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FROM THE CEO

Can you guess what factor is
draining resources from the
U.S. economy at an annual
rate that’s double what we
spend on defense? Research
from the Institute published
late last year identifies the
culprit as our collective —
and excessive — poundage. “Weighing Down
America: the Health and Economic Impact of
Obesity” estimates that the cost of treating
obesity-related health conditions that range
from diabetes to Alzheimer’s, plus the loss in
attendance and productivity at work, exceeds
$1.4 trillion annually.

Yes, that’s trillion with a “£” And remember,
that huge number does not include the intan-
gible, but no doubt immense, cost of obesity-
related suffering and premature death.

Rather than simply outlining the dimen-
sions of the problem, our study also points to
solutions. And we brought further attention
to the report’s findings by launching it with a
special briefing at the U.S. Senate by the re-
port’s authors, along with Louisiana senator
(and physician) Bill Cassidy and Institute
chairman Mike Milken, that focused on both
the problem and the potential solutions.

The study is the latest example of the Insti-
tute’s widening engagement in public health
issues. Ten years ago, we published “An Un-
healthy America,” which calculated the total
economic burden of chronic disease. Since

The Milken Institute Review

then, Institute reports have provided the first-
ever analysis of how lowering the consump-
tion of sugary drinks would improve public
health, a global look at how the transition to an
information-based economy contributes to
higher obesity rates, and an overview of stud-
ies on obesity prevention and intervention.

Our latest report on the health and eco-
nomic impact of obesity was published by the
Lynda and Stewart Resnick Center for Public
Health. Thanks to the Resnicks’ important
and generous gift to support this and related
work, the Center is now fully operational and
will be the locus of the Institute’s ongoing
work in the field. Last year we convened the
first-ever Public Health Summit, in Washing-
ton, DC. Participants from academia, govern-
ment, industry and philanthropy told us that
the event answered such a huge need that we
decided to convene another in 2017 — and,
quite possibly, every year thereafter.

Over the past two centuries, advances in
public health and medical research have ac-
counted for as much as half of all growth in
the West when the economic value of good
health and longevity are properly accounted
for. For the rest of this century, we hope to do
for public health what previous efforts have
done for bioscience and medical research.

Wy ol

Michael Klowden, CEO



SHUTTERSTOCK

EDITOR’S NOTE

JG , OUr onal Corresponde Nt from Passadumkeag, Maine, asks whether it’s

true that the Review’s new website (MilkenReview.org) contains clues to the location

of the vast treasure mentioned in the Dead Sea Scrolls.

Not to my knowledge, JG — but you never
know for sure. I still get my news from the
mainstream media. But the website certainly
does contain wealth more valuable than gold.
Well ... before the latest gold price escalation,
anyway. You'll find all the content from the
quarterly print magazine, plus a passel of ar-
ticles and features posted in between. Mean-
while, have a look at the gems we’ve gathered
for you in this earthbound edition.

Brad DeLong, an economist at the Univer-
sity of California (Berkeley) offers a spirited

defense of helicopter money, the as-yet-
unused macroeconomic tool that’s widely
viewed as too good to be true. Here, he ex-
plains “why it is so appealing to those of us
who worry that stimulus will be insufficient
to keep the economy chugging forward — and
why proponents and critics seem inclined to
talk past each other”

Jerry Taylor, the president of the Niskanen
Center in Washington, explains why the time
for a carbon tax to slow climate change has
come —and why even Republicans enraptured
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by the siren song of the fossil fuel lobbies
should rethink their position. “We know that
hedging against very-high-damage scenarios
is economically rational even if the probabil-
ity of catastrophe is modest,” he writes. “And
we can be pretty sure that a carbon tax would
deliver more abatement for the buck than the
alternatives.”

Eswar Prasad, an economist at Cornell and
the Brookings Institution, offers a nuts-and-
bolts primer on how China is using trade and
investment to project power worldwide.
“China is becoming a leader of the interna-
tional community — not, as the West prefers,
by being co-opted into existing institutions
under the current rules of the game, but
rather on its own terms,” Prasad writes. “This
goal subsumes another objective, which is to
eventually alter the rules of global finance that
China sees as conveying undue privilege to
the existing reserve currencies.”

Maureen Japha, director of regulatory
policy at FasterCures, outlines ways to
smooth the speed bumps as “venture philan-
thropies” make deals with medical research
institutions unused to sharing control. “The
new emphasis on sustainability, on both sides,
is forcing all parties to reconsider how suc-
cess will translate into income,” she writes.
“What’s important to keep in mind, though,
is that everyone involved agrees that the first
priority is getting effective and efficient treat-
ments to patients.”

Eric Toder, co-director of the Urban-
Brookings Tax Policy Center, leads readers
down the tortuous path of business tax re-
form, made even more torturous by the rapid
growth of enterprises that pass through their
taxable income to individuals. “The U.S. sys-
tem for taxing business income has entered a
zone of baroque complexity that defies ef-
forts to sync it with both the way businesses

The Milken Institute Review

are organized in the United States and the
growing integration of the global economy,”
he explains. “Something big has to give if we
are to tap business income as an equitable
and efficient source of taxes.”

Andreas Bergh, an economist at Lund
University in Sweden, cautions policy wonks
eager to imitate Sweden’s social and eco-
nomic policies. “Surprising as it may seem to
those who see Sweden as the triumph of the
modern welfare state,” he writes, “Sweden’s
success has largely been the result of trial and
error, not to mention the beneficiary of the
unintended consequences of public policy.”

Tom Healey, the coordinator of New Jer-
sey’s bipartisan Pension and Health Benefit
Study Commission, offers an insider’s view of
the battle to contain the ballooning employee
benefits of states and localities. “Unfunded li-
abilities are a disaster in the making that lurk
behind a gray wall of numbers, graphs and
pie charts,” he writes. “As Flint and Detroit
found out, expecting the problem to recede
with an uptick in the stock market or the wave
of a consultant’s wand is simply delusional.”

Philip Martin, an economist at the Uni-
versity of California (Davis) explains how the
scarcity of water and cheap labor are trans-
forming California agriculture. “The state’s
giant farm sector offers a fascinating picture
of markets and regulation at work,” Martin
writes. “What is emerging is a leaner, less tra-
dition-bound industry. ... And that is good
news for the millions of rural residents des-
perate to avoid the sort of rapid dislocation
that devastated Rust Belt manufacturing in
the 1980s and 1990s.”

And vyes, there’s even more! Check out the
excerpt from Taxing the Rich, a new book by
Kenneth Scheve (Stanford) and David Stasav-
age (NYU). And take a gander at Brookings
demographer Bill Frey’s latest charticle.

Happy perusing. — Peter Passell
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BY JERRY TAYLOR

Whlle 0pp0$ltl0n to government initiatives to slow climate change has long

been orthodoxy for the Republican Party — and Donald Trump — that position is be-

coming increasingly untenable. The case for climate action is now so strong that one

would be hard-pressed to find a serious academic economist who opposes using mar-

ket forces to manage the damage done by greenhouse gas emissions.

Meanwhile, the low-cost opportunities for
substituting renewables for fossil fuels have
undermined the argument that the transition
away from coal, oil and gas would make it dif-
ficult to maintain healthy growth. And by no
coincidence, the political price of climate de-
nial has recently gone from inconsequential
to significant. Indeed, I would argue that,
while the initial inclination for the Trump
administration will be to roll back the clock,
the stage is set for Republicans to embrace
carbon pricing down the road.

WHEN IN DOUBT...

The debate among genuine experts in climate
science is now limited to the timing of the
warming and the magnitude of the impact.
Climate policymaking has thus morphed into
a high-stakes risk-management exercise in
crafting the optimal response when the con-
sequences of warming might be modest or
might be catastrophic.

In this exercise, there is nothing “conserva-
tive” about ignoring risks at the catastrophic

JERRY TAYLOR is the president of the Niskanen Center,
a libertarian think tank in Washington.

end of the distribution of possible outcomes,
just as there is nothing conservative about
putting all one’s money into a single stock in
an era of economic volatility. Quite the con-
trary: when low-probability, high-impact
threats arise in non-environmental policy
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contexts, conservatives are inclined to be-
come extremely averse to bearing risk. In the
days after 9/11, for instance, Vice President
Dick Cheney famously said, “If there is a one
percent chance that Pakistani scientists are
helping Al Qaeda build or develop a nuclear
weapon, we have to treat it as a certainty in
terms of our response.”

If conservatives believe that “the precau-
tionary principle” is worth embracing in non-
environmental contexts, why don’t they
believe that it is worth embracing in the envi-
ronmental arena? The warming scenarios at
one extreme of the distribution of possible
outcomes, after all, might well render the
planet uninhabitable.

THE COST AND BENEFITS OF
CLIMATE ACTION

Conservatives have typically come at the
problem from another perspective. They’ve
rejected the precautionary approach to cli-
mate change primarily because they believe
that the potential damage is uncertain while
the cost of precautionary action is both cer-
tain and very high. That argument, however,
no longer stands up to close examination. Al-
though the costs associated with curbing
greenhouse gas emissions are not trivial —
more on that later — the irresolvable uncer-
tainties about both the future costs and
future benefits of climate action render dis-
positive cost-benefit analyses impossible.
While there are plenty of studies estimat-
ing the impact of climate change on the global
economy, only a few have zeroed in on fore-
casts for the United States economy. The most
thorough of these comes from the Rhodium
Group (a private consulting firm), which con-
cluded that U.S. losses would most likely total
between 1 and 3 percent of GDP annually by
the end of the century. This is a conservative
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estimate, because it does not consider the im-
pact of climate change on a host of significant
factors — everything from agricultural pro-
ductivity to the control of disease vectors as
rising temperature and altered rainfall pat-
terns open pathways for a greater variety of
insects. Nor does it take account of a raft of
low-probability, high-impact scenarios in
which temperature-related tipping points
could be crossed.

On the cost side of the equation, the most
comprehensive contemporary analysis of jet-
tisoning most uses of fossil fuels (known in
the lingo as “deep decarbonization™) comes
from a joint undertaking by Energy & Envi-
ronmental Economics (E3), Lawrence Berke-
ley National Laboratory and the Pacific
Northwest National Laboratory. Their mod-
eling found that an 80 percent reduction from
1990 levels of U.S. greenhouse gas emissions
by 2050 (the target consistent with a global
commitment to hold warming to 2 degrees
Celsius above preindustrial levels) would
probably cost about 0.8 percent of GDP annu-
ally, with a 50 percent probability range of
costs from a gain of 0.2 percent of GDP to a
loss of 1.8 percent of GDP.

While 0.8 percent of GDP is not small
change (around $135 billion), it’s probably
less than the cost of inaction. But remember,
these comparisons of high-probability costs
and benefits largely miss the point. Provided
similar efforts to slow climate change are
made worldwide, deep decarbonization
would serve as a hedge against the truly cata-
strophic risks — the ones associated with, say,
the sudden collapse of the Antarctic ice sheet,
which might raise sea levels by three feet, or
the rapid release of massive quantities of
greenhouse gases from melting permafrost.

Conservatives are often aghast at the pros-
pect of spending billions or even trillions to
prevent possible horrors that might turn out
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to be merely manageable dislocations. But
they have embraced tremendously costly risk-
hedging initiatives in the past. The Bush-
Cheney administration spent $4 to 6 trillion
on wars in Iraq and Afghanistan to address
the risks of Islamic terrorism — surely a lesser
threat than the serious drought, more violent
weather and widespread coastal flooding that
may follow global warming.

According to the study by E3 and the two
national labs, annual decarbonization costs
would run about $100 billion per year, rising
to about $400 billion per year by 2050. That
estimate, by the way, is also in the central
range of an independent analysis from Geof-
frey Heal, an economist at the Columbia
Business School.

The impact on consumer energy costs
would likely be modest. Average electricity
rates in the E3/national labs analysis would
increase from 17 cents per kilowatt-hour (the
reference case, which represents business-as-
usual) to about 18 cents per kilowatt-hour.

Average household spending on energy would
rise only about $35 per month. Though
spending on energy would be higher in abso-
lute terms, energy costs would constitute 6.4
percent of U.S. GDP, compared to 7.1 percent
in 2015.

These are still big numbers, which could
be seen as ammunition for climate skeptics
who would rather wait and see. But as we’ve
noted above, even a low probability of a cata-
strophic outcome makes the case for action
stronger, not weaker. In a recent survey of
economists who publish in leading peer-
reviewed journals that cover the economics
of climate change, 93 percent agreed that, de-
spite these uncertainties, an aggressive policy
response to global warming is warranted.

SKEPTICISM ABOUT LOW-CARBON
ENERGY

Many conservatives find the E3/national labs
study and others of the same ilk to be implau-
sible on their face because low-carbon energy
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will be far too expensive relative to coal, oil,
and natural gas. Moreover, renewable energy,
they often note, is too unreliable for a mod-
ern economy that must keep the gears mov-
ing when the wind isn’t blowing and the sun
isn’t shining. Finally, the scale and scope of
the transition, they say, is unrealistic in the
relatively short period contemplated in the
E3/national labs scenario.

While those criticisms were probably on
the mark before the turn of the millennium,
advances in low-carbon energy technology
have radically transformed the energy sector.
Just since 2008, the total cost of land-based
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wind energy in the United States (absent fed-
eral production-tax credits) has fallen by 41
percent, distributed solar power generation
(such as rooftop panels) by 54 percent and
utility-scale solar generation by 64 percent.
Meanwhile, production costs for electric-car
batteries have dropped by 73 percent.

Markets understand this, even if conserva-
tives don’t. Solar and wind energy constituted
66 percent of all new electricity generation
capacity installed last year in the United
States. Today, as many jobs are tied to wind
energy as coal mining, while solar construc-
tion and maintenance employs three times
the number in the coal business.

MARK ANDERSON



In 2022 (with no federal production-tax
credits), the U.S. Energy Information Admin-
istration estimates that advanced combined
cycle gas-fired turbines (the cheapest source
of new fossil fuel electricity) will produce
power at $55.80 per megawatt-hour, onshore
wind-power facilities at $58.50 per megawatt-
hour and utility-scale solar at $74.20 per
megawatt-hour. By 2040, the Energy Infor-
mation Administration projects that wind
will be cheaper than gas turbine power and
that utility-scale solar won’t be far behind.

Fossil fuels may also be displaced in trans-
portation. Bloomberg New Energy Finance
estimates that by 2022, declines in the produc-
tion cost of lithium-ion batteries will make
the total cost of owning an electric vehicle
lower than the cost of owning an equivalent
vehicle powered by gasoline or diesel. Of
course, the electricity must come from some-
where. But there is no reason that “some-
where” can’t be renewables.

So much for low-carbon energy being too
expensive. But is it reliable, and can it be de-
livered over long distances? Recent academic
analyses suggest that the answer is yes — but
with some caveats. Unless utility-scale storage
technology becomes cost-effective, we would
need to shift from regionally divided electric-
ity networks to an integrated national system
built upon high-voltage, direct-current trans-
mission — an expensive, though doable, op-
tion. But many energy forecasters remain
optimistic that cost-effective storage technol-
ogy is on the horizon.

An obvious means of addressing the inter-
mittency issues surrounding wind and solar —
though, to be sure one that faces considerable
political opposition — is investment in nuclear
power. Although the Energy Information Ad-
ministration forecasts that nuclear energy
will be far more expensive than wind and
solar power in the future (with a levelized

costs of $93 per megawatt in 2040), the E3/
national labs study finds that including nu-
clear energy in the portfolio of low-carbon
sources would actually reduce net costs.
That’s because the higher generating costs of
nuclear would be more than offset by savings
on infrastructure otherwise needed to reduce
the uncertainty about hour-to-hour availabil-
ity of solar and wind.

IF NOT A CARBON TAX, WHAT?

Once one accepts that hedging against cli-
mate risk makes overwhelming sense, putting
a price on carbon (and related greenhouse
gases) through market mechanisms seems a
no-brainer. Among other virtues, carbon
pricing is attractive to the corporate commu-
nity, because it leaves the decision about
when, where and how to reduce emissions to
market actors rather than to regulators. And
it should be attractive to consumers because
market-based pollution abatement has a long
track record of cost-efficacy.

The four alternatives to carbon pricing
(beyond direct regulation) are subsidizing the
production or consumption of low-carbon
energy, or both; mandating low-carbon en-
ergy production; subsidizing or mandating
energy efficiency investments, or doing both;
and subsidizing energy R&D. While they may
have a place in a climate-management portfo-
lio, none of those approaches should tempt us
to turn away from carbon pricing.

Subsidizing low-carbon energy produc-
tion is not cost-effective compared to carbon
pricing. A 2012 study by the Pew Charitable
Trusts calculates that federal spending and tax
programs designed to reduce greenhouse gas
emissions only reduced total U.S. emissions
by 1.4 percent in 2009. A 2013 study from the
National Research Council found that, ex-
tended forward, existing federal production-
and investment-tax credits for renewable
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energy would reduce greenhouse gas emis-
sions from the power sector by only 0.3 per-
cent over the next two decades — and at a cost
of $250 per ton.

That seems counterintuitive because pro-
duction and investment tax credits do signif-
icantly increase renewable energy generation
at the expense of coal and natural gas. How-
ever, they also lower the competitive market
price of power and thereby serve to boost
electricity use. This reduces investments in
energy efficiency and sacrifices emissions re-

quired for deep decarbonization without tears.

But the historical evidence doesn’t square
with this implied pessimism about market-
based incentives as the mother of invention.
Past increases in energy prices have induced
significant innovation, and there’s every rea-
son to believe that a carbon tax would do the
same now. There is a consensus in the eco-
nomics literature, moreover, that public R&D
produces less innovation on its own than
would an efficient carbon pricing program.
That’s because carbon pricing would immedi-
ately change price signals. An R&D-only pol-

Past increases in energy prices have induced significant innovation, and
there’s every reason to believe that a carbon tax would do the same now.

duction that might otherwise have been
achieved at competitive cost.

Subsidizing low-carbon energy consump-
tion (for instance, by subsidizing hybrid and
all-electric vehicles) runs into most of the
problems associated with subsidizing low-
carbon energy production. On top of that, the
benefits heavily favor the affluent. Economists
Severin Borenstein and Lucas Davis at the
University of California (Berkeley) found that
fully 90 percent of the credits claimed for elec-
tric vehicles went to the top income quintile.

Running through the list, state regulations
dictating the percentage of electricity that
must be generated from renewable energy —
a.k.a. mandates — are inefficient; so are man-
dated energy-efficiency requirements.

Some observers, echoing Microsoft’s
founder, Bill Gates, take an entirely different
tack. They argue that existing low-carbon en-
ergy technologies are simply too expensive to
displace fossil fuels, whether encouraged by
mandates, subsidies or taxes. Accordingly, they
embrace large new R&D programs designed
to produce the necessary energy miracles re-
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icy would produce no changes in market
behavior until breakthroughs were achieved —
if they were achieved.

Even then, technology breakthroughs are
not self-executing. Price signals — in this case,
delivered by carbon taxes — are needed to spur
rapid deployment. As the economist Richard
Newell of Duke University notes, “R&D with-
out market demand for the results is like
pushing on a rope, and would ultimately have
little impact.”

REMEMBER CAP-AND-TRADE?

Carbon pricing does not necessarily need to
be based on taxes. Prices reflecting the private
and public costs of fossil fuel generation
could also be produced with cap-and-trade
programs. This would entail putting a cap on
the total permissible volume of greenhouse
gas emissions. The government would then
sell or give away (or both) a corresponding
volume of tonnage permits that emitters
would need to legally add carbon to the at-
mosphere. Initial government auctions for
the permits or secondary markets for them



would establish the economy-wide carbon
price that would act like a carbon tax.

Cap-and-trade and carbon taxes both aim
to use prices to internalize the external costs
of emissions. There is, however, one big differ-
ence. A carbon tax establishes certainty with
regards to price, but leaves emissions volume
up to the market; cap-and-trade creates cer-
tainty with regards to emission volumes, but
leaves price to the market.

Many environmentalists prefer the volume
certainty afforded by cap-and-trade. For their
part, energy producers and fuel consumers
prefer the price certainty afforded by carbon
taxes. Either, though, can be modified to cre-
ate the certainties offered by the other. Car-
bon taxes can have escalation or de-escalation
clauses that kick in if specific emission targets
are not met or, alternatively, exceeded. Cap-
and-trade programs can generate volume cer-
tainty by having the government add or
subtract permits if the market price for the
permits exceeds or falls below a predeter-
mined range.

One advantage of cap-and-trade is famil-
iarity. Approximately 25 percent of Americans
already live in jurisdictions in which carbon
emissions are priced via cap-and-trade pro-
grams. The case for a carbon tax rather than
cap-and-trade, however, is fairly strong.

First, the administrative burdens associated
with monitoring and taxing greenhouse gas
emissions are quite modest — contact with the
government would be limited to a few hun-
dred large “upstream” fuel sellers and indus-
trial emitters. By contrast, the administrative
burdens associated with creating and policing
the market for emissions permits, which would
constitute the largest commodity market in
the world, would be no walk in the park.

A carbon tax, moreover, would almost cer-
tainly spur more innovation than cap-and-
trade. That’s because the future schedule of

carbon taxes would be fixed by law. Successful
technological innovations in a cap-and-trade
world, however, would reduce demand for
emissions credits and would consequently
lower carbon prices. This in turn would reduce
incentives to invest in more innovation.

The political case for a carbon tax over cap-
and-trade is likewise strong. First, cap-and-
trade programs in the real world tend to be
weak tea, while ambitious policy goals seem to
go hand-in-hand with carbon taxation.

I think I know why. Some 70 percent of the
global revenues generated from government
auctions of cap-and-trade permits have been
dedicated to subsidies for low-carbon energy,
while roughly the same percentage of revenues
from carbon taxes have been rebated to the
public or effectively substituted for other taxes
in paying for regular government expenses.

Any form of carbon pricing, after all, rep-
resents pain to energy consumers. If that pain
is not offset with some visible payoff to the
public, tolerance for carbon pricing will likely
remain low. While it is unclear why revenues
tend to be distributed differently under these
two policy plans, I suspect that cap-and-trade
initiatives are more prone to corporate rent-
seeking and favoritism. That drives revenues
toward well-organized interest groups and
away from the general public.

Second, no form of carbon pricing could
be imposed without significant support from
Congressional Republicans. And (in spite of
an initial endorsement by the then-Speaker
of the House, Newt Gingrich), cap-and-trade
is seen as a “liberal” policy vehicle because it
has been embraced by the European Union
along with a host of blue states, from Califor-
nia to Massachusetts. Carbon taxes, on the
other hand, are championed (or at least pre-
ferred) by most multinational oil and gas
companies and have been loudly promoted
by free-market economists in other contexts
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as the policy approach of choice to internal-
ize the costs of pollution.

WHAT A CARBON TAX MIGHT
LOOK LIKE

A tax rate capable of producing the deep de-
carbonization needed to limit warming to 2
degrees Celsius would be steep. According to
simulations by the Stanford Energy Modeling
Forum, we would likely need a $65 per ton
tax in 2020, rising to $296 per ton in 2045.

Consider, for starters, the impact of a $45
per ton carbon tax that increased at a rate of
2 percent a year above inflation. The simula-
tions suggest that this tax would yield a 40
percent reduction below 2005 levels in U.S.
greenhouse gas emissions by 2030. That’s a
far greater reduction than would likely be se-
cured by the Clean Power Plan. Even so, the
tax would reduce disposable household in-
come by less than one percent if the revenues
were rebated in some form unrelated to the
beneficiaries’ energy use.

