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Working Paper: The Upward Redistribution of
Income: Are Rents the Story?

By Dean Baker*

In the years since 1980, there has been a well-documented upward redistribution of income. While
there are some differences by methodology and the precise years chosen, the top one percent of
households have seen their income share roughly double from 10 percent in 1980 to 20 percent in
the second decade of the 21% century.' As a result of this upward redistribution, most workers have

seen little improvement in living standards from the productivity gains over this period.

This paper argues that the bulk of this upward redistribution comes from the growth of rents in the
economy in four major areas: patent and copyright protection, the financial sector, the pay of CEOs
and other top executives, and protectionist measures that have boosted the pay of doctors and other
highly educated professionals. The argument on rents is important because, if correct, it means that
there is nothing intrinsic to capitalism that led to this rapid rise in inequality, as for example argued

by Thomas Piketty.

Rather than focusing on redistributive measures, such as strongly progressive income taxes or wealth
taxes, if inequality stems from rents, the appropriate response is to alter the institutional
arrangements that allow for such enormous rents. For example, if patents provide much larger
compensation to patent holders than is necessary to achieve breakthroughs in medical research and
other areas, then the goal should be to design a system to finance research with smaller rewards. If
the current system provides for rents, then this alternative system should allow for the same pace of

innovation at lower cost, thereby both increasing efficiency and reducing inequality. The issue in this

1 Saez (2015), Data for Figure 2.
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story is not using the government to reverse market outcomes but rather to restructure the market

to generate qualitatively different outcomes.

Before outlining the evidence for the existence and magnitude of rents from each of these sources, it
is worth making two additional points. First, it is necessary to have a brief digression on the use of
the term “rent” in this discussion. “Rent” is used to refer to an income that is generated that exceeds
what would be needed to meet the same economic purpose given an alternative set of institutional
arrangements. In this sense, “rents” are accruing due to patent and copyright protection if it would
be possible to generate the same amount of innovation or creative work at less expense with an
alternative institutional structure. In the case of CEO pay, the question is whether it would be
possible to induce the same amount of effort from comparably skilled individuals at lower pay in a

different institutional structure.

The second point concerns a simple empirical issue. The upward redistribution over this time period
is overwhelmingly not a story of redistribution from labor to capital. While the distribution of
income shares between factors has gotten considerable attention recently,” a careful examination of
the data shows that income shares changed little from the end of the 1970s until the recent
recession. Figure 1 shows the share of labor in net corporate income from 1960 to 2013, both

before- and after-tax.’

3 These data are taken from BEA (2015), National Income and Product Accounts, Table 1.14 Labor income is total compensation
(Line 4, while the denominator for before tax income is net value added (Line 3) minus indirect business taxes. The denominator
for after-tax income subtracts corporate income taxes (Line 7) from the denominator. Indirect business taxes are removed since
there is not an obvious way to allocate them between labor and capital. The trend is affected little by their inclusion. Arguably, the
category of business transfers, which have increased substantially over this period, should be treated as a form of corporate
income tax. Business transfers includes items like the money paid out as part of the tobacco settlement and the settlements that
banks made as a result of their conduct during the housing bubble. If these were deducted the labor share of after-tax income
would be slightly higher toward the end of this period.

N
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FIGURE 1

Labor Share of Net Corporate Income
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Source and notes: Authot’s calculations, see text.

As can be seen, there is no clear trend in either the before or after tax share of labor income until
the downturn in 2008. The before-tax labor share in the cycle from 2001-2007 was 78.0 percent,
compared with 78.3 percent in the cycle from 1976-1979. There is a bit more evidence of
redistribution looking at after-tax income, but even here it is limited. The labor share of after-tax
income fell from 84.5 percent in the late 1970s cycle to 83.0 percent in the 2000-2007cycle. But this
drop in after-tax shares all took place in the last cycle. In the 1990s cycle, the labor share was 85.3
percent. Furthermore, the labor share in the late 1970s cycle was an increase from an 84.0 percent
share in the 1960s cycle. In short, there was no consistent downward trend in the labor share of

corporate income either before or after-tax basis.*

It is also worth noting there has been some recovery in labor shares in 2014 and 2015. The before-
tax labor share had fallen to 72.9 percent in 2013. It rose to 73.6 percent in 2014 and to 74.7 percent
in the first quarter of 2015. Given this pattern, it is reasonable to believe that if the unemployment

rate continues to drop and the labor market strengthens, the labor share will recover much, if not all,

4 It is worth noting that this analysis is restricted to the corporate sector. This is justified both because the corporate sector is the
bulk of the economy and this is where “capital” as normally defined is to be located. It is difficult to determine an appropriate
division of income between capital and labor in the non-corporate sector business. Furthermore, given the difference in relative
sizes, any analysis that was driven by trends in the non-corporate business sector would have to be viewed with considerable
suspicion.
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of the ground lost during the downturn. Of course, there is no guarantee that job growth will
continue at the same pace as in 2013-2015, in which case some of the loss in labor shares could

persist.

