy
leaders to better integrate trade and immigration in the real economy,
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and create and implement policies and programs that support workers
and communities caught in the transitions inherent in globalization, and
spread the gains of globalization more widely.

PUSH FOR GREATER EQUALIZATION OF
TRADE AGREEMENTS

Ultimately, to achieve a successful, sustainable economy and prosper-
ity, America needs to engage even more with the global economy. The
value of world trade declined in 2015 (to $16.5 trillion, down from $19
trillion in 2014 according to the World Trade Organization) and the
growth in the value of trade has been sluggish since the 2008 financial
crisis, relative to trends just before.”* But since the 1990s, global trade
has grown, on average, twice as fast as global GDP. In 1990, exports of
U.S. goods and services amounted to less than $600 billion, and imports
to the United States a little more than $600 billion. In 2015, the United
States exported nearly $2.4 trillion in goods and services (America has
become a leading exporter of services, such as insurance and financial
services), and imported goods and services worth nearly $3 trillion. One
assessment suggests that U.S. consumers get 25 percent more buying
power through international trade today, relative to a world with no
trade. Inflation-adjusted U.S. exports have grown half again as fast as
total U.S. GDP since World War II. The reductions of U.S. tariffs since
World War II are estimated to have added roughly $10,000 per year per
U.S. household in additional purchasing power.">

There is room for more progress. America has prospered as the world’s
economies increasingly have become interconnected. Industry value
chains stretch across nations today. Production crisscrosses borders, as
components are both imported and exported to assemble products into
final goods.”® Capital flows from nation to nation, as does direct invest-
ment, and cities around the world have become home to the expatriated
employees of multi-national companies. As just one vivid indicator of
the increasing openness of the world economy, foreign direct investment
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globally has increased by a factor of almost 42 in real dollars from 1970
to 2015—or about eight times as fast as world GDP."”” These trends have
strengthened the U.S. economy, enhanced U.S. security, and supported
U.S. diplomacy around the world.

But while trade growth has been both enormous and rapid, it has also
been patchy. Trade barriers have fallen and markets have been liberalized
around the world, particularly since the fall of communism and the rise
of emerging markets. But many barriers to trade remain. While nearly
70 percent of the world’s exports enter U.S. markets duty free, U.S. pro-
ducers face an average 6.8 percent tariff for their exports. And businesses
in many sectors must grapple with other market barriers, quotas, weak

5% By one index

intellectual property protections, and other restrictions.
of economic globalization, the United States has fallen in relative stand-
ing among the “most globalized” nations over the past few decades, not
because actual economic flows have fallen but because its policies have
not kept pace with the rest of the world. Other countries’ restrictions
in the form of import barriers, tariffs and tax rates, and capital controls
have fallen dramatically relative to those in the United States."’

Open trade must be the cornerstone of U.S. trade policy. Prosperity
can grow broadly and capitalism can be made stronger if the global inte-
gration of trade, production, capital, and talent are strengthened—and
the global playing field is more aggressively leveled. Business and policy
leaders should continue to seek to reduce barriers to trade in every mar-
ket in the world. Some believe the deck is stacked against U.S. exports;
but refusing to negotiate obviously will not solve that problem. The solu-
tion is not to import less, but to export more.

The United States should lead the world in lowering tariffs and reduc-
ing other barriers to market access in agricultural products, particularly
from developing world nations. This includes de-linking agricultural
subsidies from prices and production. Emblematic of the flaws in U.S.
agricultural policy are incentives that encourage overproduction at pub-
lic expense, while impoverishing the very nations U.S. businesses see as
their growth markets.
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The United States should embrace the Trans-Pacific Partnership. The
United States also should seek to eliminate all tariffs and quotas in man-
ufactured goods, without exception, in all markets, worldwide, and seck
greater liberalization of trade in services.

PROMOTE ADJUSTMENT POLICIES,
NOT TRADE PROTECTIONS

Trading nations should capitalize on all of this progress. Anti-dumping
and countervailing duty remedies to offset the competitive dynamics of
trade are counterproductive. Trading systems must be open. The United
States should lead the world in setting an agenda for adjustments—pro-
active policies that offer workers and communities hope for the future—
as opposed to protections that only delay needed and inevitable economic
transitions.