The total cost to the economy — that is, the
reduction in goods and services otherwise
available — would be less than 0.2 percent of
GDP, and that’s before we even consider the
benefits from reducing the side effect of par-
ing public exposure to the conventional pol-
lution produced by fossil fuels. Netting out
those health benefits would likely mean that
the tax would be costless in economic terms —
and that’s before considering the bulk of the
benefits, which would come from hedging
against major climate risk. Net employment
impacts (though not necessarily regional and
sectoral impacts) would be negligible.

The most contentious issue (after the
threshold issue of getting Republicans to
agree to a new tax) would be the allocation of
the revenue. If the revenues were used pri-
marily to cut capital gains and dividend tax
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rates, income earners in the bottom four-
fifths would probably experience modest
losses in household purchasing power while
the top fifth would experience a slight in-
crease in net income. However, if revenues
were rebated evenly across the income spec-
trum, the net impact would be progressive.
That is, lower-income households would re-
ceive more in rebates than they paid in higher
energy prices because they buy less energy.

The most likely scenario, however, is that
carbon tax revenues would be distributed by
political rather than economic criteria, with
an eye toward recruiting legislative support
for the tax. And given the revenues at issue —
more than $2 trillion over 10 years from our
hypothetical $45 per ton carbon tax — there
would be plenty to go around. Politically ex-
pedient uses would include compensating the
coal sector and coal regions for the disloca-
tion associated with rapid switching to other
fuels; help for coastal areas in adapting to ris-
ing sea levels; and subsidies for energy R&D,
renewable fuels and conservation.

THE POLITICAL CASE FOR A
REPUBLICAN PIVOT

Given that the Republican wall against gov-
ernment action on climate change has been
rock solid, on first glace the carbon tax looks
like a nonstarter. But political tectonic plates
are shifting beneath that wall, rendering it
unstable.

The shift is primarily a consequence of
three recent developments.

First, the federal regulatory train has, after
nearly three decades, finally left the political
station. That train was put into motion by the
2007 Supreme Court decision in Massachu-
setts vs. EPA, which compelled the EPA to reg-
ulate greenhouse gas emissions under the
aegis of the Clean Air Act as long as those
gases are found to endanger human health or
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the environment. Reversing that agency de-
termination would be nearly impossible un-
less a Supreme Court that’s been beefed up
with conservative appointees chose to reverse
itself. Rewriting the clean air act to render
Massachusetts v. EPA moot would be ex-
tremely difficult politically, as would passing
legislation that required Congressional ap-
proval for future regulations. Consequently,
even climate skeptics are becoming interested
in policy interventions that offer a market-
oriented alternative to direct regulation.
Second, while denial continues to play well
with the GOP base, and climate change hardly
came up during the campaign, surveys tell a
different story about the country as a whole.
Only one in 10 Americans say that climate

change is not happening and only 18 percent
of Republicans agree that climate change
should be ignored by government. Although
the issue was long a low priority for most vot-
ers, most recent surveys suggest it was more
important than race relations, gay marriage,
taxes or abortion. Moreover, millennials con-
sider climate change a core issue and support
more-aggressive policy action than any other
age group does. Thus, while climate denialism
has had little impact on the GOP thus far, that
is unlikely to continue indefinitely.

Third, the declining cost and growing mar-
ket penetration of low-carbon energy, coupled
with increasing belief in Silicon Valley and
on Wall Street that green energy is the wave
of the future, is rapidly reversing the public’s
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concern that a renewable-energy economy is
an expensive, unrealizable pipe dream. This
opens political space for a potentially power-
ful morally charged campaign against fossil
fuels that could prove devastating to the GOP.

Current activism against fossil fuels, rang-
ing from opposition to the Keystone Pipeline
to state investigations of whether oil compa-
nies have been covering up their knowledge
about climate risk, has come from the left. But
as middle-income Americans who voted for
Trump realize they won’t be inconvenienced
much by driving Chevy Volts instead of
Chevy Cruzes, the door will open to moral ar-
guments against carbon emissions, much the
way the sharp decline in tobacco addiction in
the late 1980s opened the door to morally
driven arguments against smoking.

A Republican pivot away from climate
change denial, however, would not necessarily
mean a Republican pivot toward carbon tax-
ation. Arguably, it would be politically easier
for the party to embrace suboptimal climate
strategies (such as subsidies for favored low-
carbon energy sources and R&D) that impose
fewer visible costs on consumers.

I's worth remembering, of course, that
this conversion might well be opposed by
many Republican donors from the fossil fuel
industry because the potential costs of deep
decarbonization would be huge for them. If
we wish to keep warming from exceeding 2
degrees Celsius, then one-third of total global
oil reserves, half of global natural gas reserves,
and over four-fifths of global coal reserves
must remain in the ground. The value of the
assets that policymakers would be taking
away from the fossil fuels industry could run
in the trillions.

Nonetheless, the political case for Republi-
cans to embrace carbon taxation is fairly ro-
bust. It would give them a way to climb down
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from denial without acceding to the Demo-
crats’ vision of more government regulation.

A selective embrace of more familiar low-
carbon energy sources (like natural gas, nu-
clear power and hydropower) might be a more
comfortable shift for the Republican base. But
to go this way, Republicans would be swim-
ming upstream: most Americans want to em-
brace the new technologies, not delay them.
Only 9 percent of Americans oppose more
solar energy, and only 15 percent oppose more
wind energy.

Moreover, a carbon tax initiative need not
be a declaration of war against the fossil fuels
industry. Carbon taxation is actually sup-
ported in principle by most major oil and gas
companies — at least as an alternative to more
intrusive direct regulation that targets Big Oil.
This alliance would help insulate Republican
leaders from charges from the conservative
base that it is selling out free enterprise.

IT COULD HAPPEN HERE

No one knows what the optimal policy toward
greenhouse gas abatement should be because
there’s still a great deal of uncertainty about
the timing and impact of global warming. And
what goes for the world as a whole goes double
for a single country that faces the added im-
ponderable of how other countries will act.

But we do know for certain that the plausi-
ble risks associated with climate change are
real and alarming. Moreover, we know that
hedging against very-high-damage scenarios
is economically rational even if the probability
of catastrophe is modest. And we can be pretty
sure that a carbon tax would deliver more
abatement for the buck than the alternatives.

Harnessing price signals to solve economic
and environmental problems is a signature
tenet of modern conservativism. It’s time —
well, way past time — for the GOP to get @
on board.



ISTOCK

CHARTICLE

BY WILLIAM H. FREY

The faSC|nat|0n with millennials appears to be never-ending, as evidenced by

the media’s focus on their politics, lifestyles and taste in pop culture. But it is fair to

say that the most important societal attribute of this giant generation is its far greater

racial and ethnic diversity. Indeed, the millennials constitute a demographic bridge

between the white-dominated America of yore and its multiracial future.

New Census information spells
this out in just a handful of stats. In
1990, nearly three-quarters of
young adults defined themselves as
white. Today, just 56 percent are
white, and in contrast to the pre-
millennials, “new minorities,” in-
cluding Hispanics, Asians and
persons of two or more races, make
up the lion’s share of non-whites.

In fact, whites already consti-
tute less than half of millennials in
10 states and Washington, DC. In
California, more than two-thirds
of millennials are non-white. Texas,
Florida, Georgia and New Jersey
aren’t far behind.

The aforementioned bridging
function of millennials is apparent when
looking at the post-millennial population
(now below age 18): they are 48 percent non-
white. Since 2000, the aging of the white pop-
ulation combined with the relatively low
fertility rate of white women of child-bearing
age has led to an absolute decline in the num-

BILL FREY is a senior fellow at both the Milken Institute and
the Brookings Institution, and author of Diversity Explosion:
How New Racial Demographics Are Remaking America.

ber of white youth. Thus minorities (Hispan-
ics, Asians, blacks and others) constitute all of
the growth in America’s child population.

So as millennials move into positions of
leadership, both public and private, they will
pave the way for a nation that will look noth-
ing like the world of Ozzie and Harriet. To-
morrow’s “middle America” will be a truly
multiracial and multicultural, and it will be
up to millennials to define what that means.
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HELICOPTER MONEY:

When Zero Just
Isn’t Low Enough

BY J. BRADFORD DELONG
NNNNNNNNNNNNNNNNNNNNNNNNNNNN



If you pay much attention to the chattering classes — those
who chatter about economics, anyway — you’ve probably run
across the colorful term “helicopter money.”

At root, the concept is disarmingly simple.
It’s money created at the discretion of the
Federal Reserve (or any central bank) that
could be used to increase purchasing power
in times of recession. But the controversy over
helicopter money (formally, money-financed
fiscal policy) is hardly straightforward.

Here’s my take on why helicopter money
has entered the zeitgeist now, why it is so ap-
pealing to those of us who worry that macro-
economic stimulus will be insufficient to
keep the economy chugging forward — and
why proponents and critics seem inclined to
talk past each other.

WHY NOW

With unemployment back below 5 percent
and no portents of a downturn visible, it’s fair
to say that the American economy has recov-
ered from the collapse of the mortgage fi-
nance bubble and the Great Recession that
followed. But the recovery has been marred
by the reality that a fair portion of the decline
in unemployment from its 2010 peak of 10
percent has come about because millions of
the unemployed have given up looking and
dropped out of the labor force.

Actually, the picture is even darker. While
American workers are finally enjoying the big-
ger paychecks expected during a recovery, in
the long run increases in living standards are
limited by the rate of economic growth. And
growth remains anemic because the positive
impact of putting Americans back to work has

BRAD DELONG is an economist at the University of
California, Berkeley, and creator of the blog “Grasping
Reality with the Invisible Hand.” He was deputy assistant
secretary of the Treasury in the Clinton administration.
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been partly offset by a downturn in labor pro-
ductivity (output per hour worked). Indeed,
the only bright spot here is a relative one:
Japan and most of Europe are in worse shape.

Thus, one factor that has driven the notion
of helicopter money into policy nerds’ con-
sciousness is fear of what Lawrence Summers,
the former secretary of the Treasury, called
secular stagnation. Another is the drift to-
ward dependence on monetary policy for
macro stabilization dating from the late 1970s,
when stagflation stalked the land.

That period of little growth and much in-
flation convinced a lot of politicians that they
did not want responsibility for managing the
business cycle — that to assume responsibility
was to accept blame because it would often go
badly. And even when stabilization policy
went as planned, it often required policymak-
ers to exact a lot of pain from the voters.

When Congress and the White House de-
cided to duck and cover in the face of stagfla-
tion, Fed Chairman Paul Volcker stepped up
to fill the leadership vacuum. Which he did
with a vengeance, engineering a nasty reces-
sion in 1980 in order to jolt Americans out of
the self-fulfilling expectation of high and ac-
celerating inflation. And so began the golden
age of the central banker.

After 1980, the Fed and its counterparts
elsewhere in the industrialized world were
celebrated for their “independence,” as they
effectively freed policymaking from business-
as-usual meddling by rent-seeking lobbyists
and vote-seeking politicians. They were tasked
to be good technocrats, finding the path be-
tween the Scylla of inflation and the Charyb-
dis of unemployment without interference.
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That was certainly the idea. But a question
remained: Did the Fed have the tools to do the
job alone? Volcker’s view, and the consensus
view of mainstream economists, was that it
did. Milton Friedman and other monetarists
had demonstrated that central banks’ powers
to create money and to both supervise and
rescue the banking system were more than
enough to keep the economy on cruise.

Yes, there were dissenters who nurtured
the flame lit by John Maynard Keynes. Back
in 1936, Keynes argued:

It seems unlikely that the influence of banking

policy on the rate of interest will be sufficient

by itself. ... I conceive, therefore, that a some-

what comprehensive socialization of invest-

ment will prove the only means of securing an

approximation to full employment, though

this need not exclude all manner of compro-

mises and of devices by which public author-

ity will cooperate with private initiative.

By the 1980s, however, the Keynesians had
scattered. The Great Moderation of the busi-
ness cycle in 1984-2007, in which recessions
were infrequent and mild, and inflation never
reappeared, was a rich enough pudding to be
widely seen as proof that Friedman, with his
faith in the curative powers of monetary sta-
bility, had been right.

But in the aftermath of the crash in 2008 it
became very clear that all those complacent
Fed-worshipping economists — a group that
included me — were dismally wrong. Thank-
fully, the crisis opened a window of opportu-
nity in which politicians and economists alike
could assert the need for government to offset
cratering aggregate demand with a huge
package of tax cuts and temporary govern-
ment outlays. That window has since closed,
of course, as the “Very Serious People” (Paul
Krugman’s mocking phrase) have reasserted
their faith that budget deficits are inevitably
bad for children and other living things.

The Fed — and, more reluctantly, the cen-

tral banks of Britain and the eurozone — have
attempted to fill the breach left by the fiscal
retreat by driving interest rates to near zero
(or even below) with massive conventional
“open market” purchases of Treasury securi-
ties and unconventional purchases of trillions
of dollars’ worth of other financial assets.

This has helped prop up private demand,
but not sufficiently to cure all that ails in
timely fashion. Moreover, the reliance on low
interest rates to drive demand is beginning to
concern mainstream economists — and not
just those Very Serious People who have been
forecasting runaway inflation since 2008.
Among other worries, very low returns on
bonds have the potential to create bubbles in
other assets as investors scramble for profit.
Low returns on fixed-return assets are deep-
ening the crisis for underfunded pension
plans that have been counting on a bounce-
back to cover their obligations.

Now, in broad terms, we face a choice:

1. Acknowledge performance that a gener-
ation of economists would have characterized
as grossly subpar by historical standards, de-
manding that central bankers improve on it
without giving them additional tools.

2. Return the task of managing the busi-
ness cycle to the political branches of govern-
ment, which so happily ceded it to the Fed in
the 1980s.

3. Supplement the Fed’s tool kit, so the
technocrats have a shot at meeting the man-
dated goals.

I believe that helicopter money (which I
really will explain in more detail below) is the
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tool that would make Option 3 possible. Ide-
ological conservatives intent on minimizing
the reach of government generally go for Op-
tion 1, reiterating that the “cold douche” of
unemployment, as Joseph Schumpeter put it
in the midst of the Great Depression, would
in the long run turn out to be good medicine
for some reason or other. They generally go
on to argue that Option 3 is really an illusion
— that adopting it would eventually put central
banks at great risk of losing their indepen-
dence and end up as a prelude to Option 2,
which must inevitably end badly.

We know that, were he alive today, Fried-
man would go for Option 3 because this was
his recommendation for Japan two decades
ago, when that country was bogged down in
a situation much like the one facing the
United States and Europe today. The interest
rates controlled by the Bank of Japan had
more or less bottomed out at zero, yet the
economy was operating well below capacity.

We have yet to specify, though, just how
helicopter money would stretch the Fed’s
powers sufficiently to make Option 3 viable.

WHAT’S THE APPEAL?

The argument made by Friedman in com-
ments about Japan in the late 1990s was set
out at greater length and depth by Ben Ber-
nanke, who was then on the faculty at Prince-
ton. Central banks, he insisted, still had the
technical capacity to stimulate their econo-
mies even when interest rates could not be
pushed lower. All they needed was the au-
thority to put money in the hands of house-
holds, businesses or government agencies,
giving them purchasing power without creat-
ing an equivalent liability.

The simplest way to think about this is to
imagine that the Fed printed $100 million in
$100 bills and dropped the cash by helicopter
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over downtown Chicago on a windy day. This

“helicopter money” would make the finders
$100 million richer without adding to the
federal debt. Presumably, most of the $100
million would be spent fairly quickly, increas-
ing the demand for everything from haircuts
to ham sandwiches.

More practically, if less intuitively, helicop-
ter money could also take the form of bank
deposits — say, electronic transfers to every-
one who filed a federal income tax form, or a
nine-figure dollar transfer to, say, the Federal
Aviation Agency, to pay for new computers
for the air traffic controllers.

So, whatever happened to the no-such-
thing-as-a-free-lunch adage? A large enough
lunch (helicopter drop) would indeed create
inflation if the newly created purchasing
power exceeded the capacity of the economy
to create the extra goods and services de-
manded. But it is surely not beyond the abil-
ity of the policy wonks at the Fed, who are
less burdened by political considerations than
policymakers elsewhere in the government,
to prevent such overshooting.

There’s also the issue of asset bubbles. It’s
possible that recipients of the windfall in-
come would spend it on existing assets —
stocks, real estate and the like — bidding up
their value instead of buying new goods and
services. But that in itself would not necessar-
ily damage the economy. The “wealth effect”
of bidding up asset prices would presumably
loosen consumers’ purse strings, accomplish-
ing the desired effect, albeit indirectly.

The catch cited by Bernanke was that the
public would consider the gift too good to be
true — that recipients would hoard their new
wealth in expectation of future tax increases.
But, on reflection, this echo of the “Ricardian
equivalence” argument against the lack of effi-
cacy of deficit spending doesn’t make much
sense. Helicopter money doesn’t create a debt
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that needs to be repaid any more than running
the mint’s printing presses to satisfy the pub-
lic’s demand for currency creates a govern-
ment liability.

For the record, neither Friedman nor Ber-
nanke seems to have been the first widely re-
spected economist to conjure the virtues of
helicopter money. Jacob Viner, the great econ-
omist who led the University of Chicago’s rise
as the intellectual counterweight to Keynes-
ianism, opposed government deficit spending
during the Great Depression, but argued that
“the simplest and least objectionable proce-
dure would be for the federal government to
increase its expenditures or to decrease its
taxes, and to finance the resultant excess of
expenditures over tax revenues either by the
issue of legal tender greenbacks or by bor-
rowing from the banks.”

Thus, the concept has a long and impec-
cable right-wing pedigree. Helicopter money

— or as I'll refer to it interchangeably, money-
financed fiscal policy — would allow us to pre-
serve our current institutional order and keep
macroeconomic stabilization policy on a
technocratic, central bank-focused basis. Yet
it would avoid burdening future generations
with the task of amortizing interest-bearing
debt that comes with standard expansionary
fiscal policy. Arguably most relevant for the
deflationary world we now live in, helicopter
money could stimulate aggregate demand at
times when conventional monetary policy is
running on fumes.

WHY IT ISN’T CATCHING ON

Why, then, have the latest proponents of heli-
copter money — notably, Adair Turner, the
former chief regulator of Britain’s banks —
been greeted with skepticism verging on
blunt dismissal? Those of us intrigued by the
idea have been trying to figure that out for
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quite a while now. I suspect it has a lot to do
with many commentators’ deep ambivalence
toward central bankers’ independence, along
with nostalgia for the decades in which con-
ventional monetary policy worked wonders.

On the one hand, leaving monetary policy
solely to members of the Fed’s Open Market
Committee — some of them appointed by the
White House for long terms and some ap-
pointed by private bankers — seems undemo-
cratic. On the other, the Fed’s freedom from
second-guessers is widely believed to make it
more effective in balancing competing goals
and even pioneering new policy strategies
(think quantitative easing) when the times
called for more.

This offers clues to why opponents of
money-financed fiscal policy almost always
begin their critiques by asserting the obvious:
the use of helicopter money for stimulus
would largely mimic the impact of conven-
tional fiscal policy, minus the residue of gov-
ernment debt that the latter leaves in its wake.
Claiming the authority to use helicopter
money would thus extend the powers of the
Fed into the space reserved for the executive
and legislative branches, increasing concerns
that an agency with vast power would be free
to act without the consent of elected officials.

Actually, these concerns cut both ways. The
choices made in targeting a helicopter-money
drop — say, offsetting payroll taxes rather than
income taxes, or adding money to the FAA’s
infrastructure funds rather than supporting
railway repair — would invite public second-
guessing and intervention by Congress and
the President. Indeed, it is hard to imagine the
Fed singling out beneficiaries without solicit-
ing advice from the other branches of govern-
ment. Thus, for better or worse, the status quo
would be upset; in acknowledging its fiscal
powers, the Fed would almost inevitably lose
some measure of independence to determine
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the magnitude, means and timing of its ef-
forts to stimulate the economy.

A close look suggests, however, that there is
a bit less to these concerns than initially meets
the eye. One perceived vice of money-financed
fiscal policy is that it is not constrained by
fears of raising the government debt. Hence,
the worry that the Fed would come under
pressure from elected representatives to stim-
ulate the economy by more than is prudent.
The irony, of course, is that one of the great
virtues of helicopter money for Japan is that it
could deliver much-needed stimulus without
adding to an already humongous public debt.

The catch here is that every empirical study
of when structural reform works and when it
doesn’t concludes that success is more likely
in an economy operating near full capacity.
This stands to reason: getting a government
agency to shed employees or persuading a
dominant business to lower barriers to its in-
dustry is a lot easier when jobs are easy to find
and profits are high. In other words, helicop-
ter money could serve as a complement to
structural reform — not a substitute.

There’s another dimension to the power-
independence calculus, however. The Fed’s
power, now primarily exercised through pur-

Arguably most relevant for the deflationary world we now live in,
helicopter money could stimulate aggregate demand at times when
conventional monetary policy is running on fumes.

In any event, this is an issue the Fed has
faced for a century in its exercise of conven-
tional monetary policy, where the short-term
benefits in terms of growth, employment and
profit must be weighed against the risk of fu-
ture inflation. Indeed, it looks like the rerun
of the even older argument about the gold
standard, which guaranteed that the govern-
ment would keep its hands out of the prover-
bial cookie jar at the cost of leaving that same
government powerless to manage short-term
fluctuations in aggregate demand. I see no
reason to conclude that giving the Fed au-
thority to mix and match fiscal and monetary
measures would tempt the agency to change
its priorities in macroeconomic management.

Michael Heise, the chief economist of Alli-
anz SE, a German financial services conglom-
erate, offers a variation on this theme. Access
to helicopter money, he suggests, would give
ill-disciplined governments one more way to
delay the structural reforms that are keeping
unemployment high and growth low.

chases and sales of securities, must inevitably
favor some interests over others, changing the
distribution of income and wealth between
savers and borrowers, between banks and in-
dustrial entities, between labor and the own-
ers of capital, between capital-intensive
industries and others — you name it. Extend-
ing its reach into fiscal policy might make the
awesome power of the Fed more visible and
thus invite more pushback from other
branches of government, but it would not
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fundamentally change the tension between
the competing attractions of making eco-
nomic policy by representative democracy
and leaving it to the technocrats.

Bernanke, who, unlike a majority of policy
economists who have spoken out on the sub-
ject, favors the use of helicopter money in
some circumstances, would directly address
the power-independence tension. He would
formally assign the Fed the authority to pro-
pose the timing and magnitude of money-
financed fiscal policy, while giving Congress
and the White House the power to determine
how the stimulus would be spent — or to veto
the initiative.

That’s certainly a plausible way to divide
the baby. One must wonder, though, whether
giving Congress and the White House so
much discretion would really lead to evi-
dence-based public policy in an era in which
so many elected officials are proud of their ig-
norance of macroeconomics and so deter-
mined to reduce the reach of government. An
alternative would be to curtail the indepen-
dence of the Fed only in terms of how the he-
licopter money could be spent. One might,
for example, ask Congress to choose one large,
broad target that is relatively uncontroversial

— say, limiting it to rebates on the federal pay-
roll tax.

