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ince the 2016 presidential election, politicians have become enamored with

policies intended to help the American worker. President Donald Trump

issued a 2020 “Pledge to America’s Workers” in which he heralded past execu-
tive actions, such as those creating the American Workforce Policy Advisory
Board and the National Council for the American Worker." President Biden has
since embraced similar rhetoric and policies, such as his “worker centric” trade
policy and an infrastructure law with “Buy America” rules that “create([ ] jobs for
American workers”> And almost everywhere you go in Washington these days,
you find a politician, bureaucrat, or wonk lamenting the supposed plight of today’s
American worker and promising to fix it.

In some ways, this plight has been oversold. For example, inflation-adjusted
median personal income in the United States increased by 61 percent between
1984 and 2019 (see Figure 1), while nonmanagement wages grew substantially as
well.> According to the most recent calculations from economist Michael Strain,
real wages increased between 1990 and 2022 by 50, 48, 38, and 39 percent at the
10th, 20th, 30th, and 50th (median) percentiles, respectively.*

FIGURE 1 Inflation-adjusted U.S. incomes have increased substantially
since the 1980s
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Source: “Real Median Personal Income in the United States,” Federal Reserve Economic Data,
Federal Reserve Bank of St. Louis, September 13, 2022.

Note: In 2021 dollars.
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Meanwhile, recent economic analyses show that the supposed “hollowing out”
of the middle class has occurred not because workers are falling into lower wage
brackets but because they’re generally moving up the income ladder (see Figure 2).°

The percentage of two-earner households in the United States also has barely
budged over the last several decades and has actually declined a bit for American
families since 1990 (see Figure 3)—contrary to the common narrative that an
increasing number of working families have fallen into the “two earner trap.”

In 2022, in fact, economists have been far more worried about the labor market
being too hot—as indicated by record-setting job openings, the “great resigna-
tion,” and quickly rising private sector wages—than too cold.”

FIGURE 2 The share of high-income U.S. households has almost tripled since
the 1960s
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Source: Jessica Semega and Melissa Kollar, “Income in the United States: 2021,” (U.S. Census
Bureau, September 2022).

Note: Income figures are in 2021 dollars, adjusted using the R-CPI-U-RS. Household income is “total
money income,” defined by the Census Bureau as “the arithmetic sum of money wages and salaries,
net income from self-employment, and income other than earnings,” for all income recipients in the
household.
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FIGURE 3 The number of two-earner U.S. households has remained steady
since 1980
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Source: “1981 to 2021 Annual Social and Economic Supplements,” U.S. Census Bureau Current
Population Survey, October 8, 2021.

Nevertheless, there are some real reasons for concern about the U.S. labor
market and American workers’ situation therein. Prior to the pandemic, various
measures of “labor dynamism”—the natural market churn of workers moving
from job to job or place to place—had been in a decades-long decline. Measures
of business dynamism, especially new business formation (for workers-turned-
entrepreneurs), exhibited similar trends. At the same time, certain segments
of the workforce, such as less-educated prime-age men, were exiting the labor
force altogether, and workers of all income and education levels have faced
increasing costs of essential goods and services, such as housing and childcare.
Thus, policymakers’ attention to the American worker is both unsurprising and,
perhaps, even necessary.®

Unfortunately, the most common proposals addressing the challenges facing
American workers today—heavy on government intervention in labor, trade,
or other markets—ignore several critical facts and might therefore make things
worse for the vast majority of the workforce. First, the proposals tend to overlook
the laundry list of current federal, state, and local policies that enrich politically
powerful interest groups but in the process disempower and tax most American
workers, while breeding broader economic sclerosis along the way. Second,
they ignore the numerous free-market solutions than can boost workers’ inde-
pendence, mobility, wealth, resilience, and quality of life. Neither a major new
government program nor a fundamental rethinking of free-market capitalism is
needed—in fact, much the opposite.
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Finally, and perhaps most importantly, most “pro-worker” policy proposals
fundamentally misunderstand that today’s American worker is far different from
the cookie-cutter models—for example, a middle-aged, sole breadwinner male in
a unionized, nine-to-five, assembly line job, or a single, college-educated, urbanite
female—that those policies most often target. Some American workers conform
to those stereotypes, but many more do not, because the “American worker” is
actually a diverse group of distinct individuals across a wide range of industries
and localities, each with his or her own goals, desires, and skills.

For instance, the vast majority of American workers, female and male, are
today employed in industries other than manufacturing (see Figure 4), whose
share of the workforce (today about 8 percent) has declined steadily since 1953
(about 32 percent).” And in 2021, the number of blue-collar, male-dominated
(60 percent or more) nonmanufacturing jobs in the United States outnumbered
nonsupervisory manufacturing jobs by a nearly four-to-one margin (see Figure 5).

Contrary to the conventional wisdom, moreover, the current U.S. manufac-
turing job situation is not due to a lack of demand for these workers (caused by
globalization or automation, for example): in the first quarter of 2022, there were
around 850,000 unfilled manufacturing job openings, and new research from
Deloitte and the Manufacturing Institute estimates that this figure could hit
2.1 million by 2030." There are plenty of manufacturing jobs—for those who
want and can qualify for them.

FIGURE 4 Most American workers are employed in industries other than
manufacturing

14%

13.4%

12.7%
12%

10%
8% 7.8%

6%

Percent of total employment

4%

2%

> @ @ . > Q@
& & @6 N ;\\(\60 ¥ N S o @6
PR T R - At
(96 i Q’}r’b \Z\o(o &’b g\,@‘é\ \’b (\o} GJQO G}}
& € S & > 4 & 3 ®
QO @ Q
N W N S &
92 & N
2 &S

Source: “Employment by Major Industry Sector,” Bureau of Labor Statistics, Table 2.1, September 8,
2022.
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FIGURE 5 Four times as many American workers are employed in male-
dominated, blue-collar service industries than in manufacturing

31.37M (total)

30M

25M Transportation and

0 material moving
2
S
S 20M
S Protective services ———e
L2 2.99M
g 15M
ff Installation,
S maintenance, and repair
S 1om
5
= Construction

5M and extraction

Building maintenance
0 (excluding housekeeping)
Nonmanufacturing Manufacturing
employment employment

Ratio of nonmanufacturing employment to manufacturing employment: 3.95

Source: “Labor Force Statistics from the Current Population Survey,” Bureau of Labor Statistics,
Table 11, January 20, 2022.

Note: Blue-collar is defined as a nonmanagement occupation. Male-dominated is defined as
industries in which at least 60 percent of workers are male. Production occupations are used
as a proxy for manufacturing employment.

Indeed, much of the current lack of manufacturing workers in America
reflects the changing nature and demands of modern manufacturing work. Two
new studies from the Federal Reserve system have found that the long-standing
manufacturing wage premium over nonmanufacturing jobs has essentially disap-
peared, and “manufacturing companies are increasingly competing with other
sectors for skilled labor”"! Furthermore, many of the manufacturing jobs of tomor-
row will actually be in services (e.g., industrial robot maintenance and repair) or
require advanced skills and postsecondary education—far different from the
routine assembly line jobs of the past that required only a high school degree.'> As
of 2021, more manufacturing workers above the age of 25 had an associate’s degree
or higher (45.1 percent) than had, at most, a high school degree (40.2 percent),
continuing a trend of increasing education in the sector that dates back decades.”

This does not mean, of course, that all workers must aspire to attain a traditional
four-year bachelor’s degree, either. Today, online educational institutions—driven
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in part by the pandemic—have become increasingly popular and well-respected,
while “Google has launched certificate programs that it says it will treat as the
equivalent of four-year college for hiring purposes.”** Noncollege pathways also
are promising: store managers at Whole Foods can make well over $100,000 with-
out a degree, and employer-led apprenticeship and retraining initiatives, such

as Toyota’s Federation for Advanced Manufacturing Education program, have
successfully vaulted participants into a similar pay range.”” And massive retail-
ers including Amazon, Walmart, and Target employ millions of Americans and
are constantly pushing the compensation envelope (and each other). Walmart
announced in 2022 that first-year truck drivers will make up to $110,000, with
both training and licensing paid by the company.'® It thus pays more today—much
more in some places—to move the proverbial “cheap T-shirt” in America than it
does to manufacture it here."”

As a result of these college alternatives and other factors (e.g., rising student
debtloads), the “wealth premium” (extra net worth) that American college
graduates long enjoyed over their noncollege peers has shrunk dramatically in
recent years, and the unemployment rate for young college graduates has actually
exceeded the rate for all workers since 2018 (though young college grads still enjoy
some, albeit shrinking, employment advantage over noncollege workers of the
same age).' In short, college isn’t for everyone, nor does it need to be.

The pandemic has also accelerated fundamental changes to workers’ rela-
tionships with their workplace. According to the Census Bureau, 30 percent of
employed adults reported in February 2022 that they worked remotely most or
all of the time (up from 6 percent in 2019), and Pew Research Center reports that
61 percent of respondents working from home preferred that arrangement to
going to their workplace (see Figure 6).”” Contrary to conventional wisdom,
these “teleworkable” jobs are available not merely to wealthy or college-educated
workers but also to those with less education or income.

The growing prominence of remote and hybrid work has profound implica-
tions, not only for the traditional office and workweek but also for entire industries
and communities in the United States. For example, remote work’s rise has likely
increased employment opportunities for disabled workers and those with small
children or relatives needing long-term care. And research shows that telework
has fueled significant changes in where people are moving and living while also
boosting home prices.”

Remote work’s post-pandemic durability reflects, at least in part, that many
American workers, especially younger ones, value flexibility and lifestyle above
higher wages or the office work routine. Barrero et al. (2022) have therefore
shown that many employers have offered remote work options to temper wage
increases because their workers value this new amenity more than a slightly larger
paycheck.?! Notoriously demanding investment banks, meanwhile, are begrudg-
ingly bending to workers’ desire for more flexibility.” And even in manufacturing,
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FIGURE 6 Remote work has increased dramatically since 2019
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Sources: Patrick Coate, “Remote Work before, during, and after the Pandemic,” National Council on
Compensation Insurance, January 25, 2021; Lydia Saad and Ben Wigert, “Remote Work Persisting
and Trending Permanent,” Gallup, October 13, 2021; and Taylor Orth, “Many More Americans Prefer
Working from Home than Currently do,” Yougov, February 11, 2022.

prospective workers today increasingly value personal well-being, work flexibility,
and geography above other employment attributes.>?

More Americans are also going out on their own—and making good money
doing so. Between 2017 and 2021, the share of workers categorized as “freelance”
held steady at about 36 percent, but that share increasingly consisted of skilled
workers—in computer programming, business consulting, marketing, infor-
mation technology, and other services—while the percentage of temp workers
declined.* In 2021, more than half of all freelancers in the United States provided
skilled services or labor.”” The number of new business applications, both “high
propensity” (i.e., those likely to have employees and payrolls) and sole proprietor-
ships, also increased substantially during the pandemic and has remained elevated
(see Figure 7).

The self-employment trend is not, however, limited to part-time gig workers or
white-collar knowledge workers. Commercial trucking, for example, recently saw
a significant increase in drivers quitting large firms and becoming independent
owner-operators, and large shares of new business applications have been in
industries other than knowledge or gig work (see Figure 8).%

American workers’ increased desire for flexibility and self-determination again
looms large in these figures. Along with pursuing work they find “meaningful,”
freelancers surveyed by Upwork in late 2021 said control over their schedule
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FIGURE 7 New business applications soared during the pandemic
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Source: “Monthly Business Applications (Seasonally Adjusted),” Business Formation Statistics, U.S.
Census Bureau, September 14, 2022.

(78 percent) and location flexibility (73 percent) were key motivators.”” Gig work-
ers report much the same.?

Workers’ personal lives also vary widely, and in ways that again often diverge
from the caricatures drawn by many politicians. According to new research from
the University of Texas, for example, approximately 70 percent of American moth-
ers can today expect to be the primary breadwinner in their household for at least
one year, and this trend is mostly about married moms, not unmarried ones: the
share of primary-earning mothers who were married increased from 15 to 40 per-
cent between 2000 and 2017.% A Center for American Progress study found that
approximately 41 percent of working mothers in 2019 were sole or primary bread-
winners, but these numbers varied widely by race, income, and locality.*® Evidence
is mixed, on the other hand, as to whether Americans want bigger families.*!