Capitalism would be enriched if policymakers stopped trying to ease
the human impact of global competition by managing markets and sec-
tors, and instead focused on workers and their communities. Policies ori-
ented to adjustment should seek to cushion the blow to people from the
dislocations brought about by globalization and technological change.
These policies should also help workers and communities transition to
new roles within the economy, rather than try to preserve existing jobs
artificially by protecting them from forces of change. Creative destruc-
tion must be allowed to drive the economy forward, but public policy
must ensure that human capital is re-allocated into new productive uses
as an essential part of that process—to function as a “shock absorber” for
difficult but unavoidable change.

That underscores the need for flexible adjustment policies that
encourage and facilitate worker re-employment. The United States must
commit to forging an aggressive, systematic, and effective adjustment
system. America’s track record in this area has been poor. Job losses in
select sectors of the U.S. economy over the last 20 years demonstrate that
some displaced workers lack the skills or the training to easily re-enter
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the workforce, and worker incentives to take steps to do so are stunted.
But differing political agendas through the years have created many
incremental programs, the sum of whose efforts has been half-hearted,
fragmented, and costly. By rationalizing and integrating these programs,
and by eliminating various trade-distorting subsidy programs, the plight
of displaced workers could be addressed more effectively and afford-
ably. Business leaders should press for a national policy of economic
adjustment, going beyond the current Trade Adjustment Assistance
(TAA) system,'*® which would be available to all workers experiencing
involuntary unemployment for reasons other than their own conduct.
Whenever possible, such a program would create incentives for getting
back to work.
CED’s recommendations include:

= “Wage insurance,” which would pay workers a fraction of any income
loss associated with a new job, regardless of the reason for the job loss,
for a two-year period following the initial job loss. A health insurance
supplement could be included. Workers therefore would have a strong
incentive to go back to work. Such benefits are now available under
restricted circumstances; we would make the program universal. A
variation on this theme would be the establishment of an account that
an unemployed worker could draw upon, with a proviso that, upon
accepting a new job, the worker would have immediate access to the

balance of the account as a bonus.

= Additional training should be available to willing workers displaced
for any reason. The wage insurance proposal above would encourage
workers to accept jobs that hold the prospect of valuable on-the-job-
training that could lead to subsequent advancement.

= Job-search assistance should be available. For many workers who are
displaced after an extended period of time on a single job, help in
searching for new work could prove highly valuable. It might also be
especially useful for workers who might need to relocate a significant
distance from their old jobs.
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REFORM IMMIGRATION POLICY

Two opposing views on the economic impact of immigration dominate
American public opinion today. Immigration opponents believe that
“outsiders” are displacing Americans from jobs, either because immi-
grants (often referring to legal immigrants) have the skills (or gain them
in U.S. universities) to compete with and replace native-born workers,
or because immigrants have few skills and little education (often partic-
ularly referring to undocumented immigrants), and thus receive greater
value (in welfare, social, and education benefits) than they contribute to
the economy. By contrast, immigration supporters contend that immi-
grants (whether legal or illegal) merely add labor supply to the economy
and do not crowd out any native-born employment, and hence are a
large unambiguous net positive.

These extreme views are oversimplifications, as extreme views tend
to be. Immigrant workers are neither perfect complements to, nor per-
fect substitutes for, native-born workers. The United States has experi-
enced a historic wave of immigration since the mid-1960s (immigrants
and their descendants drove more than half of all population growth in
the United States during the last five decades), and the economic impact
of this influx has been a net positive."" But immigration has also trig-
gered frictions that come with competition. Immigrants have competed
directly with native-born workers in both low-skill (for example, service)
and high-skill (technology) sectors, and sometimes win those jobs. But
often immigrant workers accept jobs that native-born workers would not
accept. And studies show that displaced native-born workers in many
developed economies, including the United States, frequently transition
to other jobs in the same sector (sometimes higher paying), or to other
sectors. They rarely are doomed to unemployment. (Over much of the
period since the financial crisis, when unemployment has been extraor-
dinarily high, the net flow of at least Mexican migration with the United
States has reversed.'®?)