WHY IT ISN’T TOO LATE, OR TOO SOON

The argument over helicopter money may
strike some as an argument whose time has
passed, at least in the context of the U.S. econ-
omy. For one thing, the economy seems to be
inching toward full capacity, at least by the di-
minished expectations of the 21st century. Ac-
cordingly, the Fed is now debating when to
retreat, not how to squeeze a bit more juice out
of monetary policy. For another, while Keynes
may be dead, he can always be resurrected.
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Governments retain the power to stimulate
the economy using old-fashioned expansion-
ary fiscal policy — as in, borrow and spend.

But, all too recently, we have heard various
and sundry conservative thought leaders
ranging from House Speaker Paul Ryan to
German Chancellor Angela Merkel insist that
expansionary fiscal policy would be fine — but
only if government debt were lower. So if you
really want to retain expansionary fiscal pol-
icy as an option, but acknowledge that the
political lift is Sisyphean in today’s environ-
ment, helicopter money no longer looks like
an academic curiosity. Money-financed fiscal
policy delivers the high without the hangover
— a big advantage in these (and other) times.

Then there’s the matter of the efficacy of
conventional monetary policy the next time
recession looms. Right now, the projection by
participants in the Fed Open Market Com-
mittee meetings is that the Treasury bill rate
will most likely top out at 3 percent in this
business cycle, and it would be a brave meet-
ing participant who would claim we're likely
to get there (if we get there at all) before 2020.
That would not provide enough room for the
Fed to loosen monetary policy by even the av-
erage amount of slack seen in previous post-
World War II recessions. Odds are, then, that
standard open market operations will not be
up to the task when the next adverse shock
hits the economy.

Of course, necessity is the mother of in-
vention and all that. As Fed chairman, Ben
Bernanke took a lot of criticism in pushing
quantitative easing as a means of supple-
menting stimulus when conventional mone-
tary policy reached its limits and the Tea Party
made further fiscal stimulus unthinkable. But
do we really want to postpone a serious dis-
cussion of helicopter money until Janet Yellen
or her successor hits the wall the next @
time around?


https://www.brookings.edu/blog/ben-bernanke/2016/04/11/what-tools-does-the-fed-have-left-part-3-helicopter-money/
https://www.brookings.edu/blog/ben-bernanke/2016/04/11/what-tools-does-the-fed-have-left-part-3-helicopter-money/
https://www.brookings.edu/blog/ben-bernanke/2016/04/11/what-tools-does-the-fed-have-left-part-3-helicopter-money/

The Swedish Economy

Triumph of Social Democracy

— or Serendipity?

BY ANDREAS BERGH
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n 2016, Sweden came out on top of the Reputation Institute’s yearly ranking of 55
countries according to how people viewed them as places to live and work. The same
year, Sweden outranked 162 other countries to reach the number-one spot in the
Good Country Index, based on its ranking on 35 UN and World Bank criteria ranging
from living standards to environmental sustainability.

Now, Sweden doesn’t always come in first,
but it always does well by just about any im-
portant yardstick of social and economic suc-
cess. In the latest available reports, Sweden
placed fifth in the Legatum Institute’s Pros-
perity Index, eighth in the World Bank’s
Doing Business report, and third in Transpar-
ency International’s Corruption Perception
Index. What makes Sweden perform better by
so many criteria? Could other countries find
lessons in Sweden’s experience that apply
across borders?

The good news is that combining research
on the causes of prosperity with detailed
studies of Sweden’s economic and political
history offers a fairly convincing answer to
the first question. But knowing more about
how Sweden became prosperous does not
necessarily tell us whether the magic could be
bottled for export. In fact, surprising as it may
seem to those who see Sweden as the triumph
of the modern welfare state, Sweden’s success
has largely been the result of trial and error,
not to mention the beneficiary of the unin-
tended consequences of public policy.

Yes, there are a few lessons to be learned by
studying Sweden, just as there are things to be
learned from the experiences of any other
country. But the lessons from Sweden are not
always what one might expect, and in some
cases are truly elusive.

In the aftermath of the 2008 global finan-
cial crisis, Sweden was described as a rock star

ANDREAS BERGH is an economist at Lund University and
the Research Institute of Industrial Economics in Sweden.
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of recovery by The Washington Post and a su-
permodel for other crisis countries by The
Economist. But before we scrutinize the Swed-
ish model for insights into economic-crisis
management, two things are worth noting.

First, just 25 years ago, things looked very
different. Sweden was not a success story but
rather the poster child for how not to run an
open economy. Indeed, in October 1993, The
Economist published an article with the head-
line “Worse and Worse,” lamenting Sweden’s
humungous budget deficit (13 percent of
GDP) and an increasingly unsupportable
public debt, along with a rapidly depreciating
currency.

Second, it bears emphasizing that, over the
years, the example of Sweden has been used
to support widely varying ideological posi-
tions. Around 1970, Sweden was the fourth-
richest country in the world (in terms of per
capita income), after Switzerland, the United
States and Luxemburg. Social Democrats had
been in power since the early 1930s and Swe-
den was widely touted as proof that socialism
— at least the democratic, Swedish version —
could work very well. The country had expe-
rienced 100 years of remarkably high growth
and rising living standards, as well as narrow-
ing gender inequality.

The economic problems that became ap-
parent during the 1970s were initially blamed
on factors beyond the little country’s control,
such as the oil price shocks. A center-right
government did take office in 1976, with So-
cial Democrats in opposition for the first
time in 44 years. Its mandate, however, was
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not to push the Swedish economy in a new di-
rection but to deliver what the Social Demo-
crats had been supplying for decades until
they slipped — namely, a globally competitive
economy and ongoing social reforms.

It did make good on the latter, but failed
with the former. It took repeated devalua-
tions of the Swedish currency, the krona, to
keep the economy — by necessity of its size
and location, a very open economy — compet-
itive. When the Social Democrats returned to
power in 1982, yet another devaluation, com-
bined with the global economic recovery of

the 1980s, left the general impression that so-
cial democracy was back on track. But the
fundamental problem of lagging competitive-
ness had not been solved, and the economic
downturn of the early 1990s hit Sweden
much harder than other countries.

By now, the debate regarding the Swedish
model had shifted. Chronic economic prob-
lems (especially slow productivity growth)
were now seen as proof that socialism didn’t
work —not even in Sweden. A new center-right
government was elected in 1991, and this time

the mandate was to make fundamental
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changes in the Swedish model, rather than to
polish the one that Sweden had long em-
braced. In some areas the government suc-
ceeded; in others it hit a wall of resistance.
Simply put, competition and economic free-
dom increased in many areas of the Swedish
economy. But key areas, notably the labor
market and the housing market, remained
highly regulated.

The winding road Sweden has taken has
made it difficult to say whether being more
like Sweden involves increasing taxes and
government intervention in the economy — or
whether it means liberalization, deregulation
and welfare-state retrenchment. So, before
other countries try too hard to become more
like Sweden, it is wise to look back at how
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Sweden came to be Sweden. The answers may
surprise you — they certainly surprise a lot of
Swedes.

THE GROWTH OF THE FOREST ECONOMY

A standard explanation (one still taught in
Swedish textbooks) of how Sweden grew rich
relies on the primacy of exports. Industrial-
ization in other countries, the argument goes,
generated demand for Swedish timber. As ev-
eryone who has heard of the “oil curse” or
“Dutch disease” knows, though, having valu-
able natural resources to sell is no sure path
to growth and prosperity. Swedish scholars —
notably Johan Myhrman and Jan Jérnmark —
were some of the first to note that institu-
tional reforms, in particular securing the
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right to private property and the freedom to
trade internationally, are pivotal in sustaining
growth pretty much everywhere. And while
all that timber played a role in Sweden’s de-
velopment, institutional change was the key
to the switch to a long-term growth track.

Perhaps the most interesting aspect is how
the process was triggered. Often, it was for-
eign entrepreneurs rather than Swedes who
saw the potential value in the Swedish forest.
Meanwhile, the Swedish state moved to de-
fine and protect private property rights be-
cause the government saw this as a step to
expanding the tax base. In other words, the
development of taxation and private property
rights did not only coincide, but were in fact
two sides of the same coin.

While all that timber JEVEERG
in Sweden’s development, institu-

tional change was the key to the
switch to a long-term growth track.

On a superficial level, then, Sweden is yet
another country that illustrates how well-
functioning private property rights are a vital
prerequisite to economic development. But
the subtle aspect to Sweden’s export-led de-
velopment story is that it’s impossible to
identify either the market or the government
as the primary driver.

THE IMPOVERISHED SOPHISTICATE

Sweden around 1850 has been described as an
impoverished sophisticate because the aver-
age education level was high compared to in-
comes. Having a highly educated population
arguably contributed significantly to eco-
nomic growth. But why was educational at-
tainment high in Sweden to begin with?
Historians point to the early introduction

of mass public education, with the adoption
of the 1842 Elementary School Act. The law,
which stipulated that every parish must have
at least one school, is often mentioned by con-
temporary politicians as a shining example of
Sweden’s long commitment to investment in
human capital. The policy implication is
seemingly clear: political decisions promoted
growth early on by mandating public educa-
tion. That may well be the case. But before
jumping to that conclusion it is worth consid-
ering the analysis offered by the economic
historian Thor Berger of Lund University.

Berger argues that the education law looks
good in history books, but largely provided
the potential without the substance. The law
came with meager funding and no minimum
requirement of attendance. Interest-
ingly, the rural poor (who were very
poor, indeed) were apparently opposed
to state intervention in primary educa-
tion because they feared having to pay
higher taxes to finance it.

The question then remains why, in
the latter half of the 19th century,
Swedes attained an average level of schooling
that was much higher than could be expected,
given the country’s modest level of economic
development. According to Berger, the answer
lies in local elites, which pressed the case for
investment in primary schooling in rural
areas.

Just why this rural upper class acted as it did
is hard to say. Maybe it wanted to shape the
minds of the masses in an era of growing fear
of class warfare; maybe the goal had some-
thing to do with the tenets of Lutheran church.
Most strikingly, Berger shows that the positive
influence of local elites on school spending
was weaker in places in which suffrage had
been extended beyond landowners and the
middle class. Many voters, it seems, preferred
instead to spend tax money on poverty relief.
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The chain of events that led Sweden to introduce tax-funded universal
pensions has an important non-ideological component that is often

ignored: the demographic dislocation caused by mass Swedish emigra-
tion to the United States that peaked between 1870 and 1900.

In short, education promoted economic
development in Sweden, but democracy at
the time did not promote education. Know-
ing more about what actually happened in
Sweden hardly leads to clearer recommenda-
tions for other countries.

THE WORLD’S FIRST UNIVERSAL
PENSION SYSTEM

Other aspects of Sweden’s rise as the global
leader of social democracy also resist easy in-
terpretation. In 2013, Sweden celebrated the
100th anniversary of its pension insurance
system, which is acknowledged to be the
world’s first universal system, providing cash
to everyone reaching age 67 as well as to any-
one who became disabled.

The keyword here is universal. Other coun-
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tries had pension systems earlier. But the
Swedish system was unique in that it covered
the entire population and also served as pov-
erty relief. The universal nature of many com-
ponents of the social safety net is still a core
feature of the Swedish welfare state, defended
by many on ideological grounds. But the
chain of events that led Sweden to introduce
tax-funded universal pensions has an impor-
tant non-ideological component that is often
ignored: the demographic dislocation caused
by mass Swedish emigration to the United
States that peaked between 1870 and 1900.
The social-policy expert Per Gunnar Ede-
balk of Lund University notes that the Swedish
population at the turn of the 20th century was,
on average, very old. Sweden had 165 persons
age 65 years or older for every 1,000 persons
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ages 20 to 65. Comparable figures for Great
Britain were 88 and for Germany 96. This coin-
cided with the emigration of almost one mil-
lion Swedes — more than one-fifth of the entire
population — to the United States.

The migrants’ primary motives were to es-
cape poverty and to seek better opportunities.
And because they were typically young adults,
an immediate result was a lack of familial
support for the impoverished elderly back in
Sweden. Doing nothing about that would
have placed an enormous burden on munici-
pal poverty relief — then the last resort of the
destitute — and so municipalities turned to
the central government. More or less by
chance, that need coincided with the intro-
duction of the reporting and taxation of indi-
vidual incomes in Sweden, which gave the
government an adequate source of revenue to
meet increased demand for relief. And so, the
Swedish welfare state was born.

GENDER EQUALITY

One of the most celebrated aspects of Swe-
den’s social democracy is the high degree of
gender equality, both in general and in the
labor market. And that claim is not hollow:
among all OECD countries, Finland and Swe-
den are at the very top when it comes to female
labor force participation relative to males.
Swedish social planners rarely fail to point
out that tax-financed child care has been criti-
cal to easing the way to female labor force par-
ticipation. But this seems less the cause than
the effect of a collective determination to pro-
mote gender equality. It doesn’t explain why
Swedes, who were seemingly as attached to the
male-breadwinner model as others, so readily
adopted a dual-earner household model while
other European countries lagged behind.
There really is a puzzle here. Sweden only
adopted universal suffrage in 1921, years after
the rest of Scandinavia. Yet, a few decades

later, the country was a front-runner in fe-
male labor force participation and gender
equality. The answer suggested by those who
have looked closely at the issue may come as
a surprise: economic growth.

To see why growth mattered, note first that
tax-financed child care was initially not pop-
ular in Sweden. Male politicians resisted the
proposed intervention because they worried
that it would undermine women’s incentives
to cater to household needs. This resistance
only eroded after World War II, when buoy-
ant economic growth generated demand for
labor that only women could supply from the
domestic population. Indeed, the radical ex-
pansion of tax-financed child care was only
adopted in 1963. But once the reform was in
place, the work force adapted rapidly: Chil-
dren who grew up in Sweden during the
1970s or later have never known a time when
it was normal for women to stay home.

These days, many Swedes worry about the
low levels of labor force participation among
immigrant women in Sweden and stress that
gender equality has economic benefits. As
true as that may be, the forgotten lesson from
Sweden is that economic growth drove the
change in cultural norms, not the other way
around.

THE SWEDISH EXPERIMENTS,
1970-1995

The examples above are mostly cases in which
historical accidents worked out favorably for
Sweden. But, as more recent reform initia-
tives suggest, Sweden’s fortunes have not al-
ways been protected by prescient social and
economic planning — or by good luck.

In the 1970s, several well-intended politi-
cal reforms backfired. The desire to increase
income equality through high marginal tax
rates and generous welfare benefits weakened
work incentives and created strong incentives
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SWEDISH ECONOMY

for tax avoidance. Indeed, in the 1970s and
1980s, many wealthy Swedes — notably Bjorn
Borg — left the country to avoid the taxman.

Meanwhile, the desire to tame the business
cycle and minimize unemployment led to the
subsidization of noncompetitive industries.
The unions’ desire to drive wages ahead of
productivity growth led to inflation, while ef-
forts to restore Sweden’s competitiveness
through repeated currency devaluations led
to both a lower living standard and
investment-sapping uncertainty.

Perhaps most important, the mix
of subsidies and devaluations sent
the signal that firms in trouble could
turn to the government for help,
rather than be forced to innovate in
order to stay competitive. When that
happens, economies inevitably pay a
price.

The problematic period in Sweden
— roughly from 1970 to 1995 — is one of the
most useful periods in Sweden’s history when
it comes to lessons for other countries. Those
who want to learn more about the Sweden that
seemingly could do no right should look to
Assar Lindbeck’s out-of-print book, The Swed-
ish Experiment. Or check out his article with
the same name in the Journal of Economic Lit-
erature, which is alive and well in the Ameri-
can Economic Association’s digital archive.

WHAT NOW?

After the crisis of the early 1990s, the Swedish
economy recovered smartly. In many ways,
Sweden learned from its mistakes and took
measures to avoid large budget deficits and
inflationary wage pressures. By the mid-
1990s, these changes were institutionalized —
and strikingly, often with support from Social
Democrats as well as the right-wing parties.
Prominent examples include a tax reform
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that lowered marginal rates substantially and
a pension reform that balanced the risks be-
tween pensioners and taxpayers by automati-
cally adjusting payments to demographic and
economic conditions.

But things are not all fine and dandy. In
fact, the mood in Sweden seems more pessi-
mistic than usual about the country’s future.
And the news regarding Sweden’s pole posi-
tion in the Good Country Index and the Rep-
utation Institute’s rankings didn’t make much

E ducational reforms gave schools
strong incentives to inflate grades and
to give students improved access to

universities whose admissions policies
remained tightly tied to metrics of
success in secondary school.

fizz in Sweden. Doing better than most other
countries is not really enough if your country
is doing worse than it was five years ago. And
according to recent polls, that’s where Swedes
think they stand.

There are many reasons for the current
pessimism, two of which deserve mention
here. First, the reform wave that contributed
to Sweden’s recovery after the crisis of the
early 1990s left the labor market more or less
untouched, and thus still highly regulated.
High minimum wages and relatively low de-
mand for workers with little education pose
few obstacles for the majority of Swedes, who
share language, community and a solid edu-
cational background. But they represent a se-
rious hurdle for the large numbers of recently
arrived refugees. And thrusting low-skilled
immigrants into an unforgiving labor market
— and backing it up with the very expensive
services of a universal welfare state — amounts
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to an ongoing test of Swedes’ tolerance and
flexibility that many are unhappy to be par-
ticipating in.

A second issue weighing down the public
mood is the troubling development in Swe-
den’s once widely admired primary and sec-
ondary education system. In a nutshell, the
skills of students have been decreasing for de-
cades, even as their grades have increased.

This problem nicely underscores the im-
portance of unintended consequences in driv-
ing Sweden’s social and economic change. The
education system has undergone a series of
reforms, many of which have interacted in un-
foreseen ways. First, primary and secondary
education were decentralized, with authority
devolving from the central government to
municipalities — as well as to parents who,
thanks to a voucher system, get the last word
on where their children go to school. Second,
grading criteria, once rigidly dictated by the
center, were made more flexible.

These changes gave schools both ample
opportunity and strong incentives to inflate

grades — the better to please parents (who
now had a choice about where to send the
kids), and to give their students improved ac-
cess to universities whose admissions policies
remained tightly tied to metrics of success in
secondary school. Adding to concerns about
declines in the quality of education, new
teaching methods that de-emphasized the
teacher’s role in the classroom in favor of
group work and free exploration became all
the rage.
* * ¥

Sweden’s modern economic and social his-
tory offers sufficient room for interpretation
for observers to draw the conclusions that
best fit their preconceptions. What I can say
with some confidence is this: first, a combina-
tion of culture and luck (never forget the lat-
ter) has made Sweden the envy of outsiders,
and for good reason. Second, there’s no guar-
antee the luck will hold. The Swedish experi-
ment is just that — an experiment in which
the best-laid plans of social engineers @
and men oft go astray.
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PASS-THROUGH BUSINESSES

AND TAX REFORM

BY ERIC TODER

ILLUSTRATIONS BY ADAM NIKLEWICZ

Among the many things you learned from the presidential campaign
of 2016 — but probably never really wanted to know — was a whole
new vocabulary related to ways in which the wealthy legally avoid
taxes. Yes, you've suffered through “carried interest,” “tax inversion”
and “like-kind exchange.” And I know it’s cruel to introduce yet
another term to this witch’s brew.

But be patient; this one’s worth a few minutes of head-scratching.
Once a limited taxing method used almost exclusively for small or
closely held businesses, “pass-through” treatment is now so common
that one can longer consider a business tax reform that is limited
only to corporations. And tax reform proposals that seek to match
corporate rate cuts by providing special reduced individual tax rates
for owners of pass-through businesses threaten to open up a major

new vehicle for tax avoidance.
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FILLING THE GAP

FIRST, THE FACTS

Most businesses in the United States do not
pay corporate income tax. Instead, they re-
port their earnings to their owners, who in-
clude their shares of the profits on their
individual tax returns. We refer to these as
pass-through businesses because, while many
of them benefit from the legal advantages of
corporations (notably, limited liability), they
do not themselves pay tax, instead passing
through their taxable profits to their owners.

PASS-THROUGH MATH

C CORPORATION C CORPORATION

INCOME AND PASS- WITH WITH RETAINED
TAXES PAID THROUGH DIVIDENDS EARNINGS
Income $1,000 $1,000 $1,000
Corporate Taxes 0 $350 $350
Dividends 0 $650 0
Individual Taxes $396 $154.70 0
Total Taxes $396 $504.70 $350

SOURCE: The author
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Both partnerships and businesses owned
by individuals (sole proprietorships) typically
pay tax under this pass-through method.
Pass-through treatment is also allowed for so-
called S corporations, which are organized
under Subchapter S of the Internal Revenue
Code. In contrast, other corporations (C cor-
porations) pay a separate corporate income
tax, and then their owners pay individual in-
come taxes on any dividends they receive.

The table above illustrates the differences
in tax treatment, comparing the taxes paid by
owners of the pass-through businesses with
the taxes on regular C corporations that do or
do not choose to pay out their profits as divi-
dends. Assume that all three companies earn

ERIC TODER, a former deputy assistant secretary of
the Treasury for tax analysis, is co-director of the Urban-
Brookings Tax Policy Center.
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$1,000 of profits, that their owners are all in
the top individual income tax rate bracket
(39.6 percent for ordinary income, 23.8 per-
cent for dividends) and that the C corpora-
tions pay the maximum federal corporate
rate of 35 percent. All can deduct wages and
other compensation paid to employees.

For pass-through businesses, the only tax
paid is the individual income tax, which is
imposed on all their income. At a top 39.6
percent rate, they pay $396 in income taxes.

By contrast, C corporations pay a 35 per-
cent tax on their profits and then their own-
ers pay another $154.70 (at a 23.8 percent
rate) when the corporations distribute the af-
ter-tax profit of $650. The total tax burden on
the owners of a C corporation that distributes
its profits is $504.70. If a C corporation
chooses to retain its earnings, it pays only the
$350 in corporate tax and its owners pay
nothing additional.

Pass-through entities plainly enjoy a tax
advantage over C corporations that pay divi-
dends. Closely held businesses, however, may
pay less tax as C corporations than as pass-
through enterprises if their owners do not
need cash distributions from the business to
meet personal needs. Owners of these compa-
nies can thus defer the second level of tax, al-
though they will still bear some tax later when
they distribute the profits — or cash them out
as capital gains by selling the business.

Historically, the special benefit for a busi-
ness that organized itself as a C corporation
was limited liability. Investors in C corpora-
tions could not be held personally liable for
debts accrued by the company. Under today’s
laws, however, any privately owned company
can organize itself as a pass-through business
while retaining the protection of limited lia-
bility for its investors.

C-corporation status is still required, how-
ever, for most businesses that choose to issue



shares that are publicly traded on organized
exchanges. For the most part, therefore, the
largest businesses with the biggest capital re-
quirements, including most multinationals,
continue to file corporate income tax returns
and pay corporate income tax — provided
they report taxable profits.

WHY YOU SHOULD CARE

Pass-through entities represented 85 percent
of business returns in 1984 and fully 95 per-
cent in 2012, as larger businesses joined the
crowd long dominated by small ones. It fol-
lows that pass-throughs’ shares of business
income increased disproportionately from 27
percent of all net business income to almost
60 percent.