At the same time, the pandemic may have changed long-standing views of the
lives we thought workers wanted. The decades leading up to 2020 saw Americans
moving to urban centers (especially on the coasts) and parents working away
from home—situations that were assumed would continue indefinitely but that
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FIGURE 8 Self-employment increased across a wide range of industries from
2019t0 2021
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Source: Guillaume Vandenbroucke and Victoria Yin, “The COVID-19 New Business Boom,”
Economic Synopses 6 (2022): 2.
Note: “Accommodation and Food Services” was renamed “Hospitality” due to space constraints.

might now be changing.*> Suddenly, Americans are moving back to the suburbs,
and the country’s hottest job markets are in small or midsize cities in the Sun Belt
and Midwest.” Juggling childcare and children’s schooling has required working
parents to rearrange their schedules and work off-hours, which has strengthened
their preferences for flexibility, remote work options, and starting their own busi-
nesses—preferences that are reflected in Figures 6-8.%*

Finally, the American worker is increasingly globalized, contrary to the com-
mon assumption that protectionism and nativism are working class policies.
According to the review of new Census Bureau data in Handley et al. (2021),
American companies that engage in international goods trade constitute only
6 percent of all U.S. companies yet account for half of U.S. jobs.* These same
goods traders support jobs not only in manufacturing but increasingly in services,
such as management, retail, transportation, utilities, and wholesale trade. And
they are increasingly responsible for job creation, accounting for more than half
of all net new jobs in the United States since the Great Recession, which is due
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primarily to new business establishments (startups). Even in manufacturing,
goods traders experienced net job creation since 2011, while nontrader manu-
facturers lost jobs overall. Leaving aside the numerous other benefits of trade and
foreign investment for the economy, the data present a compelling case against
worker-centric protectionism and for greater international engagement.

Overall, these trends argue for pro-worker policies that, instead of promot-
ing a certain kind of American worker or presuming that the employment and
lifestyle trends of today will last beyond tomorrow, maximize workers” autonomy
and mobility between jobs or localities. Market-oriented policies that achieve
these objectives not only would boost workers’ freedom and resilience but also
have been shown to boost their long-term wages and living standards. By contrast,
supposedly pro-worker policies that end up reducing mobility, raising employ-
ers costs, and pigeonholing workers into certain preordained jobs or workplace
arrangements not only contradict recent trends but also significantly reduce
workers’ lifetime earnings, career advancement, and skills accumulation—thus
harming a nation’s overall labor productivity and economy more broadly (see
Figure 9 and Figure 10).*

FIGURE 9 Fluid labor markets tend to make it easier to start and run a
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Source: Niklas Engbom, “Labor Market Fluidity and Human Capital Accumulation,” National
Bureau of Economic Research Working Paper no. 29698, January 2022, p. 38.

Note: Data for men between the ages of 25-54. Labor market fluidity calculated using the annual
job-over-job rate, which is the frequency of workers’ transitions from job to job. Doing Business
Index and cost of starting a business scores are from the World Bank. Cost of starting a
business is relative to gross national income per capita.
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FIGURE 10 Fluid labor markets tend to have higher wage growth, employment
levels, and productivity

100%
80% U.S.
Ky
%’ Netherlands
‘01)0 60% Ireland  Germany
=)
g Spain )
0
g 40% Denmark
8 ‘:inland
= 20% ce
Belgium
ustria
0 Greece
20%
Spain
Greece Ireland
o 15%
2
© Italy
-
-
[}
IS
3 10%
?Ez Belgium
[}
5 France rmany %
Denmark
5% Austria Netherlands
u.s.
. u.s.
Belgium jrgjang Denmark ®

Germany

o
1
&)
3 Netherlands
+ .0.2 France )
o Austria o
© UK
2 0
4
-‘E‘ Italy
g Spain
=)
g 0.6
Ny Greece
o
Qo
% -0.8
0.04 0.05 0.06 0.07 0.08 0.09 0.10

Labor market fluidity (job-over-job rate)

Source: Niklas Engbom, “Labor Market Fluidity and Human Capital Accumulation,” National
Bureau of Economic Research Working Paper no. 29698, January 2022, p. 28.

Note: Data for men between the ages of 25-54. Labor market fluidity calculated using the
annual job-over-job rate, which is the frequency of workers’ transitions from job to job.

EMPOWERING THE NEW AMERICAN WORKER



Put simply, pro-market policies are very much pro-worker policies too.

This book identifies what Cato Institute scholars believe to be the most
important market-oriented policies for the new American worker today, covering
a broad array of issues including education, housing, remote work, health care,
criminal justice, and licensing. These policies fall into four categories: policies to
ensure a sound macroeconomic foundation that broadly improves workers’ living
standards and the long-term health of the economy; policies to facilitate workers’
professional improvement or advancement; policies to promote worker mobility
and independence; and policies to improve workers’ access to, and to lower the
cost of, essential goods and services. Each chapter will identify current problems
facing American workers and their causes and then will suggest pro-market ways
for federal, state, and local policymakers to fix them.

Combined, these policies will give individuals in the United States the freedom
and resources they need to be the American worker they want to be—not the one
a few policymakers think they should be—and to be happier and more prosperous
in the process.
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THE ISSUE: ECONOMIC GROWTH GENERATES BROAD-BASED
PROSPERITY FOR ALL AMERICAN WORKERS

Since the late 18th century, the world has experienced massive economic
growth.! Despite dire predictions that explosive population growth would impov-
erish the human species, real gross domestic product per capita (RGDPpc) has
skyrocketed alongside population, albeit unevenly. Before that, living standards
were mostly stagnant worldwide.? Economists call this unprecedented phenom-
enon—shown in Figure 1—the “hockey stick” of human prosperity.

FIGURE 1 Real GDP per capita has skyrocketed worldwide since the

19th century
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Source: “GDP Per Capita, 1 to 2018,” Our World in Data,
https://ourworldindata.org/grapher/maddison-data-gdp-per-capita-in-2011us-single-benchmark?
country=IDN~ARG~KOR~FRA~GBR~AUT~USA~OWID_WRL.
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But what does economic growth mean, and why should a “pro-worker” agenda
focus on it? Real GDP measures the inflation-adjusted value of final goods and
services produced in a given period. Since many things that people (and thus,
workers) need and care about have a monetary value—food, clothing, health care,
housing, travel, concert tickets, etc. —RGDPpc is a good proxy for standards of liv-
ing. Fundamentally, RGDPpc growth measures how much more stuff we produce
per person.

Problems with GDP measurement are well-known. GDP ignores illegal or non-
monetary transactions, like selling drugs or cooking dinner at home. Government
services have no market prices, so they are tallied by their costs, which might
be higher or lower than society’s willingness to pay for them. Adjusting for the
ever-changing quality of goods and services is hard; sometimes a product gets
more expensive, but also much better—in some cases, a product can get better
and cheaper. A different limitation is that GDP rarely accounts for production of
“bads,” such as pollution or greenhouse gas emissions; in principle these should be
subtracted from GDP, but measuring and valuing them is challenging. And GDP
does not account for changes in leisure time, which also affect material well-being.
In the 19th century, the average American laborer worked around 70 hours a
week.> Currently, American workers toil less than half that amount—for a total of
1,791 hours a year, or 34.4 hours weekly.*

Nevertheless, RGDPpc is a useful measure. It is widely available, and approxi-
mate estimates go far back in time, allowing for comparisons across countries and
over centuries. It also correlates with many nonmaterial things we care deeply
about, such as life expectancy, education, child mortality, happiness, and more.’

Finally, RGDPpc gains have coincided with incredible increases in material
well-being. Economists bypass problems with measures of standard of living
across long time frames by looking at the real cost—often in labor-hours—of pro-
ducing a constant-quality good. Nordhaus (1996), for example, looked at the cost
of lighting (measured in lumens) across the centuries and finds that, roughly, “an
hour’s work today will buy 300,000 times as much illumination as could be bought
in early Babylonia”® Similarly, Nordhaus found that the cost of computations, like
adding or subtracting, has fallen by a factor of 73 trillion (7.3 x 10") relative to
manual calculations, from 1850 through 2006.” This and other work suggest that
trying to gauge costs by looking at adjusted prices usually understates, by orders
of magnitude, how much the real costs of goods have fallen—and thus how real
standards of living have increased—over the last two centuries of skyrocketing
RGDPpc growth.

Establishing that economic growth reliably indicates better living standards
and that RGDPpc has soared, however, is not enough to show that the average
worker has benefited. RGDPpc says nothing about the distribution of incomes
between or within countries; economic growth might accrue mainly to the rich-
est, even as RGDPpc grows. Fortunately, this is not the case. Empirically, growth
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is good for the poor: incomes in the bottom quintile rise proportionally with aver-
age incomes. Furthermore, global inequality has been falling in the last several
decades.® As shown in Figure 2, U.S. hourly manufacturing wage growth has far

outpaced food price growth throughout the 20th century.
We can therefore safely assume that a rising RGDPpc tide will indeed lift all

Hourly wage in

boats.
FIGURE 2 Manufacturing wage growth has outpaced food price growth in
the United States
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THEPOLICY SOLUTION: PRODUCTIVITY, NOT
REDISTRIBUTION, IS KEY

We have seen that the world has witnessed incredible economic growth, and
workers have undeniably benefited from it. What are the proximate causes of this
unprecedented prosperity? Economic historians mainly point to the Industrial
Revolution, but we are interested in how that period resulted in growth and
income gains. In short, the answer lies in productivity, with technological change
(new machines and tools, for example) and division of labor as its main drivers.

Nobel laureate Paul Krugman famously said that “productivity isn’t everything,
but, in the long run, it is almost everything” Productivity is the ability to produce
more output with a given set of inputs. Exceptionally productive workers produce
more per period than their counterparts, usually due to a combination of superior
ability, experience, or effort. Economists often use the terms “productivity” or
“technology” interchangeably to explain the output variation between firms and
across time that is not accounted for by measurable inputs, such as labor-hours
and physical capital (e.g., industrial robots).

Labor productivity is more narrowly defined as the real output produced by an
hour of work. Growth in RGDPpc can always be traced back to labor productivity,
since sustained economic growth cannot merely arise from adding more hours of
labor per capita—one can only work so many hours a day.

Several factors can drive labor productivity. First, higher productivity comes
from capital accumulation. More tools, machines, and facilities increase worker
hourly output. Second, the division of labor and specialization further drive labor
productivity. Specialization allows workers to learn their tasks faster, to become
better at them, and to save time that would otherwise be spent changing between
different tasks. Likewise, education and training increase labor productivity.
Third, technological, scientific, and institutional progress improve the quality of
capital, give birth to new management techniques, and allow for new modes of
organization.

The increasing productivity of labor also explains why we should expect that
at least part of the benefits from economic growth accrue to workers. From an
employer’s standpoint, the value of a worker comes from how much revenue that
worker’s extra labor-hours can produce. If labor productivity increases, the worker
becomes more valuable to the employer. Of course, employers want to keep wages
to a minimum, but they also want to maximize their profits. If they keep their
workers’ wages below their labor productivity, other employers can profitably
poach those employees by offering higher wages. As firms compete for workers,
we expect hourly wages to equal the productivity of adding an extra labor-hour in
a competitive market.

When markets are not perfectly competitive, wages may stay below the com-
petitive level. Yet the same principle applies: as labor productivity increases, the
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demand for labor goes up since workers can produce more valuable stuff, thus
driving real wages up. Even a monopolist must compete with other industries,
potential entrants, or with individuals’ leisure time.

For this reason, evidence shows that productivity and pay are linked, even
though the correlation between compensation and labor productivity varies
across time and countries.’ As long as labor productivity continues to increase, so
will real wages over time.

In the long run, by contrast, there are hard limits to what government redistri-
bution can achieve for wages and workers. As shown in Figure 1, the United States
had a RGDPpc in 1800 of $2,545 (measured in 2011 dollars; this would be equal
t0 $3,210 in 2021). If there had been no productivity growth since 1800, everyone
would get an annual check for $3,210 under a perfectly egalitarian government—
assuming (incorrectly) that the government could perfectly redistribute resources
with no negative impact on GDP. Yet current U.S. guidelines set the poverty
threshold for a single-person household at $12,880. In other words, the whole
American population would be considered poor today under perfect equality by
1800s standards of living."°

By contrast, that $3,210 would place an individual below the sixth percentile
of the U.S. market income distribution in 2021."" If we consider average yearly
lifetime earnings, the percentile is likely to be even lower. Most people on the
bottom of the income distribution are out of work, are inexperienced, or have
suffered a negative income shock and will likely improve their earnings over time.
Thus, over the very long run, government redistribution is mostly irrelevant to
explain how standards of living change, except that redistribution might affect
how productivity grows. To the extent that government redistribution reduces
labor productivity and economic growth—for example, by discouraging human
capital investments through taxes on labor income to fund the transfers—
these adverse effects can compound over time to add to a massive cost, even
for the poorest.

Increasing labor productivity is therefore the key to improve standards of liv-
ing for workers in the long term. The trillion-dollar question then becomes: How
do we explain and maximize productivity growth and technological progress? The
answers are still up for debate and are beyond the scope of this chapter. Several
factors might play a role, such as institutions, geography, culture, and even luck."