There’s another way in which immigration has benefited the U.S.
economy. Competition between immigrant and native-born workers
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has furthered the occupational specialization that has made the entire
U.S. workforce more efficient and productive. Immigrant workers com-
ing from other countries, and often having been educated in different
cultures and different languages, tend to bring different “comparative
advantages” that can “complement” experienced native-born workers.
As economists on both sides of the political spectrum have long argued,
the availability of resources (such as different kinds of labor) that work
well together strengthens the economy. And many immigrants launch
new businesses to optimize delivery of those niche goods or services or to
serve the growing needs of employed immigrants. New waves of immi-
grants increasingly bring significant human capital to the economy, so
they are more likely to earn higher income, pay higher taxes, and have
less need for government benefits.'3

U.S. immigration policy should be reformed to maximize these eco-
nomic benefits. Currently, the system for allocating visas is designed
to police arbitrary quantity constraints to types of visas by country
of origin. Instead, visas should be allocated to drive an increase of
immigrant supply to those occupations that are in greatest shortage. A
recent report by The Conference Board shows that many of the great-
est shortages in talent—in sectors such as health care, mathematics, and
in skilled trades—cannot be met by the supply of native-born work-

164 Nations that currently supply

ers alone over the next 10 to 15 years.
the United States with the largest numbers of qualified immigrants
for those occupations are severely oversubscribed against their lim-
its for permanent employment-based visas, and have long waiting
lists. Meanwhile, temporary employment visas such as the H-1B visa
have overall (not country-specific) caps that are reached routinely
within the first few days of the annual application period. Another
problem with U.S. visa policy is that the criteria to qualify for an
employment-based visa are almost entirely based on higher-education
attainment (bachelor’s and graduate-level degrees), and the employ-
ment-based visa categories do not distinguish among the many differ-
ent types of occupations and thus are incapable of steering immigrants
into high-shortage occupations.
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One model for “smarter” immigration policy is Canada, which sets
visa eligibility based on six factors that rate visa applicants on their adapt-
ability and potential to be productive contributors to the Canadian labor
force. This point system utilizes both quantitative and qualitative mea-
sures to assess visa applicants, looking at factors such as education, lan-
guage proficiency, and age. (Visa applicants must take a language test
and have proof of current and/or past employment; their educational
history and background is scrutinized, including having their educa-
tional credits measured against Canadian standards.) Canada invites
only the visa candidates who rank the highest in these measures to apply
to immigrate.

COORDINATE MULTILATERAL INTERNATIONAL
GOVERNANCE ON GLOBALIZATION

A highly globalized, interdependent economy requires high levels of
communication, cooperation, and coordination among all participants
in order to maximize the shared and combined economic benefits. Inter-
national organizations such as the World Trade Organization (WTO),
the International Monetary Fund (IMF), the Organization for Eco-
nomic Cooperation and Development (OECD), and the World Bank
play critical roles as institutions for coordination. The World Trade
Organization, for instance, is a mechanism for promoting trade and for
settling trade disputes, while the International Monetary Fund focuses
on safeguarding global financial systems.

Business and policy leaders should support these and other institutions
that could help contribute to the smooth workings of global capitalism.
These leaders also should encourage global institutions and other global
platforms to focus on continuing to press all nations to make their bor-
ders more open to the flow of workers, goods, services, and investment.
Coordination among nations should seek to keep playing fields level, and
to ensure economic signals are clear and undistorted, so that resources can
move to their highest-valued uses. International coordination of govern-

ment policies is needed beyond trade policy, as well, to further economic
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growth. For example, differences in tax policies across countries uninten-
tionally and counterproductively can tilt the global playing field.

The protection of intellectual property (IP) within multilateral trade
agreements typically is weak. A balance must be struck between estab-
lishing strong IP protections that encourage innovation (via adequate
rewards to the original creators of ideas), yet are not so restrictive as to
stifle competition among businesses and the spread of new ideas and their
benefits to the economy and society more broadly. The establishment of
the World Trade Organization (WTO) in 1995 resulted in the inclusion
of IP rights issues within the rules-based multilateral trade system. The
WTO agreement on “Trade Related Aspects of IP Rights” (or TRIPs)

imposes minimum standards covering the 153 member countries.
EEm

“Protection is the dog that did not bark,” observed Financial Times col-
umnist Martin Wolf in 2013.> National capitalism effectively has given
way to global capitalism and trade, and attempts by anti-globalist forces
in many nations to reverse course since the 2008 downturn gener-
ally have failed. The current of history—of economic progress—is
against them.