While this would be hugely important for most workers’ living standards, this is a relatively
straightforward macroeconomic phenomenon that can be distinguished from the upward
redistribution that happened in the years before the collapse of the housing bubble. That was clearly
a story of an upward redistribution among wage earners rather than from labor to capital. In this
respect, it is also worth noting that high unemployment has likely played a role in this upward
redistribution. The unemployment rate averaged 0.6 percentage points above the Congressional
Budget Office’s (CBO) estimate of the NAIRU in the years since 1980, excluding the years since
2008. By contrast, the unemployment rate was on average 0.5 percentage points below CBO’s
estimate of the NAIRU in the years from 1949-1979.>° Since a tight labor market has a
disproportionate effect on wage growth at the middle and bottom end of the wage distribution, the
higher unemployment rates in the period since 1980 have almost certainly been an important factor

in the upward redistribution among wage earners over this period.

The distinction between a redistribution from wages to profits and a redistribution from middle and
low-end wage earners to high-end earner is important for two reasons. The first is in recognizing
where the money went that workers were not receiving. Up until the downturn, it was not profits.
The second reason it is important to recognize that a rising profit share cannot explain wage
stagnation through most of this period is that it undermines the view that there was some
fundamental change in the conditions of competition over this period. The forces putting downward
pressure on wages during this period led to lower prices for consumers. For example, substituting
lower cost labor from the developing world for higher paid manufacturing workers in the United
States, led to lower prices for the finished product. A key implication of this story is that policies
that put downward pressure on the incomes of high-end earners will also result primarily in lower
prices for consumers, not higher profits. This means that it should be expected that depressing the

incomes of high-end earners will lead to higher real wages for most workers through lower prices.

5 Baker and Bernstein (2013).
6 The CBO estimates of the NAIRU need not be taken as an accurate measure of the economy’s limits in generating employment;
however, they do provide an unbiased point of reference for these purposes.
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Rents from Patents and Copyrights

The argument for patent and copyright protection is straightforward. The idea is for the government
to provide monopolies for a limited period of time in order to provide incentives for innovation and
creative work. Patent and copyright monopolies are one of the ways in which the government can
finance research and development and creative work, but it is certainly not the only way, and

arguably not the best way.

In the last three decades as a matter of policy, these monopolies have gotten considerably stronger
and longer. For example, the length of copyright protection was twice lengthened, going from a
maximum of 56 years (28 years, with the option of a 28 year extension) prior to 1976 to 95 years in
the Sony Bono Copyright Act passed in 1998. The scope has also been extended to apply to a wide
range of digital reproductions. The areas in which it is possible to gain patent monopolies has been
hugely expanded since 1980, with changes in laws and court rulings allowing for patents of life

forms, business methods, and software.

The extension and strengthening of patent and copyright law has hugely increased the amount of
rents gained as a result. This is perhaps clearest in the case of pharmaceuticals. In 2014, the country
spent $423.5 billion on pharmaceuticals.” These drugs would have likely sold for 10-20 percent of
this price in the absence of patents and related protections.® This implies savings of between $340
billion and $380 billion if all drugs were sold in a free market.

Of course, it would be necessary to replace the research supported through patent monopolies.

7 BEA (2015), National Income and Product Accounts, Table 2.4.5U, Line 20.
8 It is difficult to produce an accurate estimate of the price of these drugs in a wotld without patent protections. There is data
available on the price of generic prescriptions compared to those of brand drugs, but the generic prices will still exceed the free

generic. During this period, it is likely to charge a price far above the competitive market price. The second reason is that brand
manufacturers also make drugs which are sold as generics. These drugs ate likely to be sold as at a premium to patients who
started treatment with the brand drug and want to remain on the brand drug. The third reason is that even if the main patent(s)
for a drug may have expired, there may be patents on other ingredients that raise the price of the drug. Chain drug stores sell
hundreds of generic drugs for $5-$10 per prescription. As a group, these drugs are not qualitatively different than brand drugs.
According to the National Association of Chain Drug Stores, the average price of a brand prescription in 2010 was $166.71, the
most recent year for which data are available National Association of Chain Drug Stores, 2010. Prices had risen at an average
annual rate of 9.8 percent, implying that the average price per prescription in 2015 would be $266. The average price for a generic
in 2010 was $44.14. Generic drug prices had increased at an 8.7 percent rate since 2000, implying an average of price of $67 in
2015, or roughly 25 percent of the brand price. However, since the average generic price would still be inflated by patent
protection, the price of generics in a truly competitive market would have to be considerably less.
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According to PhRMA, the industry trade association, the major manufacturers spent $51.2 billion on
research in 2014.” If smaller firms spent another $20 billion, this would imply that it would be
necessary to replace $71.2 billion in patent-supported research through some other mechanism.
There are reasons for believing that on a per dollar basis non-patent supported research could be
considerably more efficient, since it could be open research with the findings immediately available
to other researchers."” The potential savings can be calculated by taking lower and upper bounds,
where the low end would require two thirds as much money to replace patent-financed research
than the upper end, it would take 50 percent more public money to replace the patent-financed

research.

TABLE 1

Potential Savings from Ending Patent Protection for Prescription Drugs

(billions of 2014 dollars)

High Savings Middle Savings Low Savings
Current spending $423.5 $423.5 $423.5
Patent free cost $42.4 $63.5 $84.7
Additional research $48.0 $72.0 $108.0
Net savings $333.2 $288.0 $230.8

Source and notes: Authot’s calculations, see text.