Nevertheless, decades of economic history and analysis show that free markets
and property rights play a crucial role in increasing productivity and standards of
living."* Well-functioning markets are key to properly allocating labor and capital,
putting scarce resources to good use.™* Free exchange allows individuals to further
their own interests while providing valuable services and goods to others, and
property rights help ensure that individuals will be rightfully compensated for
doing so. As a result, market discipline forces firms and individuals to relentlessly
increase labor productivity and standards of living, if only to maximize profits. In
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a free market, firms that are unable to put labor resources to good use will eventu-
ally go out of business.

Policy-wise, this means that governments should strive to open markets to
competition as much as possible—for example, by slashing trade barriers, drop-
ping occupational licensing requirements, allowing for labor mobility (migration)
within and between countries, lowering regulatory barriers to entry, and so on.
Tax rates should be kept at relatively low and stable levels so as not to discourage
investment, savings, and work. Governments must keep expenditure in check or
risk runaway inflation. Finally, the rule of law and a predictable regulatory envi-
ronment are crucial to foster long-term investments and to ensure that creditors
can recoup their loans. Concretely, this translates to a fast, efficient, and predict-
able court system that is able to enforce laws and contracts.

CONCLUSION

Standards of living have grown tremendously during the past few centuries,
even as world population has exploded. This is an unprecedented phenomenon
in history: poverty had been the natural state of mankind until two centuries ago.
These gains have accrued to the rich and poor alike. Poverty fell precipitously,
and even global inequality has been falling in recent decades." This growth is
aresult of the ability of human labor to produce ever-increasing value, largely
enabled by free markets and property rights. Understanding this phenomenon
and its causes should be a crucial feature of contemporary literacy, lest we throw
away the tenets, values, and institutions that saved and improved so many lives in
our recent history.
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THEISSUE: FEDERAL, STATE, AND LOCAL LABOR
REGULATIONS THAT ARE INTENDED TO HELP WORKERS
OFTEN END UP HURTING MANY OF THEM, CONSTRAINING
OPPORTUNITIES OR SLASHING PAY OR PERKS

Many government policies regulate private-sector work agreements. These
rules are based on the widely held view that regulation to help workers is needed
because labor markets reflect unequal bargaining power between employers and
employees.

Most labor regulations tend to assume an adversarial relationship between
workers and management, rather than jobs being mutually beneficial agreements
reflecting the negotiated preferences of workers and firms in meeting a business’s
collaborative goals. As regulation has proliferated, it has often sought to impose
one-size-fits-all constraints on workers and firms. The practical effect is not mere-
ly needless tension between workers and their employers but also a watering down
of both workers’ freedom to contract their labor and employers’ flexibility to run
their enterprises. This constrains jobs from reflecting the particular wants, needs,
and circumstances of employees and employers.

The ways in which governments restrict the freedom of businesses to contract
or adjust their workforces are legion. For example, anti-discrimination laws
protect certain demographic classes from being fired or treated differently by
employers based on their sex, gender, race, age, religion, or national origin."
Freedom to contract has been limited by federal and state minimum wage laws,
overtime pay regulation, scheduling laws, restrictions on independent contract-
ing, and states refusing to enforce noncompete clauses. Congress and other levels
of government also mandate a range of employer-provided benefits that were
previously voluntary, including family leave, medical coverage, and pregnancy
benefits through the Family and Medical Leave Act.

Most such laws and regulations are simply assumed to benefit American
workers, but economics tells us that they can reduce the availability of jobs and
change the composition of workers’ remuneration in ways that many workers
might dislike. At best, these laws help some workers enjoy more security or higher
pay or benefits—but they do so at the expense of others, who often suffer heav-
ily. For example, the bulk of research on increasing minimum wage rates finds
that they raise hourly pay for most affected workers but that they lower overall
employment levels or hours worked. This can reduce job prospects for young and
unskilled workers.?

There are two broad reasons to be worried about existing and possible new
government policy barriers to hiring, firing, or freely negotiated contractual
arrangements in the jobs market.
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First, cross-country evidence suggests that restrictive labor market regulations
raise the structural level of unemployment, particularly for demographic groups
with the weakest attachment to the labor market, such as young and low-skilled
workers. That is, there is a long-term shift in employment that places these work-
ers at a serious, even permanent, disadvantage. Countries in the European Union
have even more labor regulation than the United States, and the EU tends to have
both lower employment rates and higher unemployment rates (see Table 1). These
differences are particularly hard on young workers. Prior to the pandemic, for
men and women, the EU saw youth unemployment rates (15-24-year-olds) of
15.3 percent and 14.8 percent. This compares to just 9.4 percent and 7.3 percent
in the United States.’

TABLE 1 European Union countries with more labor regulation have higher
unemployment than the less-regulated United States

Employment to population rate, percent (2019)

European | United ; European | United :

15-24 36.1 513  -15.2 31.3 511  -19.8
25-54 86.3 86.4 -0.1 74.4 73.7 1
55-64 66 69.8 -3.8 52.6 58 5.4
65+ 8.1 24  -15.9 3.9 15.9 ~12
o064 73.9 76.5 -2.6 63.1 66.3 -3.2
Total 59.9 66.6 -6.7 47.7 55.4 7.7

Unemployment rate, percent (2019)

Age E -
European United . European United .
4 5.9 7.3 7.5

15-24 15.3 0. . 14.8
25-54 5.8 3 2.8 6.8 3.1 3.7
55-64 5.1 2.5 2.6 5 2.7 2.3
65+ 1.8 2.9 -11 1.8 3.1 -13
1>-o4 6.5 3.8 2.7 7.1 3.6 3.5
Total 6.4 3.7 2.7 7 3.6 3.4

Source: “Employment Outlook 2021,” Organisation for Economic Co-operation and Development
(OECD), July 2021.
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Second, the United States has already experienced a decline in the mobility
of its labor market in recent decades, with a reduction in the movement of both
jobs and workers across states, demographic groups, and industries prior to the
pandemic. This lack of job fluidity has had worrisome effects for productivity and
wages and, again, was especially acute for younger and less-educated workers.*
While some of this trend is driven by the effects of an aging population, it is wors-
ened by policies that make it more difficult to hire workers.

Indeed, Engbom (2022) found that lower job-to-job mobility (fewer transitions
between jobs) across Organisation of Economic Co-operation and Development
(OECD) countries resulted in 20 percent lower wage growth across a worker’s
lifecycle, alongside a 9 percent fall in aggregate productivity, when compared with
the United States (see Figure 1).” This is consistent with prior research that found a
strong link between job transitions and higher wages.

Importantly, Engbom found that as policies and regulations raise the cost of
doing business or hiring workers, job-to-job fluidity declines (see Figure 2). This
linkage and its effects have continued since the pandemic began. In Europe, labor

FIGURE 1 Wage growth increases as labor market fluidity increases
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rate, which is the frequency of workers’ transitions from job to job.
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FIGURE 2 Nations that make it easier to start and run a business tend to have
more fluid labor markets
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and cost of starting a business scores are from the World Bank. Cost of starting a business is
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laws and pandemic policies have discouraged separations and restricted compe-
tition, and according to the OECD, job-to-job transitions are less frequent as a
result. Workers across Europe, in turn, have experienced fewer working hours,
weaker wage growth, much higher involuntary part-time work, and higher overall
unemployment than their American counterparts.”

Although burdensome laws that have existed for decades cannot logically
explain recent labor fluidity declines, undoing them could permanently raise
the level of U.S. dynamism and improve productivity levels, much to American
workers’ long-term benefits.

These findings are especially pertinent today because there is political
momentum—mainly from the left but also from certain parts of the right—for
expanding U.S. labor regulation in a more static, “European” direction. For exam-
ple, recent proposed legislation has sought to do the following: introduce a $15
federal minimum wage; expand government interventions into collective bargain-
ing agreements; prohibit noncompete contract provisions; shoehorn gig economy
and other independent workers into traditional employee-employer regulatory
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frameworks; and mandate benefits such as paid leave. These policies not onlyrisk
eliminating jobs, schedules, and compensation packages that many American
workers desire but could also reduce the nation’s job mobility, making it less pro-
ductive and poorer. The prospect of legislated stasis is of particular concern today,
as the pandemic induced significant structural shifts in both the types and locations
of American firms, workers, and jobs based on changing tastes and ambitions.®

Indeed, there is substantial evidence that many policies that are intended to
help American workers have actually harmed many, if not most, of them. These
policies include discrimination laws, minimum wage laws, overtime laws, predic-
tive scheduling laws, “ban the box” regulations, forced unionization, and other
labor market regulations.

Discrimination laws. The Age Discrimination in Employment Act (ADEA),
enacted in 1967, seeks to protect workers aged 40 and older from being forced
out of jobs, discriminated against in hiring, or treated differently for promotions
and pay due to their age. All states except South Dakota supplement this with
their own age discrimination laws, with some state laws being stronger than the
federal statute.

While these laws might dissuade firms from firing or overlooking older
workers simply because of their age, they also create legal and financial risks for
employers hiring older workers in the first place. For example, those most likely
to sue (older males in high-status professional jobs) could extract greater sever-
ance packages from companies. The threat of litigation makes older workers less
attractive to hire, on average, particularly because it is more difficult to prove
discrimination in the hiring process than after termination.

Research shows that this risk is real and significant. Most notably, Lahey
(2006) found that white male workers over the age of 50 in states with strong age
discrimination laws were less likely to be fired but also less likely to be hired; they
also worked fewer weeks per year and were more likely to be retired than in other
states.” She concluded that these laws make companies “afraid to fire older work-
ers,” as expected but that the laws also induced firms to seek to avoid this litigation
“by not employing older workers in the first place.” Neumark and Button (2013)
found similarly that the Great Recession harmed older workers more in states
with strong age discrimination protections.'® While some scholars contest these
empirical findings, there’s enough evidence to suggest that age discrimination
laws may protect certain insiders who already have jobs to the detriment of older
workers seeking them."!

There’s also evidence showing that other, more contentious, discrimination
laws might have even bigger effects on the hiring prospects for those affected,
since most older workers are likely to voluntarily leave the labor market sooner
than these other groups anyway. For example, the Americans with Disabilities
Act 0of 1990 (ADA) offers similar employment protections for the disabled. Older
research by Acemoglu and Angrist (1998) found that “the ADA had a negative
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effect on the employment of disabled men of all working ages and disabled women
under age 40” due to reduced hiring.'? These effects were stronger in states that
had seen more ADA-related discrimination charges.

Minimum wage laws. All levels of American governments interfere directly in
pay setting for low-wage workers. There is a federal statutory minimum wage of
$7.25 per hour; 30 states have higher minimums, and some cities and localities go
even further. New York City, for example, has a $15 minimum wage, while Seattle
has the highest in the country, $17.27 per hour, for most employers. Given these
laws, the average effective minimum wage across the United States was already
almost $12 per hour back in 2019.

Minimum wage hikes are arguably the most studied policy issue in economics.
Asaresult, one can find varied results about the impact on jobs, depending on the
level of the minimum wage hike, the scale of the increase, the length of the time
period examined, and the industry or population under the microscope. Overall,
most of the literature finds that raising the minimum wage creates “disemploy-
ment” effects—that is, less employment or fewer hours worked. Raising the cost
of labor, in other words, tends to result in fewer people being employed over time,
primarily through reduced hiring.”® These effects are especially pronounced for
young and unskilled workers."

Larger minimum wage hikes tend to have bigger negative effects on employ-
ment than smaller ones." Studies that look at the aggregate impact on low-paid
workers also tend to find bigger negative employment effects, whereas those
that cherry-pick certain industries, such as restaurants, find smaller results.'®

Past federal minimum wage increases hit hardest in states where the local
minimum wage did not exceed the federal wage floor. Research from Clemens
and Wither (2014) found that the 2009 hike even lowered the income growth
of the target workers in these states. The increase in hourly pay was offset by
“employment declines, increased probabilities of working without pay (i.e., an
‘internship’ effect), and lost wage growth associated with reductions in experience
accumulation.””

Newer research shows that not all employers will cut employment, hiring,
or worker hours in light of minimum wage increases. Yet other ways they might
adjust to these cost increases may also hurt some workers. Fast-food outlets,
restaurants, and childcare providers, for example, have been found to pass a por-
tion of the minimum wage cost increase onto consumers through higher prices."®
These price hikes can reduce some of the benefit of a higher wage rate if they
occur on goods or services that minimum wage workers purchase.

Evidence also suggests that employers sometimes cut other nonpay benefits
at higher minimum wages, including the generosity of health insurance benefits,
workplace amenities, or other perks.” International research finds that firms fac-
ing higher minimum wages seek other ways to manage their labor costs, such as
offering workers less predictable schedules.?
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Some companies react to minimum wage hikes by seeking ways to improve
the productivity of their workforces. This is often not costless for workers either.
It might require replacing inexperienced low-skilled employees with more expe-
rienced, higher productivity employees; making longer-term investments in
labor-saving machines; or pushing existing workers harder. These all either reduce
opportunities for low-skilled workers in the longer term or make workers’ experi-
ence at work less pleasant.