But Wolf added that proponents of globalization should not be com-
placent. Within developed economies, the legacy of unequal distribu-
tion of the benefits of globalization is stirring a public backlash. The
stunning decision by British voters to leave the European Union, the
growing populist anger gathering on both the right and the left flanks of
U.S. politics, and the rise of nationalism elsewhere in Europe, are warn-
ing signs to business and policy leaders everywhere that failure to make
the benefits of capitalism inclusive has gone on far too long. Capitalism
will suffer if this failure continues.

Business leaders own this challenge to make capitalism’s benefits more
inclusive, even if most of the needed solutions are policy reforms. They
own it because the challenge is primarily economic, and policy reforms
must unleash market forces, not constrain them. Economic vision must
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guide the social investments America urgently needs to make. Business
leaders should be stewards not only of their businesses today, but also of
the businesses—and the economy—of tomorrow.

Business leaders must not shirk their responsibility to make capital-
ism sustainable for the twenty-first century. The future of the entire U.S.
economy—businesses and families alike—depends on their leadership.
Promoting truly free trade, using adjustment policies to help those who
lose ground because of change, creating and implementing sound immi-
gration policy, and reaching to other nations to make capitalism sustain-
able globally are the highest priorities.



CONCLUSION

The Path Forward to
Renewed Prosperity

WE WROTE THIS BOOK for a simple reason: We want to see a
return to the long-term growth trajectory that made the United States
the most prosperous nation in the world. But as we survey the economic
and political landscape, we see troubling indicators that suggest the prin-
ciples underpinning our prosperity are fraying: plunging trust in busi-
ness, diminished confidence in the fairness of our economic system, and
a loss of faith in capitalism itself. Unless these sentiments change, the
dynamism that’s been a defining feature of the U.S. economy for decades
will be displaced by stagnation and sclerosis.

Despite capitalism’s achievements throughout our nation’s history,
changes in technology and in the world economy leave a never-ending
challenge to keep our economy at the cutting edge, meeting the needs
of our people. That is a challenge for institutions and individuals repre-
senting all interests and ideologies—but it is a special challenge for busi-

ness leaders.
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They are on the frontlines of the economy—providing the goods and
services that power the U.S. economy, and paychecks for millions of
people. Business leaders know from experience what builds prosperity
and, just as important, what doesn’t. And they know that to ensure the
broadest possible success, businesses need a public-policy and regula-
tory environment that supports expanding opportunity and enterprise.
Regrettably, many of today’s policies and regulations are handicapping
businesses as they strive to compete at home and abroad. Reforming pol-
icy and regulation is difficult precisely because of the widespread loss of
faith in U.S. public institutions and the U.S. capitalist system.

The preceding chapters presented comprehensive reforms that would
revitalize the economy and generate renewed prosperity, but just as
importantly would lay the groundwork for renewed public trust and
therefore capitalism’s sustainability. The list may seem long, but it is no
more than the nation has achieved in the past when citizens and busi-
ness patriots came together with a shared purpose and devotion to the
common good. Business must demonstrate its commitment to transpar-
ency and accountability, and show that we are all in this together. The
processes of Washington must be reformed to facilitate action through
honorable compromise. And the resulting policy action must end the
fundamental threats to our economic system posed by fiscal irrespon-
sibility, the unsustainably growing cost of some essential public pro-
grams, the lagging development of our workforce skills, and regulatory
and global roadblocks to growth. All of these reforms are essential to
sustaining capitalism for the benefit of all Americans. What follows is a

summary of many of those proposed reforms.