This would imply potential savings along the lines shown in Table 1. The low case assumes that
without patent protection drugs will cost 20 percent as much as they do now, and that we would
have to spend 1.5 times as much on research to maintain the same level of progress as with patent
supported research. The savings to the economy in this scenario would have been $210 billion in
2014 or 1.2 percent of GDP. In the high case, which assumes that drugs would only cost one-tenth
as much in the absence of patent protection and that publicly financed research was 50 percent more
efficient than patent supported research, the savings would have been $312 billion in 2014 or 1.8

percent of personal income.

Drugs are an extreme case where the patent monopoly rent is largely the price of the product.
However there are other sectors, most notably chemicals (e.g. fertilizers and pesticides), bio-
engineered seeds, and medical equipment where the situation is similar. In all of these sectors, prices
in a free market would be a small fraction of the patent protected price. For computer software,
patents together with copyright protection are the entire price of the product. In the absence of

these legal monopolies, the vast majority of software could be transferred instantly at no cost.

9 PhRMA (2015).

10 Several economists, most notably Joseph Stiglitz have advocated a patent buyout system, where the government would buy up
useful patents and place them in the public domain, as an alternative method of financing research (Stiglitz and Jayadev, 2010).
This has the disadvantage that it leaves in place the incentives for secrecy in the research process. An alternative would be direct
public funding, as now occurs with the National Institutes of Health. This funding could be expanded to cover the development
and clinical testing of drugs instead of just basic research. These issues are discussed in Baker (2004).
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As is the case with pharmaceuticals, it would be necessary to find a mechanism to replace the patent
supported research. In cases like prescription drugs, where the patent protection is essentially the
price of the product, it likely makes sense to rely on direct public funding for research and
development costs. In other sectors, where patents provide a subsidy to innovation, but have less
impact on the final price, it is likely that more efficient subsidies could be found. For example, an
increase in the size of the research and development tax credit to 10 percent of all research costs
would likely provide a comparable incentive to patent protection in most areas, especially if coupled

with an additional spending on basic research to reduce the cost of carrying through research."

In the case of books and other written material, recorded music, videos, movies and other creative
work, there are almost certainly more efficient mechanisms for financing the production than
copyright monopolies. One possibility is a tax credit for individuals that can be used to support
creative workers of their choice, who would give up the right to copyright protection.12 In principle,
this could create a vast amount of creative work that would be instantly available at no cost over the

Internet.

It will take further research to produce rigorous estimates of the total savings to the economy from
the use of alternatives to patent and copyright monopolies throughout the economy, but if the
savings from all other areas are just equal to the savings in the prescription drug sector, the
implication would be that the economy would have saved between $460 billion and $670 billion in
2014, or 2.4-3.7 percent of GDP from the use of these alternative mechanisms."” Table 2 shows
some of the major industries in which patent and copyright protection account for a large portion of
the sale price."* Clearly not all of these savings would have come at the expense of the wealthy, but
certainly large shares would. The list of the country’s wealthiest people includes numerous examples
of people who have made their fortunes from these protections, starting at the top with Bill Gates

and Oracle’s Larry Ellison, who Forbes placed as the third wealthiest person in 2014.

1 Lanjouw et al. (1998) gives a useful summary of the estimates of the implicit value of patents as subsidies to research.
12 Baker (2003).

3 Assuming that all other patent and copyright related waste is just equal to the waste in the pharmaceutical sector is a very
conservative assumption. Spending on medical equipment alone came to $84.8 billion in 2014 (BEA, 2015, National Income and
Product Accounts, Table 5.5.5U, Line 6). The items in this category, such as MRIs and surgical tools, raise largely the same set of
issues as pharmaceuticals.

14 Table 2 excludes many sectors where patent and copyright protection are an important factor, like pesticides and broadcasting,
because directly comparable data is not available.
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TABLE 2

Sectors in Which Patent and Copyrights are Major Components of Cost

Spending 2014
Sectors GDP Shares (2014 dollars)
1980 2014
Video, audio, photographic, and information processing equipment and
37 media (75, 76, and patt of 93) 0.77%  1.22% $210,841
58 Recreational books (part of 90) 0.16%  0.16% $27,737
67 Educational books (96) 0.06%  0.06% $9,628
119  Pharmaceutical and other medical products (40 and 41) 0.64%  2.44% $423,547
140  Magazines, newspapers, and stationery (part of 90) 0.63%  0.46% $79,844
210  Motion picture theaters 0.09%  0.07% $12,927
Table 5.5.5U
4 Computers and peripheral equipment 0.44%  0.46% $79,266
6 Medical equipment and instruments 0.18%  0.49% $84,839
Total 2.97% 5.35% $928,629

Source and notes: Authot’s calculations, see text.

Many lesser fortunes have also been made through such protections. In addition to the developers
of software and drugs, top earning actors, singers, and other performers can get tens of millions of
dollars as a result of copyright protection on their work. Many people value this work and are willing
to pay substantial sums for it, but it is likely that the incomes of the highest earners would be

substantially lower under an alternative system.