None of this is to deny that minimum wage increases benefit the workers
who are fortunate enough to keep their jobs and hours. But policymakers must
acknowledge that these laws come with big trade-offs and that the costs are often
borne by young or unskilled workers who are looking for entry-level positions, are
regarded as more dispensable by employers, and have the most to lose from fewer
employment opportunities. Neumark and Nizalova (2007) found that workers who
were paid high minimum wages when they were younger worked less and earned
less even in their late 20s. This effect was especially strong for black Americans.”!

Overtime laws. Employees covered under the federal Fair Labor Standards
Act, which goes back to 1938, must receive 1.5 times their regular pay for any
hours worked over 40 per week. Numerous exemptions to this federal requirement
exist, including for salaried workers who have “executive, administrative,
or professional” duties and have an annual base salary of more than $35,568.

Originally envisaged to stop exploitation and even to boost employment
(by sharing work between more workers), these laws have harmed workers in
important ways. A 2020 Institute for Labor Economics study shows that because
overtime regulations increase compliance costs and create additional financial
constraints on how employers might operate most cost-effectively, they reduce net
employment and hours worked.”

To manage the additional costs and restraints that overtime laws bring,
moreover, some companies avoid paying overtime rates by adjusting base pay
or redefining work roles for workers earning near the exemption thresholds.
Research has found that there are 89 percent more salaried “managerial” positions
around the threshold, with position titles including “coffee cart managers” and
“lead reservationists,” suggesting there is substantive “overtime avoidance”*

Thus, overtime laws might help some workers get modestly higher wages but
at the cost of less-efficient schedules for them and fewer jobs or hours for others.

Predictive scheduling laws. Predictive scheduling laws generally force
employers to disclose anticipated schedules for employees in advance (usually
within two weeks’ notice) and strictly limit an employer’s ability to change those
schedules. Some versions include mandatory rest periods between employee shifts
and require overtime pay if a business changes an employee’s schedule after the
notice period has passed. Although these laws were initially adopted to provide
more certain schedules for workers in the retail and restaurant industry, where
fast-shifting demand can lead to sudden changes in the need for staff, they have
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been expanded in many jurisdictions to cover other industries.

Although predictive scheduling laws are still in their infancy, Oregon has
recently become the first state with a blanket regulation and is joined by sev-
eral major cities, including the San Francisco metropolitan area, Chicago,
Philadelphia, and New York.* Overall, the result has been a messy web of
regulations for businesses to navigate and draconian penalties on employers for
perceived violations.

Because predictive scheduling laws raise costs on employers who change a
worker’s schedule, managers have unsurprisingly found it more difficult to cali-
brate staffing levels with staffing needs. Thus, to avoid making large losses at quiet
times, businesses have cut the number of workers on shifts that are expected to
have uncertain demand. In fact, research published by the Institute for the Study
of Free Enterprise in 2022 suggests that these laws have corresponded with a 9.2
percentage point increase in part-time workers from 2014 to 2020 in the retail
and restaurant industry.”® Workers themselves attributed more than two-thirds of
this increase in part-time employment to involuntary causes such as an “inability
to find full-time work” or “unfavorable business conditions,” rather than noneco-
nomic reasons such as “childcare issues” or “family obligations.” More evidence
suggests that businesses affected by these laws respond by offering less flexibility
with employee schedule changes, scheduling fewer employees per shift, and offer-
ing fewer jobs overall.?®

“Ban the box” regulations. Ban the box regulations (BTBs) are intended to
expand work opportunities for ex-convicts by delaying the point at which employ-
ers can ask job applicants about their criminal history. These BTB statutes, which
started in the 1990s, are now widespread. Four-fifths of the U.S. population cur-
rently reside in a jurisdiction with some form of these laws, and other expansions
are in the works.”

As discussed in the Criminal Justice chapter, boosting the employment pros-
pects of Americans with criminal records is a worthwhile objective, given the bar-
riers they currently face in the labor market. Unfortunately, however, BIBs appear
to be harming many vulnerable American workers. In particular, employers left
without a straightforward method to determine an applicant’s criminal history
frequently turn to other proxies, such as screening for race or ethnicity, to mini-
mize the risk of hiring a former inmate. Thus, Doleac and Hansen (2016) showed
that low-skilled black and Hispanic men are less likely to be employed in jurisdic-
tions with a BTB law.?® White job applicants are significantly more likely to receive
a callback than black job applicants after the passage of BTBs.? These laws also
can lead employers to lobby for and utilize other means of screening applicants
with criminal records, such as occupational licensing.*

Forced unionization. The National Labor Relations Act (NLRA), which has
been in effect since the 1930s, makes it unlawful for an employer not to bargain
with a union that has majority worker support, while also granting that union the

EMPOWERING THE NEW AMERICAN WORKER



sole representation rights for all employees. This exclusive representation provi-
sion means that governments are forcing certain employees to be represented by a
union to collectively bargain for them, even when the individual worker may not
desire such representation.

The act is explicitly based on the idea that employees face an inequality of
bargaining power with employers, something that the law seeks to correct by
providing collective bargaining opportunities from independent unions—that is,
unions that have no connection with the company’s management. As such, the
law entrenches an adversarial labor model. It explicitly bans individual company
unions in which a firm might deal with its own union worker representatives
who might better enhance the collaborative prospects of labor and management.
The act also promotes union security, the principle under which workers who
are represented by a union can be forced to join or pay dues to it, to ensure the
union’s survival.

Clearly, the NLRA has become less problematic over the decades, as union
membership has declined to just 6.1 percent of private-sector workers, down
from 36 percent in 1953. These days, 28 states also have right-to-work laws, which
prohibit employees from negotiating contracts in which nonunion members are
forced to pay for the costs of union representation. The development of the gig
economy and other flexible forms of work further makes the law an anachronism
in the modern economy.

However, 22 states still lack right-to-work laws; the NLRA's regulatory burdens
are still significant; and many policymakers are working to expand the law’s scope
through reinterpretation or new legislation. For example, some appointees at the
National Labor Relations Board (the federal agency tasked with enforcing labor
law) broaden the conception of “concerted action” to prevent employers from
fully responding to employees’ unwelcome speech or workplace histrionics.”* A
proposed Protecting the Right to Organize Act, meanwhile, would abolish state
right-to-work laws and attempt to redefine gig workers and independent contrac-
tors as employees, ensnaring them within applicable state and federal labor laws.
At other times, progressive groups have pushed for the criminalization of employ-
ers who might have unwittingly sidestepped vague labor rules, and previous
Democratic administrations have attempted to make companies liable for breach-
es of labor and employment law committed by their franchisees or contractors.*

All these factors increase risks for employers, dampening their propensity
to hire and encouraging them to locate in right-to-work states or even other
countries.” Furthermore, most analyses of private-sector unions and collective
bargaining arrangements find that, although unionization can generate a short-
term wage premium for union-covered workers, a union presence reduces job
growth at the firm level.** Unionized firms also tend to struggle with maintaining
investments in capital or research and development, thus harming productivity
and lowering wages in the longer term.* The presence of a union also changes
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the composition of the employed workforce, with older and higher-paid workers
tending to leave the firm as younger and lower-paid workers join.** More recently,
Kini (2022) showed that unionization can also harm consumers, for example

by increasing prices or decreasing product quality.”” Laws and regulations that
encourage or mandate a big union presence thus tend to reduce job opportunities,
on net, while favoring insiders at the expense of all other workers.

Other labor market regulations. Governments regulate labor markets in
other ways that also harm American workers. For example, as analyzed in the
Employee Benefits chapter, government-mandated benefits enforce certain types
of benefits for workers, distorting worker remuneration in a variety of ways. The
federal Davis—-Bacon Act commits federal construction projects to pay prevail-
ing wages for workers, often meaning union rates at significantly higher cost,
to the detriment of minorities and taxpayers. As discussed in the Independent
Work chapter, restrictions on contract or gig work, such as those in California’s
Assembly Bill 5, reduce workers’ scheduling flexibility and hours and reduce
employment in the knowledge economy.

THE POLICY SOLUTIONS: DEREGULATE LABOR MARKETS T0
IMPROVE AMERICAN WORKERS' EMPLOYMENT PROSPECTS

Given the demonstrable benefits of labor market mobility for American work-
ers and the problems caused by various labor regulations, policymakers should
return to respecting Americans’ freedom of contract and employers’ right to
employ at will—that is, being able to terminate work relationships for any reason.
Doing so will ensure that the labor market is as dynamic as possible, provides the
greatest opportunities for higher wages and levels of employment, and meets the
widely varying needs and desires of all American workers.

Having freedom of contract as the lodestar of labor law would require repeal-
ing many of the labor regulations that currently prohibit agreements or decisions
that employers and employees might reach in free negotiation. Doing so would
inevitably be disruptive, and even harmful, for some workers in the short term,
but government interference in the labor market brings net economic harm,
while benefiting some insiders at the expense of far more outsiders (who tend
to be young and unskilled workers with the most to lose). Many of these regula-
tions, moreover, hurt many of the same workers they are allegedly intended
to help, in turn preventing better employer-employee job matching and thus
worsening productivity.

In terms of specifics, age-based discrimination laws should be repealed, and
other discrimination laws should be reassessed due to their potential unintended
consequences. Policymakers also should scrap minimum wage laws entirely, or—
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where doing so is politically impossible—hold the dollar value of minimum wages
constant (so they become less significant in real terms over time) and resist any
large federal minimum wage increases, which would particularly harm people in
lower-wage, rural areas and many young or low-skilled Americans. Policymakers
should repeal overtime and scheduling mandates, which reduce workers’ job
security, hours, and, often, their preferred work arrangements, while also making
businesses less productive. They should also water down the worst aspects of the
anachronistic, adversarial National Labor Relations Act or repeal it entirely: in
general, federal law should neither encourage nor prevent employers and employ-
ees from agreeing to unionize their firms’ workforces as they see fit.

Finally, state and local BTB laws, which risk stifling mutually beneficial job
matching between businesses and workers without criminal records, should be
repealed and new laws should be avoided. Instead, as discussed in the Criminal
Justice chapter, governments should pursue expungement to improve employment
outcomes for Americans with criminal histories. Companies that have volun-
tarily instituted BTB, such as Walmart, Target, and Koch Industries, can of course
maintain those policies. This would avoid the unintended consequences created
by BTB mandates because these firms do not desire to know applicants’ criminal
histories (and thus will not use racial or other proxies to determine them).

Labor-related regulations detailed in other chapters, such as those on indepen-
dent work and occupational licensing, should also be reformed as recommended
there.

ACTIONPLAN

Although intended to help American workers, many labor laws and regulations
often hurt them and create unnecessary hurdles to employers and employees as
they attempt to develop mutually beneficial workplace relationships. Congress
should therefore

o repeal the federal minimum wage, overtime, and other provisions of the
Fair Labor Standards Act;

o repeal the Family and Medical Leave Act;

o repeal federal age discrimination law, such as the Age Discrimination in
Employment Act, including its ban on the practice of automatic retirement
ages at private workplaces;

o repeal, in whole or large part, the Americans with Disabilities Act, in par-
ticular its coverage of disabilities beyond traditional categories such as
deafness, blindness, and paraplegia;

o repeal the National Labor Relations Act; and

o reject proposals for a $15 federal minimum wage, newly strengthened col-
lective bargaining rights for trade unions, attempts to redefine independent
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workers as employees, as well as the push for using antitrust powers to
counteract labor market power.

State and local governments, meanwhile, should

repeal minimum wage laws;

repeal state age discrimination laws;

repeal BTB legislation;

avoid or repeal laws that require workers to join a labor union; and

avoid or repeal laws that seek to regulate the gig economy or independent
contractors as the equivalent of employees.
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THEISSUE: U.S. HIGHER EDUCATION POLICY HAS PROVEN T0
BECOUNTERPRODUCTIVE FOR MANY AMERICAN WORKERS,
PRODUCING BALLOONING COLLEGE PRICES, LEADING
EMPLOYERS TO DEMAND CREDENTIALS THEY DON'T NEED,
AND FAILING TO PROVIDE COMMENSURATE INCREASES IN
KNOWLEDGE OR SKILLS

Public policy has typically tasked elementary and secondary schools with pro-
ducing “college- and career-ready” graduates, but with emphasis heavily on the
former. It is in college that we have come to expect students to obtain specific skills
and knowledge—human capital—for employment. But for many American work-
ers, the higher education system has proven itself to be counterproductive, issuing
too many empty degrees at prices that are too high and at rates that have put too
many workers on a relentless credential treadmill. These burdens can weigh not
only on prospective American workers but also on their employed parents who
help shoulder the costs of education.

