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state‑market relations for 
a globalized economy

jeff madrick, william milberg, and melissa mahoney*

1] introduction

This paper explores the relationship between government and society in 
an era of deindustrialization, globalization and rapid innovation.  We find that 
current protection for workers is inadequate, corporations are overburdened with 
the provision of services that should be a social responsibility, and the system, 
as inadequate as it is, lacks funding.  We explore the feasibility of an expanded 
and more flexible set of social programs to promote innovative activity and 
technological change, to insure adequate investment in human capital, and to 
protect workers to a greater degree from the costs of technological change and 
global competition.  

We argue that it is time to sever benefits related to health insurance, 
pensions, child care and other institutional needs of single parents and two-
worker families from jobs or employment status.  Instead, these benefits should 
be made “portable” as people move from job to job and even from work to non-
work.  These would be treated as public goods.  A universal health insurance 
system is designed to expand coverage to all, as a central American right, but also 
to relieve business of some of the immense cost of private insurance. At the same 
time unemployment insurance should be broadened and extended in an era of 
significant job dislocation, and the minimum wage should be raised.  

We maintain that the cost of this more secure and flexible labor force 
should not be shouldered entirely by corporations, but it should be spread more 
broadly across society, including employers, workers, consumers, and the wealthy.  
Thus we outline a broad tax reform plan that would leave the program on sound 
fiscal footing, but require an additional if moderate rise in taxes.  Until the nation 
recognizes this need for more taxes, we believe we will not solve our problems and 
will reduce our long-term potential for growth.

* Jeff Madrick is the Director of Policy Research at the Schwartz 
Center for Economic Policy Analysis.  William Milberg is 
Associate Professor of Economics at The New School for Social 
Research and a Faculty Research Fellow at the Schwartz Center 
for Economic Policy Analysis. Melissa Mahoney is a Research 
Associate at the Schwartz Center for Economic Policy Analysis.  
Correspondence for the authors can be sent to
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The main thrust of the formulation is a social 
safety net that (a) provides firms more flexibility and 
lower costs of new hiring and investment, (b) is more 
comprehensive in its coverage, (c) gives workers more 
flexibility in the sense that they would not forego 
social protection upon losing a job or switching 
to another job, and (d) can be financed fully and 
equitably over the long term.  This paper constitutes 
a first look at the possibilities.  But we hope that it 
is the beginning of a process we think urgent if the 
United States is to grow optimally in a changing 
world.   We believe the nation can afford these 
changes.  More important, we believe the nation 
cannot afford to delay undertaking these changes.

The tax increases needed to finance the new 
program could have net disincentive effects. The 
alternative—a positive feedback between broader 
and more flexible social protection, on the one hand, 
and higher productivity, on the other—is also a 
distinct, and we argue more likely, possibility.  Given 
the irresponsibly inadequate focus on education and 
human capital development over the past 25 years, 
an intelligent program of investment in healthcare, 
education, and childcare can improve the rate of 
economic growth through higher future productivity.  
There is significant research supporting this view, 
as we discuss below.  Neglecting such investment 
is a serious disservice to the nation’s children and 
grandchildren.  We believe most of the programs 
proposed will pay for themselves over time. 

The paper has six sections.  In the next section 
we set the stage by describing important changes 
in the structure of the U.S. economy over the past 
30 years.  In the third section we show that the role 
of the government has not adjusted in response to 
these shifts.  Even our broad brush review reveals 
that protection for workers is inadequate and not 
comprehensive, that corporations are overburdened 
with the provision of services that should be a social 
responsibility, and that the system, is not on sound 
fiscal footing.  In the fourth section we propose 
a new “social safety net” with universal health 
insurance and childcare, a strengthened educational 
system, and a broadened unemployment insurance 
program.  In the fifth section we explore plans for 
raising the revenue needed for a new social safety 
net.  We conclude with a discussion of the broader 
implications of our proposal and a plan for future 
research.

2] the new economy

American capitalism has undergone 
considerable transformation in the past 30 
years.  A key feature of this transformation is 
deindustrialization.  Manufacturing now represents 
11%1 of employment and 13%2 of output, down 
from 22% and 21%, respectively, in 1975.  The rise 
of services in U.S. employment and output is not 
just a quantitative shift but a qualitative one, which 
affects the economy’s labor markets, its financial 
system and its links to the rest of the world. Even the 
remaining manufacturing firms have been affected, 
as the shift from traditional mass production to 
more customized manufacturing has required 
greater flexibility in the organization of production 
and has increased the demand for certain business 
services.  The transformation has been associated 
with rising per capita income, technological 
innovation, especially in information technology, 
a transformation of industrial relations, policies of 
deregulation and liberalization, the rise of highly 
competitive manufacturing, and, recently, more 
services producers abroad.3

The stagflation of the 1970s brought the 
beginning of the end of the post-World War II 
agreement between management and organized labor 
to link wages to productivity gains.  Even earlier, 
inflation brought the end of the Bretton Woods 
agreement, which supported free trade more than 
free capital mobility.  Inflation, slow growth, and the 
falling dollar put downward pressure on real wages, 
but the institutions that supported nominal wage 
growth were also breaking down, as unionization 
rates began to decline and firms looked to increase 
their flexibility in hiring and sourcing.  Piore 
describes this era as one of increasing “instability” 
of American companies, in which firms sought to 
reduce their commitments to labor in the name of 
a strategy of greater flexibility and lower costs.4  In 
addition, the international response, epitomized 
by Toyota, was to provide many more products to 
consumers at reasonable prices and good quality.  The 
number of new and differentiated products available 
on world markets increased dramatically between 
the mid-1970s and the mid-1990s.  This created 
enormous competitive pressure on productivity.5  
Wal-Mart today represents the extreme in this trend 
towards inexpensive, broad consumer choice based 
on the use of factory work from China and elsewhere 
and the use of part-time and non-union workers 
at home.  There were other changes, including 
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the deployment of assets to financial services in 
traditionally production-oriented corporations (e.g. 
General Motors, General Electric), and of course 
the expansion of international offshoring and 
outsourcing that we consider below.

Technological change, especially advances and 
cost reductions in data processing, communication, 
and information technology, has created new 
industries and led to labor-saving advances across 
many industries.  This was in part a constructive and 
impressive response to new competitive pressures. 
Firms such as Microsoft, Google, and Cisco, which 
did not even exist in 1975, are now near the top of 
the Fortune 500 companies.

Digital technology has also made more 
possible the fragmentation of processes whereby the 
production of goods and services can be broken into 
parts, each of which can be located in a different 
place, including abroad.  Thus, while U.S. output 
is now dominated by services, including education 
and healthcare, U.S. industrial output also generally 
contains more imports, as manufacturers increasingly 
use imported parts and outsource more processes.  
For every dollar of GDP produced in 2004, there 
was over 15 cents of imports.  This compares to just 
four cents of imports in one dollar of GDP in 1965.  
U.S. exports have also risen as a share of GDP (from 
5% to 10%) but have become more concentrated in 
high-technology manufacturing and services.

The consequences of these changes are 
enormous.  Americans today have a higher GDP per 
capita than ever before in history.  This in itself is 
far from a standard of success:  No developed nation 
since the industrial revolution has ever had a falling 
level of GDP per capita over a 30-year period.  More 
to the point, despite leaner business management 
and ongoing innovation, the trend rate of economic 
growth is significantly lower, as productivity growth 
has slowed.  In fact, the rate of GDP growth over 
thirty years has been historically very low in the 
United States, even including the boom of the late 
1990s. With this slowdown has come a number of 
problems, some of them simultaneously causes and 
consequences of slower productivity growth.  These 
include the stagnation of real wages, the rise in 
the average duration of unemployment, the rise of 
income and wealth inequality, and the emergence 
of unsustainable macroeconomic imbalances, in 
particular a trade deficit of 5.2% of GDP and a fiscal 
deficit at 3.4% of GDP in 2004.