Rents in the Financial Sector

The financial sector both provides the basis for many of highest incomes in the economy and is also
an obvious source of rents in the economy. On the former point, Bakija et al (2012) found that 18.4
percent of primary taxpayers in the top 0.1 percent of the income distribution were employed in
finance. There is also good reason to believe that a substantial portion of these incomes are
attributable to rents rather than the productive contribution that these individuals make to the

economy. There are four separate mechanisms for accruing rents in finance.

First, there has been an enormous decline in the cost of trading stocks, bonds, and other financial
assets in the last four decades due to the development of computers and the Internet. This has led to
an explosion of trading and created situations where enormous fortunes can be gained by moving
ahead of the rest of the market by even a small fraction of a second. While there is an argument that
arbitrage trading adds value by stabilizing prices, the most active markets were already very deep a

quarter of century ago. The marginal liquidity that has been added to the Treasury bond market,
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which may reduce the average time for completing a buy or sell order by a fraction of a second,
cannot have any substantial value to the economy. Furthermore, in many cases active traders are
acting as momentum traders, trying to jump ahead of large buy or sell orders. In these cases, the
traders are doing nothing to add liquidity to the market. This is pure rent-secking. It has also made

many traders at large banks as well as hedge fund partners extremely wealthy.

The most direct way to deal with this form of waste is with a financial transactions tax. The revenue
raised by a tax will come largely or completely out of the pockets of the financial industry, since it
will lead to a sharp decline in trading volume. It will make most trading based on rapid turnaround
unprofitable. To get a rough idea of the amount of money at stake, the Tax Policy Center of the
Brookings Institution and the Urban Institute recently estimated that a scaled tax along the lines
being proposed in the European Union (0.1 percent on stock trade, 0.01 percent on derivatives)
would raise $50 billion a year in the United States.”” This analysis assumed an elasticity of -1.5, which
implies a reduction in annual trading volume of roughly $75 billion or 0.4 percent of GDP." This is
all revenue lost to the financial sector, with a disproportionate share likely coming from some of the

industry’s highest earners.

A second way in which actors in the financial sector have been able to accrue substantial rents is by
taking advantage of implicit too big to fail (TBTF) insurance from the government for large financial
institutions. The logic of this subsidy is that large financial institutions are able to borrow at lower
interest rates than would be justified by their financial situations, since lenders assume the
government would act to support the institution if it faced financial difficulty. A recent estimate
from the LM.F. put the value of the implicit subsidy to the country’s largest financial firms at
between $25 billion—$50 billion annually.'” The main beneficiaries of this subsidy would likely be the
top executives at the banks, as well as shareholders. This implicit subsidy can be addressed by either

requiring banks to downsize or penalizing them by an amount that offsets the value of the subsidy.

A third way in which the finance industry can be seen as drawing rents is when tasks that could be
performed more efficiently by the government, or a monopoly private provider, are instead parceled
out to private firms. Social Security would be an obvious example, since the economics of

privatization have been examined extensively. There is now a large body of literature showing that

15 Burman et al. (2015).

16 Another recent estimate (Baker et al. 2009) calculated that a somewhat higher FTT could raise an amount equal to roughly 1
percent of GDP. However, this assumed a much smaller elasticity of trading, so the implied reduction in trading volume would be
comparable to the reduction implied by the Tax Policy Center estimate.

17 International Monetary Fund (2014). A recent study from the Government Accountability Office (2014) concluded that the value

of the implicit TBTF subsidy had shrunk to zero. It is worth noting that this study also found the value of the subsidy to be zero

as of 2006. It seems likely that the GAO methodology cannot effectively price the subsidy in conditions where credit spreads are

relatively small, as was the case in 2014.
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the administrative costs of running a decentralized privatized system is far greater than the costs of
the current Social Security system. This is because of the economies of scale in a single large system,
the costs that inevitably accompany competition, such as marketing, the cost of government
oversight, the higher pay that top management earns in the financial sector, and also the profits
earned by the industry (see, e.g., Orszag and Stiglitz 2001; National Academy for Social Insurance
1998).

The United States did not privatize its Social Security system, but the same argument would apply to
many sectors that are privatized, most obviously the privately run system of defined contribution
pensions. This system has average costs of 0.95 percent of the assets under management.'® By
comparison the Thrift Savings Plan (TSP) for federal employers has administrative costs equal to
0.29 percent of assets."” Even if these were doubled to account for the greater costs associated with
contributions from a diverse set of employers it would still imply a gap of 0.37 percentage points. If
this were applied to the full $13.84 trillion in assets of defined contribution plans it would imply a
savings of $51 billion per year coming directly at the expense of the financial sector.” If these assets

were managed at the same cost as the TSP, the savings would be $91 billion annually.

There is a similar situation with the management of defined benefit pension plans. These plans often
pay excessive fees to managers who provide no better returns than could be obtained if they
invested in index funds. While some pension funds are efficiently managed, many are still avenues
for cronyism, with politically connected managers able to rack up fees that far exceed market rates.”!
The assets of all defined benefit pension plans were $11.36 trillion at the end of the first quarter of
2015.% If the savings from reducing excessive fees were between 0.1 percent and 0.3 percent of

assets, this would come to between $11 and $34 billion annually.