Going to college may now seem commonplace, but it is a relatively recent
development. The share of the U.S. population aged 25 and over with a bachelor’s
degree did not hit 5 percent until about 1950, did not reach double digits until
around 1970, and is still well under half, as Figure 1 shows.

For most of American history, colleges offered little practical instruction,
focusing on religion and associated subjects, such as Greek, Latin, and philoso-
phy. The federal government tried to change this by expanding higher education’s
reach in the 19th century via land grants, which produced funding to expand
public colleges and the teaching of more practical subjects, such as agriculture and
mining. These initiatives, however, did not greatly increase college attendance.

What most spurred college enrollment appears to have been not an increasing
need for skills and abilities that could most efficiently be transmitted via formal
postsecondary schooling—a majority of Americans aged 25 and older had not
completed high school until around 1965—but government subsidies.

The first noticeable kink in Figure 1 is after 1940, corresponding with the
passage of the Servicemen’s Readjustment Act of 1944 (colloquially known as
the G.I. Bill), which furnished billions of dollars to send newly returned World
War II veterans to college. The bill’'s primary goal was to keep servicemen from
flooding the labor market, not to increase their knowledge and skills. Within
seven years, 2.3 million veterans had enrolled in college, versus total college
enrollment in 1939-1940 of only 1.5 million.? Federal aid accelerated after the
Soviet launch of Sputnik in 1957, which threw Americans into a panic over a
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FIGURE 1 The percent of the U.S. population aged 25 or older with a
bachelor’s degree has risen 14-fold since 1910
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Source: “Table 104.10: Rates of High School Completion and Bachelor’s Degree Attainment
among Persons Age 25 and Over, by Race/Ethnicity and Sex: Selected Years, 1910 through
2021,” Digest of Education Statistics, National Center for Education Statistics, U.S.

perceived technological inferiority and led to the National Defense Education
Act. One of the law’s components was the first federal student loan program—G.I.
Bill money was essentially a grant—in which Washington gave colleges money to
lend to students (as opposed to federal loans going to students and only reaching
schools when students choose them).

Next, President Lyndon Johnson made college a major part of the “Great
Society,” with the Higher Education Act of 1965 creating new grant and loan
programs. Over the next several years, such programs were expanded, includ-
ing creation of Pell Grants in 1972 and Sallie Mae, a government-sponsored
enterprise that provided funds to lenders at low interest rates. Creation of state
guarantee agencies, intended to cover all principal and interest on defaulted loans
for lenders, was also encouraged by the federal government, which in the Higher
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Education Act Amendments of 1976 said that it would cover any of those agencies’
losses.* Through the early 1980s, the government repeatedly expanded aid, includ-
ing creating non-means-tested Parent Loan for Undergraduate Student (PLUS)
loans and extending loans to students who were financially independent of their
parents. In 2006, the federal government created PLUS loans for graduate students
that the students themselves could take out.

Concurrent with the establishment of federal subsidy infusions, the inflation-
adjusted cost of tuition, fees, and room and board began to skyrocket, from $9,209
in 1980-1981 to $25,281 in 2019-2020, as Figure 2 shows.

FIGURE 2 As federal subsidies for higher education have increased,
education-related expenses for undergraduates have skyrocketed
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Statistics, National Center for Education Statistics, U.S. Department of Education, 2022.
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Aid and prices are clearly connected. For starters, basic economics says that
more money chasing the same level of goods or services—in this case college
seats—leads to inflation, but that is just part of the explanation for higher educa-
tion’s hyperinflation. Another driver is that third-party (read: taxpayer) money
enables customers to demand more from providers, including increased enter-
tainment, such as recreation programs, concerts, and waterparks; better food;
and more comfortable accommodations.’ Third-party payment has also rendered
students less sensitive to resulting price increases. Prospective students’ price
insensitivity enables college employees to demand higher salaries, lower work-
loads, nicer offices, and other rewards. Thus, Lucca et al. (2019) found that a one-
dollar increase in federal subsidized and unsubsidized loan maximums leads to
college tuition price increases of about 60 and 20 cents, respectively. ©

Unfortunately, President Biden’s executive action on student debt announced in
August 2022 would likely put further upward pressure on prices. Under the plan,
the president would unilaterally cancel $10,000 to $20,000 (the higher amount is
for borrowers who also had Pell Grants) of federal student loan debt for anyone
making less than $125,000 individually or $250,000 for a household and would
make income-driven repayment options much more generous for borrowers,
including by reducing the share of income that determines borrowers’ monthly
payments before eventually getting their remaining balances forgiven. Both
actions, if ultimately implemented, would decrease borrowers’ sensitivity to tuition
increases, essentially telling colleges to raise prices further and students to worry
less about paying because the U.S. taxpayer will pick up the (now even larger) tab.”

Perhaps such inflation would be tolerable if it translated into proportion-
ately greater human capital, but the data do not indicate that this is happening.
Literacy assessments, for example, indicate declining human capital per degree.
The National Assessment of Adult Literacy (NAAL), administered in 1992 and
2003, tested adults’ ability to comprehend prose such as newspaper articles, docu-
ments such as tax forms, and mathematical reasoning.® From the first to the second
administration of the test, the share of adults who topped out schooling with a
bachelor’s degree and were proficient prose and document readers dropped from
40 to 31 percent and 37 to 25 percent, respectively. For quantitative literacy, the
share was unchanged. Advanced degree holders dropped from 51 to 41 percent
prose proficient, 45 to 31 percent document proficient, and 39 to 36 percent quanti-
tative proficient reasoning, although the last change was not statistically significant.

The Program for the International Assessment of Adult Competencies,
administered in 2012/14 and 2017, is not directly comparable to NAAL, but it
does identify literacy levels, with level 3 and above considered “proficient.” For
households with members aged 16 to 65 years old, in the 2012/14 administra-
tion, 68 percent of test takers with more than a high school education scored in
the third literacy level or above. In 2017, only 64 percent did.’ In numeracy, the
drop was from 57 to 53 percent. Given such results, why the continued pressure to
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increase college enrollment and potentially burden students and their parents with
a high-dollar, low-value degree?

Among several reasons, a diploma is increasingly needed to get hired even
when job responsibilities have not markedly changed. In 2017, researchers with
the Harvard Business School compared more than 26 million want ads and cur-
rent occupants in middle-skill jobs. It revealed significant credential inflation.'
The most striking instance was supervisors of production workers, with 67 percent
of job postings calling for a bachelor’s degree but only 16 percent of current occu-
pants possessing one. Other yawning gaps were 47 percentage points for executive
secretaries and executive administrative assistants and 44 points for supervisors of
construction trade and extraction workers.

Do employers see degreed workers as superior? In many ways, no. Harvard
Business School data show that employers less often judge workers without
degrees but with experience as likely to need upfront training to reach full produc-
tivity, to need supervisor oversight, to be absent, and to turnover. Employers do,
though, tend to believe that someone with a degree will end up being more pro-
ductive and reach that level more quickly.

Of course, the cost of attaining a degree is usually not borne by an employer, so
there is little cost to requiring one. And pickings are easy, with a glut of bachelor’s
degrees. Data from the Federal Reserve Bank of New York show that roughly a
third of all four-year degree holders are in jobs that do not require their credential.
And this is not just for new graduates, indicating that many degree holders are in
career underemployment.'!

Governments also spur demand and credential inflation by increasingly
requiring their employees to have degrees. This includes public schools that
employ millions of teachers. As of 1937, only five states required teachers to have
four years of college for initial certification, while six required only high school
graduation, and eight had no specific educational requirement. By 1986, the
Carnegie Task Force on Teaching and the Holmes Group—an assemblage of edu-
cation deans at leading research universities—was proposing that all teachers have
an undergraduate education in specific subjects and master’s degrees in education
to enter the profession.'

Today, an advanced degree is not typically required to become a teacher,
but teachers ordinarily rise on district salary scales by possessing one, and some
states require that teachers obtain master’s degrees within a certain number
of years of licensure—despite research typically finding no positive impact on
student achievement."

States further fuel demand for college degrees by making them a condition for
licensure in many private-sector jobs."*As discussed in the Occupational Licensing
chapter, the last few decades have experienced major increases in the number
of occupations and share of the American workforce that is subject to licensing.

In the 1950s, around 5 percent of workers were subject to licensing laws, which
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jumped to 18 percent by the 1980s and 29 percent by the mid-2000s."> Many state
licensing regulations today require college degrees for occupations, such as ath-
letic trainers and auctioneers, that clearly do not need them.'

Even quintessential occupations needing specialized, advanced degrees and
licenses to operate, such as doctors and lawyers, only started to see such require-
ments relatively recently. Many famous lawyers—Thomas Jefferson and Abraham
Lincoln leap to mind, but more recently U.S. Supreme Court Justice Robert H.
Jackson—practiced law without law degrees, largely learning independently and
on the job with established attorneys."” Medical education slowly transformed
from an apprenticeship model to an academic one, and states did not start to regu-
late length or content of training until the late 19th century."®

The federal government also restricts supply by making it difficult for innova-
tive education providers, such as online institutions or competency-based degree
programs that give credit for what students already know, to enter the higher edu-
cation market." For an institution to enroll students using federal aid, which is so
widespread that almost all colleges must enroll such students to be competitive, it
must be approved by an accreditor that is recognized by the U.S. Department of
Education. Those accreditors tend to be focused on inputs and residential, four-
year models, making it difficult for innovative, nontraditional options to enter the
market and thrive.

Washington has also targeted the most dynamic higher education sector—
for-profit schools—for extra regulatory scrutiny. For-profit institutions have typi-
cally been much quicker than traditional colleges to adapt to changing workforce
needs and shape the modes, times, and places of their offerings for working adults.
The sector does produce some poor outcomes, including a relatively high default
rate of 11.2 percent versus 5.2 percent for borrowers who attended nonprofit pri-
vate colleges and 7.0 percent for public college attendees.” But it also works with
students with the greatest obstacles to success—for example, older ones from dis-
advantaged groups—and the schools do not receive the state and local subsidies of
public institutions or the favored tax treatment of not-for-profit private schools that
enable them to bring in substantial revenue from sources other than students.?'

Regulatory restrictions not only deny students educational options that might
be better suited to their skills, lifestyles, or interests but also insulate traditional
colleges from having to compete on price, quality, or convenience.

Finally, while the postsecondary education system is primarily to blame for
degree pressure and expense, the country’s secondary education system also con-
tributes to the problem. As discussed in the K-12 Education chapter, career and
technical education has long been sidelined as states and districts have made col-
lege attendance the ultimate goal of public schooling, and students interested in
gaining specific workforce skills have found themselves marginalized and without
robust options. Providing more freedom to choose alternatives to college prep
would do a lot to avoid higher education problems.
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THE POLICY SOLUTIONS: REDUCE FEDERAL SUBSIDIES
FOR HIGHER EDUCATION; REFORM OCCUPATIONAL
LICENSING REQUIREMENTS; DECREASE REGULATORY
BURDENS TO INCREASE INNOVATIVE SUPPLY; AND
PROVIDE NONCOLLEGE OPTIONS FOR K-12 STUDENTS

College education is more expensive and in demand than it should be, due
largely to government policies that subsidize demand and restrict supply. The
right prescription for reform is to move postsecondary education closer to a
free market, in which tuition prices more closely reflect a degree’s value to the
American worker who holds it and in which alternatives to degree programs
can compete.

Foremost, the federal government must reduce student aid to release price
and credential inflationary pressure. Ideally, Washington would phase out all aid
programs, because any subsidy distorts demand, leading to overconsumption and
price increases. It also decreases consumers’ incentives to vet providers for cost
and quality—a critical consideration given recent research showing the return on
investment of most graduate degrees to be modest or even negative.? Finally, the
Constitution gives the federal government only specific, enumerated powers, and
authority to fund student aid is not among them.

Unfortunately, wholesale removal of federal subsidies is unlikely in the near
term. Smaller reforms, however, are possible. In particular, Congress should elimi-
nate all federal aid programs that are not means-tested and should increase the
minimum academic requirements needed to obtain remaining loans or grants.
Doing so would help federal subsidies target only needy students with good col-
lege completion prospects while tempering tuition inflation, unmanageable debt,
and credentialism.

Federal, state, and local governments also should reduce formal education
requirements for private- and public-sector workers wherever possible. As dis-
cussed in the Occupational Licensing chapter, states should eliminate many occu-
pational licenses altogether and remove unnecessary credential requirements for
those that remain. For many jobs, passage of an examination—written, practical,
or both—is a better means of assessing competence than a degree. Aslongasa
person can do a job, it should not matter how they attain the requisite knowledge
and skills.