In addition to these unsettling trends, our 
health insurance and education systems, two key 
aspects of our competitiveness and well-being, are 
highly inefficient and unequal.  (The system of 

pensions, which we do not take up in detail in this 
proposal, has also become unreliable for recipients 
and excessively burdensome on firms, to the point 
where private plans are massively underfunded and 
subject to default.) 

The United States spends far more per capita 
on health care than any other country.  Yet the state 
of our health, in terms of infant mortality and life 
expectancy, ranks below that of many industrialized 
countries.  More than 45 million Americans lack 
health insurance, and many of them hold jobs.  The 
nation’s health system is superior in the treatment of 
some diseases and conditions but inferior compared 
to other nations in some other key areas. For those 
firms that provide health insurance, coverage is 
increasingly restricted regarding new drugs and 
treatments. And these corporations are passing on 
more of the rising costs of employee health insurance 
to the workers.  Recent studies have associated 
skyrocketing health care costs with slow wage 
and employment growth and even with the rising 
U.S. current account deficit.6  Given in particular 
what the nation spends for its healthcare, the 
American health insurance system is failing both the 
population it serves and the companies that support 
it.

Despite the obvious necessity of more 
accessible and higher quality education, the U.S. 
public education system remains irresponsibly 
unequal, and high-quality public preschool programs 
have not grown despite studies showing their vital 
importance for future American productivity and 
competitiveness. As costs of higher education 
continue to rise faster than incomes and inflation, 
access to higher education has been reduced, 
especially for lower-income Americans.  Also, 
institutions protecting low-skill workers have 
weakened, as reflected in reduced union density, 
the fall of the minimum wage in real terms, and 
the increase of illegal immigration.  Meantime, the 
globalization of production effectively enlarges the 
pool of labor, especially of low-skill workers, available 
to American corporations.

These systems of capacity building and 
social protection are failing workers and firms.  The 
failure is particularly acute in times of slow growth 
or weak recovery, and the stagnation of real wages, 
the rise in economic inequality and poverty, and 
the growing macroecconomic imbalances can all 
be tied in part to the weaknesses of the old social 
contracts in the face of a new economy.  Heightened 
foreign competition, first from Europe, then Japan, 
then East Asia and Latin America, and now China 
have contributed to U.S. deindustrialization.  The 
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collapse of the Soviet Bloc, the emergence of China 
as a major world producer, and the technological 
advances in offshoring work to educated work forces 
in nations like India have been primary sources 
of the expanding worldwide workforce of lower 
wage workers and have put downward pressure on 
U.S. wages through rising low-priced imports and 
outsourcing.  At the same time that technological 
change reduced the cost of communications and 
transportation, governments worldwide reduced 
barriers to international trade and investment.  
Import competing sectors from textiles and apparel, 
to electronics, steel, semiconductors, and farming 
have faced intensified international competition.7

More recently, attention has turned to the 
production of services, previously thought to be 
immune to the forces of globalization.  The U.S. 
now routinely purchases from overseas services of 
software development, financial reporting, and call 
center operations.  Its surplus in services trade, which 
for years served partly to offset the deficit in goods 
trade, has shrunk over the past seven years.  Most 
disturbing about this trend is that it is increasingly 
affecting higher-skill, white collar workers in sectors 
that have been expected to generate the new, “good” 
jobs in the future.8

3] the old social safety net

The purpose of this essay is not to call simply 
for an expansion of government spending on social 
protection, but to outline a comprehensive plan 
for social protection that will spur innovation, 
encourage economic growth, and provide the safety 
net to encourage such dynamism and to protect 
those hurt by such change.  Before we can begin to 
lay out a reasonable proposal for a future social safety 
net, it is essential that we get a sense of the current 
situation. 

The transformation of American capitalism 
has not brought significant changes in the U.S. 
welfare state.  As a share of GDP, the overall level 
of federal spending on social programs rose steadily 
after War II until 1973. Since 1973, however, 
spending has flattened as a share of GDP, and 
now fluctuates around 16% (see Figure 1).  The 
breakdown of public social spending in the U.S. is 
shown in Figure 2.

Direct social spending in the United States 
is significantly lower than it is in European states.  
The summary in Table 2a shows a total outlay of 

Figure 1: 
Nondefense federal 
government spending 
as percentage of GDP, 
1951 to 20040
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$1.6 trillion in 2004.  But the United States also 
has an unusually large share of social protection 
provided by the private sector, including the 
massive private health insurance industry and the 
private pension system.  These are encouraged by 
the government the system of tax expenditures, 
payments that are typically deducted from taxable 
income and therefore result in a loss of tax revenues 
to the government.  These tax expenditures include 
home mortgage interest, corporate pension and 
healthcare contributions, and the earned income tax 
credit.  In 2004, a rough total of these expenditures 
alone equaled $350 billion.  Including such tax 
revenue “losses” in the total social net raises the 
American allocation of public resources to social 
welfare to levels closer to Europe’s on average.  But 
such tax expenditure, with the notable exception 
of the earned income tax credit, are largely directed 
at middle and even more so, upper middle income 
Americans, and typically represent a highly regressive 
use of federal subsidies.  Figure 3 shows the income 
level of the beneficiaries of various tax expenditures.

Consider now the main features of the social 
safety net today.

3.1 RetiRement Pensions

Old-age pensions in the U.S. come from Social 
Security and the private pension plans of the corporate 
sector. The Social Security system went into effect in 
1947 and today provides retirement income to 47 million 

Americans.9 The estimated average replacement rate for 
retired workers was 42.5% in 200410.  Payouts are linked 
to contributions so that pensions reflect the wage struc-
ture of the retirees when they were working.  Total social 
security payouts in 2003 were $471 billion.11 The system 
is financed through social security taxes, which average 
12.4% of wages.12  The current working population’s taxes 
finance the current retired population’s benefits.  As a 
result, there is considerable concern about the financial 
difficulties the system will confront when the large baby 
boom generation retires and the smaller, next-generation 
workforce is required to support them.  We return to 
this issue below, but for now we note that alarm over the 
system’s future financial shortfall is exaggerated.  By some 
estimates the system at current tax rates is financially 
sound until 2035 and would require only a 1% tax rate 
increase to remain sound at least until 2050.13  This esti-
mate is based on a conservative forecast for the long-term 
growth of productivity.

Private pensions grew side-by-side with the 
Social Security system beginning in the 1950s.  In 
1999, the total assets of these funds reached a value 
of $4.4 billion, with annual payout of $3.15 billion, 
101.7 million total participants14 and 73 million 
active participants.15  But it would be wrong to de-
scribe the private pension system and Social Security 
as complementary.  For one, all those who receive 
private pensions also are eligible for Social Secu-
rity.  Thus, it is a supplement to them. Moreover, 
since private pensions largely resulted from effective 
bargaining by organized labor, it is those workers 

Figure 2a: 
Selected components of 
the U.S. welfare state, 
1970–2002 (in billions 
of dollars)

1. Social Security Administration, 
Annual Statistical Supplement, 
Various Years. Compiled 
table available at http://www.
socialsecurity.gov/OACT/
STATS/table4a4.html (Accessed 
on July 13, 2005)

2. U.S. Department of Labor 
(2004). Private Pension Plan 
Bulletin: Abstract of 1999 
Form 5500 Annual Reports. 
Employee Benefits Security 
Administration. No. 12. Table 
E14

3. U.S. Bureau of Economic 
Analysis, ‘‘Regional Accounts 
Data, Annual State Personal 
Income’’; <http://www.bea.doc.
gov/bea/regional/spi/>; (accessed 
July 13 2004). Data refers to 
personal current transfer receipts 
in the form of unemployment 
compensation