PROMOTE COMPETITION, COMBAT CRONY
CAPITALISM

First and most fundamentally, business must demonstrate its commit-
ment to competition on a fair basis, and for all. Too many Americans
have come to believe that the U.S. economy is rigged in favor of those
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who have through various means acquired the favor of government offi-
cials. This sentiment, which breeds cynicism and distrust, is not with-
out some justification: as government has taken on a greater role within
the economy, the potential rewards for influencing public policy have
grown. And while crony capitalism has tarnished the reputation of busi-
ness, the vast majority of businesses compete on a level playing field,
where everyone abides by the same rules.

To change the terms of the debate on cronyism, business leaders need
to speak to their fellow citizens, and their elected policymakers, about
how business is and should be done and why cronyism is a corrosive
force within the economy. These business leaders also need to practice
the gospel of fair competition that they preach. In turn, our elected policy-
makers should resist deals that smack of cronyism and seek to reverse those
that already exist. And they should be rewarded by the voters for doing so.

COUNTER SHORT-TERMISM

Again, to establish its credibility, business must first tend to its own
house. One of the threats to capitalism’s sustainability arising from
business itself is an excessive focus on short-term results among owners
(shareholders in the case of corporations), boards, and executives. This
focus comes at the expense of longer-term value and results. To counter
short-termism, corporate leaders—both executives and boards of direc-
tors—should communicate to all concerned—including the general pub-
lic—their objectives and time horizons. Executive compensation should
be tied to these objective and time horizons, with transparency and
accountability. Firms should also choose a multi-stakeholder approach
to value creation and aim for maintenance of value over the long term.
Adopting a long-term perspective leads directly to a multi-stakeholder
approach, because companies cannot prosper over the long run without
also achieving the success and sustainability of their customers, employ-
ees, suppliers, the environment, and the communities in which they do

business.
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IMPROVE THE NATION’S FISCAL HEALTH

One of the truly critical issues that Congress and the President have
failed to adequately address is the persistence of large budget deficits and
continued growth of the federal debt. This fiscal irresponsibility threat-
ens the very stability of the U.S. economy and U.S. leadership around
the world. It must be remedied, through early action with gradual and
measured but predictable results. Key priorities are described in the fol-

lowing section.

Subject Medicare to Market Forces

Medicare is enormously important to millions of America’s seniors, but
it is also the largest contributor to the projected future growth of the
public debt. If that cost growth is not remedied, our seniors will lose
their access to quality care that they can afford. Rather than try to use
government-appointed boards to drive down costs, government and
business should work together to unleash market forces. The nation’s
senior citizens should be able to choose from among traditional Medi-
care and many private plans competing with it according to the same
rules to provide quality, affordable care. This will drive down Medicare’s
program cost for taxpayers and seniors themselves while improving the
quality of care through a choice of delivery systems meeting seniors’
diverse preferences.

Review Discretionary Spending

Congress should undertake a regular, systematic analysis of each area of
domestic discretionary spending to identify those programs that deserve
reauthorization and those that require changes to be made more effi-
cient. Such periodic reviews will improve the effectiveness and account-
ability of government. Defense spending also should be scrutinized
through the same careful process, to attain all possible efficiencies and
savings and an even greater national security. Where appropriate, pub-
lic-private partnerships can increase financing for important productivi-

ty-increasing public investments.
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Strengthen Social Security

Social Security’s financing should not be approached from the van-
tage point of deficit reduction but rather with the goal of securing and
strengthening a critical foundation for the retirement for future gener-
ations. Both parties in Congress should work together with the Presi-
dent to adjust benefits and enhance revenues to set the program back on
sound financial footing. Needed reforms include gradually raising the
maximum earned income subject to the payroll tax to cover 90 percent of
all wages (and maintain that share in later years), using a more accurate
calculation of annual cost of living adjustments, while adjusting benefits
for increasing life expectancies, implementing modest additional means
testing for high-income beneficiaries, and restoring protections for work-

ers who earn low wages and who have interrupted careers.

Reform the Tax Code

Tax reform is central to sustaining capitalism. It can contribute to fair-
ness and trust among all citizens; it can speed economic growth, and
the growth of incomes; and it can reduce the federal budget deficit and
the now-burgeoning debt burden. The tax code needs to be streamlined
to achieve greater simplicity while also leveling the economic playing
field. Business leaders should press the congressional tax-writing com-
mittees to build broad, bipartisan support for comprehensive reform. We
endorse a specific and innovative tax reform plan that would replace and
restructure the low-income relief provisions for working families and the
current system of itemized deductions, eliminate most tax preferences
for particular forms of income or spending, and reduce and simplify tax
rates for both individuals and corporations.