President Donald Trump moved in the right direction for federal workers in
2020, signing an executive order calling on the Office of Personnel Management
to examine all federal jobs and eliminate unnecessary credential requirements.”
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The state of Maryland recently did much the same, eliminating college degree
requirements for thousands of state government jobs.** Other states and localities
should follow suit.

Next, the federal government should stop restricting and distorting the
supply of more diverse and innovative higher education services by freeing col-
leges from rigid accreditation requirements to enroll students who use reformed
federal aid programs. Roughly along the lines laid out in the Higher Education
Reform and Opportunity Act of 2019, the federal government could allow aid
to be used at institutions that are accredited by states or state-recognized accredi-
tors, including apprenticeship programs, competency-based programs, and
short-term degrees.”

The federal government also should treat for-profit schools the same as puta-
tively nonprofit ones, in contrast with proposed “gainful employment” regulations
that clumsily differentiate between programs focused on a graduate getting a job,
which are most often offered by for-profit institutions, such as medical technician
training programs, and those focused more on academic subjects in typically not-
for-profit institutions.? In reality, almost everyone who goes to college does so to
improve their employment prospects. In a 2014 New America survey, 91 percent
of young people either planning to go to college or recently matriculated cited “to
improve my employment opportunities” as a “very important” or “important” rea-
son for enrolling.”” It was the top reason cited.

In general, the market should decide the success or failure of all higher
education institutions—for-profit, nonprofit, online, brick-and-mortar, etc.—
not regulations, subsidies, and politics.

Finally, states should redirect funding from state colleges to students or,
preferably, taxpayers. And, as discussed in the K-12 Education chapter, states
and localities should greatly expand options before college. Preferably, this should
be done through school choice programs that enable funding to follow students
to educational options, including private, of their choosing. Short of that, pub-
lic schools should offer more robust career and technical education options.
Preparation to enter the workforce should be possible for many people without
any formal postsecondary education.

ACTIONPLAN

Federal higher education policy has largely been driven by one simplistic
notion: education is good, so more must be better. Moreover, much that has been
done in the name of “education” does not supply in-demand skills and knowledge.
Subsidies have been largely self-defeating, fueling higher prices and diploma
demand.
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Congress should repeal all student loan and grant programs. If it does not go
that far, it should

eliminate parent and grad PLUS loans, which are not means-tested (the
former fuels indebtedness for many families that cannot afford it, while
graduate students should be able to obtain private loans to study in-
demand fields);

eliminate all unsubsidized loans, which are not means-tested and are only
unsubsidized in that the government charges interest while a borrower is in
school and for six months after graduation;

increase the minimum academic requirements to obtain a federal loan or
grant—perhaps a 2.5 grade point average on a 4.0 scale in core classes and
minimum ACT or SAT scores of 20 and 1060, the national means—which
would protect potential borrowers who are academically unprepared from
taking on unmanageable debt and would help cool credential inflation;
allow remaining loans and other aid to follow students to schools with vari-
ous kinds of accreditation, including by state-recognized accreditors; and
treat all postsecondary options equally, avoiding gainful employment rules
or applying them to all institutions and programs.

State and local governments should

remove college degree requirements from public-sector job offerings for
which specific college-level learning is not needed or in which competency-
based assessments can be used;

remove credential requirements from occupational licenses in which
competency-based assessments can be used, or for which there is no clear
college-level learning needed;

reduce direct state and local subsidies for public colleges, either giving
them to students or, ideally, reducing taxes; and

as is discussed in more detail in the K-12 Education chapter, implement
education choice programs, such as education savings accounts, and create
more robust career and technical education programs in public schools.
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THEISSUE: THE DRAMATIC INCREASE IN OCCUPATIONAL
LICENSING RESTRICTIONS NEEDLESSLY DISCOURAGES WORK
AND MOBILITY

The United States’ relatively free and flexible labor markets support worker
opportunities and boost lifetime earnings and economic growth.! However, one
type of regulatory barrier, occupational licensing, has increased over the last
several decades to affect more than one-fifth of the workforce, raising costs and
undermining worker choices in the process.

State governments bar individuals from entering many occupations unless
they fulfill specific educational, training, and testing requirements. Occupational
licensing requirements vary by state, but they typically cover dozens of profes-
sions ranging from doctors and lawyers to cosmetologists, manicurists, barbers,
preschool teachers, athletic trainers, makeup artists, security alarm installers, taxi-
dermists, sports coaches, travel agents, bartenders, animal trainers, tree trimmers,
tour guides, interior designers, auctioneers, massage therapists, and many others.?

The share of U.S. jobs requiring an occupational license increased from 5 percent
in the 1950s to 22 percent in 2021.° Other estimates put today’s share even higher.*
Figure 1 shows the share of workers with a license by industry. The number of
occupations requiring a license in at least one state rose from about 30 in 1920 to
about 1,100 today.” The share of workers needing licenses ranges from 14 percent
in Georgia to 27 percent in Nevada.®

The increase in mandatory licensing has reduced workforce mobility and cre-
ated barriers to work and advancement. The barriers particularly harm young
people starting their careers, people with low incomes, people switching occupa-
tions, people moving between states, veterans or military spouses, and people with
a criminal record.

Kleiner (2015), for example, estimated that “the restrictions from occupational
licensing can result in up to 2.85 million fewer jobs nationwide, with an annual
cost to consumers of $203 billion.”” Similarly, a 2018 Federal Trade Commission
report found that while occupational licensing supports health and safety in
some cases, it also reduces labor supply, restrains competition, and raises prices.?
Kleiner and Soltas (2019) examined license variation among the states and found
that shifting an occupation from unlicensed to licensed reduces employment
in the licensed occupation by 29 percent.’ The economists also discovered that
licensing requirements delay the entry of younger workers into the relevant occu-
pations far beyond the amount of time needed to meet any relevant education
requirements. Kleiner and Xu (2020) found that licensing has significant negative
effects on occupational mobility when switching both in to and out of licensed
occupations, accounting for “at least 7.7 percent of the total decline in occupa-
tional mobility over the past two decades”'° Such barriers also discourage hiring
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FIGURE 1 An increasingly large share of U.S. occupations required a license
in2021
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Source: “Certification and Licensing Status of the Employed by Occupation, 2021 Annual
Averages,” Labor Force Statistics from the Current Population Service, U.S. Bureau of Labor
Statistics, January 20, 2022.

across state lines, and thus limit workers’ interstate mobility."" As Figure 2 shows,
states with licensing requirements for more occupations (i.e., high licensing states)
experience fewer job-to-job (i.e., directly from another employer) hires than do
states with fewer licensing burdens.

Recent federal administrations have rightly been critical of licensing. A 2015
report by Obama administration economists concluded, “There is evidence
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FIGURE 2 Fewer workers change jobs in high licensing states
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licensing requirements raise the price of goods and services, restrict employment
opportunities, and make it more difficult for workers to take their skills across
state lines”’? The Trump administration also prioritized licensing reform, and its
Federal Trade Commission continued several Obama-era actions targeting oner-
ous state licensing regimes.”* And the Biden’s administration’s Economic Report
of the President for 2022 found that “occupational licensing can make it more
difficult for workers to enter fields or move to places where their human capi-
tal would be more productive by increasing the cost of mobility in terms of fees
for obtaining a license or time to complete required training or other licensing
requirements.”**

Many licensed occupations are found in small businesses, so licensing
restrictions are restrictions on entrepreneurship, particularly for disadvantaged
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individuals. Slivinski (2015) found that those states that require licenses for a
larger number of occupations with typically moderate incomes have lower rates
of low-income entrepreneurship.’® The Institute for Justice (I]) calculated in 2017
that lower-income occupational licenses require, on average, nearly a year of edu-
cation or experience, one exam, and more than $260 in fees.’* Such burdens are
disproportionately heavy for individuals who are unemployed, living paycheck-to-
paycheck, or raising a child alone.

Military spouses are also disproportionately affected by state licensing rules,
given the type of work they often do and their families’ frequent interstate travel.”
Also, veterans with specialized military training often find themselves ineligible
for a license to do the same work as a civilian."® And, as discussed in the Criminal
Justice chapter, licensing rules often bar individuals with a criminal record from
applying, thus thwarting worthwhile “prison entrepreneurship” programs intend-
ed to rehabilitate inmates and decrease recidivism.'” Only a few states earn good
grades in this regard, despite the entrepreneurship programs’ efficacy. States with
heavier occupational licensing burdens have been found to have higher recidivism
rates than those with lower barriers to entry, while states with the fewest barriers
actually saw recidivism rates decline.?

Just as importantly, the usual consumer protection rationales for licensing have
proven to be weak. Kleiner (2015) reviewed the academic literature and found
that there “is little evidence to show that the licensing of many different occupa-
tions has improved the quality of services received by consumers.”?' Similarly, the
2015 Obama administration report concluded that “most research does not find
that licensing improves quality or public health and safety”?> More recent research
shows much the same: Blair and Fisher (2022), for example, reviewed 21 mil-
lion online transactions in the $500 billion home services market and found that
“licensing a task reduces service provider surplus and platform surplus without
increasing consumer surplus”—thus confirming previous studies of licensing’s
lack of benefits for consumers on digital platforms.” And looking internationally,
a 2020 report by the Organisation for Economic Co-operation and Development
found that “there is very little empirical evidence of a positive link between the
stringency of regulations and the quality of services”*

That there are large differences in state licensing requirements and covered
occupations is a strong indication that many licenses are unnecessary or overly
burdensome. Athletic trainers, for example, are not licensed in California, but in
Nevada they must have a college degree, pass an exam, and pay $666 for an initial
license and $150 for annual renewals.” Auctioneers are not licensed in about half
the states, but in North Carolina they must have a college degree, pass an exam,
and pay $450 for an initial license and $250 for annual renewals. Heating, ventila-
tion, and air conditioning (HVAC) contractors are not licensed in more than a
dozen states, but in Nevada they must pass an exam and pay $1,135 for an initial
license and $600 for biennial renewals.
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Such large interstate differences suggest that rules are not based on analyses
of health or safety but rather reflect differences in state and local politics. Current
members of professions often sit on state regulatory boards, and they tend to
favor increasing licensing requirements to limit entry and reduce competition.
They also often lobby for new restrictions and against reform of current ones. For
example, a 2022 IJ study shows that occupational licensing is usually initiated by
industry groups, not consumers.?® Numerous states use “sunrise reviews” when
considering imposing new occupational licenses. The Institute for Justice studied
494 such reviews in 15 states from 1985 to 2017 and found that industry groups
initiated 83 percent of the reviews, generally in the hopes of prompting lawmakers
to impose licensing. For example, the “Maine Association of Wetland Scientists
sought licensure of soil scientists and the Vermont Alarm and Signal Association
sought licensure of burglar alarm installers”

Sunrise reviews are a good idea when they are performed by independent
experts, as they inform policymakers about the downsides of licensing. Just
20 percent of the independent reviews that I] examined recommended adding
new licensing rules.” Thus, the good news is that experts usually find that the
costs of licensing are higher than the benefits.

The bad news, however, is that state legislatures often ignore the experts, as
new licensing rules were enacted after 41 percent of the sunrise reviews. For exam-
ple, lactation consultants often get voluntarily certified to signal their professional
skills, but Georgia legislators mandated licensing in 2016, even though a state sun-
rise review recommended against it. The law required about two years of college
courses and more than 300 hours of supervised clinical work. It threatened to put
hundreds of current lactation consultants out of work and make them pay to get
recertified, even though many had years of experience and voluntary certification.
The Georgia law is currently on hold due to litigation.

Other examples of new licensing, even after state reviews recommended
against, include: athletic trainers in Florida, Hawaii, and Washington; hearing aid
dispensers in Colorado; HVAC technicians in South Carolina and West Virginia;
landscape architects in Colorado, Vermont, and Virginia; massage therapists in
Colorado, Georgia, and Virginia; motor vehicle salespeople in West Virginia;
nutritionists in Hawaii; plumbers in South Carolina and West Virginia; tattooists
in Minnesota and Virginia; and timekeepers in mixed martial arts in Hawaii.*
Unfortunately, licensing is often “driven by special interests, not the public inter-
est,” concluded the 2022 I study.*
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THE POLICY SOLUTIONS: REPEAL UNNECESSARY
LICENSES; EMBRACE INTERSTATE LICENSE RECOGNITION:;
REDUCE LICENSING BURDENS FOR HIGHLY MOBILE OR
DISADVANTAGED GROUPS; AND LOWER LICENSING FEES

In response to growing evidence of licensing’s downsides, labor experts across
the political spectrum have called for reforms to liberalize occupational licensing
rules, and many states are pursuing such proposals. The best reform option for
many occupations is full repeal of the state licensing requirement, particularly
when licensing is unrelated to health and safety or is unnecessary. A simple way
to determine if a licensing requirement is needed is to examine the experience of
other states. States should lean toward repealing licensing of an occupation when
numerous other states do not require it. In 2020, for example, Florida repealed
licensing for interior designers, nail technicians, hair braiders, and boxing
announcers.” Florida knew that repealing licensing for interior designers made
sense because most states do not license that occupation.