Calendar 
year

Total 
benefits for 
old age and 

survivors 
and 

disability 

Unemploy- 
ment 

insurance 
compen- 
sation3

Healthcare4 Income maintenance 
benefits5

Total

Total 
public5 Medicare Medicaid Total6

Family 
assistance7

1970 38 4.2 27.6 7.7 5.3 9.9 4.8 80.7

1980 156.3 18.7 104.8 37.4 26 34.3 12.5 314.1

1990 356.5 18.2 282.5 110.2 73.6 63.5 19.2 720.7

1995 514 21.8 456.8 183.3 144 100.4 22.6 1,093.1

2000 625.1 20.7 592.4 224.5 203.4 106.6 18.4 1,344.7

2001 672.9 32.2 654.6 248.8 223.7 109.4 18.1 1,469.0

2002 714.8 53.7 718 267.7 250.7 119.4 17.7 1,605.9
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with the higher Social Security benefits that receive 
the largest pension benefits.  Replacement rates for 
private pensions, just like Social Security, rise with 
retirement year salary levels.  Tax deductions for 
private pension payments amounted to $94.7 billion 
in 2004.16

3.2 Disability

The Social Security program does not only 
serve the elderly but also the disabled.  These outlays 
account for 15% of social security payments in 2003, 
or $70.9 billion.

3.3 HealtH insuRance

Once again, in this crucial area of social 
protection, the American system is a combination of 
public and private support.  In this case, the private 
sector plays a bigger role than the public sector in 
supporting the working-age population.  Health 
insurance is provided through employment.  But 
again, business healthcare expenditures are largely tax 
deductible.  So there is a very significant if indirect 
government component. The GAO estimates the 
revenues loss resulting from income tax exclusions 
of employer contributions to medical insurance 
premiums and medical care was $102.3 billion in 
2004.17 The public sector’s direct role in the provision 
of health insurance is for the elderly (Medicare) 

and the poor (Medicaid).  In a system driven by the 
private sector, two major problems arise.  One is 
the well-publicized fact that more than 45 million 
Americans do not have health insurance since they 
are either not employed or working for employers 
that provide health insurance. While the rate of 
growth of the private sector’s spending on health 
insurance has increased rapidly, so has the public 
sector’s.  Overall, America spends more than 15% 
of GDP on healthcare, approximately $1.6 trillion 
in 2003. This is higher than any other developed 
nation in the world, but there is no evidence that the 
performance of healthcare in America on average is 
superior.  In some areas it excels, in others it lags.  By 
conventional measures—life expectancy and infant 
mortality—the United States ranks near the bottom 
among OECD countries. 

3.4. unemPloyment benefits

The unemployment insurance system in 
the United States was created in 1935 to offer 
income security to workers who became involuntary 
unemployed. It is a joint federal and state program 
in which each state develops its own guidelines for 
the administration of the system within a minimum 
set of standards established by federal law. To be 
eligible for benefits a worker must have worked a 
certain number of weeks during the year, must have 
earned a certain amount in the past year, must be 
actively looking for work, and must be out of work 

Figure 2b: 
Selected components of 
the U.S. welfare state, 
1970–2002 (as % of 
nominal GDP)

4. National Health Expenditure 
(NHE) Amounts by Type of Ex-
penditure and Source of Funds: 
Calendar Years 1965–2014 in 
PROJECTIONS format Down-
loaded from http://www.cms.hhs.
gov/statistics/nhe/default.asp on 
July 12, 2005

5. Total public healthcare expen-
ditures composed of other sub 
categories in addition to Medi-
care and Medicaid which are not 
shown in this table

6. Total income maintenance ex-
penditure composed of other sub 
categories in addition to family 
assistance which are not shown in 
this table

7. Through 1995, consists of 
emergency assistance and aid to 
families with dependent children. 
Beginning with 1998, consists 
of benefits—generally known as 
temporary assistance for needy 
families—provided under the 
Personal Responsibility and Work 
Opportunity Reconciliation Act 
of 1996. For 1996–97, consists of 
payments under all three of these 
programs

8. Components may not sum to total 
due to rounding errors.

Calendar 
year

Total 
benefits for 
old age and 

survivors 
and 

disability 

Unemploy- 
ment 

insurance 
compen- 
sation3

Healthcare4 Income maintenance 
benefits5

Total

Total 
public5 Medicare Medicaid Total6

Family 
assistance7

1970 3.75 0.4 2.66 0.74 0.51 0.95 0.47 7.77

1980 5.6 0.67 3.76 1.34 0.93 1.23 0.45 11.26

1990 6.14 0.31 4.87 1.9 1.27 1.09 0.33 12.42

1995 6.95 0.3 6.18 2.48 1.95 1.36 0.31 14.78

2000 6.37 0.21 6.03 2.29 2.07 1.09 0.19 13.7

2001 6.64 0.32 6.46 2.46 2.21 1.08 0.18 14.5

2002 6.82 0.51 6.85 2.55 2.39 1.14 0.17 15.31
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Tax Expenditures
Total           

($ billions)

Percentage of Total Claimed by Income Class

<$10K $10-30K $30-50K $50-100K >$100K

Mortgage Interest Deduction 70.2 0.03 1.98 8.46 34.37 55.16

Untaxed Social Security and 
Railroad Retirement Benefits

22.3 0.04 18.37 34.26 43.34 3.99

EITC 38 17.45 68.71 13.65 0.19 ---

Charitable Giving Deduction 34.4 0 0.48 3.48 19.13 76.91

Medical Deduction 7.6 <0.01 3.12 15.49 49.61 31.82

Child Care Credit 46.8 0.34 15.07 25.78 43.33 15.48

due to no fault of their own. Most states provide a 
maximum duration of 26 weeks of unemployment 
benefits during non-recessionary periods. In periods 
of high unemployment, however, the benefit period 
may be extended for an additional 13 weeks though 
the Extended Benefits program or congressional 
mandate, such as the Temporary Extended 
Unemployment Compensation Act of 2002. The 
weekly unemployment benefit amount is determined 
by each state. The replacement rate averages between 
50% and 70% of the individual’s average weekly 
pretax wage up to some state-determined limit.

The system is financed by taxes levied on 
employers—only three states collect contributions 
from employees. These taxes include a federal tax 
used to pay for the federal and state administration of 
the program and a state tax that is used to pay state 
unemployment insurance benefits. Employers receive 
a 5.4% credit on the 6.2% federal tax payment if 
their state unemployment insurance programs meet 
federal guidelines. Since all states currently meet 
these guidelines, the effective rate for the federal 
unemployment insurance payroll tax is 0.8% of the 
first $7,000 of covered wages in all states. Federal 
law requires the first $7,000 of a covered employee’s 
wages be subject to the state unemployment 
insurance tax. In 2004, only 10 states adopted 
$7,000 as their tax base, while the remaining 40 set 
a higher base.18 The tax rate charged to individual 
employers is experience-rated, meaning that the firms 

that lay off a higher percentage of workers and whose 
employees collect a higher amount of unemployment 
insurance benefits pay higher tax rates than firms that 
lay off fewer workers. The national average state tax 
rate charged to employers in 2003 was 2.1%.19

In the first quarter of 2005, the U.S. 
government spent $9.57 billion on unemployment 
benefits  with about 39% of unemployed workers 
receiving an average weekly benefit of $269.84. The 
average duration of unemployment benefits was 
15.9 weeks and the rate of exhaustion of benefits 
was 37.8%. A total of 128 million workers in all 
industries in the United States were covered under 
the unemployment insurance program. 20  

3.5 tanf anD otHeR anti -PoveRty 
PRogRams 

Temporary Assistance for Needy Families 
(TANF) replaced the welfare programs Aid to 
Families with Dependent Children (AFDC), the Job 
Opportunities and Basic Skills Training program 
(JOBS), and the Emergency Assistance program (EA) 
under the under the Personal Responsibility and 
Work Opportunity Reconciliation Act (PRWORA), 
which reformed the welfare system in 1996. 
PRWORA created a $16.5 billion a year block grant 
that provides states and tribes with federal funds each 
year to cover benefits, administrative expenses, and 

Figure 3: 
Distribution of selected 
tax expenditures, 2004

Source: Calculated from Joint Committee on Taxation, Estimate of Federal Tax Expenditures for Fiscal Years 2005–2009, 

Washington, D.C.: U.S. GPO, 2005, Table 3.
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services targeted to needy families. It also established 
a 5-year eligibility limit for families with an adult 
receiving Federal TANF benefits and set minimum 
work participation standards for participants in the 
program. TANF has four main purposes: assisting 
needy families so that children can be cared for in 
their own homes; reducing the dependency of needy 
parents by promoting job preparation, work, and 
marriage; preventing out-of-wedlock pregnancies; 
and encouraging the formation and maintenance of 
two-parent families.21 Eligibility criteria and benefit 
levels are set by individual states.