REFORM HEALTH CARE

The rising cost of health care is inflating government, business, and
household budgets. One of the keys to making quality care and univer-
sal access compatible with affordable costs is greater consumer choice,
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which would drive plans and providers to seek greater efficiency and
lower costs, while providing the quality that consumers want. This
would require real choices among a variety of competing insurance
plans. One size does not fit all: consumers have different preferences for
care depending on their needs and where they live, and want products
that meet their individual expectations.

At the same time, government intervention in health care must be
curtailed. The federal government must limit its role to setting stan-
dards of coverage and care quality, enforcing sound consumer protec-
tions, and ensuring the playing field is fair, to prevent a “race to the
bottom” dynamic. Government also should resist trying to protect the
status quo. The diversity of plans that will appear, aimed at meeting
consumer needs, will disrupt traditional plan and provider models. This
is essential to increase quality and slow the growth of costs, just as it
does in all other industries. In particular, the perverse fee-for-service
model dominant in health care today will come under fire in a competi-
tive market. Fee-for-service health care shackles competition and process
improvement, and encourages overuse and waste—inefficiencies that are

competed away in more open markets.

IMPROVE EDUCATION

Today’s young Americans are falling behind their counterparts in our
competitor nations in both knowledge and degree completion. Simi-
larly, workers are not keeping up with skill needs, and are tripping over
transitions from obsolete to cutting-edge jobs. This is a trajectory toward
decline and decay. The quality of our workforce will be key to sustain-
ing capitalism.

Among the many possible solutions, three categories stand out. First,
there should be additional investment and attention to early care and
education of children ages 05, because early learning sets the foun-
dation for developing our nation’s human capital. Research findings
consistently have shown a high return on investment for high-quality

programs serving disadvantaged children. Second, significant reform to
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the United States K12 public education system is needed, with a focus
on concerted and systematic improvement in boosting student readiness,
improved teacher quality, and raising the bar on the quality of whar is
taught. Third, national goals for post-secondary education and work-
force development need to be rethought, with the primary focus on edu-
cation’s role in preparing students for employment.

REFORM CAMPAIGN FINANCE

The money chase in today’s campaign finance system is corrosive to the
public trust in government. We need campaign finance reform to free
elected officials from their dependence on the continuous cycle of private
campaign funding, and thereby to restore public faith in our democratic
political system. One way would be to empower small-dollar campaign
contributions, with government matching the first $250 of every cam-
paign donation, perhaps by a multiple of as much as four to one. This
would make small donations more valuable to a campaign, which might
induce candidates to put more effort into pursuing small donations, and
into connecting with a greater number of voters. It might also allow can-
didates to achieve a competitive level of finance solely through benign
small contributions, the sheer numbers of which would make exploiting
them to influence candidates for personal gain either highly unlikely or
impossible.

END JUDICIAL ELECTIONS

While federal judges are nominated by the President, there are 39 states
that use elections to choose their judges. That means campaigning for
office and raising campaign contributions, which can lead to unseemly
campaigns and incentives for judges and interest groups to weigh con-
tributions on a political balance. An appointment system for state-level
judges would be far superior, with nonpartisan commissions selecting
judges based on merit. Such commissions recruit and recommend eligi-

ble nominees for judicial appointments. The commission’s independence
)
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can be strengthened by dispersing power to appoint members of the
commission across a variety of offices, including the governor and legis-
lators from both parties.

REFORM LOBBYING

In tandem with campaign finance reform, the lobbying reform should
reduce special interest leverage over the legislative process. There should
be tighter restrictions on members of Congress and their staffs seeking
employment in lobbying firms upon leaving Capitol Hill. The so-called
“cooling-off” period before a member who leaves the House may engage
in any form of lobbying should be extended to two years (this rule already
applies in the Senate). The same restrictions could apply to employees of
government agencies or regulatory authorities. Another valuable reform
would be to ban any registered lobbyist, and any institution that hires
registered lobbyists, from raising or soliciting contributions for federal
candidates and officeholders. They should not be allowed, either, to
serve as treasurers of Leadership PACs and other campaign fundraising
organizations.