This rapid growth reflects changes in tax
law that made it more advantageous for busi-
nesses to organize in the pass-through form.
For one thing, it has become easier to estab-
lish both S corporations and limited liability
partnerships. The 1986 Tax Reform Act in-
creased the number of shareholders allowed
in an S corporation from 35 to 100. Mean-
while, changes in state laws in the 1980s facil-
itated the growth of limited liability
partnerships. And the growth of pass-through
businesses was greatly enhanced by “check
the box” rules issued by the Treasury Depart-
ment in 1997, which simplified the process of
opting out of the corporate tax.

Reductions in individual income tax rates
that exceeded reductions in corporate tax
rates also encouraged closely held businesses
to switch to pass-through status. Before the
1981 tax cuts, the top corporate rate was 46
percent, compared with a top individual rate
of 70 percent. After passage of the 1986 Tax
Reform Act, the top individual rate fell to 28
percent, compared with a top corporate rate
of 34 percent. In response to this rate change
and the expansion of the number of share-

holders allowed in an S corporation, S corpo-
rations’ receipts more than tripled from 1984
to 1988 to $1.2 trillion while their profits in-
creased from $7 billion to $44 billion.

Since 1988, the top individual rate (39.6
percent) has risen slightly above the top cor-
porate rate (35 percent). But pass-through
status remains advantageous for any company
distributing at least a small share of its profits.

To be sure, most pass-through businesses
are still modest in size, and the bulk of re-
ported income from the largest businesses
still comes from C corporations. But there are

Pass-through status remains
advantageous for any company
distributing at least a small share
of its profits.

a large and apparently growing number of
pass-through businesses that hardly qualify
as small. In 2012, S corporations with gross
receipts of $50 million or more accounted for
29 percent of total pass-through profits, while
partnerships with total assets of $100 million
or more accounted for fully half of partner-
ship profits.

Note, too, that many relatively small enter-
prises that pay tax as pass-through firms are
not necessarily independent businesses. Many
franchisees are affiliated with larger corporate
enterprises. And many assets previously
owned by corporations, such as commercial
buildings, have been spun off to pass-through
entities that lease them back to the same cor-
porations. The logic is plain enough: lease-
back arrangements remove the related profit
from the tax base of corporations that can’t
opt for pass-through status.

The switch to pass-though status has af-
fected not only the collective tax liability of
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FILLING THE GAP

business, but also the distribution of after-tax
income, since the bulk of business income
goes to the very affluent. The Urban-Brook-
ings Tax Policy Center estimates that in 2016
households in the top 1 percent will receive
54 percent of reported business income, com-
pared with 17 percent of income from all
sources.

THE TANGLED WEBS WE WEAVE
AND REWEAVE

Tax reform, you must know by now, is the gift
that keeps on giving, occupying an army of
experts employed in working around old re-
forms and smothering proposed ones while
still in gestation. The gold standard for past
tax reform efforts was the Tax Reform Act of
1986, a product of a rara avis: bipartisanship.
As noted above, the 1986 reform sharply re-
duced the top rates on the individual and cor-
porate income tax, making up the revenue
loss by reducing or eliminating tax prefer-
ences that narrowed the tax base.

Broad-based tax reform modeled on the
1986 law would be harder to enact today for
many reasons, including the reality that Re-
publicans and Democrats now mostly talk to
each other via cable news. But partisanship
isn’t the only reason reform is hard. A major
obstacle on the individual income tax side
is that the most costly tax preferences are
popular and widely used — which was why
they were left largely intact in 1986. These in-
clude preferences you can drive a 16-wheeler
through, including the exemption of em-
ployer contributions to health insurance plans
from taxable compensation, and deductions
for mortgage interest, state and local nonbusi-
ness taxes and charitable contributions.

With most base-broadening off the table
(and with Democrats drawing the line at low-
ering the top individual rate), the one tax that
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still gets reformers on both sides of the aisle
excited is the corporate income tax. The U.S.
corporate income tax has become increasingly
out of step with its counterparts, as other
countries have reduced their top rates below
the U.S. rate and moved toward systems that
exempt foreign-source income of their resi-
dent multinationals. Leaders in both political
parties have advocated lowering the top cor-
porate tax rate and paying for that reduction
wholly or in part by scaling back business tax
preferences.

But don’t get your hopes up just yet. The
rising importance of pass-through businesses
throws a monkey wrench into this approach.
The largest business preferences, such as ac-
celerated depreciation of equipment, benefit
both C corporations and pass-through busi-
nesses. A revenue-neutral proposal that
closed business preferences to pay for lower
corporate tax rates would necessarily raise
taxes on pass-through businesses that are
taxed under the individual instead of the cor-
porate rate schedules. But the politics of that
trade-off are simply awful.

Pass-through businesses are mostly do-
mestic companies, many of which are owned
by very successful, influential people and em-
ploy mostly domestic workers. C corpora-
tions, by contrast, are increasingly global
enterprises with sales, employment and
shareholders throughout the world and tenu-
ous connections to the United States. In 1953,
a GM executive (Engine-Charlie Wilson)
who was nominated for secretary of defense
could assert that he faced no conflict of inter-
est because “what’s good for GM is good for
the country.” It would be hard for a leader of
a multinational corporation to make the
same claim with a straight face today.

Remember, too, that most small businesses
are currently taxed as pass-through busi-
nesses. What sane politician would want to
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FILLING THE GAP

advocate raising taxes on Mom and Pop at the
deli in order to give multinationals a break?

Lowering the corporate rate without re-
ducing the individual rate would cause added
problems. If the gap between the corporate
and individual rate becomes large enough,
owners of closely held pass-through busi-
nesses could turn their firms into C corpora-
tions that retained most of their income. This
would enable high-income business owners
to defer paying the top individual rate.

Why not lower the individual rate, too, so
that pass-through businesses do not end up
paying higher taxes and the gap between indi-
vidual and corporate rates does not widen?
There is a simple reason: the math does not
work. Most income taxed under the individ-
ual income tax consists of wages and salaries,
not business profits. Reducing the
individual income tax rate enough
to compensate business owners
would result in a massive revenue
loss unless popular individual tax preferences
were eliminated, too. And we’ve already dis-
cussed that non-starter.

TANGLED WEBS, PART Il

OK, tax reformers, youre not dead yet. If in-
dividual rates need to be lowered to prevent
tax reform from raising taxes on pass-through
businesses, but it is too expensive to cut indi-
vidual rates for everyone, why not create a
separate rate for business income declared by
households?

This approach seems to be gaining some
traction. Candidate Trump’s tax plan, which
may or may not be President Trump’s plan, il-
lustrates some of the thorny issues in busi-
ness tax reform. It would reduce the top rate
on both corporate income and business in-
come of individuals to 15 percent, while cut-
ting the top individual income tax rate on
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earnings only to 33 percent. The House GOP
tax plan, which presumably still reflects the
preferences of the House leadership, would
also reduce the top individual rate to 33 per-
cent on earnings, but set a maximum rate of
25 percent on profits of pass-through entities.

As with all other attempts to apply differ-
ent tax treatment to activities that can appear
similar, this approach, alas, would open huge
opportunities for gaming the taxman. For
one thing, much of the income of owners of
pass-through firms is, in fact, compensation
for their labor services rather than a return
on business equity. How, then, is the IRS sup-
posed to distinguish the component of pass-
through income that represents reasonable
compensation for work effort?

Note, too, that dual rate schedules would
be a huge incentive for people to alter their

What sane politician would want to advocate

employment relationships. A key researcher
in an economic consulting firm could, for ex-
ample, resign as an employee and then sell her
services to the firm as a consultant. This
would reduce her income tax rate under the
Trump proposal from 33 percent to 15 percent.

Actually, drawing lines between wages and
business profits is already difficult under cur-
rent law. Earnings of employees are currently
subject to a 15.3 percent payroll tax under
the TFederal Insurance Contributions Act,
which is divided equally between employers
and employees. The self-employed pay the
same 15.3 percent tax rate. But they can de-
duct 7.65 percent of their gross earnings from
their tax base to achieve parity with the FICA
tax rate, which applies to earnings net of the
7.65 percent employer contribution.

The incentive here to shift income from
labor compensation to profit is even stronger


http://www.taxpolicycenter.org/publications/analysis-donald-trumps-tax-plan/full
http://www.taxpolicycenter.org/publications/analysis-donald-trumps-tax-plan/full
http://www.taxpolicycenter.org/publications/analysis-house-gop-tax-plan/full
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than it first appears. The 12.6 percentage
points of the payroll tax that are dedicated
to Social Security pensions are capped at
$118,500 for tax year 2016, but the 2.9 per-
cent portion that funds Medicare applies to
all earnings. As a result, the highest earners
face a 2.9 percent additional marginal tax rate
on all their wages that does not apply to an
additional dollar of business income.

A nice chunk of the federal tax code must
thus be dedicated to differentiating business
income from labor compensation. Suffice it to
say that interpreting the code (and subsequent
case law) keeps the accountants, lawyers and
auditors very, very busy. Indeed, in some situ-
ations, individuals supplying personal ser-
vices through S corporations have successfully
avoided substantial amounts of payroll tax by
understating what most people would think

was compensation. This has been called the
John Edwards/Newt Gingrich loophole, after
the two former legislators who stretched the
definition of business income to the limit.

Opening a gap between the top tax rates
applied to business income and salaries would
substantially exacerbate the existing problem
because payroll taxes apply to earnings but ex-
clude some business income.

Both the Trump and House GOP plans
take a whack at this problem, but neither ap-
proach looks especially promising. The
Trump plan provides little safeguard against
abuse. It would require distributions from
large pass-through businesses paying the 15
percent rate to bear a second level of tax, at
the 20 percent dividend tax rate he proposes.
This would make the combined tax rate on
income of these businesses 32 percent (15
percent plus 20 percent of the 85 percent of

income that can be distributed after paying
the business tax rate.)

The Trump proposal does not, however,
define a “large” business, leaving open the
possibility that many medium-sized busi-
nesses might qualify as “small” for the pur-
pose of avoiding the second level of tax. And
Trump has proposed no rules to prevent em-
ployees from redefining themselves as inde-
pendent contractors.

The House GOP plan would seek to pre-
vent such tax avoidance by requiring pass-
through businesses to pay “reasonable com-
pensation” for tax purposes, so that the
preferential rate would not apply to labor
compensation of self-employed persons and
active partners or S corporation shareholders.
But it does not define reasonable compensa-
tion. This would presumably be spelled out

in the actual legislation, the wording of which
would no doubt be free of influence by K
Street lobbyists.

Even in the best of circumstances, then, the
IRS would confront the same enforcement
problem it currently faces in trying to deter-
mine compensation of S corporation share-
holders for the purpose of calculating payroll
tax liability — but with higher stakes because
the tax savings per dollar of misclassified in-
come would be 7.65 cents instead of 2.9 cents.

An alternative approach that could be eas-
ier to enforce would be to define how much
of business profits is a return to capital and
measure compensation as what’s left. This
could be done, but would hardly be simple.
The return to capital could be imputed by
multiplying the tax basis of the firm’s capital
assets by an assumed “normal” rate of return.
These imputed capital returns would receive
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the benefit of the reduced tax rate. Any addi-
tional returns would be deemed labor com-
pensation or excess profits and subject to
taxation at full ordinary income tax rates.

This approach — defining profits as the re-
turn to invested capital — would permit pass-
through businesses to gain some benefit from
a preferred rate on business income without
providing a rate cut to employees who rede-
fine themselves as independent contractors. It
would not, however, benefit those pass-
through businesses, especially small busi-
nesses, that are allowed under current law to
expense their investments and therefore re-
port no tax basis (and, thus, no return on in-
vested capital). And it would not place
pass-through businesses on an equal footing
with C corporations, which would receive a
rate cut on both the portion of their profits
that represent a normal return to investment
and the portion of their profits that represent
“super-normal” returns.

IN FOR A PENNY...

This tortuous discussion has illustrated how
difficult it would be to design a business-only
tax reform, now that the group includes large
numbers of both of pass-through businesses
whose owners pay individual income tax rates
on their business profits and C corporations
that pay a separate corporate-level tax on
their profits before paying taxable distribu-
tions to shareholders. Taxing highly substitut-
able forms of income at different rates always
results in tax avoidance problems and causes
economic distortions as taxpayers shift activi-
ties toward more lightly taxed forms. Rules to
protect the tax base against these forms of
gaming would be complex and imperfect.

If we’re going to get serious about reform,
then, everything points to the need for more
far-reaching reforms. And I mean far-reaching.
For example, a former Treasury official, Mi-

chael Graetz, would substitute a value-added
tax for the income tax for most taxpayers,
while retaining a corporate income tax at
much lower rates and an individual income
tax on high-income taxpayers to maintain
progressivity.

Alan Viard of the American Enterprise In-
stitute and I would go a different direction.
We have developed a plan to replace a large
portion from the corporate tax with a tax at
ordinary income rates on accrued (not just
realized) income of shareholders in publicly
traded corporations. The economists Rosanne
Altshuler and Harry Grubert have proposed a
similar plan, but they would tax capital gains
upon realization, with an added charge to off-
set the advantages of deferral, instead of an-
nually as accrued.

Thinking somewhat smaller, Graetz and
Alvin Warren have proposed eliminating the
double taxation of corporate dividends, an
approach that is also being considered by Sen-
ate Finance Chairman Orrin Hatch, the Utah
Republican. The economist Alan Auerbach
has proposed replacing the corporate income
tax with a destination-based cash flow tax that
would apply to all businesses. A variant of the
Auerbach approach, albeit with major differ-
ences, has been adopted in a recent proposal
by the House Republican Caucus.

While these approaches differ greatly, they
all acknowledge the need to rethink the taxa-
tion of business income from the ground up.
While incremental reforms are usually the
better policy approach, the U.S. system for
taxing business income has entered a zone of
baroque complexity that defies efforts to sync
it with both the way businesses are organized
in the United States and the growing integra-
tion of the global economy. One way or an-
other, something big has to give if we are to
tap business income as an equitable and
efficient source of taxes.

First Quarter 2017

45


http://www.taxpolicycenter.org/briefing-book/graetz-competitive-tax-plan-update-2015
http://www.taxpolicycenter.org/briefing-book/graetz-competitive-tax-plan-update-2015
http://www.taxpolicycenter.org/briefing-book/graetz-competitive-tax-plan-update-2015
http://www.taxpolicycenter.org/briefing-book/graetz-competitive-tax-plan-update-2015
http://www.taxpolicycenter.org/briefing-book/graetz-competitive-tax-plan-update-2015
http://www.taxpolicycenter.org/briefing-book/graetz-competitive-tax-plan-update-2015
http://www.taxpolicycenter.org/publications/proposal-reform-taxation-corporate-income
http://www.taxpolicycenter.org/publications/proposal-reform-taxation-corporate-income
http://www.taxpolicycenter.org/publications/proposal-reform-taxation-corporate-income
https://www.ntanet.org/NTJ/66/3/ntj-v66n03p671-712-fixing-system-reform-international-tax.html
https://www.ntanet.org/NTJ/66/3/ntj-v66n03p671-712-fixing-system-reform-international-tax.html
file:///Users/joannah/Clients/Milken%20Review/%20MR73/Toder/G
file:///Users/joannah/Clients/Milken%20Review/%20MR73/Toder/raetz
http://www.finance.senate.gov/download/051716-graetz-testimony
http://www.finance.senate.gov/download/051716-graetz-testimony
http://www.finance.senate.gov/download/051716-graetz-testimony
http://www.finance.senate.gov/download/051716-graetz-testimony
http://taxfoundation.org/blog/house-gop-s-destination-based-cash-flow-tax-explained
http://taxfoundation.org/blog/house-gop-s-destination-based-cash-flow-tax-explained

46

The Milken Institute Review

TK



TK

Navigating
the Storms
of Global

Change :::-

merican agriculture has long been driven
by an awkward mix of free markets and
regulation — with the latter a product of
its own awkward mix of interest group
politics, consumer protection and envi-
ronmental concerns. California agri-
culture is hardly an exception.
Indeed, the state’s giant farm sector offers
a fascinating picture of markets and regu-
lation at work, as California is buffeted by
uncertainties about the cost and supply of
desert-farming’s two critical inputs: water and
low-skilled labor. Arguably, the most surpris-
ing aspect of this never-ending tale is how
resilient the industry has been in the face of
rapid changes in politics, economics and the

natural environment. Here’s an update.
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WATER ROULETTE

First things first. California is home to just 2
percent of the cropland in the United States,
but accounts for an eighth of total farm sales
because it disproportionately produces high-
value commodities: fruits, nuts, vegetables
and horticultural specialties such as nursery
products. All told, California’s production in
2014 included $30 billion worth of fruits and
vegetables — almost as much as the $31 billion
of total farm sales of the second-largest farm
state, IJowa.

Even though a drought began in 2012, Cal-
ifornia farm sales have risen each year. In
2011, California’s last “normal” water year,
farm sales were $43 billion. Sales rose to $47
billion in 2012 and $54 billion in 2014, the
worst year of the drought. How was this pos-
sible? About half a million acres were fal-
lowed in 2014 for lack of water and cheap
labor, but this was land that would have been
planted in low-value field crops.

In some cases, farm revenues go up (or at
least not far down) during droughts because
smaller output results in higher prices. How-
ever, there were only modest changes in the
state’s major fruit crops during recent
droughts: the production of oranges fell 9
percent in 2014, while the strawberry crop
grew by 2 percent. Likewise, the production
of most major vegetable crops in 2014 was
similar to the 2011-13 average, while tomato
acreage actually rose by 15 percent.

It can be argued that California agricul-
ture’s greatest strength, the state’s vast irriga-
tion infrastructure, makes production less de-
pendent on rain in the short run. But this
system is also a singular weakness, since the
supply of water to feed the network seems to

PHILIP MARTIN is professor emeritus of agricultural and
resource economics at the University of California at Davis.
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be increasingly volatile. California uses an av-
erage 33 million acre-feet of irrigation water
a year. (An acre-foot — the amount of water it
takes to cover an acre one foot deep — is
325,851 gallons, the consumption of a typical
suburban household and lawn for a year.) In
normal years, 60 percent of it comes from
surface water and 40 percent from wells. In
dry years, these ratios are reversed, as water
pumped from underground aquifers replaces
water not available from dams and canals.

In 2014, California became the last West-
ern state to regulate groundwater pumping,
enacting laws that create local groundwater
sustainability agencies to register private
wells, monitor the water-measuring devices
that must be attached to pumps, and regulate
pumping to avoid exhausting supply.

The drought ended (or at least paused) in
Northern California last winter; precipitation
was normal. Indeed, at the beginning of April,
the state’s 154 major reservoirs held almost 22
million acre-feet of water, 85 percent of nor-
mal, so that the various entities with contrac-
tual claims to water received half or more of
their regular allotments.

The California water system is powered by
snow accumulation in the mountains of
Northern California, with snow melting into
runoff from the slopes and moved from
north to south via the Sacramento-San Joa-
quin River Delta. Three factors shape the lon-
ger term outlook for water. First, most cli-
mate-change models predict warmer winters
that are less suited to California’s snowpack-
based water storage. If more precipitation
falls as rain rather than snow during the win-
ter months, the mountains store less water.
And without a way to store the runoff, the
production of water-intensive but low-value
crops, such as alfalfa (a kind of grass) for
dairy cows, is likely to shift out of state.

Second, the elasticity of demand for irriga-
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The elasticity of demand for irrigation water is slowly diminishing.
An increasing portion of the water is used to sustain long-lived fruit
and nut trees, which can’t survive a long pause in watering.

tion water is slowly diminishing. This is be-
cause an increasing portion of the water is
used to sustain long-lived fruit and nut trees,
which can’t survive a long pause in watering.
Acreage planted in almonds, which normally
need three to four acre-feet of water a year per
acre, more than doubled since the mid-1990s,
to 1.1 million. Meanwhile, land in cotton,
which can be left fallow with only the loss of
a single year’s crop, declined 160,000 acres in
2015 — just one-tenth the acreage of 1980.

A third factor — one generally applauded
by economists — is that more water can
change hands in the private market. Water
has traditionally been priced according to the
cost of the government-built infrastructure

that stores and delivers it — not, as competi-
tive markets would have it, by the value of the
water to the marginal user. Hence, most water
for agriculture still costs relatively little. But
with government-built contractual sources
becoming less reliable and wells less produc-
tive as the water table falls, the (still thin) free
market for water is recording sales that show
some farmers are willing to pay $1,000 or
more per acre-foot to keep trees alive. That,
by the way, is three times as much as the big
urban water agencies usually pay to obtain
water for residential households.

Gov. Jerry Brown is proposing a tunnel
complex to move water from Northern Cali-
fornia around the Sacramento-San Joaquin
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River Delta and into reservoirs and ground-
water aquifers in the San Joaquin Valley, the
site of over half of the state’s agriculture. If the
tunnels are built (at an estimated cost of $16
billion) and water users are given more discre-
tion to sell their legal allotments to the highest
bidders, farmers who grow rice (needing over
five feet of water per acre) and other water-
intensive (but low-value) crops in the Sacra-
mento Valley may well choose to fallow their
land and sell their water to farmers who grow
more valuable crops in central California.

One big question, then, is whether the
state should invest heavily in water infra-
structure to minimize the adjustments re-
quired of agriculture in an era of unreliable
supply, or whether it should encourage water
sales that shift water to its highest-value use
with the existing infrastructure.

Government infrastructure development
and greater dependence on markets define
the ends of the spectrum of policy options.
The neither-fish-nor-fowl status quo creates
uncertainty for farmers and urban water dis-
tricts, some of which are acquiring water for
more than the price likely to prevail in a free
market for the foreseeable future. So simply
making the options clearer promises to make
the water system more efficient.

LABOR SUPPLY IN AN ERA
OF NATIVISM

Labor use in California agriculture rose 12
percent over the past decade, reaching some
415,000 (about 2 percent of the Golden
State’s labor force) in 2014. This increase re-
flects expanded production of fruits and veg-
etables that require harvesting by hand. The
tilt toward labor-intensive crops more than
offset the impact of mechanization in a few
other crops, notably raisins. Labor’s share of
production costs ranges from less than 5 per-
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cent in field crops to 40 percent in berries,
with an average 30 percent in hand-harvested
commodities.

Some 72 percent of primary farm workers
had only one farm employer, suggesting far
more stable employer-employee relationships
than the follow-the-crop migrant stereotype
portrays. Fewer than 10,000 farm workers
had five or more farm jobs in 2014, although
some of the workers employed in processing
and logistics may have worked on multiple
farms. Farm employers face several challenges,
including a statewide minimum wage of $15
that takes effect in 2022. That’s likely to pinch
employers far more in rural California than
in cities. The $15 minimum wage is projected
to be less than half the median wage in San
Francisco in 2022, but 70 percent or more in
the San Joaquin Valley, where half the state’s
farm laborers work.

What will happen to farm jobs when the
minimum wage is 70 percent of the median
wage? The optimistic scenario is that the San
Joaquin Valley’s fruit bowl will employ fewer,
but higher-wage and more-skilled, farm
workers. The pessimistic scenario is that the
San Joaquin Valley will follow the pattern
of Appalachia, remaining home to low-
productivity workers who lack the savings,
information and skills to move elsewhere.