In FY 2002, combined state and federal 
spending was $25.4 billion, of which $14.6 billion 
were federal expenditures and $10.8 billion were 
from state Maintenance of Effort (MOE) funds. 
States spent 41% of their total federal TANF and 
state MOE funds on cash assistance, 10.7% on work 

activities, 2.3% on transportation and other work 
supports, and 32.14% on administrative and other 
expenses. Child care spending totaled 13.8% of all 
spending in 2002.22 There were a total of 5.5 million 
recipients of TANF and state MOE funded benefits 
in September 2002.23 The all state average monthly 
TANF benefit for a family of three was $412 in July 
2002.

3.6 PRescHool cHilDcaRe

In the United States, early childhood care 
and education remain primarily the responsibility of 
households. It is estimated that on average families in 
the United States spend approximately 9% of their 
monthly earnings on substitute childcare.24

Federal funding for education and childcare 

Source: Committee for Economic Development (2002), Preschool for All: Investing in a Productive and Just Society, New York, NY.

Program Expenditure Recipients

Federal

Head Start $6.2 billion (appropriation in 2001)
857,664 children enrolled in 
FY2000 aged 0 to 5.

CCDF

GAO estimates that approximately 
70% of the $4.5 billion federal 
budget authority or $3.15 billion 
went to these children.

GAO estimates that 1.3 million 
children under age 5 participated 
in CCDF in FY 1999

TANF $1.3 billion in FY 1999
350,000 children under age 5 in 
FY 1999

Special Education $835 million
1.1 million children under age 5 in 
FY 1999

Title 1 grants 300,000 under age 5 in FY 1999

Tax credits

State

Prekindergarten $1.7 billion in 1998-99 750,000 children

Match funds for CCDF 
and TANF plus other state 
expenditures

$8 to $10 billion in 1999
Figure 4: 
Preschool childcare 
programs—expenditures 
and recipients



��

comes from a number of sources: Head Start; the 
Child Care Development Fund (CCDF); TANF 
block grants; special education programs; and Title 
1 of the Improving America’s Schools Act. It is 
estimated that Head Start and the CCDF account 
for about 75% of the available federal funding.25  
Most of the state funding for early childcare comes 
from match funds for the CCDF and TANF 
block grants. In addition, 42 states including the 
District of Columbia fund regularly-scheduled 
state prekindergarten initiatives. Some estimates of 
the expenditures and number of recipients of these 
programs are shown in Figure 4. 

3.7 suPPoRt foR HigHeR 
eDucation

Total federal aid for post-secondary education 
was $90.1 billion in 2004-05.26 While average 
government financial aid per full-time student 
increased by 40% over the past decade, this increase 
has not offset the increase in the average price of 
tuition and fees at four-year colleges. The College 
Board estimates that the real net cost of tuition 
and fees per full-time student at four-year public 
colleges increased by 15% over the past decade 
from 1,900 to $2,200, whereas the real net price 
per full-time student of tuition, fees, and room and 
board increased by 30% from $6,800 to $8,800.27 
Net price is the total tuition and fees less average 
government grant and education tax benefits per 
full-time student.  At private four-year colleges, the 
real net price per full-time student of tuition and fees 
increased by 22% and the real net price of tuition, 
fees, and room and board increased by 21% over the 
period. 

The growing burden of college costs has been 
falling increasingly on family budgets. According to 
College Board estimates, the proportion of family 
income required to cover the net tuition and fees 
for full-time dependent students enrolled in public 
colleges increased by one to two percentage points 
from 1992–03 to 2003–04 in each income quartile.  
The proportion required to cover the net tuition, 
fees, and room and board grew the most for the 
lowest income quartile (six percentage points) and 
the least for the highest quartile (one percentage 
point).

3.8 tRaDe aDjustment 
assistance

The Trade Adjustment Assistance (TAA) 
program was established under the Trade Expansion 
Act of 1962 and bolstered in 1974 in order to 
provide temporary income support for workers who 
lose their jobs as a result of import competition.  
Since 2002, the program is funded at up to $2 
billion annually but eligibility requirements are 
strict and actual outlays are far below funded 
levels.  Workers in certified firms can apply for up 
to one year of assistance beyond that provided by 
unemployment insurance and an additional six 
months beyond this if they enroll in a certified 
training program.  In 2003 only 204,000 workers 
were certified for TAA benefits, with only 47,000 
of these receiving the retraining supplement.  The 
2002 adjustment also included a “wage insurance” 
plan, but eligibility is so restrictive that as of June 
2005 only 800 workers were receiving it.  The TAA 
program serves only manufacturing firms and the 
major recipient industry is the automotive sector.28  

3.9 eaRneD income tax cReDit

The Earned Income Tax Credit (EITC) 
was enacted by Congress in 1975. The aim of 
the refundable federal tax credit is to reduce the 
burden of taxes, supplement earnings, and to 
make employment more attractive than welfare 
to low-income working families. Depending on a 
taxpayers tax liability and the size of the EITC he 
or she qualifies for, a qualifying taxpayer may have a 
reduced federal tax burden, none at all, or may get 
a refund from the federal government. Numerous 
research studies have highlighted the effectiveness of 
the EITC. It has been shown that the EITC has had 
a significant impact on employment, most effectively 
for low-income single parents. In addition, the EITC 
has been shown to reduce poverty. An estimated 4.4 
million people were lifted out of poverty in 2003 by 
receiving the EITC.29 

To qualify, a working taxpayer with children 
must earn less than $30,338 to $35,458 depending 
on marital status and number of qualifying children. 
A working taxpayer without children must earn less 
than $11,490 and $12,490 depending on marital 
status. A qualifying taxpayer may pay less federal 
tax, no tax, or even get a tax refund from the federal 
government. In 2003, approximately 40.8 million 
people received about $38 billion from the Earned 
Income Tax Credit.30 
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3.10 How tHe system is 
financeD

In 2004, roughly $1.9 trillion federal taxes 
were raised.  Of that, 43% are personal income 
taxes.  Some 40% are Social Security and other 
payroll taxes.  Some 10% are corporate income taxes.  
Other taxes, such as excise taxes, account for a few 
percentage points. This distribution is shown in 
Figure 5.

4] a new social safety net and 
cost estimates

We begin this section with a rough estimate 
of the cost of our proposed New Social Safety Net.  
In the next section we propose a tax reform that 
raises adequate revenue to cover the costs of the 
programs over the course of the normal business 
cycle.