Another major source of waste is the administrative costs associated with the private health
insurance industry. Administrative costs in the sector are equal to 13.7 percent of the benefits paid
out compared to less than 2.0 percent in a government run system like the one in Canada. * With

spending on administrative costs at more than $120 billion in 2014, the savings from getting to

18 Munnell et al. (2011).

19 Thrift Savings Plan (2015).

20 The figure for defined contribution plan assets comes from the Federal Reserve Board (2015), Flow of Funds Accounts, Table
1..117, Line 26 and Line 27.

21 For example, Steven Rattner, an investment fund manager who later oversaw the bailout of the auto industry in the Obama
administration, agreed to make a payment of $6.2 million to the Securities and Exchange Commission, Bloomberg New,
November 18, 2010, “Rattner Settles with SEC on Kickbacks as Cuomo Sues,” http://www.bloombetg.com/news/articles/2010-
11-18/sec-sues-steven-rattner-in-new-york-for-kickbacks-with-politcal-consultant.

22 Federal Reserve Board (2015), Flow of Funds Table 1..117, Line 25.

3 The calculation for the United States is taken from the Centers for Medicare and Medicaid Services, National Health Care

’I\)

Expenditures Historical Data for 2013; CMS (2014). Net insurance expenditures from private insurers are taken from Table 4,
insurance payments from Table 2. The estimate for administrative costs in Canada is taken from Woolhander et al. (2003).
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Canadian levels would be over $100 billion annually. Even if the costs were twice as high as in the
Canadian system, the savings would still have been over $80 billion in 2014. (It is worth noting that a
universal Medicare type system would also provide large administrative savings to providers who
would no longer have to deal with a variety of complex insurance rules and forms, as well to

patients.)

A final source of rents in the financial sector is the tax shelter industry. There has been considerable
focus on tax shelters as a mechanism for corporations and wealthy individuals to escape their tax
liability. A neglected aspect of this issue is that large rents are earned by the individuals and
corporations that engineer the tax shelters. This is perhaps mostly clearly visible in the case of the
private equity (PE) industry. While there are examples of PE companies doing what their promoters
claim, providing capital and managerial expertise to companies that badly need both, much of the
gains from private equity stem from their ability to game the tax code.** Most obviously, it is
standard for PE companies to load up acquisitions with debt. The interest on this debt is deducted
from taxable profits, as opposed to the dividends that would otherwise be paid to shareholders. PE
companies will typically take advantage of many other loopholes in the tax code. After all, they have
access to accountants who are experts in gaming the tax code while small companies generally do

not.

The PE industry had almost $3.5 trillion in assets under management in 2013.” If management fees,
including incentive pay, averages 3.0 percent of this amount, then the industry’s income would be
$105 billion annually. If one third of its income was eliminated by closing the tax and regulatory
loopholes that it exploits, the savings would be $35 billion annually. Eliminating half would provide
an annual savings of $53 billion. This is undoubtedly a conservative estimate of the potential savings
from reducing access to tax shelters, since there are many law and accounting firms that are
unconnected to private equity companies also profit from exploiting these shelters. Of course, many
private equity partners are among the very richest people in the country, so reducing the ability for
this sector to profit would be an effective way to reverse the upward redistribution of the last three

decades.

Table 3 shows the potential gains from eliminating the various sources of rents in the financial
sector. The total for the range of estimates included is between $280 and $400 billion in 2014, or
between 1.6 and 2.2 percentage points of personal income. It is worth noting that there are still

some potentially large sources of rents that have not been included in this calculation. In the last two

24 Appelbaum and Batt (2014).
25 Prequin (2014).
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decades, many state workers compensation programs have been wholly or partially privatized, which
almost certainly adds to their administrative costs. It is likely that a centralized system of auto
insurance could be administered at lower cost than the current system. The same would apply to life

insurance and annuities.

TABLE 3

Potential Savings from Reducing Rents in the Financial Sector
(billions of 2014 dollars)

Low Estimate High Estimate

Reduced trading revenue, financial transactions tax $75 $75
Ending TBTF subsidy $25 $50
Centralized defined contribution pension system $51 $91
More transparent defined benefit pension system $11 $34
Centralized health insurance system $80 $100
Private Equity and tax shelter industry $35 $53
Total $277 $403

Source and notes: Authot’s calculations, see text.

Finally, it is worth noting that any reductions in revenue going to the financial sector are likely to
come to a very substantial extent at the expense of the wealthy. As noted before, the financial sector
accounts for a grossly disproportionate share of the individuals in the top one percent of the income
distribution and many of the very highest earners can be found at hedge funds, private equity
companies and the major Wall Street banks, all of whom would be hit hard by the policies outlined

in this section.

Excessive Pay for CEOs and Other Top
Management

The compensation of top corporate executives has exploded relative to the pay of the median
worker in the last three decades. According to analysis by the Economic Policy Institute, the ratio of
the pay of CEOs of the 350 largest companies to the pay of the median worker has risen from
roughly 30 times that of the median worker in 1978 to close to 300 times the pay of a median
worker in 2013.” These top executives are well into the top 0.01 percent of the country in terms of
annual earnings. There is also a substantial amount of money at stake. Bebchek and Fried estimated

that the pay of the top five executives of publicly listed companies was equal to 10 percent of after-

26 Davis and Mishel (2014).
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tax corporate profits in the late 1990s.”” If this relationship continues to hold, their pay in 2014
would have come to $141 billion in 2014.