The major farm labor challenge today is
finding workers to replace those who depart.
Almost 90 percent of California crop workers
were born in Mexico and over 60 percent are
not authorized to work in the United States.
Most are men (75 percent) who have settled
here with their families, and most are poorly
educated. These workers are also aging: they
have a median age of 39, very close to the me-
dian of 42 for all U.S. workers.

The share of farm workers who were in the
United States less than a year was 5 percent in
the early 1990s; that figure rose to 20 percent in
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L abor use in California agriculture rose 12 percent over the past decade,

reaching some 415,000 in 2014.

2000 when Mexico-U.S. migration peaked,
and has since collapsed to less than 2 percent.
Farmers are pursuing a variety of strategies to
cope with labor supply uncertainty while wait-
ing to see what happens next on immigration
policy. These run the gamut from improving
working conditions, to increasing productiv-
ity while reducing back-breaking effort with
mechanical aids, to supplementing their work
forces with legal guest workers.

Most farmers apparently believe that the
supply of farm labor inside U.S. borders is
not responsive to higher wages. Instead, they

focus on improving the quality of life on the
job and offering financial incentives to in-
crease retention. In the past, many employers
used sticks to reduce turnover, refusing to re-
hire seasonal workers who quit before the end
of the season. Tighter labor markets make it
harder for farmers to enforce such no-rehire
rules, prompting more to offer bonuses that
can add 5 to 10 percent to earnings for work-
ers who stay through the season.

Stretching today’s work force means rais-
ing productivity. And a lot of the potential for
higher productivity is in the low-tech details.
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Workers harvesting by hand spend much of
their time carrying produce down ladders to
bins or to the end of rows to receive credit for
their work. Smaller trees would mean fewer
ladders and faster picking; hydraulic plat-
forms would eliminate the need to fill heavy
bags of fruit while standing on ladders. Slow-
moving conveyor belts that travel ahead of
workers harvesting berries, broccoli and other
fruits and vegetables reduce carrying, making
workers more productive and harvesting jobs
more practical for older workers and women.

Under the Bracero “guest worker” pro-
gram that lasted from World War II until
1964, most fruits and vegetables were packed
in 50- to 60-pound field boxes, lifted by hand
into trucks and taken to packing sheds. When
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there were fewer workers in the 1960s, incen-
tives were created to switch to bulk bins that
hold 1,000 pounds of apples or oranges along
with forklifts to move the bins.

Note, too, that trees and field plants have
been designed for maximum vyields, not
worker productivity. But dwarf trees, tall-
stalk broccoli that requires less bending to cut
and tabletop production of strawberries (al-
ready found in some European countries)
could stretch the productivity of a smaller
work force.

There is also the option of flat-out replace-
ment of workers with machines. For most of
the past century, the most labor-intensive
farm activity in North America involved over
50,000 workers who harvested raisin grapes

EDWIN REMSBERG/AGE FOTOSTOCK



around the city of Fresno. Over a six-week pe-
riod in August and September, workers cut
bunches of green grapes and laid them in 25-
pound batches on paper trays to dry into rai-
sins in the sun, earning about a penny a pound.

Now, harvesting raisins is a race between
sugar accumulation and spoilage. Allowing
grapes to stay on the vine increases quality
but raises the risk that September rains will
damage the drying raisins. Raisins have tradi-
tionally been made from Thompson seedless
grapes, but varieties such as Selma Pete
achieve optimal sugar earlier in August, so

turnkey (and reliably available) H-2A labor
force proved very attractive to farmers, espe-
cially as the workers gained experience by re-
turning year after year.

Receiving government certification to em-
ploy H-2A guest workers requires employers
to satisfy three major criteria. First, farmers
must try to recruit Americans and provide
good reasons why those who applied were not
hired. Many farmers do not want to hire legal
U.S. residents, since each one who promises
to work blocks the admission of an H-2A
guest worker. Indeed, farmers who are con-

There s also the option of flat-out replacement of workers with machines.

that the canes holding bunches of green
grapes can be cut and the grapes dried par-
tially or fully into raisins while they are on the
vine. A harvesting machine using rotating fin-
gers knocks the partially dried raisins onto a
continuous paper tray in the vineyard. Or the
machine harvest is delayed until it can re-
move fully dried-on-the-vine raisins.

Two major factors are slowing raisin mech-
anization: farm structure and international
trade. Most growers are over 60, have fully
paid for their 20-40 acre vineyards, and are
reluctant to make upfront investments in ma-
chinery when China, Iran and Turkey can al-
ready produce raisins cheaper.

The fourth adjustment strategy is to sup-
plement the current work force with H-2A
guest workers. The H-2A program was cre-
ated in 1952 and was used primarily by sugar
cane growers in Florida and apple growers
along the East Coast until the mid-1990s.
North Carolina tobacco farmers became the
largest users after a group of retired govern-
ment officials created an association that, for
a fee, recruits workers in Mexico, brings them
to the state and deploys them to farmers. This

vinced that most U.S. workers will not remain
for the entire season often discourage local
workers from applying.

Second, farmers must provide free hous-
ing to H-2A guest workers and out-of-area
U.S. workers. Housing is a special concern in
California, where most labor-intensive agri-
culture is close to cities with shortages of af-
fordable housing and restrictions on building
more. During the Bracero era, most farm
workers were housed on the farms where they
worked, which meant low (or no) housing
costs and no commute to work. A combina-
tion of tougher housing regulations and
union hostility prompted most farmers to
eliminate this housing in the 1970s, and today
there is often community opposition to creat-
ing it — as demonstrated by an April 2016
arson fire in the town of Nipomo that de-
stroyed dwellings meant to accommodate
over 100 H-2A guest workers.

Third, the law requires that H-2A guest
workers do not “adversely affect” American
workers. The government enforces this re-
quirement by setting a super-minimum wage
called the Adverse-Effect Wage Rate, which
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was $11.89 an hour in California in 2016 —
$1.89 more than the state’s regular minimum
of $10 an hour.

Now, all workers must be paid the AEWR,
but farmers do not have to retain workers
who are unable to pick fast enough to earn it.
So the effect is to weed out slower pickers.
Farmers selecting from a vast pool of eager
foreign workers are more likely to find ones
who can satisfy productivity requirements
than if they recruit from the relatively small
pool of U.S. workers willing to fill seasonal
farm jobs.

IMMIGRATION UNCERTAINTY

California’s seasonal farm labor market has
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been a revolving door for the past century, at-
tracting newcomers who stay in the seasonal
farm work force a decade or two before mov-
ing to non-farm jobs. Their American-raised
children shun farm work. Nothing new here:
California history is a story of waves of new-
comers — Chinese, Japanese, Filipinos, Dust
Bowl Arkies and Okies, Mexicans — who
passed through the farm labor market in a
generation or less.

In the early 1980s, farm labor unions were
weakening and wages were falling as the share
of unauthorized workers rose toward 20 per-

X n the short term, the dominant

response has been expansion of the

cent. A compromise included in the Immi-
gration Reform and Control Act of 1986
aimed to reverse falling farm wages by legal-
izing unauthorized farm workers already em-
ployed, but imposing sanctions on employers
who knowingly hired additional ones. Farm
labor costs were expected to increase, as farm-
ers raised wages to retain newly legalized
workers or built housing to hire legal H-2A
guest workers.

But the 1986 act backfired: it led to more
rather than less illegal immigration. Farm
wages fell in the 1990s and unauthorized
workers spread to all commodities and states,
while H-2A guest worker admissions dropped
below 20,000. As the share of unauthorized
workers rose toward 50 percent in the mid-
1990s, farmers asserted that there was a short-
age of legal U.S. workers to harvest their
crops. They claimed agriculture needed an
“E-Z guest worker” alternative that cut
through the red tape, but in the face of union
opposition, Congress declined to act.

The election in 2000 of presidents Fox in
Mexico and Bush in the United States spurred
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farm employers and worker advocates to pro-
pose the Agricultural Job Opportunities, Ben-
efits and Security Act (AgJOBS), another ef-
fort to legalize unauthorized farm workers
and make it easier to hire guest workers. But,
once again, the farmers’ lobbying efforts
failed: AgJOBS was never enacted.

For a while, farmers thought help was on
the way from an unexpected direction. In No-
vember 2014, President Obama issued an ex-
ecutive order creating the Deferred Action for
Parents of Americans and Lawful Permanent
Residents (DAPA) program. If implemented,
DAPA would have legalized four million un-

H-2A program, which has doubled
in size nationally since 2007 and
quadrupled in California.

authorized parents with legal U.S. children,
including up to 500,000 farm workers, giving
them renewable three-year work permits. But
Texas and 25 other states sued to block imple-
mentation, arguing that DAPA was an uncon-
stitutional overreach of executive power.
Conservative federal judges agreed, and, on a
4-4 vote in June 2016, the Supreme Court let
stand lower court injunctions blocking DAPA.
This effectively ended the efforts of the
Obama administration to ease the legal plight
of unauthorized foreigners — and indirectly,
stabilize farm labor supply.

WHAT NEXT?

Neither drought nor labor shortages have de-
terred farmers from planting more labor-
intensive commodities, which explains why
farm sales and farm employment have been
rising. Farmers complain of labor shortages
that force them to leave food in the field. But
this is a common cost of doing business:

farmers regularly leave crops unharvested be-
cause of low prices and/or poor quality. Ris-
ing farm sales suggest that any crop losses
from labor shortages are very localized.

AgJOBS would have locked the status quo
in place, leaving agriculture with low-skilled
and foreign-born workers. The absence of
immigration reform has forced market ad-
justments — various measures to increase
labor supply (domestic and foreign), to in-
crease labor productivity and to mechanize
more operations. And a continuing political
stalemate over comprehensive immigration
reform would accelerate this process.

In the short term, the dominant response
has been expansion of the H-2A program,
which has doubled in size nationally since
2007 and quadrupled in California. Over 10
percent of long-season jobs on crop farms na-
tionwide and 3 percent of California crop
jobs are now filled by H-2A workers, almost
all from Mexico. If all H-2A workers were al-
lowed to remain in the country for three
years, the source of farm workers could well
shift from Mexico to Asia. That would bring
California back to the future, as when Chi-
nese workers dominated the California har-
vests in the 1880s.

Plainly, this is a period of great uncertainty
for agriculture in California — uncertainty
largely driven by forces (political and natural)
beyond the state’s control. What is emerging,
though, is a leaner, less tradition-bound in-
dustry that depends less on protective eco-
nomic regulation and more on market forces.

That is good news for American consum-
ers who rely heavily on California for a host
of farm products. And it is good news for
those of us who want the hundreds of rural
communities dependent on California agri-
culture to avoid the sort of rapid dislocation
that devastated Rust Belt manufacturing
in the 1980s and 1990s.
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For lack of a crisis (defined by Merriam-Webster
as “an unstable or crucial time or state of affairs
in which a decisive change is impending”), the
nation’s problems with underfunded state and
local public pension systems continue to get
kicked down the road. It seems that the public
doesn’t believe that the aforementioned “decisive
change” really is impending. And with some
reason: even lllinois, the state with the largest
pension deficit, is not expected to absolutely,
positively exhaust its ability to cover its pension
obligations in the next decade. But, needless

to say, fiddling while Springfield smolders will
require some serious firefighting later on.

Absent deadline pressure, elected officials in
states with major pension problems have been
only too willing to hand off the hot potato to the
next group of politicians — or maybe, the one
after that. New Jersey affords a classic example.
For decades, Republican and Democratic adminis-
trations alike failed to make required contribu-

tions to the public-employee pension system,
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landing New Jersey in dubious company. Ac-
cording to a report by JP Morgan Chase in
June 2014, New Jersey joined Illinois, Con-
necticut, Hawaii and Kentucky in having debt
and retirement benefit costs that, when prop-
erly funded, exceeded 25 percent of their
states’ revenues.

Actually, playing political football (or kick-
the-can or hot-potato) with public-employee
retirement programs is already leading to big
trouble, albeit in unexpected places. Just look
at Flint, Mich., where the city’s battered fi-

wrenching sacrifices. Even in New Jersey, a
dawning recognition of the severity of the
problem gave birth to an aggressive reform
initiative, though the growing pains around
that effort show how even the most well-
intentioned efforts can be stymied by parti-
san politics and voter apathy.

CHALLENGE:
CHANGING THE STATUS QUO

How imminent does a funding crisis have to
be for the public to accept the need for deci-
sive change? The nation’s Social Security sys-

Playing political football (or kick-the-can or hot-potato) with public-
employee retirement programs is already leading to big trouble, albeit
in unexpected places. Just look at Flint, Michigan.

nances infamously drove officials to cut cor-
ners by compromising the safety of its
drinking water. As Barron’s put it earlier this
year, “it’s not a water crisis; it’s a benefit crisis.
Flint’s money shortage came about largely
from high municipal pension obligations and
a retiree health plan that could not be prop-
erly funded after the biggest taxpayer, General
Motors, moved out.”

Or consider Detroit, where the nation’s
largest municipal bankruptcy (July 2013) was
precipitated in large part by rampant debt
from pension obligations. Even after substan-
tial benefit cuts, current and future retirees
are entitled to pensions worth more than
twice the city’s current income tax receipts.

That said, in most places the public em-
ployee benefits crisis will be recognizable
while it’s still possible to resolve it without

THOMAS J. HEALEY, a senior fellow at Harvard’s
Kennedy School of Government, coordinates the work
of the bipartisan New Jersey Pension and Health Benefit
Study Commission.
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tem serves as a sobering example. It wasn’t
until that mainstay program drew within 40
days of running out of cash in 1983 that the
public’s attention became focused on the
problem and elected representatives felt suffi-
cient heat to pass legislation that reduced
some voters’ future benefits.

Public pensions are subject to the same
unforgiving laws of apathy. To the vast major-
ity of taxpayers, actuarial terms like depletion
dates and unfunded liabilities evoke a desper-
ate urge to change channels — not a sense that
change must come soon.

New Jersey is again a textbook case. In a
period of 18 months, New Jersey’s Pension
and Health Benefit Study Commission, a bi-
partisan blue-ribbon panel appointed by the
governor, issued a series of reports setting
forth the hard facts. First and foremost, two
decades of missed payments and unfunded
benefit expansions had dug the pension plans
into a $44 billion actuarial hole by July 2015,
up from $40 billion just 12 months earlier.



But wait; the reality is even worse: the short-
fall under new reporting conventions from
the Government Accounting Standards Board
now stands at $95 billion.

Closing a $44 billion gap (never mind the
$95 billion) would have required each of the
state’s 3.2 million households to sit down and
write a check for nearly $14,000. The reports
also stressed that the bill for public employees’
health benefits would jump from $3.1 billion
in 2015 to $3.7 billion in 2016 and was al-
ready the third costliest in the nation per em-
ployee. Gilding this poisonous lily, the
commission further pointed out that with
benefit costs growing faster than state reve-
nues, any attempt to fully fund promised ben-
efits would lead to massive tax increases or
draconian cuts in public services — if not both.

There are still people around who believe
the stock market will manage what taxpayers
won’t. Indeed, the long-term return on equi-
ties (1950-2009) was a fabulous 7 percent
after accounting for inflation. Pick your end-
points with careful attention to hindsight and
the light at the end of this tunnel becomes
truly dazzling: from 1982 to 1999, the average
annual return on the S&P 500 was 18 percent!

But as the fine print on the mutual fund
prospectus says, past performance is no guar-
antee of future performance. A more sober
Moody’s Investor Services projects that un-
funded pension liabilities will grow by at least
10 percent in fiscal 2016 “under even our most
optimistic return (5 percent return) scenario.”

ENGAGING THE UNIONS

Hence, without a crisis to focus the public
mind, the onus is on reformers to develop a
game plan for engaging major stakeholder
groups that is at once firm and fair (OK, if
you insist: balanced). That means toughing it
out with public-employee labor unions that
have a great deal to lose from any credible re-

form. This was the case in Rhode Island,
which faced what was considered the coun-
try’s worst pension mess four years ago. The
state’s treasurer, Gina Raimondo (now the
governor), developed a sensible, sweeping re-
form program that emphasized “the math,
not the politics,” as she diplomatically put it.
Raimondo, a Democrat, pressed her case
through a “Truth in Numbers” report that
meticulously spelled out for taxpayers the
enormity of the state’s challenge and the cost
of failing to act.

But this appeal to the better side of human
nature didn’t prove sufficient on its own. The
public-sector unions took Raimondo to court
(twice). But she was undaunted, and even
without the backing of organized labor
managed to prevail by communicating to citi-
zens and legislators that her reform proposal —
though not without demanding sacrifice — was
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evenhanded. Tellingly, that communication
effort capitalized on the fact some Rhode Is-
land municipalities had been driven to insol-
vency by their inability to control or fund
their own benefits programs.

In New Jersey, the Governor’s Study Com-
mission rolled out its own truth-in-numbers
accounting in three extensive reports, begin-
ning in the fall of 2014. Among an avalanche
of numbers, a few stood out: under a busi-
ness-as-usual scenario, state-funded pension
and health benefits would nearly double by
fiscal 2023, gobbling up more than 27 percent
of the state’s budget and crowding out essen-
tial government services from education to
social services to public safety. That 27 per-
cent figure was almost in the rarified league
in which Flint was playing: pensions and
health benefits reached one-third of that crip-
pled city’s general fund in 2015 and were ex-
pected to hit an even more crippling 37
percent by 2020. The New Jersey commission
concluded that the state could safely afford to
spend up to 15 percent of its total budget on
public-employee benefits, but to go beyond
that level would dangerously stretch New Jer-
sey’s financial fabric.

The commission made that 15 percent
threshold a baseline for its efforts to sketch
out needed reforms. While the figure surely
varies a bit from state to state based on how
they allocate revenue and funding obligations
between state and local governments, that
general approach — determining the thresh-
old of benefits spending that a state can sus-
tain and adjusting pension and health benefits
accordingly — could serve as a starting point
for other states and localities.

MINIMIZING THE IMPACT OF CHANGE

Notwithstanding the math, the commission
knew its proposal would have to be perceived
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as fair by the public. To that end, it developed
a comprehensive program with the goal of
maximizing savings to taxpayers while es-
chewing draconian benefit cuts. The reform
package was built around five key goals:

* Freezing existing pension plans while pro-
tecting all benefits earned by employees to date.

* Creating a fair and affordable new retire-
ment program going forward.

* Realigning public-employee health bene-
fits with those offered in the private sector.

* Applying a unified state and local ap-
proach to benefits funding.

* Blocking backsliding on reforms by
amending the state’s constitution.

Freezing the pension plans means closing
them to new members and eliminating fur-
ther accrual of benefits to existing members.
At the same time, the commission’s approach
assured all plan members that they would not
lose any credit for service before the freeze
and that retirees’ pension checks would be
unaffected.

This would set the stage for creating a new
retirement program for active employees — a
cash-balance plan, which the commission
thinks is the most suitable prototype for New
Jersey. Cash-balance plans are hybrids of clas-
sic defined-benefit and defined-contribution
retirement programs [think of 401(k)s], with
each employee’s benefits as an account bal-
ance that grows each year through employer
and employee pay-credit contributions.
These accounts are regularly supplemented by
credits at rates that effectively require em-
ployers and employees to share the risk on in-
vestment returns (in contrast to the state
bearing all investment risk, as exists with cur-
rent defined-benefit plans).

On the health benefits side, the commission
was confronted with a system created long ago
in smoke-filled rooms: rich coverage, com-
bined with eligibility rules that encouraged
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gamesmanship and double-dipping. The
commission focused on restoring fiscal order
by realigning the benefits of active employees
with gold-level coverage under the federal Af-
fordable Care Act.

The system would work like this: retirees
would use retiree reimbursement account
funding from the state to secure health cover-
age through private exchanges that offer a
wide range of competing plans. Early retirees
would receive funding sufficient to purchase
coverage comparable to that provided to on-
going employees with the option to purchase
broader coverage at their own expense. Medi-
care-eligible employees would receive fund-
ing sufficient to purchase what is known as a
Medicare Advantage/Prescription Drug plan
— care from an organization providing broad,
one-stop health services.

While the out-of-pocket costs of these
plans are somewhat higher than the token out-
lays under the current state plans, the switch
would save so much money over the status
quo that the state could supplement the ac-
counts with sufficient cash to offset the in-
crease in average out-of-pocket expenses,
while still yielding substantial savings. Overall,
these reforms would reduce the state govern-
ment’s health benefit costs by about 30 percent.

Unfortunately, the fiscal hole from pen-
sion underfunding in the past was so deep
that the increase in funding needed to cover
even benefits earned prior to the freeze, along
with the less-costly cash-balance plans going
forward, would exceed the substantial savings
from health benefit reforms. To close this gap,
the commission pondered a variety of ap-
proaches — including a “millionaire’s tax” on
the wealthiest citizens, selectively cutting ser-
vices, or putting New Jersey Turnpike and
state lottery employees into the pension pool.

Computer simulations suggested, however,
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that none of these fixes would be adequate to
the task. Instead, the commission advanced a
unique funding mechanism: using some of
the anticipated $3 billion in savings from
health insurance reform at the local govern-
ment level to reduce the state’s funding bur-
den. The idea here is to ask localities to
reassume responsibility for benefits that, over
the years, had migrated to the state’s side of the
ledger. Since only some of the savings would
be used up in the process, this change would
be cost-neutral to municipalities — meaning
taxpayers could actually see a reduction in
their property taxes, which are the highest in
the nation.

It’s likely other states with pension woes
could put this multipronged approach to ef-
fective use. More specifically, by moving
costly public-sector health benefit plans in
the direction of more cost-effective (though
still high-quality) coverage in the private sec-
tor, governments could help put wobbly pen-
sion plans on a sound fiscal track.

IS ANYONE ACCOUNTABLE?

Regardless of how fair the plan, reformers
must contend with this inconvenient truth:
elected officials like to promise benefits to
public employees but don’t like asking voters
to pay for them. How else to explain that, ac-
cording to Robert Inman, the Wharton fi-
nance professor, there are currently $3 trillion
of unfunded pension liabilities at the state
level and $400 billion at the large-city level?
That comes out to roughly $10,000 per Amer-
ican citizen. Chicago — often held up as the
poster child for pension irresponsibility — has
chalked up unfunded liabilities that amount
to 10 times its annual revenues, while Illinois
is the most poorly funded pension state in
America.

New Jersey fits comfortably into this nar-
rative of elected officials behaving badly. For



years, the state granted pension benefits it
could afford only under wildly optimistic as-
sumptions about investment returns. When
reality fell short of those assumptions, ad-
ministrations from both political parties
failed to either fund the accruing liabilities or
to reform the underlying benefits system.

ability is almost nonexistent. New York is the
only state I'm aware of in which a third party
(the elected state comptroller) has indepen-
dent power to appropriate money to fund
pension obligations. Yet, though this model
ensures high funding levels, it also has con-
tributed to New YorKk’s extremely high benefit

The question is how to reform a political culture dedicated to dealing
with today’s problems tomorrow and tomorrow’s problems never.

In one memorable example from the early
2000s, the Legislature saw fit to enhance re-
tirement benefits going forward while finding
a way to sidestep obligations that already ex-
isted. The state’s efforts to conceal this fiscal
sleight of hand in the small print of bond dis-
closures eventually drew the ire of the U.S. Se-
curities and Exchange Commission. The
result of two decades of this kind of games-
manship is that New Jersey has one of the
worst pension-funding gaps in the country
and has suffered repeated downgrades in the
state’s credit rating as the cost of benefits out-
stripped its ability to fund them.