4.1 univeRsal HealtHcaRe

We believe the costs of the current healthcare 
system are simply unsustainable.  The nation 
has effectively been able to distract itself from 
this impending crisis.  Moreover, the healthcare 
system, even at its current high level of funding, 
is inadequate.  There is a widespread myth in the 
land, often reprised by President Bush, that we 
have the best healthcare system in the world. There 
is very little evidence to support this.  As noted, 
by conventional criteria, our health outcomes, 
including mortality rates and life expectancies, rank 
near the bottom of the OECD nations.  By more 
sophisticated measures, we are ahead in some areas 
and well behind in others.31  Evidence is also ample 
that effective health practices are not followed.32  
To take one specific example, it is estimated that 
if proper care were provided for diabetics, the 
total cost of this condition could be reduced by 
50%.  Stunningly, one in ten dollars of healthcare 
expenditures is accounted for by diabetes related 
illnesses.33

Figure 5: 
Federal receipts by ma-
jor category, FY2004

Source: Economic Report of the President: 2005 Report Spreadsheet Table B-80
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Despite the inadequate process and outcomes, 
we spend far more of our GDP on healthcare than 
any other OECD country—some 15%.  The next 
closest is Switzerland, which spends 11.7% on 
healthcare.  France and Canada spend closer to 
9%. All of these nations produce health outcomes 
equivalent to the United States, or better.  A 
reasonable estimate made by the Center for Medicare 
and Medicaid Services is that at current rates, the 
nation will spend nearly 20% of GDP on healthcare 
by 2015. 

Aside from cost and inefficiency, healthcare 
coverage is tragically low in the United States.  Some 
45 million Americans have no coverage, even though 
a majority of them work. This lack of coverage 
is likely to be exacerbated as healthcare costs rise 
and corporations reduce and make more expensive 
the coverage they offer.  The poor healthcare for 
the uninsured is well-documented.  Some 18,000 
Americans a year die due to lack of insurance.  In 
fact, lack of insurance is the seventh leading cause 
of death in the nation.  Moreover, in any one year, 
even though they have access to public hospitals, 
one third of the uninsured do not receive treatment 
even when sick.  To take but one example, 270,000 
children with asthma do not see a doctor.34   The 
lack of proper healthcare results in high costs for the 
nation, placing a large burden on public hospitals 
as well as on Medicare and Medicaid.  This expense 
may total two to three percent of annual healthcare 
expenditures. 35  Poorer health is also extremely costly 
in terms of lost worker productivity.  One group, the 
HR Policy Association, puts the economic losses due 
to poor healthcare between $87 billion and $126 
billion a year. 

Meantime, the costs of existing health 
insurance for individuals will keep rising rapidly.  
Healthcare premiums rose at double digit rates 
between 2000 and 2004.36  One reason is the 
current American medical system’s inefficiency.  
According to an analysis by the staff of Senator 
Edward M. Kennedy, it costs $12 to $25 to process 
a single transaction, compared to pennies or less in 
many industries.  Some 13% of premium dollars 
in the private sector are directed to marketing and 
administration; only 3% of Medicare spending is for 
administration. Insurance premiums are again rising 
at double digit rates.37  

Finally, the cost to business of providing 
insurance is debilitating.  A Canadian auto worker 
costs four dollars an hour less because of cheaper 
healthcare.38   It is widely reported that General 
Motors spend approximately $1500 per car it 
manufactures on healthcare costs for its workers.       

A survey by economists Sarah Reber and Laura 
Tyson, privately published, found businesses did 
reduce hiring in response to rising healthcare 
premiums.39  Indeed, the average employer 
sponsored healthcare plan is likely to cost $14,500 in 
2006.40

In addition, reduced job tenure has made 
healthcare less reliable for Americans working in 
good jobs.  Not only are premiums and co-payments 
rising, but the United States is losing many jobs 
with adequate healthcare coverage.  Given falling job 
tenure and the rise of temporary and part-time work, 
a large proportion of Americans are not covered 
at some point or other.  In 2002 and 2003, for 
example, one out of three Americans had no health 
insurance for a period of time.41 

We propose a universal healthcare system 
financed by the federal government that severs 
healthcare benefits from the job and reduces overall 
healthcare costs per employee to business.  Our 
proposal is based on a study by a leading scholar 
in the field, Kenneth Thorpe, professor at Emory 
University, that was done for the National Coalition 
on Health Care, a non-partisan group based in 
Washington, DC.  

The underlying conclusion of most analyses 
of this subject is profound.   A universal system 
financed and overseen by the federal government will 
more than pay for itself.  It will reduce administrative 
costs, promote better healthcare practices, and make 
it easier to adopt a universal information technology 
system that will also save billions of dollars a year.

Thorpe considers a model of a system in 
which all Americans are entitled to a healthcare 
program similar to the one offered by Blue Cross-
Blue Shield.  Thus, coverage is not linked to a job. 
This would be a traditional insurance program with 
co-payments and complete patient choice of doctors.  
Thorpe assumes that such a program will yield 
serious savings in terms of reduced administrative 
costs and reduced costs due to the adoption of 
information technology.  In our idealized proposal, 
all Americans would be eligible for this program.  It 
could be fully implemented in three years.  Medicare 
and Medicaid would remain in force, but their costs 
would also fall as the healthcare delivery system 
becomes more efficient.

Thorpe’s analysis shows, by the year 2015, 
the nation would spend $180 billion a year less 
annually on healthcare, even as all Americans are 
covered.42  Such a program could be financed 
in several ways.  We believe the most credible 
financial proposal would be to impose a higher 
payroll tax on business to finance the largest part 
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of the program.  This is justified because business 
would no longer be required to pay for healthcare 
insurance for their employees.  Thorpe’s analysis 
assumed that business would pay 75% of the costs.  
The ten-year cumulative cost to business would be 
nearly $8 trillion.  A reasonable estimate is that in 
2005, had such a plan been implemented, the cost 
would be $600 billion.  This is based on a similar 
analysis Thorpe undertook for a proposal by Senator 
Kennedy. 

As an example, the program could be 
financed by imposing an additional 6.5% payroll 
tax on business. Employees would be charged 
an additional 2% payroll tax. For most large 
businesses, the imposition of the new payroll tax 
would represent a substantial savings.  The average 
healthcare plan now costs business 13% of payroll.43  
Thus, such a plan reduces hiring costs for most large, 
internationally competitive businesses.  On the other 
hand, it would impose an additional cost on the 
many small businesses that do not provide health 
insurance today.  There are alternative potential 
sources of revenue to support the program, including 
sales taxes and higher income and corporate taxes.  
The main objective is that the United States would 
pay less as a proportion of GDP for a better system 
of healthcare that includes all its citizens. 

4.2 cHilDcaRe anD otHeR family 
PRogRams

Although policy proposals vary in the 
literature in terms of their recommendations for the 
types of educational and care services to provide and 
the population to target, it is strongly agreed among 
experts in the field that the system of early childhood 
education in the United States is inadequate and 
requires public intervention to expand coverage and 
to improve the quality of services and efficiency. 
A number of reasons have been cited for why 
intervention is a necessary measure, including the 
positive relationship between early education with 
the cognitive and social development of children. 
A national system of early childhood education 
would extend these opportunities for quality 
early education to more children. In addition, the 
developmental benefits of early childhood education 
have been associated with broad social benefits, 
including reduced crime and increased productivity 
of the labor force.44 

An additional argument in favor of national 
early childhood education is the reality that the 
structure of the American labor force and the typical 

family in the United States has been changing 
dramatically over the past few decades. Between 
1970 and 2003, the labor force participation of all 
women in the United States increased from 43.3% 
to 59.5%, while the labor force participation of 
married women with children under six years old 
increased from 30.3% in 1970 to 59.8% in 200345.  
The number of families with children under six years 
old that are maintained by one employed parent 
with no spouse present increased from 13.8% in 
1995 to 17.1% in 200346 (No. 581).  This rise to 
dominance of the two-worker and single-parent 
family is one of the significant changes of our time. 

There are three consequences to this general 
trend:

1. There is less time to nurture and educate young 
children.

2. Women typically feel pressure to be the 
caregiver and cannot pursue careers or fully 
invest in and exploit their personal human 
capital. 