Just as important is strengthening enforcement of laws and ethics rules
that cover members of Congtess, staff, and lobbyists. Given that the
committees with ethics responsibilities have not fulfilled their respon-
sibilities, it may be time to establish a strong and independent enforce-
ment authority to help Congress punish and deter ethical violations by
lobbyists and members. A nonpartisan ethics enforcement authority,
perhaps within the Government Accountability Office, could be com-
posed of distinguished former members of Congress and retired judges,
insulated from political pressure.

OVERHAUL THE REDISTRICTING PROCESS

The process used to draw the districts for the House of Representatives

and state legislatures needs a sweeping overhaul. Federal action would be
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welcome, but failing that, states should use their authority over the elec-
toral process to reform their own redistricting institutions. One option
would be the appointment of nonpartisan commissions in each state,
with a focus on creating districts that are equal in population, compact,
contiguous, and competitive (that is, approximately equally divided by
party affiliation), in that order of priority.

FIX THE CONGRESSIONAL POLICYMAKING
PROCESS

The U.S. policymaking process is riddled with shortcomings, and many
of the longstanding rules and procedures of the legislative process have
been abused by the leadership of both parties. The net effect is short-
sighted policies and declining public trust in the fairness of the poli-
cy-making process. The following procedural reforms are needed:

= The House should limit the use of closed rules (which typically restrict
the time allowed for debate and the numbers of amendments) to truly
urgent pieces of legislation. Enacting this reform would allow for

more deliberation and expression of a variety of views during debate.

= The House and the Senate should appoint promptly members to con-
ference committees, including members from the minority party. These
appointments should include those who have drafted the legislation.

= Congress (especially the House) should change its schedule to com-
prise at least two-week periods of Monday-through-Friday sessions,
with weeks off in between to allow time in the home districts. Such
a schedule would allow more time for oversight and substantive hear-
ings, while helping to foster personal relationships which contribute

to constructive compromise.

= The House should use self-executing rules, which change bills passed
by committees of jurisdiction before they go to the House floor, only
in instances of true emergencies, or where revisions of bills are purely

in the nature of technical correction rather than substantive alteration.
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= The Senate “hold” should be cut back to its former purpose of allow-
ing Senators to exercise their judgment on nominations from their

states only.

= Congress should rededicate itself to timely appropriations. Delays
and uncertainty in funding waste taxpayer dollars, and render gov-
ernment less effective and efficient. Appropriations bills should be
debated individually and in the open.

= Congtress should reenact budget disciplines—spending caps for
annual appropriations, and pay-as-you-go requirements for entitle-
ment spending and taxes—that worked in the 1990s.

BRING GREATER EFFICIENCY TO THE
REGULATORY PROCESS

The process of writing federal and state regulations often results in favor-
itism for politically powerful incumbent businesses—to the detriment of
new business formation and the innovation and productivity growth of
the overall economy. When developing any new regulation, there needs
to be more focus on the public interest justification and the goals or
principles that are intended to be served. And those goals and principles
should be defined so they can be measured and so that regulations can
be designed, maintained, monitored—and periodically updated, as nec-
essary. The entire government regulatory process also should be more
open and transparent. By making the regulatory drafting and review
process more inclusive, regulations (and government in general) will be
more impartial and more supportive of the public interest (and less sup-

portive of crony capitalism).

INTEGRATE WITH THE GLOBAL ECONOMY AND
EXPAND ADJUSTMENT POLICIES

Policies that erect barriers to imports (or penalize companies for pro-
ducing globally) will disadvantage all Americans, and impair American
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prosperity. The answer is not to retreat but to move forward, with open
trade the cornerstone of U.S. trade policy. Prosperity can grow broadly
and capitalism can be made stronger if the global integration of trade,
production, capital, and talent are strengthened—and the global play-
ing field is more aggressively leveled. Business and policy leaders should
continue to seek to reduce barriers to trade in every market in the world.