New Jersey is hardly alone in having its
elected officials victimize both public em-
ployees and taxpayers in this manner. The
question is how to reform a political culture
dedicated to dealing with today’s problems
tomorrow and tomorrow’s problems never.

One obvious focal point for reform is ac-
countability. While federal law demands ac-
countability from the private sector (where
the Department of Labor has a strong en-
forcement tool in the Employee Retirement
Income Security Act), public-sector account-

costs and taxes, and creates a dynamic in
which the legislature has no responsibility for
comptroller-mandated appropriations and
the taxes required to pay them, while the
comptroller has no responsibility for the leg-
islated benefits requiring the appropriations.
It’s fair to ask whether public employees
even want a world in which pension account-
ability is well defined, as opposed to one in
which elected officials have an obligation to
fund mandated benefits in perpetuity regard-
less of cost. It’s revealing that in New Jersey,
public employees’ reaction to evidence show-
ing an irrefutable need for reform was to press
the Legislature to put a constitutional amend-
ment on the ballot that would mandate full
funding of pension benefits and guarantee
the right of most current employees to con-
tinue to earn future benefits under no-worse-
than-current terms without creating a source
of funding, effectively precluding fiscally
meaningful pension reform for a generation.
After long deliberation, the commission
concluded that the sweet spot — doing justice
to both taxpayers and public employees vic-
timized by elected officials promising huge
deferred compensation — was a general rule in
which taxpayers make good on any pension
benefits actually earned to date while leaving
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the terms under which benefits would be
earned in the future subject to change. Taking
away a benefit that has actually been contrac-
tually earned would be unfair, even if this
means that taxpayers must bear the burden of
irresponsible government decisions made in
the past.

Benefits promised but not yet earned,
however, are another matter. For one thing,
something has to give. For another, protect-
ing future benefits from change would pre-
vent voters from holding today’s elected
officials accountable for ensuring that funds
in the existing budget are being spent in a way
that best promotes the public welfare.

So-called non-forfeitable rights provisions,
which seek to dictate the terms under which
certain classes of employees will earn benefits
in the future, are the ultimate manifestation
of the kick-the-can-down-the-road mindset.
These provisions permit one set of legislators
to escape responsibility for granting a benefit
without paying for it and a subsequent set to
duck their fiscal responsibilities with the ex-
cuse that their hands were shackled by their
predecessors.

LESSONS LEARNED

Because pensions are about numbers while
pension reform is about politics — two differ-
ent universes with different time horizons — a
state’s constitution can be a useful tool for
reconciling disparities. It can also ensure that
the terms of any compromise can’t easily be
undone by the state’s next chief executive and
elected officials. As previously stated, though,
any constitutional provision needs to be lim-
ited to protecting for benefits earned to date.
It must also provide assurance that the gov-
ernment’s overarching duty — the general wel-
fare of state residents — comes first. What
must be avoided are constitutional provisions,
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such as those in Illinois and Michigan, that
give public employee benefits first claim on
the public fisc and limit the state’s sovereign
power to adjust its obligations to overarching
state needs.

Beyond constitutional support, having a
strong public official who is widely respected
at the helm of pension reform can be a huge
tactical advantage. Raimondo’s success
against the odds in Rhode Island persuasively
drives home the point. It also helps, of course,
if a governor and legislators have a construc-
tive working relationship — which in these
partisan times too often means being from
the same political party.

The fact that persistent officials in a hand-
ful of states are prevailing over inertia and
hand-wringing is a hopeful sign. But in many
more states with ailing systems, leaders need
to accept the personal risks associated with
doing the right thing for public employees,
retirees and taxpayers.

Note, too, that Rome was not built in a day.
Consider: while efforts to achieve larger sys-
temic reforms have been stymied to date, New
Jersey’s latest budget does reflect some $150
million in health benefit savings championed
by the commission. It also includes the first
steps toward embracing the commission’s
central premise — that savings on health ben-
efits are the optimal source of funding for
closing the gap on pension obligations.

Clearly, this nation’s pension imbroglio
can no longer be relegated to the back burner.
Well, perhaps not so clearly. But it certainly
shouldn’t be: unfunded liabilities are a disas-
ter in the making that lurk behind a gray wall
of numbers, graphs and pie charts. As Flint
and Detroit found out, expecting the prob-
lem to recede with an uptick in the stock
market or the imposition of a new tax or
the wave of a consultant’s wand is simply
delusional.
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n October 2015, 12 countries from
Asia and the Americas reached an
agreement on the Trans-Pacific Part-
nership (TPP). The trade deal, one of
the largest in more than two decades,
included most of the Pacific Rim -

but not the largest economy in Asia.

The subtext of the agreement was clear. With
China’s rising economic and political clout in
Asia and beyond, this was a way for the
United States and its allies to circle the wag-
ons. If the TPP was to be ratified by national
legislatures in all the member countries —
which later proved a bridge too far — it would
represent an important achievement for
Japan and the Obama administration in cre-
ating a modest, although mainly symbolic,
counterweight to China’s expanding influence.

Within China, opinions about the TPP
ranged from measured to strident. Reform-
minded officials in Beijing took a positive at-
titude, recognizing that outside pressure
often helps to overcome domestic opposition
to change. Just as China used outside pressure
in the form of the conditions for joining the
World Trade Organization in 2001 as a spur
for domestic restructuring, an aspiration to
become a member of the TPP could help dis-
lodge some of the opposition to state enter-
prise reforms.

The debate took on a sharper edge, how-
ever, when an economist from the People’s
Bank of China (China’s central bank) esti-

ESWAR PRASAD is a professor of economics at Cornell,
as well as a senior fellow at the Brookings Institution. He
was previously chief of the financial studies division in the
IMF’s research department and, before that, head of the
IMF’s China Division. This article is adapted from his new
book, Gaining Currency: The Rise of the Renminbi, published
by Oxford University Press. (All rights reserved.)
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mated that lost trading opportunities could
initially knock half a percentage point off the
country’s economic growth rate. Reacting to
this estimate, Sheng Laiyun, a spokesman for
China’s National Bureau of Statistics, said
that China could take countermeasures.

Beijing has, for instance, been pushing its
own trade pact, the Regional Comprehensive
Economic Partnership (RCEP), a proposed
16-nation free-trade area that would encom-
pass 3.4 billion people. The RCEP would
comprise the 10 nations that constitute the
Association of Southeast Asian Nations
(ASEAN) plus China, India, Japan, South
Korea, Australia and New Zealand. It was seen
as a prominent alternative to U.S. plans, but
has since lost some of its momentum.

The TPP is dead, thanks to the U.S. elec-
tion. However, China remains concerned that
similar initiatives could result in excessive
U.S. influence and the sidelining of China in
the process of rewriting the rules governing
global trade.

While pushing to increase its economic
reach through trade, China began to realize
that international finance would be the new
and more important battleground for wield-
ing geopolitical influence. Recognizing that
the renminbi (RMB) did not yet have the
potential to be a reserve currency, China
adopted a complementary strategy: using its
financial firepower to increase the economy’s
international influence, with the RMB riding
on the back of these efforts.

FLEXING ECONOMIC MUSCLES

In the 2000s, as China’s financial clout and
foreign exchange reserves grew, it began using
those resources to increase its sphere of influ-
ence, offering investment and various forms
support to other economies. The recipients
of much of this largesse were its neighbors
in Asia, as well as a number of economies in
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Africa and Latin America possessing natural
resources that China craved for its manufac-
turing machine. This led to worries that
China was simply exploiting the countries to
which it was giving aid or loans — and, even
worse, that the money was propping up cor-
rupt regimes, enriching venal officials and
creating a debt burden that would come to
haunt those countries.

Opver the past decade, China has accounted
for a cumulative investment of $220 billion in
sub-Saharan Africa, as well as $120 billion in
South America (compared with about $60
billion in the United States). Moreover, China
has been open to providing money to coun-
tries that have been shut out from borrowing
in private financial markets and are loath to

turn to Western institutions or countries.

In Ecuador, whose president, Rafael Cor-
rea, aligned himself with the populist govern-
ment in Venezuela, Chinese money has
financed dams, roads, highways, bridges and
hospitals. In return, China has, by some esti-
mates, locked in nearly 90 percent of Ecua-
dor’s oil exports, revenues which go largely
toward paying off those loans. Ecuador’s for-
mer energy minister said, “The problem is,
we are trying to replace American imperial-
ism with Chinese imperialism.”

There is a vibrant and far-from-settled de-
bate about whether Chinese money has been
a net benefit for recipient countries. A recent,
provocative study by researchers at the Uni-
versity of Sussex argues that Chinese aid to
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African states increases the risk of civilian
abuse by giving their leaders access to funds
with which to carry out violence against po-
litical opponents, thereby perpetuating the
regimes’ hold on power.

On the other hand, a study by the research
organization AidData has a more positive
tone. Still, even this study finds that commer-
cially oriented forms of Chinese state financ-
ing are directed mainly to countries rich in
natural resources and with higher levels of
corruption.

While the academic debate rages, China
has moved to strengthen its economic rela-
tionships in Africa, including with some re-
gimes that are pariahs in the eyes of the West.
In December 2015, soon after President Xi’s
visit to Zimbabwe, that country’s government
proudly proclaimed that the RMB would be-
come legal tender within the southern Afri-
can nation. But in an economy ravaged by
hyperinflation and economic mismanage-
ment, the government’s sanctioning of the
RMB’s status as an official currency is unlikely
to have much impact, let alone any interna-
tional implications. Earlier in 2015, the gov-
ernment had euthanized the ailing domestic
currency, allowing Zimbabweans to exchange
bank balances of up to 175,000 trillion Zim-
babwean dollars (that is, indeed, trillion with
a“t”) for $5.

President Xi’s visit to Africa culminated
with a grand declaration at a summit in Jo-
hannesburg that China and Africa were “good
friends, good partners, good brothers.” To say
that African leaders welcomed all of this
warmly would be an understatement. China
offered not just soaring rhetoric but cold cash
as well — $60 billion in grants, loans and cap-
ital for various development funds. Not only
that, China also wrote off a number of loans
it had made to poorer countries (including
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$40 million to Zimbabwe). And in words that
were no doubt music to the ears of the lead-
ers, President Xi made China’s policy of non-
interference crystal clear: “China supports the
settlement of African issues by Africans in the
African way.”

China’s initiatives in Africa have not di-
rectly elevated the RMB, and China’s govern-
ment has not pushed hard for these countries
to use RMB in their transactions. Neverthe-
less, the stronger trade and financial relation-
ships that many countries in the region have
with China are generating greater interest in
using RMB to diversify foreign exchange re-
serve portfolios and for trade settlement.

REUTERS/RAMZI BOUDINA



The new Great Mosque in Algiers, being built by the China State Construction Engineering Corporation (January 2016).

RELATIONSHIP RESET

China’s investments and aid to Africa and
Latin America, which (as noted above) have
ramped up over the past decade, strength-
ened China’s economic and political linkages
with countries in those two regions. In other
quarters of the international community,
however, such endeavors were not viewed fa-
vorably. A reset in the nature of its economic
relationships would clearly help China realize
its ambitions without generating as much
pushback, eventually paving the way for
broader adoption of the RMB. The Chinese
are quick learners, adjusting strategy when
circumstances demand it. They have grown

more savvy and disciplined in their approach
to international engagement, using a wide
range of tools.

China is now employing a multipronged
approach to helping set the global agenda.
First, it is gradually increasing its influence in
international financial institutions. This al-
lows it to change the rules of the game from
the inside. Second, it is setting up multilateral
institutions where it gets to call the shots —
and serves to subtly catalyze changes in the
existing institutions. Third, it is partnering
with other like-minded countries to set up in-
stitutions that are meant to build trust and
stronger economic linkages with countries
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that it sees as partners as well as potential
competitors. Fourth, it is using other arms of
the state, including development agencies
and state-owned banks, to increase its global
financial reach.

FRIENDLIER MULTILATERALS

The first element of China’s global strategy
involves increasing its influence in existing
multilateral institutions. At the IME the
granddaddy of international financial institu-
tions (IFIs), China’s capital contribution of
$42 billion gives it a 6 percent share of the
overall capital pool and a corresponding vot-
ing share. The United States has a 16 percent
voting share, while Japan’s share, like China’s,
is 6 percent. At the World Bank, another
major IFI, China has a voting share of 5 per-
cent, compared with 16 percent for the United
States and 7 percent for Japan.
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The major IFI in Asia is the Asian Develop-
ment Bank (ADB), which has a capital stock
of about $150 billion. Japan and China have
been jostling for influence at this institution
for a long time. Japan has a voting share of
12.8 percent, making it the largest shareholder.
The United States’ share —almost 12.8 percent
—is by design a smidgen less than that of Japan
to emphasize the Asian leadership of the insti-
tution. China’s share is 5.5 percent, while In-
dia’s is 5.4 percent, underscoring how even
decimal-place differences in voting power are
freighted with symbolism at such institutions.

The irony of Japan’s maintaining a larger
voting share in international institutions has
certainly not gone unnoticed by China. Even
at the IME where recent reforms increased
the voting shares of China and other emerging-
market economies, Japan remains ahead sym-
bolically, with a voting share of 6.18 percent

RICHARD LEVINE/AGE FOTOSTOCK



compared to China’s 6.12 percent.

China has also been gradually marking its
presence in less prominent IFIs around the
world. It has established beachheads in the
African Development Bank, the Caribbean De-
velopment Bank and the Inter-American De-
velopment Bank, although, as a non-regional
member, its direct contributions to these in-
stitutions sum up to only $1 billion.

Africa has more trade with the European
Union as a whole, but China is the single
country that accounts for the largest share of
Africa’s trade. For many Latin American
countries, China has become the largest ex-
port market. So China’s presence in these re-
gional institutions allows it to start playing a
role — modest at first, but easily scalable — in
the economic governance of these regions.

How far is China willing to go to engage
the existing IFIs on their own terms, rather
than seeking changes in those institutions
when it is signing up? Consider China’s acces-
sion to the World Trade Organization in 2001.

After long and difficult negotiations, China
agreed to most of the standard conditions for
WTO membership, which gave it much
greater access to export markets. During its
push to increase exports in the 2000s, China
benefited greatly from this improved access.

But the government went no further to-
ward integration than the rules required. For-
eign investors in China found themselves
stymied at every turn by rules that limited
their operations, forced them to share tech-
nology with local firms and allowed them to
enter certain industries only if they partnered
with domestic firms. And now that China is a
large and powerful member of the WTO, it
can play a greater role in influencing how the
organization defines and applies rules for in-
ternational trade.

There is a starker and more interesting ex-
ample illustrating how China is willing to

seem open to compromise when it joins exist-
ing institutions. In January 2016, China be-
came a member of the European Bank for
Reconstruction and Development (EBRD)
with a capital contribution of $400 million,
less than 1 percent of the total capital base.

What is particularly interesting about
EBRD membership is that China agreed to
sign on to the institution’s commitment to
Western-style governance. The very first arti-
cle in the EBRD’s charter states that its mem-
bers are “committed to the fundamental
principles of multiparty democracy, the rule
of law, respect for human rights and market
economics.”

Litis striking that China signed on
despite the inconsistency between
the EBRD’s mandate and the tenets
of the Communist Party.

It is striking that China signed on despite
the inconsistency between the EBRD’s man-
date and the tenets of the Communist Party,
and despite qualifying for only a marginal
voting share at the institution. One interpre-
tation is that China is willing to appear rea-
sonable and open to compromise when it
seeks membership in existing international
institutions. It then strives to subtly influence
these institutions from the inside, rather than
through brute economic or political force
from the outside.

So far, China has made the majority of its
capital contributions to the IFIs in hard cur-
rencies such as the dollar, the euro and the yen.
Now that the IMF has designated the RMB as
an official reserve currency, China will no
doubt be able to legitimately make further
capital contributions in its own currency. As
China’s economy grows and its role in existing
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IFIs becomes more prominent, the RMB will
play a bigger role in the capital bases and fi-
nancial operations of these institutions.

THE END RUN

While it was signing up for membership in
multilateral institutions around the world,
China was frustrated that, in the interna-
tional and regional organizations that it most
cared about, it still had second-class status.
Although all countries, including the United
States, had agreed in 2010 to a reworking of
IMF voting shares to give China and other
emerging markets more voting power, the
agreement had to be ratified by national leg-
islatures. Virtually all major countries had
done so by 2014, but in the United States this
issue became entangled in the political dead-
lock between the Obama administration and
the Republican-controlled Congress. The
agreed-on changes only came into effect in
January 2016 — and by that time, the new vot-
ing shares were already lagging behind eco-
nomic reality as they had been based on GDP
and other economic variables from a few
years prior.

Even in its own backyard, China was not
attaining the status it felt it deserved. At the
Asian Development Bank, the major multilat-
eral institution in Asia, China had been un-
able to dislodge Japan from that country’s
position of prominence.

China decided it needed to take a more ac-
tive role in international finance, which could
best be done by bankrolling its own institu-
tions. Its leaders recognized that China could
put its money to good use by financing infra-
structure projects in Asia — a crying need for
countries in the region that lacked the funds
to undertake large investments. It would be
logical for other countries to sign up for such
an institution, where they would have a more
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prominent role than in other IFIs and could
also obtain financing for vital infrastructure
projects. Thus was born the idea for the Asian
Infrastructure Investment Bank (AIIB).

The United States was wary of China’s at-
tempts to create alternatives to the existing
multilaterals. With a proposed initial capital
of $50 billion that could be increased to $100
billion, the AIIB would clearly be a significant
competitor to the ADB and the World Bank.
(These latter two institutions together have a
capital base of about $400 billion.)

Recognizing that it could not stop other
countries in the Asian region, most of which
are either small or not advanced, from sign-
ing up, the United States decided its best
strategy was to undermine the legitimacy of
the AIIB by asking whether the governance
and lending practices of a China-led institu-
tion would mirror China’s weak legal and in-
stitutional framework. A key element of this
strategy was making sure that its advanced-
economy allies would not sign up.

The United States was keen to corral not
just the major advanced economies such as
the Eurozone, Japan and the U.K,, but also
other advanced countries including Australia
and South Korea. However, China had a secret
weapon in its arsenal: Jin Liqun, an interna-
tionally respected official, well-known master
strategist and articulate speaker who does not
mince words as a forceful advocate for China’s
positions. Jin, who has extensive international
experience working in multilaterals, including
the ADB and the World Bank, was assigned to
lead the charge in setting up the AIIB.

Despite Jin’s lobbying efforts, it appeared
that the United States was winning the
diplomatic battle. In October 2014, when a
ceremony was held in Beijing to sign a mem-
orandum of understanding to launch the
AIIB, just 21 countries had joined. Other than
China and India, none of these was a large
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Britain’s Chancellor of the Exchequer George Osborne with China’s Vice Premier Ma Kai.

For the U.K., a strong relationship with China was crucial to giving it an
edge in the race to persuade Beijing to direct RMB business toward London.

economy, and no major advanced economies
were on the list.

Then, in March 2015, to the stunned sur-
prise of the U.S. administration, Britain broke
ranks. For the UK., a strong relationship with
China was crucial to giving it an edge in the
race to persuade Beijing to direct RMB busi-
ness toward London, rather than Frankfurt
and other competing financial centers.

U.S. officials were apoplectic in private but
more restrained in public. They couched
most of their displeasure in terms of concerns
about whether the AIIB would meet the “high
standards” of existing multilateral institu-
tions, such as the World Bank, when it came
to governance, not to mention environmental
and social safeguards.

The U.K. was only the first of many domi-

noes to fall. Soon after the U.K. signed up,
France, Germany and Italy released a joint
statement to the effect that they were keen to
“join the founding members of the AIIB to
work on establishing an institution that will
adhere to best practices in the areas of gover-

nance, security, loans and public procurement.”

By April 2015, when the charter of the
AIIB was being agreed on, 57 countries had
signed up as founding members. With so
many countries falling over each other to join,
its initial authorized capital was pushed to
$100 billion; the total contribution of mem-
bers from outside the Asian region was
capped at $25 billion. China contributed $30
billion, the largest amount by far of all the
members. China has 26 percent of the total
voting shares; India has 7 percent; Russia has
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Chinese housing project near Luanda, Angola.

6 percent. To leave no ambiguity about who Both sides acknowledge that for new and

will be calling the shots, the headquarters was future institutions to be significant contribu-
located in Beijing tors to the international financial architecture,
Only one U.S. ally weighed the costs and

benefits of being a founding member of the

these institutions, like the existing interna-
tional financial institutions, are to be properly
structured and operated in line with the prin-

AlIB and decided that bowing to Beijing might ciples of professionalism, transparency, effi-
not serve its interests. Local news reports ciency and effectiveness, and with the existing
quoted Prime Minister Shinzo Abe as saying at high environmental and governance standards,

a meeting of his party that “the United States recognizing that these standards continuously

now knows that Japan is trustworthy.”

By September 2015, when President Xi vis- China has not been shy when it comes to
ited Washington, the United States and China ~ making the point that the AIIB will not only
had decided to call a truce on the AIIB. In an demonstrate governance that is as effective
elegantly crafted sentence — elegant less in its as that of existing multilateral institutions,
linguistic than in its bureaucratic flourishes but will do even better. At least on paper, the
(to which, as a former bureaucrat, I tipmyhat)  AIIB’s governance structure has many positive

evolve and improve.

— the two countries expressed agreement on a elements: a simple and transparent formula

ZUTE LIGHTFOOT/ALAMY

set of lofty and sufficiently vague principles: for setting country voting shares, the absence
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of any single country’s veto power over major
decisions, and a non-resident executive board
that supervises, but does not interfere with,
the management of the institution.

These are all improvements over the rigid
governance structures found in existing mul-
tilateral institutions. For instance, the IMF
has a full-time resident executive board that
costs a lot of money to maintain and ends up
interfering in the regular operations of the in-
stitution rather than providing oversight. Ef-
forts to change this structure have failed — in
no small part because the very same executive
board would have to approve the change.

China has declared that, while it has the
largest voting share at the AIIB, it will not
have veto power over majority decisions. This
would mark a clear distinction from the IMF,
where major policy decisions require a su-
permajority of 85 percent. The United States,
with a voting share of 16 percent, effectively
has veto power, something that many other
countries have, on occasion, found galling.

In May 2016, Jin Liqun (who was ap-
pointed the AIIB’s president) confidently as-
serted that the institution’s membership
would expand to 100 countries before the end
of the year. He noted that, while Japan and
the United States had declined to join, the
door would always remain open to them and
that, in any event, Japanese and U.S. compa-
nies would be treated fairly in the bidding
process for AIIB-financed projects. He added,
pointedly, that the bank was recruiting top
talent from around the world, including from
the United States — and was even in the pro-
cess of appointing a Japanese national to a se-
nior-level position.

Although the AIIB does not directly ad-
vance the RMB’s role, there is little doubt that
over time such institutions will create finan-
cial beachheads in other countries that China
can use to promote the use of RMB in trade

and finance. Meanwhile, even as it was setting
up the AIIB, where it will be the dominant
power, China has also been engaging its
emerging-market allies on other fronts.

BONDING AMONG THE BRICS

China has taken a leadership role in a group of
the major emerging market economies dubbed
the “BRICS,” comprising Brazil, Russia, India,
China and South Africa. Together, they ac-
count for about one-quarter of world GDP
and roughly two-fifths of world population.