3. There is prejudice at the workplace against 
women because they are expected to leave their 
jobs or truncate their careers. 

In view of these trends, we see three needs 
that should be addressed in a national family 
policy.  There must be firmer laws that allow parents 
longer paid leave after childbirth and a guaranteed 
job on return.  There also must be universal full 
day schooling for children three to five, expanded 
kindergarten (many of them are not full-day) and 
more available out-of-home child care for those 
under three. Based on the research done by Meyers 
and Gornick, these measures can be accomplished 
for approximately $150 billion.47 

Meyers and Gornick recommend a universal, 
nationally funded early childhood education 
program that provides part- and full-time childcare 
for children up to age three and full-day universal 
preschool for children age three until they enter 
kindergarten, usually at age five.48 The remainder 
would be paid for by parents on a sliding scale 
adjusted to family income. The additional costs to 
government for this part of the family plan program 
are estimated to be $95 billion for all children and 
$68 billion under the assumption that only 50% 
of children less than three years old participate. 
Based on the average share of expenses financed by 
European governments in similar programs, Meyers 
and Gornick recommend that 82% of the cost of 
this program would be funded by the government 
from general tax revenues.

In addition, Meyers and Gornick propose 
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a scheme of parental paid leave that includes the 
following elements: six months of paid leave available 
to both employed mothers and fathers following 
the birth or adoption of a child at a 100% wage 
replacement; employed mothers and fathers have 
the right to take their paid leave full-time for six 
months or in some type of part-time scheme that 
can stretch the length of the six months of leave 
until their child is three years old (with ample 
notification to employers of employees plans); and 
employed parents are entitled to 24 hours of paid 
leave to attend to other family obligations, such as 
medical appointments. The cost is estimated at $45 
billion assuming that the 100% of employed parents 
completely use their entitlement. The costs would 
decrease to $22.5 billion if approximately 50% of 
employed parents use their entitlement to six months 
of paid leave at 100% wage replacement.49

Combining these two components, the total 
cost of Meyers and Gornick’s proposal for a more 
comprehensive family and work policy would fall 
between $107 billion and $156 billion depending 
on the take-up level. Figure 6, taken from Meyers 

and Gornick, provides a complete breakdown of 
the estimated costs of their family and work policy 
proposal.

A number of cost-benefit studies of early 
childhood education programs find that over time 
targeted intervention programs, such as the Perry 
Preschool Program and the Abecedarian Early 
Childhood Intervention Program, have produced 
positive social benefits that well exceed the costs of 
implementing the program.50  Lynch extrapolates 
from the findings of a series of studies documenting 
the outcomes of participants in the Perry Preschool 
Program to assess benefits and costs of a high quality, 
publicly funded early childhood education program 
that provides education services to all children 
aged three and four years living in poverty in the 
United States through 2050.51 He finds that the 
total estimated benefits of such a program to the 
participant and the public will outweigh the costs by 
a ratio of nine-to-one over time. The benefits of the 
program come from reductions in costs over time 
due to decreased grade retention, reduced public 
education costs, increased participant earnings 

Figure 6: Estimated 
costs of the Meyers-Gor-
nick proposal for family 
and work policy in the 
United States

Source: Meyers, Marcia K. and Janet C. Gornick (2004), Work/Family Reconciliation Policies for the United States: 

Lessons from Abroad, Table 2, p. 28.

Billion of dollars Share of U.S. GDP

Paid family leave

100% take-up $45 0.43%

50% take-up $22.50 0.22%

Early childhood education and care

100% of children $111.10 1.07%

50% of children under 3 years $84.40 0.81%

Total

100% take up on both 
components

$156 1.50%

100% take-up on family leave, 
50% of children under 3 years

$129 1.24%

50% take-up on family leave, 
100% of children

$134 1.28%

50% take-up on family leave, 
50% of children under 3 years

$107 1.03%
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and employee benefits, reductions in crime, and 
reductions in welfare payments.

A study by Currie calculates the costs and 
benefits of the national Head Start program, focusing 
only on the short-term and medium term benefits of 
the program. She finds that the benefits of the Head 
Start program will offset the costs of the program by 
40% to 60%.52  It is clear from these estimated costs 
that the implementation of a universal system of 
early childhood education would require a significant 
increase in public finance over current government 
expenditure. However, the findings of the benefit-
cost studies suggest that the investment would yield 
significant future benefits that would outweigh the 
current expenditures on a national program.

4.3 unemPloyment insuRance 
bRoaDening

As lay offs become a traditional response to 
global competition and technological change, it is 
imperative to broaden unemployment insurance 
coverage.  If we are to allow our corporations such 
flexibility, we must provide a safety net so that the 
penalties of such policies are not unfairly borne by 
those who lost their jobs through no fault of their 
own.  We must also extend unemployment insurance 
on a pro-rata basis to the increasing number of 
part-time and temporary workers, as well as to the 
several million low-wage workers who do not qualify 
now.  Current unemployment benefits should also be 
extended by 13 weeks, at a minimum.  The number 
of long-term unemployed has increased.  The average 
duration of unemployment was 18.4 weeks in 2005 
compared to 16.6 weeks at the same stage of the last 
economic expansion.53  We believe there should be 
an added extension for those who go actively into 
new job training. 

The annual costs of such broadening for 2005 
are estimated in Figure 7.

4.4 college foR all

Just as the United States once established 
free primary school, then free high school, and, 
finally, significant subsidies for college, it is time 
to make college free for all who are qualified.  A 
changing world simply demands it. Rising tuition 
and fees for public colleges over the past 10 years 
have made higher education an increasing burden 
on the budgets of many American students and their 
families. The College Board estimates that tuition 
and fees at four-year public colleges increased by an 

average 51% from 1994–95 to 2004–05.  For two-
year public colleges, the increase was 26% over the 
period.54 The extent of the burden that these rising 
costs place on American families becomes more 
apparent when we consider the slow growth of 
the real median family income over the same time 
period. Real median family income increased by 
only 6% between 1995 and 2004.55 One of the main 
reasons for these rising college costs is the many 
cuts in state appropriations to public institutions 
resulting from budgetary shortfalls and the shift of 
state funds to other fiscal priorities.56 

Student aid from the federal government is 
the largest source of external funding available to 
students to help finance higher education. While the 
total college assistance to undergraduate students has 
risen by 117% (in real terms) since 1994–95, the 
composition of this assistance has shifted away from 
grant aid towards loans. Unlike grants, loans must 
be paid back upon graduation.57 In 1999–2000, 
64% of students had federal loans and graduated 
with an average cumulative federal student debt of 
about $17,000. In 1992–93, in comparison, 42% 
of students graduated with federal loan with an 
average debt of $9,188.58 The prospect of large debt 
burdens from college education costs may serve as a 
significant barrier to enrollment and completion of 
higher education because it may influence student 
decisions as they weigh the burdens of student loans 
against the income benefits of a college education. 
It may also have significant implications for student 
choices in terms of the time frame and location of 
study as well as decisions on subject areas of focus 

  

Source: Emsellem, Maurice and Andrew Stettner, 

Unemployment Insurance Safety Net Project, National 

Employment Law Project, <http://www.nelp.org/ui/

aboutuisnp040403.cfm>

Cost

Part-time workers 0.8

Temporary workers 1

Low wage workers 1.5

Extension of 13 weeks 7

Extension for those in 
training

2

Total 12.3



��

and career choices.
Federal aid and work study programs do 

not generally provide enough assistance to cover all 
college costs. Subsequently, students seek assistance 
from their families or take on part- or full-time 
work, which limits the amount of time they can 
devote to their education. The lack of financing 
is an important consideration for students from 
low- and middle-income families that cannot rely 
on family support to help finance their education. 
These unmet costs are likely to serve as a significant 
barrier to college for these students—contributing 
to the economic stratification of the higher 
education system in the United States. The Advisory 
Committee of Student Financial Assistance finds 
that college-qualified high-school students from low-
income families with high unmet financial needs are 
less likely than their high income counterparts to 
be enrolled in any institutions of higher education 
within two years of graduating (73% versus 95%) 
and are more likely not to enroll in college (22% 
versus 4%).59 Limiting the analysis to qualified 
high-school graduates is an important attribute 
of this study because it isolates the effects of high 
unmet financial needs on enrollment (and also on 
completion) rates from the effects of factors such as 
academic preparation and parent preparation.