In addition to the direct impact of excessive pay for top executives in the corporate world, there is
also a substantial indirect impact. The high pay of corporate executives puts upward pressure on the
pay of top executives in the non-corporate sector as well. It is now common for heads of
universities, non-profit hospitals, and private charities to earn compensation in excess of §1 million
annually. This is justified by the fact that a person with comparable responsibilities in the corporate

sector would easily be earning much more.

The high pay of top executives in the non-corporate sector amplifies the impact of excessive CEO
pay, both in producing another route through which a small number of people can earn large
paychecks, and providing another mechanism through which income is redistributed from the bulk
of the population to the very wealthy. The high pay of top management at universities, in addition to
the predictable proliferation of high level managers, is one of the main reasons that college costs

have consistently outpaced inflation over the last thirty five years.

While the explosion of top executive pay and its economic significance is not really debatable, the
key question for this analysis is whether this increase in pay reflects the greater productivity of
CEOs or whether it is simply a matter of CEOs being able to secure rents. In this situation
productivity of the CEO is interpreted narrowly as meaning their ability to secure returns for
shareholders, since in principle the shareholders are the ones determining CEO pay. The implication
of CEO rents would be that they are getting more pay than is required to get the same return for
shareholders. In this case, the excessive CEO pay would be largely coming at the expense of

shareholders.”

It is debatable whether CEO pay can be justified based on returns to shareholders. Lucien Bebchuk
and Jesse Fried compiled much of the evidence available at the time supporting the case that a large
portion of CEO pay is rents.” For example, they note research showing that superstar CEOs, those
who win awards or are featured on business magazine covers, get a large pay premium in subsequent
years even though shareholders get below normal returns. CEOs at companies that score highly by

measures of good corporate governance get lower pay than those at companies that score poorly.

27 Bebchek and Fried (2006)

28 Insofar as the rise in CEO pay can be seen as rents coming at the expense of sharcholders, one implication would be that
effectively there has been a redistribution of income from wages to profits that is hidden by a portion of corporate profits taking
the form of rents earned by top executives. One fact that goes in the opposite direction is the carried interest earned by managers
of hedge funds and private equity funds. In the national accounts this would be recorded as capital gains income even though the
bulk of it is actually labor income.

29 Bebchek and Fried (2000).
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And, CEO pay responds strongly to factors affecting company profits that can only be viewed as

luck, such as a sharp rise in world oil prices for oil company CEOs.”

If the argument here is correct, that the compensation of CEOs is not justified by their returns to
shareholders, then the main beneficiaries of lower CEO pay would be owners of capital who would
benefit from higher corporate profits and presumably higher share prices.” This would still be a step
towards a more progressive distribution of income for two reasons. First, while the wealthy own a
hugely disproportionate share of corporate stock, a substantial portion is held by more middle-
income people through retirement accounts or through defined benefit pensions. Almost by
definition, every dollar of excessive CEO pay is going to a person who is in the top 0.01 percent of

the income distribution.

The other reason why increasing profits at the expense of the pay of top executives would reverse
the upward redistribution of income is the spillover effect that lower CEO pay is likely to have on
top management in other sectors. If the pay of CEOs at the largest companies was in the low
millions, instead of the tens or even hundreds of millions, the presidents of universities, or heads of
hospitals and major charities would be less able to demand million dollar pay packages for
themselves. This would have the effect of both freeing up funds for lower paid employees and also

reducing the cost of college and health care, thereby raising real wages of other workers.

If CEOs are earning rents at the expense of shareholders, then the appropriate policies would
involve strengthening the hand of shareholders in containing CEO pay. As it stands, CEO
compensation is determined by corporate boards that are likely to have more allegiance to top
management than the shareholders who they are supposed to represent. This is a failing of the
corporate governance structure. In other countries, there are often long-term investors (often banks)
with major interests in companies that can act to ensure that top management does not gain at the
expense of shareholders. In the United States the largest shareholders are often mutual funds, which

typically act as short-term investors and take little interest in the running of the company.

Top management usually plays a role in selecting directors, who enjoy a rather lucrative position.
Directors typically earn stipends of several hundred thousand dollars a year for attending six to ten
meetings. It is extremely rare for a director to be removed because they allowed the company’s CEO

to be overpaid. By contrast, if a director were to make a point of objecting to a pay increase that her

30 A now somewhat dated analysis found no clear effect on stock prices when CEOs died unexpectedly, for example in a place crash
or heart attack, see Etebari et al. (1987).

31 If this is the case, then there has been an implicit redistribution from labor to capital over the last three decades, but it has been
hidden by the rise in compensation for top executives.
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colleagues had assented to, they could anticipate at the least a serious argument. If they persisted in
pressing their case against an overwhelming majority of the board they could find their future as a

director put in danger.