Brazil, Russia, India and China held their
first formal BRIC summit in Russia in June
2009 (South Africa had not yet been invited
to join). The countries were bound together
by not much more than an acronym coined
by Jim O’Neill of Goldman Sachs, and a de-
sire to exert greater influence in the interna-
tional monetary system. This was spurred in
part by the functioning of the G-20, a group
comprising most of the major economies.

The G-20, in which emerging markets
have roughly equal numerical representation
with the advanced economies, had taken on
the mantle of coordinating international pol-
icy during the depths of the global financial
crisis in 2008. However, by the middle of the
next year, the emerging market countries
were beginning to feel that the advanced
economies, which had precipitated the crisis
to begin with, were running the show, both
directly and through their control of the IMF
and other major international institutions
that assisted the G-20 in its work.

The four BRICs demanded a greater say in
running major institutions and also in help-
ing to design any changes in the rules and pro-
cedures governing international finance. They
wanted to send a clear signal that they would
no longer accept old arrangements whereby
leadership of the major IFIs — the IMF for Eu-
rope and the World Bank for the United States
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— would be carved up among the advanced
economies through an implicit deal.

There was considerable skepticism about
whether the BRICs had enough shared inter-
ests to be more than just a talking shop. These
countries may all have common complaints
about the advanced economies, but they are
also geopolitical rivals. For instance, China
and India have a long history of border ten-
sions. It was hard to imagine that shared
grievances directed at advanced economies
would be enough for this group to coalesce
on more constructive actions. This skepti-
cism was, if anything, heightened when South
Africa was invited to join the group in 2010.
Clearly, the BRICS would have to put some
money on the table to be taken seriously.

China, with its vast foreign exchange re-
serves, saw its opportunity to lead. First, the
Chinese teamed up with others in the group to
set up the BRICS New Development Bank. Es-
tablished in July 2015, its main goal is to pro-
mote sustainable development in the five
countries. Fearful of being sidelined, India
lobbied unsuccessfully to locate the headquar-
ters in New Delhi. China insisted the head-
quarters would be in Shanghai, and got its way.

Recognizing that further aggressive moves
to take charge could create bad blood, China
compromised on other elements of control.
India was allowed to appoint the first presi-
dent. The initial $50 billion of subscribed
capital is derived from equal contributions by
the five members, who also have equal voting
shares and no veto power over decisions
made by a majority.

In July 2015, the Contingent Reserve Ar-
rangement, a $100 billion reserve pool among
the BRICS, also came into being. China is no-
tionally contributing $41 billion; Brazil, India
and Russia, $18 billion each; and South Africa,
$5 billion. The five countries do not actually
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put up this money, but simply commit to
providing the agreed-on amounts if any one
of them were to need hard currency to re-
spond to a crisis.

Through these two new institutions, the
BRICS have earned the right to be taken seri-
ously as an economic group. They have shown
they can put money on the table in a coordi-
nated way, thereby easing concerns about how
the lack of fully congruent — and often con-
flicting — economic and geopolitical interests
could hamper their cooperation on the world
stage. And with its vast financial resources,
China has become the first among equals.

As is the case with China’s growing pres-
ence at the IFIs, the BRICS initiatives do not
directly elevate the RMB’s role. Still, by foster-
ing stronger financial linkages between the
key emerging market economies and creating
alternatives to the existing global financial ar-
chitecture, China has devised another way of
chipping away at the present configuration of
global reserve currencies. It is not stopping at
such initiatives, recognizing that its wealth
could also be used to simultaneously pro-
mote its own development and that of its
neighbors.

SILK BELT OR SILK NOOSE?

The Silk Road has long fascinated scholars in-
vestigating the many ways in which Asia and
Europe were connected far back in history.
But it was only in the late 19th century that
German geographer Baron Ferdinand von
Richthofen coined the phrase to refer to a
specific route of east-west trade that has ex-
isted for about two millennia.

Despite the general notion that the Silk
Road was a major conduit of commerce,
some authors have argued that the impor-
tance of the routes in economic exchanges
was far overshadowed by its prominence in
cultural and religious exchanges. These routes



The first YXE international container train travelling from China to Iran.
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facilitated the spread of Buddhism from India
and of Islamic culture and religion from Ara-
bia and Persia into Central Asia and China.

China’s government likes emphasizing
linkages to history, but the focus is now clearly
on commercial interests rather than culture
or religion. In the fall of 2013, President Xi
Jinping proposed two major economic initia-
tives — the Silk Road Economic Belt and the
21st Century Maritime Silk Road. The two
have come to be referred to jointly, and rather
clunkily, as the Belt and Road Initiative.

The Belt and Road is envisioned as con-
necting a large and disparate group of econo-
mies, from the economically vibrant and rich
to those that are poor yet have a huge poten-
tial for economic development. On land, it
will focus on jointly building a new “Eurasian
Land Bridge” and developing a few specific
economic corridors: China-Mongolia-Russia,
China-Central Asia-West Asia and China-
Indochina Peninsula. The initiative will en-
compass existing plans for a China-Pakistan
Economic Corridor and a Bangladesh-China-
India-Myanmar Economic Corridor.

In November 2014, President Xi an-
nounced that the Silk Road Fund would
begin operation the following month, with an
initial commitment of $40 billion. The stated
objective was “to promote connectivity and
contribute to the realization of the master
blueprint and bright future of the Belt and
Road Initiative in accordance with a principle
of market-orientation, international stan-
dards and professional excellence.”

The notion of following market principles
and meeting or exceeding the best interna-
tional standards of governance permeates
many of the documents. This is no doubt
meant to emphasize that the Belt and Road
initiative is not merely a device to strengthen
control of China’s or other countries’ state
enterprises. Moreover, China wants to make it
clear that projects undertaken will not toler-
ate low technical, environmental or gover-
nance standards.

It is easy to see how, despite concerns held
by developing countries in Asia about hitch-
ing their economic and political fortunes too
closely to China, the initiative is tempting.
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They desperately need better infrastructure,
but lack the funding to build it.

During President Xi’s visit to Pakistan in
April 2015, he announced $46 billion worth of
financial support for energy and infrastruc-
ture projects. This figure would eclipse all the
economic- and security-related financial as-
sistance given by the United States to Pakistan
since 2002. Pakistan’s prime minister Nawaz
Sharif could barely contain his enthusiasm:

Mountains and rivers join our territories; and

our hearts and minds unite our nations....

We are good neighbors, close friends, dear

brothers and trusted partners. We have an

all-weather, time-tested cooperative strategic
partnership. We are truly iron brothers.

The Belt and Road Initiative also conve-
niently ties in the international expansion of
China’s influence to the goal of improving the
economic prospects of the country’s under-
developed western and southern provinces,
many of which are landlocked. This would
advance both the regional balance of China’s
growth and the level of internal integration of
the economy. It would also provide a boost to
growth, at least temporarily helping to ad-
dress considerable overcapacity in manufac-
turing and opening more markets for Chinese
exports.

Despite being open about the scope of the
initiative, Beijing is sensitive to concerns that
it is meant mainly to further China’s eco-
nomic interests and to serve as a tool for the
political subjugation of neighboring coun-
tries. China is particularly sensitive about the
political aspect, as it has long held that the
United States and other Western countries
have no business interfering in its own inter-
nal affairs, such as in the governance of Hong
Kong and Tibet.

For instance, China has rejected any com-
parison between the Belt and Road Initiative
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and the Marshall Plan, the U.S. government’s
initiative (from 1947 to 1951) to help Western
Europe rebuild its war-ravaged economy.
Some scholars have argued that the Marshall
Plan was as much a product of America’s de-
sire to protect its economic and geopolitical
interests as it was an act of altruism.

OTHER ARMS OF THE OCTOPUS

Some of China’s financial institutions are also
playing a subtle but important part in ex-
panding the country’s role in international fi-
nance, with the RMB’s rise being fueled
through them in a backdoor way. The China
Development Bank (CDB), for instance,
makes overseas loans to Chinese corporations
operating abroad, as well as to foreign corpo-
rations. At the end of 2014, overseas loans
amounted to $163 billion, about 13 percent
of the CDB’s overall loan portfolio. But a year
later, the CDB’s overseas loan portfolio had
risen to nearly $330 billion.

The Export-Import Bank of China is an-
other institution that facilitates the country’s
expansion of influence abroad - largely
through financing trade deals. Using data
from secondary sources, one can estimate
that in 2014 there was about $53 billion of
overseas lending outstanding, amounting to
19 percent of the bank’s overall loan portfolio.

* ok *

China is becoming a leader of the interna-
tional community — not, as the West prefers,
by being co-opted into existing institutions
under the current rules of the game, but
rather on its own terms. This goal subsumes
another objective, which is to eventually alter
the rules of global finance that China sees as
conveying undue privilege to the existing re-
serve currencies. Among other ends, this
would allow the RMB to fairly stake a claim to
being one of the world’s dominant re- @

serve currencies.
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BOOK EXCERPT

Taxing the Rich

In spite of recent welcome news that the
ILLUSTRATIONS BY

MARK SMITH/SALZMANART incomes of the bottom four-fifths of

American households have begun to grow
again, there’s still a virtual consensus among economists that the great forces driving
the economy in the long run — global convergence and tech-
nological change, in particular — will disproportionately ben-
efit a lucky minority. Hence their enthusiasm for using tax
policy to “lean against the wind.” But in Taxing the Rich: A
History of Fiscal Fairness in the United States and Europe,” a
startling new book by government specialists Kenneth Scheve
(Stanford) and David Stasavage (NYU), the researchers conclude that few societies have
ever been inclined to redistribute income for this purpose and that contemporary
America is no exception. § Their somewhat surprising conclusion is bolstered by the
results of cleverly designed contemporary surveys. It seems that redistribution through
tax policy can only be sold to the public as a means of counterbalancing unfair advan-
tages conferred on the rich by government. But don’t take my word for it — find out

for yourself. — Peter Passell
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Much of the debate about taxing the rich has focused
on the current situation of the United States. Since the
U.S. Supreme Court removed restrictions on campaign
financing, this must somehow help explain why the rich
are so lightly taxed in the United States.

Other people explain the reduction in
taxes on the rich by referring to other short-
term developments — conservatives often say
that U.S. voters have learned the lessons of
economic efficiency, while liberals claim that
voters have somehow been hoodwinked.

Current developments may be important,
but we have learned a lot more by looking at
taxation of the rich over the long run across
multiple countries. Debates about taxation
are mediated by differing interpretations of
what it means to treat people as equals.

THREE WAYS TO TREAT PEOPLE
AS EQUALS

Fairness can mean many different things, but
one common feature of fairness in taxation is
the belief that people ought to be treated the
same. We have distinguished between three
versions of equality: The first, equal treatment,
is the idea that everyone should pay the same
rate because this mimics basic democratic
rights, such as each person having a vote of
equal weight. The second, ability-to-pay, is
the idea that the rate of tax you pay ought to
be conditioned on the resources you have at
your disposal. The third variant, the compen-
satory theory, is the idea that the rate you pay
ought to depend on whether the state has
taken other actions that have put you in a
privileged position.

Going as far back as Renaissance Florence,
opponents have argued that progressive taxa-
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tion violates the norm of equal treatment in a
republic. And modern survey evidence shows
that many people in the 21st century seem to
think exactly the same thing. We even see this
view among people who would otherwise
have had more income if a progressive rate
structure were adopted. We also saw very
ample evidence of equal treatment argu-
ments in 19th and early-20th century debates
about taxation. Equal treatment arguments
clearly resonate in the political arena.

An alternative version of treating citizens
as equals is to levy different tax rates based on
ability to pay. If the rich have more, then they
should not only pay a greater quantity of tax

— they can afford to pay a higher tax rate.
Though the ability-to-pay doctrine was not
presented in formal mathematical terms until
the end of the 19th century, it existed as a
principle nearly four centuries earlier, as is
evident from Francesco Guicciardini’s advo-
cacy of progressive taxation in La Decima sca-
lata and in 18th century debates about taxing
“luxury” Today the ability-to-pay doctrine
provides part of the foundation for optimal
tax theory in economics, although in optimal
tax theory the objective is to maximize aggre-
gate welfare rather than to see that everyone
makes the same sacrifice when it comes to
taxation.

The ability-to-pay doctrine is intuitive,
and many people have clearly subscribed to
it across the centuries. Nineteenth-century






advocates of ability-to-pay used the doctrine
to argue for progressive taxation. Many 20th-
century observers, such as Edwin Seligman,
took it as given that the emergence of the
ability-to-pay doctrine explained why nu-
merous countries were moving to implement
progressive income taxes. We also see evi-
dence of support for ability-to-pay in con-
temporary The ability-to-pay
doctrine has resonated with many citizens
and will continue to do so.

surveys.

in practice, and, in any event, the direction
that such arguments imply for taxing the rich
is clear enough.

Second, critics suggest that the ability-to-
pay doctrine takes no account of how the
money is earned in the first place. This may
be the main reason we see no clear correla-
tion between levels of inequality and how
heavily governments choose to tax the rich.
Whether people want to see the rich taxed
heavily in a period of high inequality depends

Whether people want to see the rich taxed heavily in a period of
high inequality depends on the broader context, and how they think
the inequality was generated in the first place.

Yet, while ability-to-pay arguments matter
to many, they seldom carry the day. Top tax
rates have not been altered in response to
changing levels of inequality. If they had been
altered in this manner, it would be clear in
the data that, as inequality rose, top tax rates
would also rise. But this isn’t what’s hap-
pened.

Also, the massive increase in top tax rates
associated with war mobilization cannot be
explained by ability-to-pay. If ability-to-pay
concerns were the reason governments imple-
mented these policies, we should see state-
ments in parliamentary debates reflecting this
fact. Instead, we found a dramatic decrease in
the use of ability-to-pay arguments during
the war itself. Something else was at work.

The ability-to-pay doctrine has been sub-
ject to two persistent criticisms, one better
founded than the other. Critics suggest first
that the doctrine offers no clear plan for say-
ing just how much more in taxes the rich can
afford while still making the same sacrifice as
everyone else. But many people, including
survey respondents, believe in ability-to-pay
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on the broader context, and how they think
the inequality was generated in the first place.

The third approach to treating people as
equals, the compensatory theory, takes direct
account of the broader context for state ac-
tion. If the state has treated people unequally
on one dimension, then taxation should be
used to compensate. In 14th century Siena
[Italy], the city council deemed that if some
taxes fell heavily on one group, then other
taxes should be set so as to fall on alternative
groups.

During the 19th century, similar argu-
ments were made in favor of an income tax. If
the weight of indirect taxation (sales and ex-
cise taxes, for example) was lighter for the
rich than for the rest, then an income tax
should be designed and implemented so as to
counteract this effect. Finally, compensatory
arguments help explain why 20th century
governments adopted very high top tax rates
at times of mass mobilization for war. War-
time governments certainly needed new rev-
enues to fund their expenditures. But this
doesn’t explain why they chose to increase



taxation by so much on those at the very top.
Compensatory arguments, by contrast, do ex-
plain why they made this choice.

In considering compensatory arguments,
people are most easily persuaded to use the
tax system to compensate for the effect of in-
equalities generated by the state itself. More-
over, in the political arena compensatory
arguments are most commonly used in ref-
erence to current or recent inequalities cre-
ated by the state. In principle, one could
think of using the tax system to compensate
for state actions further in the past, or for a
long history of unequal treatment by the
state. Though a few 19th-century theorists
considered using progressive taxation to
achieve precisely this objective, such argu-
ments have not been common in the politi-
cal arena. Our evidence does not say exactly
why this is the case, but it may be because
the facts about past inequalities may be more
open to dispute.

The compensatory theory is, of course,
also related to a broader discussion about the
role of good fortune as opposed to virtue (ef-
fort) in determining how rich someone is.
This is a very prominent subject among those
who work on the politics of redistribution.
Survey evidence establishes that citizens of
most European countries are more likely to
say that doing well economically depends on
luck, whereas Americans emphasize the role
of effort. These biases are then used to ex-
plain why the United States provides fewer
social benefits than most European countries.

But, as we have emphasized, the United
States is hardly exceptional today in taxing the
rich less heavily than was once the case. More-
over, it is entirely likely that in the immediate
postwar era Americans believed every bit as
much in the importance of effort, yet very
high top marginal tax rates prevailed in the
United States. When citizens think about tax-

ing the rich, they think not just about whether
the rich have been lucky, but more specifically
about whether the rich were lucky to receive
privileges awarded by the state.

THE TOP TAX RATES PEOPLE WANT

Much of the popular discussion about taxing
the rich focuses on rising inequality and the
fact that those at the very top seem to be reap-
ing most of the gains. Many conclude that the
rich ought to be taxed more heavily. It’s not
hard to see why people believe this. If you
subscribe to the ability-to-pay view of taxa-
tion, the rich should be paying more. If you
simply disliked inequality, you would think
the same. Contemporary surveys in the
United States do often show that people are
worried about rising inequality. And they do
wish the government would do something
about it, including raising the taxes of the
rich. This latter fact is usually demonstrated
by questions asking whether taxes on people
earning $250,000 a year (or sometimes $1
million) should increase, though the surveys
typically don’t ask how much their taxes
should increase. The surveys also do not ask
whether people believe that taxes should be
raised by increasing statutory rates or by re-
ducing exemptions to increase effective rates
— a critical issue we discuss below.

These considerations lead naturally to the
question of why there seems to be so little in
the way of a policy response to today’s in-
equality. Although it is understandable to
point to any number of contemporary short-
comings of American democracy as the ex-
planation, there just isn’t much historical
evidence that inequality alone prompts gov-
ernments to tax the rich.

How can we reconcile the historical record
with recent surveys? One way is to conduct a
survey that asks respondents what tax rates
they would prefer, rather than simply whether
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taxes should be increased without any indica-
tion whether the increase should be through
reducing exemptions or raising rates — and if
the latter, what the desired change should be.
If people favor raising tax rates on the rich by
a couple of percentage points, this is entirely
different from the 30 to 40 percentage point
increase that would be necessary to get top
rates back to where they stood for much of
the 20th century.

asked to provide a preferred rate for one of
the other (randomly assigned) income levels.
Put all these responses together and we have a
view of how Americans would like to see the
rich taxed relative to the rest.

We found that the median preferred mar-
ginal rate for a household making more than
$375,000 a year is 30 percent (with a mean
preferred rate of 33 percent). This is below
the marginal rate of 39.6 percent that such a

The median preferred marginal tax rate for a household making more
than $375,000 a year is 30 percent, below the 39.6 percent that such a
household would actually pay today.

In work with Cameron Ballard-Rosa and
Lucy Martin, we fielded a survey of 2,250 in-
dividuals who were representative of the
American population. As part of this investi-
gation, each respondent was asked the follow-
ing question:

Consider the taxes paid in the U.S. by those

families making X each year. Please select from

the list below which marginal tax rate you

would most like to see families making X each

year pay: 0, 5, 10, 15, 20, 25, 30, 35, 40, 50, 60,

70 or 80 percent.

There is a possibility that survey respon-
dents might confuse the marginal tax rate —
the rate applying to the last dollar of income
— with the average tax rate, which is obtained
by dividing total taxes paid by total income.
In order to limit this possibility, we provided
respondents with a definition of the marginal
tax rate. The levels of income considered for
X in the survey were designed to closely track
the cutoffs in the current U.S. income tax
schedule.

All respondents were asked to provide a
preferred rate for the more-than-$375,000
category. Each of the respondents was then
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household would actually pay today. Note,
too, that the bulk of the responses range from
20 percent to about 40 percent.

The obvious lesson is that there is little
support for the idea that Americans would
like to see much higher top rates, but aren’t
getting the policies they want. While we be-
lieve that this survey question provides us
with a more precise view of opinions on taxa-
tion than do the alternative questions often
used in surveys, we also conducted a much
more extensive series of survey experiments
using an entirely different question-wording
and methodology — but arrived at very simi-
lar conclusions with respect to preferred rates
of taxation.

One possible reason people don’t want
higher tax rates is that the individuals in our
survey fail to understand how high inequality
is today and how much it has increased in re-
cent years. This is a common argument. A re-
cent survey experiment helps adjudicate this
question. The experiment provided a large
sample of individuals with a “treatment” that
involved provision of accurate information
about the income distribution in the United
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States today. It then observed whether this in-
formation prompted individuals to support a
higher marginal tax rate on those with high
incomes.

There was, indeed, such an effect, but its
magnitude was very small. Individuals who re-
ceived the treatment supported a top marginal
rate of income taxation only one percentage
point higher than did members of a control
group who did not receive the treatment.

The second reason people may not want
higher tax rates is the one we have empha-
sized throughout this book. Over the last two
centuries, the most politically powerful argu-
ments in favor of heavy taxation of the rich
were compensatory claims made in a context
of mass mobilization for war. As countries
(including the United States) transitioned
away from an era of mobilization, parties of
the left were deprived of the compensatory
war sacrifice arguments that had proven so
powerful. They relied instead on the idea that
taxing the rich was necessary because it was
fair. But they often lacked strong arguments
for why it was fair.

Under pressure from political parties of
the right, top tax rates were lowered dramati-
cally. The end result, at least in the United
States, is a situation in which top tax rates
today are just about where most people
would like to see them.

The truth may be that, at least in the
United States, there isn’t much support for
adopting very high top rates of the sort that
prevailed in the immediate postwar era — at
least not enough support to overcome what-
ever advantages the wealthy may have in in-
fluencing the political process. Building such
support would require the construction of a
new compensatory argument outside of a
wartime context, one that suggested how the
rich have benefitted from state privilege while
others have sacrificed.
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Now, there certainly have been cases of late
where this has been true. To see this, we need
look no further than the bailout of large
banks that preceded the Great Recession. But
even this involved a privilege enjoyed by only
a fraction of the better-off — those with large
stakes in these banks — as opposed to the rich
as a group. To put it differently, it is not clear
why Silicon Valley should be taxed because
Wall Street was bailed out. Moreover, a great
many citizens opposed the Wall Street bailout
to begin with, so their preferences were fo-
cused less on compensating for it than on
simply opposing it. Drawing on this history,
we can see that, much as was the case in the
19th century, successful compensatory argu-
ments today would need to emphasize ineq-
uities within the tax system itself.

THE DEBATE GOING FORWARD

When people today think about taxing the
rich there is often a tendency to compare cur-
rent conditions with those that prevailed in
the decades following the end of the Second
World War, an era with very high top marginal
tax rates. Yet as we have pointed out, the era of
the two world wars and their aftermath was a
particular one because of mass mobilization.

Mass mobilization occurred because of in-
ternational rivalry and because nations found
themselves in a particular state of technologi-
cal development in which it was both feasible
and desirable to field a mass army. Today, the
question is what fairness-based arguments for
or against taxing the rich remain relevant in
an era of limited mobilization. In the absence
of compensatory arguments, future debates
will follow the usual divide between those
who appeal to ability-to-pay as a reason for
taxing the rich and those who appeal to equal
treatment in order to oppose it while also em-
phasizing the efficiency costs of high mar-
ginal tax rates.