Another reform approach is for states to perform cost-benefit analyses on all
current licensing requirements and to repeal those that do not generate overall
net benefits. Such analyses can be part of periodic “sunset reviews” performed
by independent examiners on a rotating basis. For example, Utah recently added
a requirement for a detailed examination of existing license requirements every
10 years.*

A turther reform option is to replace compulsory licensing with voluntary
(and superior) market mechanisms. For example, many occupations, such as
those in information technology, eschew licensing and instead rely on workers
gaining qualifications through voluntary certification. Such certifications encour-
age skill accumulation and signal worker abilities, but they do not pose a hard,
artificial barrier to employment since they are voluntary. They also apply univer-
sally and thus do not restrict workers’ interstate mobility.

Short of repealing licensing requirements, state policymakers should support
worker mobility by opening their workforces to individuals licensed in other
states. If a person is licensed as, say, a nurse in one state, that individual should
not face the costs of retaking courses and tests after moving. As discussed in the
Health Care chapter, the need for greater interstate mobility was evident during
the pandemic, as states facing surging hospital demands needed temporary help
from doctors and nurses licensed elsewhere (and thus those states temporarily
waived various licensing requirements).

One way to improve interstate mobility is through “compacts” among states,
which recognize members’ licenses for particular occupations. The Nurse
Licensure Compact, for example, allows nurses in more than 30 states to practice
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in other states that are compact members.* Other multistate compacts exist for
physical therapists, psychologists, and emergency medical services personnel.”

A broader and likely better approach to interstate licensing reform is universal
recognition, which was first passed by Arizona in 2019.* Governor Doug Ducey
(R-AZ) championed the reforms, noting, “Plumbers, barbers, nurses, you don’t
lose your skills simply because you pack up a U-Haul truck and move to Arizona”¥’
The law allows for expedited licensing approval for Arizona residents who hold
similar licenses from other states. After the Arizona reform, 17 other states have
enacted similar reforms, thus allowing greater interstate worker mobility.*

Other reforms can reduce the harms of licensing, especially for disadvantaged
groups. One popular reform in recent years has been for states to direct licensing
boards to grant a license to a veteran with equivalent military training, educa-
tion, and experience. Other states have waived civilian training requirements and
allow veterans to sit for licensure exams based on military training and experience
alone. However, not all states have adopted these reforms; reformer states have
omitted certain professions; and the reformed process can remain costly and
time-consuming.*

States have also loosened licensing rules for military spouses, who often
move frequently during their careers. About “35 percent of military spouses are
employed in professions that demand a license, and those same families are 10
times more likely to move across state lines within the previous year than their
civilian counterparts”*® Reforms for military spouses are a good step, but spouses
of other mobile professionals face similar problems and deserve relief as well.

Policymakers should also rethink licensing prohibitions related to past crimi-
nal activity. In about half the states, “applicants can be denied a license due to
any kind of criminal conviction, regardless of whether it is relevant to the license
sought or how long ago it occurred*! As detailed in the Criminal Justice chapter,
individuals with criminal records are more likely to be unemployed or under-
employed. It is in everyone’s interest that they reboot their lives in a productive
manner: finding employment is “a critical aspect of reducing recidivism” for ex-
convicts, and licensing liberalization can support that goal.*?

As discussed in the Health Care chapter, states also should liberalize scope-of-
practice rules to narrow the services that only licensed professionals are allowed
to provide. For example, expanding scope-of-practice rules for nurse practitioners
or dental hygienists to perform some services currently performed by doctors or
dentists, respectively, could reduce costs in the health care system and lower prices
for consumers. Finally, if repeal and other reforms are not politically possible for
certain occupations, states should at least cut the costs of obtaining and renewing
licenses.
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ACTION PLAN

Licensing may be appropriate in some technical professions where there are
substantial health and safety concerns, but for most occupations such restric-
tions are unnecessary and harmful for American workers and the economy more
broadly. Most often, market mechanisms, such as voluntary certification, can
address any consumer protection concerns.

Every American has the right to “life, liberty, and the pursuit of happiness”
Freedom to use one’s labor in a chosen occupation is central to that pursuit. As
such, policymakers should reject attempts to impose new licensing rules, and they
should reduce existing requirements to maximize worker freedom in the market-

place.

State governments should

not impose any new occupational licensing rules but rather rely on market-
based mechanisms such as voluntary certification;

review all current occupational licensing rules and repeal those that fail a
cost-benefit test or that most other states do not require;

establish independent “sunset reviews” for all licenses;

where licensing is appropriate, work to increase interstate acceptance of
licenses and reduce the costs of compliance, preferably through universal
recognition;

liberalize licensing rules related to past convictions, where appropriate, to
encourage ex-convicts reentering the workforce;

loosen licensing rules for veterans with equivalent military training, as well
as for military spouses and other American workers who often move fre-
quently during their careers; and

liberalize scope-of-practice rules to narrow the services that only licensed
professionals are allowed to provide.
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THEISSUE: GOVERNMENT POLICIES DISCOURAGE OR EVEN
PROAIBIT INDEPENDENT WORK, WHICH IS INCREASINGLY
PREVALENT AND OFTEN PREFERRED BY AMERICAN WORKERS
OVER TRADITIONAL ARRANGEMENTS

Almost all political discussions about the American worker address traditional
employees, who work for a single employer providing regular compensation in
exchange for controlling how, where, and when the employees’ work will be com-
pleted. Yet the U.S. freelancing platform Upwork estimated that at some point
in 2021, about 36 percent of the American workforce engaged in independent
work—in which individuals take on short-term, specific assignments from mul-
tiple clients, relatively free from the clients” control or direction.' These numbers
swelled during the pandemic: the more than 50 million independent American
workers in 2021 represented a 25 percent increase from 2019 (see Figure 1).2

FIGURE 1 The United States gained almost 13 million independent workers
in 2021
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Source: “11th Annual State of Independence: The Great Realization,” MBO Partners, December
2021.
Note: Includes those who engage in full-time, part-time, and occasional independent work.
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While independent work often conjures images of supposedly “exploited” Uber
drivers and DoorDash deliverers, the reality is far different. The IRS reports, for
example, that only about 8.6 percent of all independent workers are employed in
gig work (i.e., online platforms that enable on-demand services for the consumer
and a flexible work arrangement for the provider), and the most common occupa-
tions for independent workers are in marketing, communications, and computer
programming.’ Freelance or contract work, moreover, is undertaken in almost
every industry.

Much of this work is also high-paying: the Wall Street Journal reported in
2022 that many skilled freelancers make six-figure incomes, while Ravenelle
and Kowalski (2022) found that these workers can command a $1,000 per day
“minimum wage” on various global freelance platforms.* Yet policies seeking to
discipline or even eliminate gig work usually affect these jobs too.

Furthermore, most Americans enter independent work arrangements because
they prefer them to the more structured and controlled form of traditional employ-
ment, not because they have no other choice. A 2021 Upwork survey, for example,
found that over 70 percent of both full-time and part-time independent workers
see increased flexibility as the major reason for engaging in independent work.®
A separate 2021 survey from MBO Partners showed that nearly 90 percent of
respondents were happier in independent work than in traditional jobs and that
roughly three-quarters of independent workers are satisfied with their work,
intend to remain in independent work, and are optimistic about their career future
(see Figure 2). By contrast, just 11 percent of these independent workers wanted to
find full-time traditional employment.®

This preference extends to oft-maligned gig work. According to a 2021 Pew
Research Center survey, for example, almost 80 percent of gig platform workers
rated their experiences positively, with almost half citing schedule flexibility as
a major reason for doing the work. Only 28 percent of respondents said they
performed gig work because there were few other job opportunities available
where they live.” And an examination by Chen et al. (2019) of more than a million
U.S. Uber drivers over an eight-month period found that drivers valued the flex-
ibility the arrangement provided—in both the timing and amount of work—at
$150 per week (or 40 percent of expected earnings). Chen et al. also found that
drivers would need a 50 percent raise to work for a less flexible taxicab company.?®

Beyond the simple preference among many Americans for independent work
are its significant economic benefits, which include boosting entrepreneur-
ship, dynamism, and growth. Barrios et al. (2022) showed, for example, that the
entrance of new gig economy platforms in different cities increased both new
business registrations and new business loans in those places by roughly 5 percent,
with the effect most pronounced in economically depressed areas.’ Independent
work also proved to be critical during the pandemic when, due to government
restrictions or structural economic shifts, certain traditional employment options
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FIGURE 2 Most independent workers viewed their work positively in 2021
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Source: “11th Annual State of Independence: The Great Realization,” MBO Partners, December
2021.

Note: Questions were asked of full-time, part-time, and occasional independent workers.

* Denotes a question asked of full-time independent workers only.

disappeared. Much of the substantial uptick in new business formations in 2020
2021, in fact, can be attributed to increasing numbers of independent workers,
both individuals selling goods on e-commerce platforms and traditional freelance
workers in service sectors.'” And as noted in the Introduction, this increase has
not been limited to white-collar professionals: for example, the number of new
independent truck drivers increased from 43,953 in 2018 to more than 109,000 in
2021, with an estimated 70 percent of these being single-driver operations.
Finally, independent work has been a boon for consumers—both businesses
and individuals—beyond simply the benefits arising from new competition (more
and more innovative choices, lower prices, etc.). Research shows, for example,
that ridesharing services such as Uber and Lyft have reduced drunk driving and
drinking-related car crashes as more people choose to take a rideshare home rath-
er than risk driving under the influence.? Meanwhile, food delivery services such
as DoorDash and Uber Eats greatly assisted restaurants in weathering lockdowns
imposed during the COVID-19 pandemic, as customers turned to food delivery
when dine-in services were not allowed."* And recently, new gig platforms such
as Bite Ninja have helped restaurants navigate shortages of drive-thru workers."
Beyond gig work, a 2021 Mercatus Center survey found that 57 percent of tech
startup executives report that independent workers are an essential part of the
function of their businesses."®
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Despite these trends, many current and proposed laws restrict or even prohibit
independent work, and politicians routinely demonize it. In 2019, for example,
California enacted Assembly Bill 5 (AB 5), which expands the definition of
“employee” to encompass many independent workers. Under the law, an inde-
pendent worker must be free from the control of the entity for which the work is
performed; perform work that is different from the hiring entity’s usual business;
and already work in the same trade, occupation, or business as the work being
performed for the hiring entity (known as the “ABC test”). If these conditions are
not met, the government considers a worker to be an employee.'® A similar pro-
posal that passed the U.S. House of Representatives in 2021 —the Protecting the
Right to Organize Act—would employ this test nationally to determine the status
of independent workers."”

Although AB 5 garners most of the media attention, California is hardly the
first state to utilize the ABC test. Massachusetts has employed it since 2005, but
gig workers like Uber and Lyft drivers have thus far been treated as independent
workers. Such an exemption may not hold: the state attorney general has chal-
lenged the rule, arguing that gig workers should be treated as employees under
the commonwealth’s statute, and the lawsuit is pending in a Massachusetts court
as of August 2022." In addition to California and Massachusetts, four states—
Connecticut, Nebraska, New Jersey, and Vermont—restricted independent work
in a similar fashion as of April 2021, while nearly 20 others utilized the ABC test to
determine unemployment insurance eligibility." Also, AB 5-style legislation has
been proposed in Virginia, Washington State, and New York.?

These laws have serious consequences for workers and companies—not merely
those in the gig economy. Forcibly reclassifying independent workers as traditional
employees would subject their work to various labor regulations, often to the work-
ers detriment. For example, the Affordable Care Act requires that all companies
with at least 50 full-time employees (defined as working at least 30 hours per week)
provide health insurance to these workers and their families or face steep penal-
ties.! According to a 2021 Trump White House Council of Economic Advisors
report, studies have shown that this employer mandate can impose significant
costs, particularly when it comes to smaller firms. The cost of providing govern-
ment-mandated health coverage, including the higher administrative costs that
smaller firms face, suppresses employees’ wages and discourages small firms from
adding jobs so as to avoid the mandate entirely.?* As noted in the Private-Sector
Labor Regulation and Employee Benefits chapters, moreover, other regulations
dictating employee hours, schedules, and content eliminate the freedom and flex-
ibility that independent workers desire, while accompanying wage and non-health
benefit requirements would make them even more costly to hire for employers,
potentially resulting in less work or pricing the workers out of the market.”