With this asymmetry in incentives, it should not be surprising that directors are generally happy to
go along with high CEO pay. To bring CEO pay down to more reasonable levels, it would be
necessary to alter the incentive structure for directors. An example of a policy that would change
incentives would be to attach some meaning to the shareholder “Say on Pay” votes that were put in
place as part of the Dodd-Frank financial reform bill. Under the current law, the votes are purely
advisory. It is an embarrassment to a board if shareholders vote no on the CEOs pay package (less
than 3.0 percent lose), but it is has no direct consequence. However, the law could be altered so that
directors would lose their stipend if a compensation package is rejected by shareholders. This risk

would give directors a serious incentive to ensure that their pay package was not excessive.

Whether attaching this sort of directors’ penalty would be sufficient to reverse the upward spiral of
CEO pay would have to be seen, but it is the type of measure that could restore some symmetry to
the incentives directors currently face in determining pay. It is also important to point out in the
context of the larger topic, that setting rules of corporate governance are not government
interference in the market. They are the rules through which the government structures the market,
in the same way that drawing a yellow line in the middle of the road is not an interference with the
flow of traffic. There are already extensive rules on governance, many of which are designed to
protect to the rights of minority shareholders.”” Rules that make it easier for shareholders to protect
against excessive pay for top management would be in the same spirit as the rules that already exist.
They are essentially an adjustment for changes in patterns of share ownership that have made the

old rules inadequate.

It is also possible to envision measures to directly put a check on the pay of top executives at
universities, foundations, and other non-profit organizations. These organizations enjoy tax exempt
status and/or government funding. This means that the government can impose conditions on this
support just as it imposes conditions on the checks received by TANF beneficiaries. One condition
could be a cap on the salaries allowed at these organizations.” Note that a cap would not prevent
these organizations from paying as much as they want to their top executives. It would only limit

what they could pay if they opted to accept money from the government.

32 This is to protect against the risk of a party getting control of 50.1 percent of shares and effectively expropriated the value of the
minority’s shares.

33 The president of the United States earns $400,000 a year; this would be a reasonable cap for a president at major university or
foundation.
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If checks on the pay of top executives in the corporate world and non-profit sectors reduced their
pay by an average of 50 percent, the savings would have been $70 billion in 2014. If the reduction
had been 75 percent, the savings would have been $105 billion. Even the 75 percent pay cut would
still leave the ratio of CEO pay to median pay in the range of 60 to 1, more than twice the late 1970s
ratio. It is worth noting that this all money taken from the richest one percent of the population,
since by definition these people all fit into this group. It is almost certain that there would be a
substantial spillover effect from the reduction of the pay of top executives in the form of lower pay
for other high level management personal in the corporate sector and a reduction in pay for top
management at hospitals, universities and other non-profits. If this spillover doubles the impact then
the savings would be between $140 billion and $210 billion.

Pay of Professionals

The most highly educated professionals, most notably doctors, enjoy far higher pay than their
counterparts in other wealthy countries. This is due to the fact that they have been largely able to
protect themselves from both domestic and international competition. In the United States, doctors’
organizations largely set the rules for determining who can practice as a doctor. They have acted to
restrict both medical school enrollments and the inflow of foreign doctors. They also largely
determine the standards of care, limiting the extent to which other health care professionals can
perform many tasks. They also set standards of care among physicians, determining which
conditions can be treated by a primary care physician and what requires the involvement of a

specialist.

Given this structure of the profession, it is not surprising that doctors in the United States are paid
twice as much on average as doctors in other OECD countries. There is a modest gap among
primary care physicians, but a much larger gap among specialists. For example, a recent study found
that the average annual pay in the United States in 2008 for primary care physicians was $186,600 in
2008. This compared to $125,100 in Canada and $95,600 in France, as shown in Figure 2 (all
numbers are adjusted for purchasing power parity). The gap among specialists is even larger. For
example, orthopedic physicians earned an average of $442,500 in the United States, compared to
$208,600 in Canada and $154,000 in France.
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FIGURE 2

Physician Incomes, 2008 dollars
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Source and notes: The Commonwealth Fund (2015).

These gaps in pay, coupled with the fact that the share of specialists among U.S. physicians is
roughly twice as high as everywhere else (the U.S. ratio of specialists to primary care doctors is two
to one, in every other country it is roughly the reverse) means that the United States pays far more
for its doctors than other countries. This is not justified by any obvious benefit in health outcomes,
since the United States does not enjoy consistent advantages in outcome measures. An analysis by
the Commonwealth Fund on payments for physicians’ services showed the United States spent
almost three times as much as the median of other OECD countries and more than four times as

much as Canada and Germany.™

It is easy to envision market-oriented policies that would take away the power of doctors to inflate
their pay. The most obvious would be to take away their control of admission into the profession

and of the rules governing the practice of medicine. The former could be done in large part through

34 Spending on Physician Services per Capita in 2004,” adjusted for differences in cost of living,
http:/ /www.commonwealthfund.org/interactives-and-data/ chart-cart/ chartbook/multinational-comparisons-of-health-systems-
data--2006/s/spending-on-physician-services-pet-capita-in-2004.
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trade agreements. Just as there has been an effort to standardize and make transparent a wide range
of safety and consumer rules across countries, there could be an effort to standardize licensing
practices so that foreigners could train to U.S. standards and then be granted the same right to

practice in the United States as any domestically trained doctor.”