The benefit of higher education to individual 
living standards is quite clear. In 2003, the median 
income of a college graduate was 86% higher than 
the median income of an individual holding only 
a high school diploma.60 Having a highly educated 
population also carries increasingly significant social 
and economic benefits. Since college graduates 
have higher income they will contribute more in 
taxes. In addition, unemployment rates are lower 
amongst those with a bachelor’s degree or higher 
than those holding only a high school degree.61 
In 2004, the unemployment rate was 2.7% for 
those with at least a bachelor’s degree and 5.0% 
for high school graduates. In particular, in a global 
world of more sophisticated technology, a more 
educated population is a simple requirement for the 
maintenance of competitiveness.

The G.I. Bill, which made higher education 
available to soldiers returning from World War 
II until 1987, is an example of a similar type of 
legislation enacted by the U.S. government.  This 
legislation not only succeeded in increasing the 
access to higher education for many soldiers—it is 
estimated that 40% of those that went to college 
under the bill would not have done so otherwise—
but also contributed positively to the U.S. economy.  
By 1987, it is estimated that the additional taxes paid 

by those who participated in the program more than 
paid for the program’s cost and added significantly to 
level of the U.S. output in goods and services. 62  

In light of these concerns over the large 
increases in tuition at public colleges, the increasing 
indebtedness of college students, the economic 
stratification of higher education attributed to 
financial barriers, and the individual and social 
benefits of higher education, we advocate a 
government-financed four year college-for-all 
program, following the recommendations of the 
Debs-Jones-Douglas Institute.63 Although the 
institute does not provide a rigorous model deriving 
the added government costs of providing four years 
of college for all qualified students or a description 
of what attributes of the program the government 
would finance, they do suggest that the cost of such 
a plan may fall between one and two times the 
current total tuition and fees at all public degree 
granting institutions. According to the Department 
of Education, these totaled $31.9 billion in 2000–
01. Thus, the cost may be between $32 and $64 
billion.64 

4.5 ongoing social net issues

Social Security  

The financial gap in Social Security can be 
solved through raising additional revenue.  Making 
radical reforms on the basis of a 75 year projection 
of the economy is not sensible.  It is entirely possible 
that the economy will grow faster than currently 
projected by the Social Security Administration.  
Immigration patterns will also affect the long-term 
outcome.  This is not to say that efforts should not 
be made immediately.  The costs of these efforts have 
been exaggerated, however.  Rather than discussing 
how much will have to be raised in payroll taxes or to 
what degree benefits must be reduced, we think it is 
more useful to estimate total annual cost.  Based on 
the analysis by the Social Security Administration, 
it would require approximately $100 billion in 
revenues and additional revenues of one percent of 
GDP onward. 

Medicare 

This is a more difficult issue and involves not 
just the Medicare system but the complex root causes 
of rising healthcare in the nation.  Medicare costs 
will be a significant drain on future federal revenues.  
According to government forecast, the Medicare 
system will be more costly than Social Security by 
2024.65  The same forces will increase healthcare 
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expenditures for business, however, and they will 
likely be able to afford less.  While more study is 
needed, it is clear to us that such trends in healthcare 
costs make a single payer system with controls over 
prices more appealing.  Future research may show 
that a single payer system will control future medical 
costs with such efficiency that the Medicare and 
Medicaid gaps may well be eliminated, or reduced to 
manageable levels.  Total expenditures on Medicare 
are estimated at $333.0 billion dollars in 2005. This 
amount increases to $748.0 billion in 2014.66

Private retirement security

We do not believe as yet that the government 
can contribute further to private retirement security.  
One possibility is tax exempted savings in addition 
to Social Security.  Another possibility is to mandate 
businesses to provide additional pension benefits.  
Our main concern, however, is to develop a system 
in which private pensions become fully portable.  We 
will research these issues in a future discussion.

4.6 otHeR social net issues

Equalizing the quality of public schools

By many measures, the quality of education 
is failing in America.  Much of this has to do with 
unequal availability of education.  Equalizing 
financing of such schools in states is a requirement in 
order to undo the inequality of the system.  It may 
require significantly more federal investment in K-12 
education. 

Raising the minimum wage 

The real minimum wage in 2005 was 
near a post-World War II low.  As a proportion 
of the average wage, the current minimum wage 
stands at its lowest level since the 1950s.  The low 
minimum wage accounts for a good share of the 
rising inequality of incomes at the lower end of 
the spectrum.  We believe it is mandatory to raise 
the minimum wages substantially for the sake of 
equity.  There are two other benefits.  Higher wages 
motivate employers to adopt better managerial 
and technological practices and to invest in worker 
abilities.  Higher wages increase demand for goods 
and services without incurring borrowing that 
may well also contribute to productivity growth, a 
generally neglected source of growth in current U.S. 
growth theory.

Figure 8 summarizes the estimated cost of our 
proposed New Social Safety Net.

5] Potential sources of revenue      

A new social safety net such as the one 
proposed above would require approximately $930 
billion in additional government spending in 2006.  
This is a significant number, some 9% of GDP.   But 
the largest share—some $600 billion—would replace 
current private spending on healthcare.  Net new 
spending is roughly $330 billion.  Figure 8 shows the 
main components of the program and their expected 
annual cost in 2005 dollars.

A changing world requires not only a new 
approach to social protection, but also a change 
in the way the federal government raises revenues. 
On the one hand, flexibility for business requires 
reductions in employment costs.  On the other 
hand, a sustainable social safety net requires that 
government be able to raise adequate revenue.  Below 
we propose a way to raise the additional revenues 
needed. 

5.1 tHe goveRnment Role in 
economic gRowtH

While the debate continues over why the 
United States has lower unemployment rates than 
Germany and France, there is little evidence that 
social programs—for the United States or across 
industrialized countries—are a cause of slow 
economic growth.  Moreover, despite widespread 
claims to the contrary, there is little support for the 
view that higher taxes reduce incentives to work or 
invest.  The experience of the 1990s, during which 
time there were two tax increases, did not result in 
reduced investment.67  To the contrary, after the 
Clinton tax increase, investment as a proportion of 
GDP increased substantially.  Similarly, we also know 

Figure 8: Additional government spending 
needed for New Social Safety Net by compo-

nents (in billions of dollars).

Component Cost

Healthcare for all 600

Childcare and family policies 150

Unemployment broadening 12.3

Social Security 100

College for all 60

Total 932.3
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that reducing taxes has had the hypothesized effect 
of reducing investment.  Consider the Bush tax cuts 
since 2000.  Federal taxes are now only about 16% of 
GDP, the lowest level since the 1950s, and profits as 
a share of GDP are at an historic high.  Still, capital 
investment as a percentage of GDP is surprisingly 
low given the high level of profits.  In sum, based 
on the evidence from the past 15 years, we do not 
believe there is any strong macroeconomic case 
against moderate tax increases.  

5.2 Possible efficiency gains

The goal, however, is not to raise or reduce 
taxes for its own sake.  The point is to find the 
right set of tax and expenditure policies that 
encourage investment, employment and growth, 
and control costs.  We argue in this paper that this 
may include moving spending on social protection 
(notably, health insurance) from the private to 
the public sector.  There are at least two potential 
sources of efficiency gains from our proposal.  The 
most important are the gains from a single payer 
healthcare system.  Such gains from extensive use 
of information technology, reduced administrative 
and marketing costs, and universal coverage (which 
reduces catastrophic health care due to prevention) 
could save the national economy substantial amounts 
of money.