It’s also critically important to balance the ledger of globalization,
with a focus on policies and programs that support workers and commu-
nities caught in the transitions inherent in globalization, while spreading
the gains of globalization more widely. Policies oriented to adjustment
should seek to cushion the blow from the dislocations brought about by
globalization and technological change. These policies should also help
workers and communities transition to new roles within the economy,
rather than try to preserve existing jobs artificially by protecting them
from forces of change. Key recommendations include:

= Congress should approve a more universal “wage insurance,” which
would reimburse workers for a fraction of any income loss associated
with taking a new lower-paying job (regardless of the reason for the
job loss), for a two-year period following the initial job loss. A health
insurance supplement could be included. Expanding wage insurance
would give workers a strong incentive to accept new employment

rather than settling for extended unemployment compensation.

= Additional training should be available to willing workers displaced
for any reason, perhaps as a condition for eligibility for extended
unemployment benefits. The wage insurance proposal above would
encourage workers to accept jobs that hold the prospect of valuable
on-the-job-training that could lead to subsequent advancement.

= Job-search assistance should be available. For many workers who are
displaced after an extended period of time on a single job, help in
searching for new work could prove highly valuable. It might also be
especially useful for workers who might need to relocate a significant
distance from their old jobs.
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REFORM IMMIGRATION POLICY

The United States has experienced a historic wave of immigration since
the mid-1960s and the economic impact of this influx has been a net pos-
itive. But immigration also has triggered frictions that come with com-
petition. Immigrants have competed directly with native-born workers
in both low-skill and high-skill sectors. This competition has helped
make the entire U.S. workforce more efficient and productive, as well as
larger. Many immigrants also launch new businesses to optimize deliv-
ery of niche goods or services or to serve the growing needs of employed
immigrants. And because new waves of immigrants increasingly bring
significant human capital to the economy, those new workers are more
likely to earn higher income, pay higher taxes, and have less need for
government benefits.

U.S. immigration policy should be reformed to maximize these eco-
nomic benefits. Currently, the system for allocating visas is designed to
police arbitrary quantity constraints on types of visas by country of ori-
gin. Instead, visas should be allocated to drive an increase of immigrant
supply to those occupations that are in greatest shortage.

One model for “smarter” immigration policy is Canada, which sets
visa eligibility based on six factors that rate visa applicants on their adapt-
ability and potential to be productive contributors to the Canadian labor
force. This point system utilizes both quantitative and qualitative mea-
sures to assess visa applicants, looking at factors such as education, lan-

guage proficiency, and age.

PROMOTE MORE EFFECTIVE INTERNATIONAL
GOVERNANCE

A highly integrated and interdependent global economy requires high
levels of communication, cooperation, and coordination among all par-
ticipants in order to maximize the shared and combined economic ben-
efits. International organizations such as the World Trade Organization
(WTO), the International Monetary Fund (IMF), the Organization
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for Economic Cooperation and Development (OECD), and the World
Bank play critical roles as institutions for coordination. Business and
policy leaders should support these and other institutions that could help
contribute to the smooth workings of global capitalism. These leaders
also should encourage global institutions and other global platforms to
focus on continuing to press all nations to make their borders more open
to the flow of workers, goods, services, and investment.

THE IMPERATIVE OF BUSINESS LEADERSHIP

While the vast majority of these proposed reforms are for policymakers to
enact, the nation’s elected officials have not acted on their own. Business
leaders must step forward. By entering the public square, and speaking
out for change, they can help policymakers—and the broader public—
understand precisely why these reforms are needed. Business leaders can
emphasize how the reforms will contribute to greater long-term prosper-
ity for all Americans—and thereby make capitalism more sustainable—
through first-hand knowledge of how the benefits to the nation flow
through their own day-to-day operations.

We seek the commitment of the entire U.S. business community—
from all parts of the country, and spanning all industries—to take this
agenda to our elected policymakers, and to begin a respectful public
debate on these issues. Seventy-five years ago, leadership from the Amer-
ican business community helped lay the foundation for policies that
made the United States the most prosperous nation in the world. That
leadership is needed again.
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easily could conclude that the federal government would find itself with no
alternative to taking on some of that lower-level government debt. If the mar-
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that are the source of much innovation and economic growth. Although a
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