Medical travel could also help to reduce the market power of doctors in the United States. Major
medical procedures such as open heart surgery can cost several hundred thousand dollars in the
United States. These procedures can be performed for 10—20 percent of the price in high quality
facilities in India, Thailand, and elsewhere. It is likely that more people would take advantage of the
potential savings if there were a widely accepted accreditation system for foreign facilities and also
clear rules in legal liability. The enormous gap in prices would allow for patients and family members
to travel to these countries and spend time there recovering and still save tens of thousands of
dollars from the cost in the United States. If these savings were shared between patients and third

party payers (insurers or the government) it would provide large incentives for medical travel.”

The potential gain from lowering the pay of doctors and other highly paid professionals is
substantial. In the case of doctors alone, if their pay could be reduced to the average of other
wealthy countries, it would imply an annual savings of more than $100 billion a year.”” According to
a recent study, the average pay of dentists is more than 80 percent of doctors’ pay, although it is
actually slightly higher on an hourly basis.” There were 147,000 dentists in 2012.” There were over
700,000 people working as lawyers. If the combined savings from a full opening of these and other
high-paying professions to international competition (e.g. engineers, architects, economists, and
accountants) the total savings to the economy is likely to be at least as large as the savings from
exposing doctors alone to international competition. This implies savings of more than $200 billion

a year. Almost all of this would come from people in the top one percent of households."

This calculation will have to be refined by further research, but there is no obvious reason that the

35 One issue would be the test-taking process, which can by itself be a substantial barrier. It should be possible to allow testing in
foreign countries (by U.S.-authorized testers) so that foreign students need not endure the expense and risk of testing in the
United States.

36 There is a risk that diverting doctors and other health care professionals in developing countries to caring for people in the United
States could jeopardize the quality of care in developing countries. This problem could be addressed by a taxing the earnings of
foreign trained physicians (in the case of doctors who come into the United States) or taxing the procedures in developing
countries. This money could be used to train more doctors and health care professionals, ensuring that developing countries
benefit from this trade as well.

37 There are more than 900,000 active physicians in the United States with average pay of more than $250,000 a year. If this was
reduced to an average of $130,000, the savings would $108 billion annually. (See Kaiser Family Foundation (2015).)

38 Seabury et al. (2012).

39 BLS (2014).

40 Many of the people in these professionals will not be in the top one percent, but they would only account for a small portion of
the savings, since their pay could not fall by a large amount in absolute terms. For example, if one million professionals who are
not in the top one percent saw an average decline in pay of $15,000 a year, this would only come to $15 billion.
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United States should be paying more for its professionals than other wealthy countries. Removing
the protectionist barriers that have been put in place over the decades should bring them more
closely into line. The resulting reduction in the price of the services they provide will lead to a

substantial improvement in living standards for the other 99 percent of the population.

Conclusion: Markets Can Be Progressive

This paper outlines four major areas in which markets can be restructured in ways that help to
reverse the upward redistribution of the last three and a half decades. In each area there are
substantial rents that now accrue to people at the top end of the income distribution that could be

taken away with a different structure of the market.

While the potential gains in each area are large, the cumulative effect of acting in all four areas would
be even larger than simply the sum of the gains. The reason is that the cumulative effect on the labor
supply for high income earners is likely to put further downward pressure on their wages. If
potential doctors no longer have the option to make large salaries as Wall Street traders or private
equity fund managers, then they lose well-paying alternatives to being a physician. In the same vein,
scaling back patent and copyright protections, as well as eliminating loopholes in the tax code, will

substantially reduce the amount of work in areas that are very lucrative for lawyers.

It will take further research to refine these estimates and better outline alternative structures, but it
should be evident that a considerable amount of money is at stake from reducing or eliminating the
rents outlined in this paper. Table 4 sums the projected savings from the four categories of rents
outlined in the paper. The totals range from $1,080 billion using the low-end estimates and $1,480
billion using the high-end estimates, between 6.2 and 8.5 percent of GDP in 2014. The high-end
estimate is roughly equal to the rise in the share of income that has gone to the richest one percent
of households between 1979 and 2012.
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TABLE 4

Cumulative Gains from Eliminating High End Rents

(billions of 2014 dollars)
Low Estimate High Estimate

Patent and copyright protection $462 $666
Finance $277 $403
Pay of CEOs and top management $140 $210
Competition for highly paid professionals $200 $200
Total $1,079 $1,479

Source and notes: Authot’s calculations, see text.

And this set of upward flowing rents is not comprehensive. For example, Jeff Bezos would be
considerably less wealthy today if Amazon and other Internet retailers had been required to collect
the same sales tax as their brick and mortar competitors. In Amazon’s case, the savings on sales tax

vastly exceeds the company’s cumulative profits over its two decades of existence.

The implication of this argument is that progressives need not think of themselves as using
government against the market. Rather they should seek to find ways to use market mechanisms to
bring down the incomes of the wealthy in the same way that wealthy have sought to structure
markets to lower the income of everyone else. The market should be viewed as a tool. It makes no
more sense to rail against the market than to argue against the wheel. Progressives place themselves
at an enormous disadvantage if we are not prepared to use this tool as effectively as possible to

advance progressive ends.
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