The evidence is overwhelming that further 
well-managed investment in education, from pre-K 
through college, will also generate substantial pay-
offs for the economy.  It is arguable that they will 
pay for themselves.  There is historical precedent: 
increased incomes due to college attendance 
subsidized by the G.I. Bill ultimately paid for the 
government subsidy through increased tax collection.

5.3 Raising tHe PayRoll tax

To be fiscally responsible, we cannot count on 
these efficiency gains.  Thus all of the scenarios call 
for an increase in the payroll tax on both employers 
and employees.  Businesses have often argued that 
reducing the payroll tax burden on employers will 
encourage more flexibility, induce more hiring, and 
spur household consumption demand as the tax cut 
leads to higher wages.  In theory these claims have 
merit.  If the tax is fully shifted onto the workers, 
then employers are unaffected, while workers see 
their wage decline by the amount of the tax.  But if 
the tax is only partially shifted onto workers, then 
employers’ costs rise while workers wages fall only a 

portion of the tax.  Employment will fall in this case.
The empirical literature on the incidence of 

payroll taxes shows that the effect is mainly on wages, 
with little effect on employment.  This is presumably 
because labor supply is highly inelastic.  According to 
Daniel Hammermesh:

[M]ost of the long-run burden of a payroll 
tax increase is borne by workers in the 
form of lower wages.  This is true regardless 
of the value of the demand elasticity.  It 
implies that the increase generates little 
disemployment, and obversely that 
subsidizing employers’ payroll tax payments 
generates only small rises in equilibrium 
employment….Barring substantial 
improvement in empirical studies of tax 
incidence, we must tentatively infer that 
most of the burden of payroll taxes is on 
wages.68

It is possible that the existing empirical 
literature is not applicable in our case, given the large 
tax increase and offsetting cost savings on health 
insurance premiums that we are proposing.  Most of 
the literature is based on experiences of small changes 
in the payroll tax and would be considered reliable 
only for small movement in the tax rate.  If we are 
right that savings from subsidized health insurance 
is upward of 12% of payroll and that payroll taxes 
are raised by 8% on employers, this implies a four 
percentage point decline in costs per employee.  
Around such a large change, it is possible that 
firms will indeed expand employment.  Certainly 
the opposite has been found, that large increases 
in per employee health care costs have lowered 
employment.69  The question is whether this effect 
will work in reverse. 

5.4 financing Plan: summaRy

Our financing plan requires a rise in payroll 
taxes by a total of 8.5%, 75% of which is paid for 
by business and the remaining 25% by individuals.  
The remainder of our program requires $332 billion 
in additional federal financing.  These are offset by 
reduced private spending on healthcare and the other 
benefits of the new social contract.  Americans are 
getting something back from their government—a 
significant increase in overall welfare, given the 
broadening of coverage for health insurance, 
preschool and schooling, and for unemployment 
insurance.

We propose that the remainder of the social 
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net be financed as follows.70 
• Raise all personal tax rates by 3%.  This would 

yield $150 billion .
• Restore corporate taxes to their pre-2001 

level of 3% of GDP.  They are now 2% of 
GDP.  Restoring them to 3% of GDP through 
aggressive closing of loopholes and other 
reforms would plausibly raise $100 billion.

• Eliminate the cap on payroll taxes for 
corporations to raise $50 billion a year. 

• Finally, tax dividends and capital gains at 
personal rates to raise more than $50 billion.  

Our proposed tax reform is slightly progressive in its 
incidence and thus more fairly distributes the cost of 
the social net between capital and labor. 

5.5 two alteRnative tax 
Revenue Possibilities:

1] We could eliminate any employee payroll tax 
increase to finance the universal healthcare program 
by adopting a nationwide sales tax.  A two and a half 
percent sales tax would raise $150 billion, sufficient 
to finance the employees’ share of the healthcare 
plan.  An additional two and a half percent increase 
would enable the government to establish subsidies 
for small business to reduce the required increase 
in payroll taxes.71  A sales tax is regressive, but a 
progressive consumption tax could also be devised 
to raise an equivalent amount of money.  There are 
practical problems with the progressive consumption 
tax, however.  The tax imposed on high income 
individuals would typically have to be on the order 
of 25% or more to generate the equivalent of a 5% 
nationwide sales tax.  The reason is that the large 
majority of American income is earned by middle- 
and lower-income individuals.

2] A second alternative would be to cut substantially 
the regressive tax expenditures for housing and 
private pension coverage.  We have not fully 
computed the revenue generating possibilities.  For 
example, lower caps on the tax deductibility of home 
mortgage interest could be both socially beneficial 
and raise significant revenues.  President Bush’s 
Advisory Panel on Federal Tax Reform has recently 
recommended reducing such tax benefits for higher 
income individuals.  

6] conclusion

Applebaum and Blatt speak of “high-
performance work systems.”72 These are firms that 
are not only at world levels of productivity, but 
also that are innovative and able to respond quickly 
to changes in market forces.  High-performance 
work systems require flexible management and a 
secure and well-trained workforce.  The social safety 
net in the United States has not encouraged high-
performance firms.  The role of government has not 
been transformed in tandem with the economy, and 
as a result U.S. workers are insecure and unprotected 
and U.S. firms are uncompetitive and under 
increasing pressure to cut compensation by reducing 
benefit packages for full-time workers, to increase 
the share of part-time workers, and to outsource 
abroad.  Firms are strapped with high health 
insurance costs and inadequately funded pension 
liabilities, yet social protection is highly uneven in its 
availability.  

We have argued that globalization and 
new technologies require that both managers and 
workers in the United States have more flexibility.  
Corporations must be relieved of part of the 
obligation to fund pensions, health insurance, and 
childcare.  This should be accomplished, we argue, at 
the national level, so that corporations do not bear 
the full burden of what is a social obligation.  On 
the other hand, portable pensions, insurance, and 
childcare mean workers will be much more willing 
to move across jobs.  To the extent that hiring is 
less expensive to firms and capital investment more 
profitable, there will be fewer tendencies for firms to 
outsource internationally.  When outsourcing does 
occur, worker health insurance and pensions are 
still guaranteed, meaning that workers will be more 
willing to take time to retrain and, in any case, the 
burden of adjustment will be shared more broadly 
across society.

Figure 9: Summary of new revenue proposal

Component Revenue

8.5% payroll tax increase $600 

Other revenues $350 

3 percentage point increase $150 

Taxing dividends and capital $50 

Eliminating the cap on $50 

Closing corporate tax loopholes $100 
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The purpose of this paper was to explore 
whether a new arrangement between government 
and the private sector, more response to the 
economic challenges of the 21st century, is also 
financially feasible.  A 21st century social safety net 
would require expanding government spending 
by almost one trillion dollars over current levels, 
and it would require some tax increases, closing 
of tax loopholes, and perhaps ending of some tax 
expenditures.  We have argued that the higher tax 
burden can be shared broadly by firms, employees, 
consumers, and the wealthy.  While the proposed 
tax reforms could be made more or less progressive 
in their incidence, our view is that the broader 
and deeper social protection the proposal supports 
the more it will ease the burden on businesses by 
allowing more flexibility without the negative social 
consequences usually associated with such flexibility.

The proposal offered in this paper should be 
taken as a rough estimate of the needs and financing 
to make a social safety net work for business and the 
American workforce.  It is an attempt to frame the 
large issue of the role of government in our economy 
and in our society. We believe an expanded role 
is a requirement in addressing our current needs.  
For reasons of efficiency, equity, innovation, and 
international competition, it is time to redefine the 
role of the government in the economy.  Such a 
redefinition, we believe, is fiscally feasible.
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