TAXING AMERICA’S RICH, 1862-2016

INCOME AT

WHICH HIGHEST 1944 ERR

TAX BRACKET 1946 91.0%

DATE BRACKET KICKS IN 1952 92.0%
1862 5.0% $10,000 1954 91.0%
1864 10.0% $10,000 1955 91.0%
1867 5.0% $1,000 1964 77.0%
1870 2.5% $2,000 1965 70.0%
1873-93 (No income tax) 1977 70.0%
1894 2.0% $4,000 1979 70.0%
1895-1912 (No income tax) 1982 50.0%
1913 7.0% $500,000 1983 50.0%
1916 15.0% $2 million 1984 50.0%
1917 67.0% $2 million 1985 50.0%
1918 77.0% $1 million 1986 50.0%
1919 73.0% $1 million 1987 38.5%
1922 58.0% $200,000 1988 28.0%
1924 46.0% $500,000 1989 28.0%
1925 25.0% $100,000 1990 28.0%
1932 63.0% $1 million 1991 31.0%
1936 79.0% $5 million 1992 31.0%
1941 81.0% $5 million 1993 39.6%
1942 88.0% $200,000 1995 39.6%

This debate is unlikely to result in much
deviation from current trends in tax rates.
Earlier in the book, we suggested that change
with regard to taxing the rich would instead
depend on the ability of proponents to do
one of two things. First, proponents could
use compensatory arguments compatible
with an era of peace. Second, they could ap-
peal to the logic of equal treatment to oppose
situations in which, because of exemptions or
special privilege, the rich are taxed less heav-
ily than others.

When we ask whether compensatory, or
even equal treatment, arguments in favor of
taxing the rich more are relevant today, we
should recall the tone of the debate during
the 19th and early 20th centuries. In other
words, we need to look back prior to the era
before mass mobilization for war fundamen-
tally changed tax debates.

One thing we see clearly in these earlier

$200,000 1996 39.6% $263,750
$200,000 1997 39.6% $271,050
$200,000 1998 39.6% $278,450
$200,000 1999 39.6% $283,150
$400,000 2000 39.6% $288,350
$400,000 2001 39.1% $297,350
$200,000 2002 38.6% $307,050
$203,200 2003 35.0% $311,950
$215,400 2004 35.0% $319,100
$85,600 2005 35.0% $326,450
$109,400 2006 35.0% $336,550
$162,400 2007....... 35.0% $349,700
$169,020 2008 35.0% $357,700
$175,250 2009 35.0% $372,950
$90,000 2010 35.0% $373,650
$29,750 2011 35.0% $379,150
$30,950 2012 35.0% $388,350
$32,450 2013 39.6% $450,000
$82,150 2014 39.6% $457,601
$86,500 2015 39.6% $464,850
$250,000 2016 39.6% $466,951
$256,500 SOURCE: Tax Foundation

debates is that proponents of the income tax
didn’t only refer to ability-to-pay; they also
appealed to equal treatment. Prior to the es-
tablishment of general income taxes, direct
taxes were often levied on land, or on income
from land. In rapidly industrializing societies,
this meant that whole new categories of mer-
cantile income went untaxed. Taxes on exter-
nal manifestations of wealth, such as the
number of doors and windows in a home,
suffered from many of the same flaws.

Under these conditions, Joseph Caillaux
argued in France in 1907 that a general in-
come tax was necessary to reestablish equal
treatment.

He saw a general income tax as continu-
ing the work of the French revolutionaries
by abolishing new sources of privilege that
had emerged since 1789. Caillaux also sug-
gested that each time privileges within a tax
system are abolished they gradually reemerge,
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necessitating periodic efforts to see that equal
treatment is restored.

Now consider how the logic of Joseph
Caillaux’s argument is relevant in the 21st
century. Today the advanced industrial coun-
tries have general income taxes applying to a
broad definition of income. However, the U.S.
tax code in particular provides a great many
reasons why reported income may not be
taxed at the full rate one would expect. There

earning more than $10 million per year faced
an effective income tax rate of only 20.5 per-
cent. Had people making more than $10 mil-
lion per year been obliged to pay the same
effective tax rate as those making $1.5 to $2
million, total tax revenues would have in-
creased by about $15 billion.

This is a tiny fraction (less than one-half of
1 percent) of the total federal budget, but it is
not an inconsequential sum. It is, for example,

These features of the tax code are currently producing a system
whereby the higher one’s income the lower the effective rate of tax

one is likely to pay.

are deductions. There are exemptions. There
are opportunities to classify income as capital
gains that are subject to a lower rate of tax.

These features of the tax code could argu-
ably be said to play a role analogous to the
special privileges of the past. They are also
currently producing a system whereby;, after a
certain point, the higher one’s income the
lower the effective rate of tax one is likely to
pay. In the presence of such a system, there
are arguments in favor of taxing the rich that
don’t have to rely on the principle of ability-
to-pay. One can simply insist on respecting
equal treatment.

To see this, we can use information on ef-
fective tax rates across income categories pro-
duced by the IRS.

Data from 2011 show that, up to an in-
come of $2 million per year, the more people
earn, the higher the effective rate households
are likely to pay. However, as incomes in-
crease above $2 million, effective rates actu-
ally decrease. The IRS calculated that, on
average, in 2011, those earning between $1.5
million and $2 million a year faced an effec-
tive rate of 25.2 percent. In contrast, those
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roughly twice the total salaries of all kinder-
garten teachers in the United States.

Equal-treatment logic can also apply to
payroll taxes and the question of whether to
raise the income ceilings applied to them. In
2014, the Social Security tax was levied on
employees at a rate of 6.2 percent, but only up
to $117,000 in annual earnings. This ceiling
clearly results in regressive incidence. The
story of regressive payroll taxes in a number
of European countries is even more dramatic.
In France, the lowest earners pay approxi-
mately 25 percent of their income in payroll
taxes, while the highest earners pay less than
5 percent.

We are not saying that these equal-treat-
ment arguments necessarily should be ac-
cepted, or that they represent the whole story.
With the income tax, many deductions and
exemptions exist for good reasons, and there
are efficiency arguments for taxing capital
gains less heavily than regular income. Like-
wise, ceilings on payroll taxes can be justified
if one claims that these are not part of general
taxation, but separate payments for services
(pensions, medical care) that are not financed



out of the general government budget. What
we are suggesting is that, rather than focusing
on high top statutory rates, supporters of tax-
ing the rich would probably be more success-
ful if they appealed to equal treatment.

Let’s consider next the current relevance of
compensatory arguments for higher taxes on
the rich.

For centuries, people have emphasized
that if one tax has an unequal incidence, then
another tax can be used to balance things out.
During 19th-century debates this same com-
pensatory argument was used to defend the
income tax. Robert Peel used it in the United
Kingdom in 1842 to support reintroducing
the income tax. John Stuart Mill advocated an
income tax targeted at higher incomes for
precisely the same reason. We also saw evi-
dence from the United Kingdom that, thanks
to the existence of a progressive income tax,
by the first decade of the 20th century, the
overall burden of taxation across income
groups was essentially flat. This was not an
ideal outcome as far as ardent advocates of
taxing the rich were concerned, but it was cer-
tainly better than the regressive tax system
based on indirect taxation that had existed
prior to that date. In sum, compensatory ar-
guments appear to have made a difference
even outside a wartime context.

Now think about whether it would be pos-
sible for proponents of taxing the rich today
to use peacetime compensatory arguments.
Such claims can still be made because lower
income groups continue to bear the principal
burden of indirect (or consumption) taxa-
tion. As UCLA law professor Steven A. Bank
has emphasized, this also has direct implica-
tions for the fairness of “flat-tax” schemes on
income. He suggests flat-tax schemes should
take into account how much citizens pay
from all sources, and not just from one tax.

In Europe, value-added taxes constitute a

very significant fraction of the taxes paid by
poorer households, even though basic neces-
sities are taxed at lower rates. In France those
with the lowest incomes pay fully 15 percent
of their income in consumption taxes,
whereas the highest earners pay only 5 per-
cent of their income in such taxes.

The regressive incidence of consumption
taxes creates a potential argument for taxing
the rich more heavily as a means of restoring
equal treatment. The United States does not
have a value-added tax. However, individual
states and localities do, of course, levy general
sales taxes. All the evidence suggests that,
even though basic necessities are often ex-
empted from these sales taxes, their overall
incidence is still regressive. This again pro-
vides a compensatory argument for a pro-
gressive income tax. It could also provide an
argument for applying progressive rates to
consumption taxes.

The examples above suggest ways in which
future debates about taxing the rich might
deviate from a simple dispute between those
who claim that the rich can afford to pay
more and others who emphasize equal treat-
ment and efficiency. Overall, this could lead
to some increase in the taxes of the rich in the
coming years. But it is very unlikely to lead to
a repeat of 20th-century patterns.

To have that happen, one of two things
would need to occur. The first possibility is a
massive political or economic shock that put
new compensatory arguments on the table, as
happened in 1914 in Europe. Alternatively,
proponents of progressive taxation would
need to make a compelling case that current
government policies are heavily biased to-
ward the rich. That prospect seems uncertain
and sure to be contested. In the end, the one
certain thing is that taxation of the rich will

continue to be a fundamental source of
social conflict. @
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INSTITUTE VIEW

BY MAUREEN JAPHA

In the tradltlonal paradigm of medical research, academic researchers led and phi-
lanthropies followed, allocating funding for what they were told might be the Next Big

90

Breakthrough. But now, no longer content to watch passively from the sidelines wait-

ing to see whether their grant dollars will generate promising discoveries, a new breed,

dubbed venture philanthropies, are taking a new approach. They are investing in iden-

tifying unmet needs in specific fields of research, along with figuring out how they can

most effectively leverage their funding to maximize therapeutic advancement.

How they go about this, of course, varies
from organization to organization; one size
doesn’t fit all. But they do share similar strat-
egies, exploring how to:

e Partner with research institutions to
identify licensees for their innovations who
can best move promising technologies from
the lab to patients

* Overcome the barriers to sharing data,
tools and research results, which too often
impede progress

¢ Create mechanisms that enable donors to
share in revenue generated by commercializ-
ing the research they fund, so the money can
be recycled

Nontraditional relationships between re-
searchers and philanthropies have the poten-
tial, in the long run, to be both more effective
and more sustainable. However, the new
order of things is bound to generate growing

MAUREEN JAPHA is director of regulatory policy at
FasterCures, a Washington-based center of the Milken
Institute focused on speeding up and improving the medical-
research system.
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pains for universities as they redefine their
roles in more flexible partnerships. Without
clearheaded management of these partner-
ships, the resulting uncertainty could delay
research and add to costs, when the goal is
just the opposite. This is making the role of
university technology-transfer offices all the
more important, because they work with
both the researchers at their institutions and
the research sponsors to ensure that the new
model helps rather than hinders innovation.

Delays in negotiating agreements that spell
out the goals and divide the responsibilities
of the partners are particularly frustrating.
Two years ago, FasterCures set out to expedite
the transition to these new sorts of partner-
ships, exploring what facilitates efficiency and
economy. Through a series of discussions
with a diverse group of stakeholders repre-
senting both academia and foundations, we
identified three principles of engagement to
facilitate this process. Here, we introduce
these principles, discuss why they matter and
identify ways to implement them.



JUDE BUFFUM

PRINCIPLE 1:
PARTNERSHIPS FOR PURPOSE
It comes as no surprise that priorities and ex-
pectations can differ between universities and
charitable foundations. But it is important
not to lose sight of the enduring truth that
both are mission-driven organizations with
ethical (and legal) obligations to serve the
public good. When negotiating agreements,
decisions should always be made with an eye
toward delivering safe and effective therapies
as efficiently as possible.

For many medical foundations, it is criti-
cal to work with research institutions that are

equally dedicated to ensuring that promising
technology continues to advance, even after
the institution has licensed it to a third party.
Identifying a licensee with the capability, ex-
pertise and motivation to move a product
forward is therefore critical — and increas-
ingly, foundations want to play a role in the
selection process. Indeed, many patient-
focused foundations have broad networks
and extensive technical expertise that they are
more than willing to tap into during the
search for suitable licensees.

Many of the institution representatives
who participated in FasterCures’ roundtable
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discussions on this topic said they welcome
this input. However, they pointed out that
grant provisions removing final decision-
making authority from the university can be
hugely problematic. For example, requiring
preapproval of a licensee can unduly delay or
even derail license negotiations.

In one case, an institution was prepared to
enter into a license agreement with a drug
maker to continue development of its re-
searchers’ technologies. But some of the re-
search had been supported with foundation
funding, and that foundation required de-
tailed information on the licensee (a pharma-
ceutical company) along with patenting and
progress reports that the company was reluc-
tant to share. Although the foundation ulti-
mately expressed a willingness to compromise,
the deal fell apart.

This example highlights the need for
funders and universities to engage more fully.
Technology-transfer offices are highly moti-
vated to see intellectual property succeed for
both their institutions and the individual re-
searchers. They are experts in crafting and
securing effective diligence provisions. Ac-
cordingly, provisions preserving an option
for the grantor to take ownership of intellec-
tual property after it has been licensed to a
third party — known as march-in rights — or
clauses that give funders preapproval over
third-party licensees may be not only unnec-
essary but also potentially detrimental, as
they delay licensing or alienate potential li-
censees altogether.

Foundations can add value far beyond
funding by supplying their experience, re-
sources and contacts. However, it is critical
for them to signal their intent to participate in
the licensing process. Working together with
the aim of forming an ongoing partnership
rather than a one-time transaction is likely to
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serve the interests of both institutions and
foundations, and ultimately the research.

We believe these guidelines can help foun-
dations preserve a role in licensing without
compromising the technology-transfer of-
fice’s prerogatives:

* Foundations interested in collaborating
to identify potential licensees should make
this intent clear in the grant agreement. This
can be as simple as including a sentence that
states:

Given Foundation’s network and expertise,
both parties recognize that Foundation can be
a valuable partner in the search for a licensee
of technology that may result from research
funded by this grant.

 Foundations need to specify a timeline
that identifies when and how the foundation
will be brought into the licensing discussion.
For example,

The parties agree that within 30 days of the
decision to pursue patent protection, the
Foundation will be offered an opportunity
to confer with the Institution to identify and
suggest potential licensees.

PRINCIPLE 2:
COMMUNICATE EARLY AND OFTEN

Nearly all conflicts, missed opportunities
and disagreements involving funders and re-
search institutions can be traced back to mis-
communication. In FasterCures’ roundtables,
foundations and universities alike acknowl-
edged they could do more to ensure that their
counterparts were kept informed. Remedies
included relatively straightforward actions
like identifying a single contact at each orga-
nization to facilitate coordination. Another
disarmingly simple suggestion: create univer-
sal directories of relevant contacts at both in-
stitutions to minimize search time and cost.
Because this sort of back-and-forth is not
yet happening organically across all organiza-
tions, foundations should look to build in the
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WOrking together with the aim of forming an ongoing partnership
rather than a one-time transaction is likely to serve the interests of

both institutions and foundations,
and ultimately the research.

dialogue by establishing milestones in the
grant timeline at which the parties confer.
While it may be relatively easy to facilitate
such check-ins during the term of the grant,
many stakeholders have pointed out that it
may be just as important to maintain the dia-
logue after the term has ended.

For example, a check-in would enable the
university’s technology-transfer office to up-
date the foundation on its efforts to identify a
licensee. This gives foundations a chance to
weigh in, suggest alternatives and perhaps
propose a licensee unknown to the researcher
or technology-transfer office. Such post-grant
check-in calls would short-circuit potential
misunderstandings that reduce the partners’
trust — not to mention the prospects for fur-
ther collaboration.

Technology-transfer offices, for their part,
pointed out that streamlining reporting re-
quirements to coincide with obligations they
already have to government sponsors like the
National Institutes of Health would minimize
administrative burdens while still ensuring
that foundations are kept informed. Some
practical steps to this end include:

* Establishing single points of contact in
the research institution and the foundation to
avoid multiple, potentially conflicting con-
versations between the funder, researchers,
the technology-transfer office, research ad-
ministration and other stakeholders.

* Laying out explicit terms for when and
how a foundation will be notified of key de-
velopments, including invention disclosures
and patenting decisions.

PRINCIPLE 3:
TRANSPARENCY, WITHIN REASON

Transparency can be beneficial in any negoti-
ation but has even more upside where (as
here) there is such significant alignment of
purpose between the negotiating parties.
Some foundations, especially those funding
early-stage research, prioritize partnering
with researchers and institutions willing to
share resources with the goal of accelerating
progress in the field as a whole. Foundations
may write this into their grant agreements,
obligating grantees to participate in work-
shops or closed discussion groups with other
grantees.

Some grant contracts may include research-
use-only licenses, ensuring that other re-
search institutions will have access to
nonexclusive licenses to utilize research
funded by the foundation for noncommer-
cial purposes. Because a degree of confidenti-
ality and exclusivity is usually required to
obtain patents or to set the stage for journal
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publication, it is important for foundations
and institutions to be open about the risks
they are willing to accept in the name of dif-
fusing knowledge rapidly.

The benefits of transparency can be effec-
tively demonstrated through the example of
negotiating revenue-sharing clauses. In par-
ticular, an open dialogue on why revenue
sharing is being proposed and which terms
would be deal-breakers is critical to minimiz-
ing misunderstandings. When FasterCures
initiated stakeholder discussions on these is-

The new emphasis on sustainability
is forcing all parties to reconsider how
success will translate into income.

sues, many participants viewed a formula
that distributed revenue in proportion to the
funder’s contribution as the fairest way to al-
locate income from licensing. As one founda-
tion stakeholder explained: “We want to
benefit when the university benefits, but com-
mensurate with funding.”

However, as discussions proceeded, uni-
versity representatives made clear that while
they share that inclination, flat royalty rates
capped at reasonable multiples of the awards
are appealing because they are much more
straightforward to calculate.

Participants pointed out that the reason-
ableness of the negotiated rate depends on
the degree to which the foundation contrib-
utes to ancillary costs, such as patent expenses
and overhead, as well as to the cost of the spe-
cific research being funded. Universities also
said that setting a revenue threshold that
must be reached before the foundation’s right
to share income kicks in avoids the adminis-
trative burden of dividing up relatively small
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amounts of revenue, while also giving the
university a chance to recoup some of its costs.

In negotiating grant agreements, univer-
sity and foundation partners can enhance
transparency in a number of concrete ways:

* Exchange term sheets in advance of en-
tering into license agreements with third par-
ties. This can be hugely effective in addressing
misperceptions about a university’s willing-
ness to impose stringent diligence require-
ments while also giving foundations the
opportunity to propose changes.

* Require foundations interested in pro-
moting sharing of early-stage research or re-
sources to communicate with partner
institutions to ensure that the sharing policies
in place are reasonably tailored for the tech-
nology and stage of research.

* Ensure that foundations seeking a share
of licensing revenue as part of a grant agree-
ment articulate their goals and put some
thought into deciding what constitutes a fair
division. This might take the form of a simple
proportional share of revenues, but it could
be a flat-rate royalty limited by a threshold re-
quirement, or a cap, or both.

DOWN THE ROAD

It’s not surprising that there are real differ-
ences of opinion between venture philan-
thropists and research institutions on the
appropriate terms for this latest generation
of partnerships. After all, the new emphasis
on sustainability, on both sides, is forcing all
parties to reconsider how success will trans-
late into income. What’s important to keep
in mind, though, is that everyone involved
agrees that the first priority is getting effec-
tive and efficient treatments to patients.
Managed with care and foresight, this transi-
tion will better equip all the stakeholders to
build longer lasting, more productive @
partnerships.



COURTESY OF FASTERCURES

Tech Knows the Way to San Jose

In December, the Institute unveiled the latest
results of its Best-Performing Cities index, an
annual look at where America’s jobs are created
and sustained, with rankings of some 400
large and small metros across the country.
Returning to the top spot this year: San Jose,
California, yet more evidence of Silicon
Valley’s ongoing leadership in creating an eco-
system for innovation and entrepreneurship.
By the same token, California’s economy as a
whole continues to shine, with 6 of the top-25
spots in the large metro category and 2 in the
top-10 small metros. But strikingly, the top
small metro is not in the Golden State. It’s
Bend, Oregon, which has carved out an envi-
able niche that mixes high-tech, trendy micro-
breweries and a developing expertise in drone
technology.

Trump Change

Part of the discussion at Partnering for Cures
was how the Trump White House could best
serve the cause of innovation in biomedicine.
To sharpen the exchange, FasterCures asked
some 150 leaders in biomedical research one
core question: what are the opportunities for
the President-elect to propel biomedical inno-
vation forward? The results, published in the
report “Rx for Innovation: Recommendations
for the New Administration,” can be found on
the Institute website. “I was struck by the
intense optimism people had, not only for
what innovation lies ahead but also for the
opportunity that this transfer of power offers,”
says FasterCures Executive Director Margaret
Anderson.

INSTITUTE

P4C Matters

The Institute’s FasterCures group convened
its annual Partnering for Cures conference in
New York in November, bringing together
innovators from across domains of medical
research. The meeting featured panels, work-
shops, dozens of roundtable discussions and —
probably most productive — plenty of time for
informal networking. Held each fall for near-
ly a decade, P4C is animated by the passion of
participants, ranging from academic research-
ers to pharma executives to patient advocates,
all of them intent on speeding treatments
that can improve (and even save) lives. At this
year’s event, FasterCures bestowed its first-
ever Partner of the Year award to Francis Col-
lins, the pioneering geneticist who is now
director of the National Institutes of Health,
for his commitment to expanding medical
innovation through collaboration and his
tireless work on behalf of patients through-
out his career.

Francis Collins (left) with biotech journalist Luke Timmerman.
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Not the Usual Suspects

Innovation is good, right? You'll get no objections from me — though, to
paraphrase the late Supreme Court Justice Potter Stewart on pornography,
while I think I know it when I see it, the definition of innovation is mighty
hard to pin down. That hasn’t stopped a pretty impressive crew of aca-
demics from Cornell and Insead (the French business school), along
with a UN Agency (the World Intellectual Property Organiza-
tion), from rushing in where this editor fears to tread.

The Global Innovation Index ranks 128 countries on both
their output of innovation and their “efficiency” of innovation —
a measure of output relative to inputs. There are few surprises
in the former, save for an apparent bias in favor of small, ethni-
cally homogeneous countries. But the rankings in innovation ef-

ficiency are pretty striking. Here are the top 25 innovators, along

with another dozen that caught my eye for one reason or another.

INNOVATION RANK EFFICIENCY RANK INNOVATION RANK EFFICIENCY RANK
1. Switzerland................... .. 5 20. Austria.............. 43
2.Sweden......................... 10 21.Israel ............................ 23
3. United Kingdom............... 14 22.Norway ........................ 55
4. United States.................. 25 23.Belgium ... 27
S5.Finland......................... . 32 24.Estonia............................ 6
6. Singapore....................... 78 25.China................. 7
Z.lreland ... 8 Rk
8.Denmark ... .. 14 26.Malta............................. . 2
9. Netherlands .................... 20 41. United Arab Emirates........ 117

10.Germany ... 9 43.Russia...................... 69
11. SouthKorea .................... 24 46.Maldova.......................... 4
12. Luxembourg..................... 1 49.Saudi Arabia................... 85
13.Iceland.......................... .. 3 59.Vietham ...................... ..
14. Hong Kong. .. ....83 61. Mexico. ..

15.Canada .......................... 57 66.
16.Japan............................ 65 69

17. New Zealand .. ....40 78.
18.France............................ 44 105

19. Australia........................ 73 128. Yemen

SOURCE: Globallnnovationindex.org
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