Given these and other legal requirements, a 2019 Barclays study estimated that
classifying a rideshare driver as an employee would cost Uber an additional $3,625
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per driver (approximately $3.6 billion overall using Uber's data on its number of
U.S. drivers), and in 2020 Uber estimated reclassification would force the compa-
ny to terminate more than 900,000 drivers nationally.** And following the passage
of AB 5, Vox terminated 200 freelance writers in California for similar reasons.”
As discussed in the Private-Sector Labor Regulation and Employee Benefits chap-
ters, moreover, expanding labor regulations to cover independent workers also
would likely diminish labor market fluidity and dynamism, which has been found
to boost workers’ lifetime earnings and productivity.

The additional costs associated with bills such as AB 5 would disproportion-
ately harm smaller companies and startups that often rely on independent workers
or lack the resources to offshore or automate certain core functions—thus benefit-
ing large corporations and fueling the very market concentration that many AB 5
supporters claim to oppose.*® These laws also would likely eliminate many com-
mon and widely accepted forms of independent work. For example, a freelance
writer who contracts to write articles for online magazines would be considered
an employee because the work is in line with the publications’ usual business. A
freelance fashion photographer would also be an employee because requirements
to work at certain times (e.g., during a runway show) mean that the worker is not
free from the hiring entity’s control.

To assuage some of these concerns, and as a result of public outcry from inde-
pendent workers themselves, California significantly reduced the scope of AB 5
to exempt more than 110 occupations, including photographers and writers, and
ballot initiative Proposition 22 exempted gig economy workers.”” However, many
other common professions, such as the popular owner-operator model in domes-
tic freight trucking, remain imperiled.? In fact, when court rulings applied AB 5
to commercial trucking in July 2022, potentially eliminating 70,000 independent
truck owner-operators in California, hundreds of truckers protested their reclas-
sification as employees and temporarily blockaded the Port of Oakland, one of the
busiest shipping hubs in the country.?

These realities undermine proponents’ most common justifications for new
restrictions on independent work and reveal serious misunderstandings about
it. First, they ignore that majorities of independent workers are satisfied with
their incomes and work arrangements. For example, 58 percent of full-time
independent workers reported they made more money than if they had been
engaged in traditional employment, and 68 percent consider their work more
secure than traditional employment (see Figure 3).*° In Massachusetts, 83 percent
of rideshare drivers want to remain independent workers, despite efforts to reclas-
sify them as employees.”

Second, new restrictions on independent work would eliminate a critical
lifeline for workers facing unemployment or other sudden declines in income.

For example, a study of over 45,000 individuals from the United States, United
Kingdom, and Italy found that respondents were more likely to migrate from
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FIGURE 3 Independent workers increasingly say their work is more secure
than traditional employment
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unemployment to independent work, rather than from traditional employment
to independent work.*? The gig economy plays a similar role: Huang et al. (2020)
found that a 1 percent increase in unemployment in a particular U.S. county led
to a 21.8 percent increase in gig economy employment among county residents.*
Eliminating this option via regulation could therefore harm many American
workers who are trying to get back on their feet following an unexpected disrup-
tion in employment or a broader economic downturn.

Third, proponents of independent work regulations ignore that health, retire-
ment, and other benefits are available to independent workers outside their
workplaces. Health insurance, for example, may be obtained through a spouse,
private markets, or government programs (although this can be improved, as
discussed in the following section). Several retirement account options, such as a
SIMPLE IRA or a 401(k), are also available to many independent workers. In fact,
over 90 percent of independent workers have health insurance, and roughly two-
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thirds have a retirement savings account—{figures similar to those of the general
American workforce (see Figure 4).**

Fourth, concerns about independent workers” hours, wages, and benefits
ignore that many independent workers do not work full-time in the field at issue
and instead use the arrangement as a “side hustle” to pay for school or to pursue
their passions. In fact, a survey by Brannon and Wolf (2021) of independent
workers in Michigan, Ohio, and Pennsylvania found that more than 80 percent
of respondents used part-time independent work to supplement a main source of
income.” A 2021 report by MBO Partners found that roughly two-thirds of inde-
pendent workers are either part-time or occasional independent workers.** And
according to the Bernhardt et al. (2022) review of California taxpayers, indepen-
dent work accounts for only 10.6 percent of earnings for the median worker with
both traditional and independent work income.” Restrictions on independent
work could deny these individuals an important source of extra income or the
ability to follow their dreams in music, art, and other fields.

FIGURE 4 Most independent workers had a health insurance and retirement
accountin 2019
100%

92%

90%

Health insurance, all Health insurance, workers Retirement savings
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Source: Ike Brannon and Samuel Wolf, “An Empirical Snapshot of the Gig Economy,” Regulation
44, no. 4 (Fall 2021): 4-8.

Note: Survey of 1,082 part-time and full-time independent workers in Michigan, Ohio, and
Pennsylvania.
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Beyond outright restrictions on independent work, federal tax laws can other-
wise discourage it. For example, independent workers often overpay taxes or face
monetary penalties because federal law requires most self-employed individuals
to submit estimated quarterly tax payments or face penalties, even if they are
owed a refund. More than one-third of independent workers were unaware of the
need to file quarterly tax estimates in 2018 and thus faced hundreds of dollars in
IRS penalties.®® Many independent workers are also confounded by, or unaware
of, various deductions to lower their tax burden. An independent worker must
undertake almost twice as many steps to file taxes as a comparable traditional
worker, and a recent survey found that only half of independent workers were
aware of the tax deductions for which they may be eligible.” These rules can not
only impose financial hardship on current independent workers but also make
independent work less attractive to others considering it.

Starting in 2022, taxes became even more complicated and cumbersome
for many independent workers and the online platforms that they utilize. In
particular, federal tax reporting and filing (through form 1099-K) is now required
for online sales of goods and services through a third-party payment service after
a seller receives just $600 in gross annual payments (including fees, taxes, and
even canceled orders), up from the previous $20,000 or 200 transactions mini-
mum.” Seven states (California, Maryland, Massachusetts, Mississippi, Missouri,
Vermont, and Virginia) and the District of Columbia have the same $600 reporting
requirement for state taxes, while several other states have similar requirements
with different, but still low, thresholds.* Freelancers, consultants, and gig plat-
form workers will likely receive a different form, 1099-NEC, that has a similar
reporting requirement.

Thus, for example, a working mom who uses Etsy and similar websites to sell
artwork in her spare time will now receive a 1099-K tax form from each site at
which she received more than $600 during a calendar year, even though she could
hardly be considered employed in the gig economy and had numerous expenses
(materials, marketing, etc.) that would—if she were aware and keeping track of
them—reduce her final tax liability. Individuals simply reselling their own prop-
erty would also receive these forms, even if they sold at a loss (and thus owe no
taxes).” Given how many Americans use third-party sales sites to supplement
their incomes, this change will likely increase tax reporting and compliance bur-
dens for millions of people, discouraging them from engaging in independent
work.
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THE POLICY SOLUTIONS: AVOID OR REPEAL NEW LAWS
RESTRICTING INDEPENDENT WORK AND EASE TAX BURDENS
ONINDEPENDENT WORKERS

Policymakers should allow independent workers to remain independent
rather than forcing millions of Americans into unwanted employee arrangements.
Unfortunately, many jurisdictions are following California and doing the opposite,
despite independent work’s unique benefits and many Americans’ desire to pur-
sue it. To preserve workers’ flexibility and independence, all such laws should be
repealed—not merely riddled with new exceptions—and new proposals should
be rejected.

Policymakers should also look to ease tax burdens on independent work-
ers. First, to simplify tax compliance, Congress should enact a standard business
deduction (SBD) that independent workers could use instead of reporting individ-
ual business expenses (such as an Uber driver’s car maintenance)—a process that
can be particularly cumbersome for many types of independent work. The stan-
dard business deduction would operate like the standard deduction for income
and would be a percentage of an independent worker’s income. Proponents of
such a reform, such as University of North Carolina at Chapel Hill law professor
Kathleen DeLaney Thomas and the Tax Foundation, suggest that the deduction
should be 60 percent of income, while the remaining 40 percent would be taxable,
a level that is comparable to average profit levels. Much like employee income
taxes, independent workers could choose to continue to itemize business expenses
instead of using the SBD.*

Second, Congress should allow companies to voluntarily withhold taxes from
independent workers’ wages, as is already the case for traditional employees.
Companies could estimate an independent worker’s income from their platform
using the 1099 tax forms and, utilizing the new SBD, then withhold appropri-
ate taxes on the remaining wages. (Proposals differ on the “appropriate” level of
taxes withheld—based on workers’ estimates or a simpler flat rate—but this detail
need not be determined here.) Voluntary withholding would further simplify the
tax code and do away with quarterly estimated payments—and penalties—for
workers who choose to opt-in to the system and work primarily for companies,
not individuals. Thus, for example, a wedding photographer hired by an engaged
couple might not have taxes withheld, but a fashion photographer hired by a mag-
azine could opt for withholding.**

Third, Congress and the states also should repeal the new $600 minimum for
1099-K reporting, which is unnecessary and burdensome (for workers, compa-
nies, and the IRS). Rather than return to the previous $20,000 or 200 transactions
thresholds, which may have missed significant taxable income, policymakers
could choose a middle ground—low enough to capture taxable income from
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individuals frequently engaging in independent work but high enough to exempt
occasional sellers and hobbyists from needless paperwork. For example, both the
National Taxpayers Union and congressional Democrats’ Cut Red Tape for Online
Sales Act have suggested setting the threshold at $5,000.* Congress should also
reinstate a set number of transactions needed to trigger 1099-K reporting but
lower the threshold to 25 or 50 transactions, thus again only subjecting those who
are routinely engaged in the gig economy to IRS filing requirements.

Finally, many policy recommendations in other chapters would also benefit
independent workers. For example, expanding the size and scope of health
savings accounts as the Health Care chapter proposes would help independent
workers, especially those who lack health insurance or health care savings, and
might also encourage current “job-locked” employees to venture out on their own.
Tax-advantaged universal savings accounts, as recommended in the Employee
Benefits chapter, would help independent workers save for potential lulls in new
business (or for any other reason). The Occupational Licensing chapter explains
that eliminating and reforming licensure would increase access to, and support
the viability of, many independent work professions that are currently restricted
by law, such as freelance hair braiders, florists, and tour guides. And standardizing
income tax and tax nexus requirements, as discussed in the Remote Work chapter,
would benefit independent workers who sell their services or goods across state
lines (or engage in interstate travel to do so).

ACTION PLAN

Given millions of Americans’ clear preference for independent work and the
economic benefits of these arrangements, legislators at both the state level and fed-
eral level should reduce regulatory and tax burdens on both independent workers
and gig platforms.

Congress should

o refrain from passing legislation like the Protecting the Right to Organize

Act or any other bill that expands the definition of an “employee” to include
common independent work arrangements;

 enactan SBD of 60 percent of an independent worker’s earnings, thus

simplifying tax filing and compliance (workers could elect not to claim
the deduction and could then continue to utilize the existing itemized
tax system);

« allow companies and independent workers to agree to withhold a portion

of the workers’ earnings from the 1099 form as an estimated tax payment
to further simplify tax filing and compliance;
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« repeal the new $600 minimum for 1099-K reporting, replacing it with
a significantly higher (e.g., $5,000 or 25 transactions) threshold for tax
reporting; and
« allow independent workers to open and contribute tax-free funds to large
health savings accounts and universal savings accounts, as the Health Care
and Employee Benefits chapters respectively propose.
State governments should
o repeal laws that expand the definition of “employee,” such as California’s
AB 5, or refrain from implementing such laws; and
o repeal minimum 1099-K reporting requirements and match them to the
new federal standard recommended above.
Governments should also implement the reforms recommended in the other
chapters, such as the Occupational Licensing and Remote Work chapters, which
includes recommendations that would further benefit independent workers.
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THEISSUE: STATE AND LOCAL RULES CAN DISCOURAGE
HOME-BASED BUSINESSES, WHICH ARE A PIPELINE FOR
AMERICAN ENTREPRENEURSHIP

The pandemic has created lasting changes to the economy. More people are
working from home, video calls are replacing business travel, and workers are
switching jobs to find a better work-life balance. Another development is that
home-based entrepreneurship is booming. The pandemic alerted people to the
advantages of running a business from their homes, and new internet platforms
are making it more feasible than ever. The number of arts and crafts businesses
selling on Etsy.com, for example, jumped from 2.6 million in 2019 to 7.5 million in
2021 (see Figure 1).!

Overall, the Small Business Administration (SBA) estimates that about half
of America’s 30 million or so businesses are home-based.? These include accoun-
tants, daycare providers, repair persons, musicians, tutors, food producers, yoga
teachers, contractors, caterers, wedding planners, dog groomers, haircutters, mas-
sage therapists, lawn-care specialists, software writers, and bloggers. Many great
companies were launched from homes and garages, including Amazon, Apple,
and Hewlett-Packard.

As the pandemic gripped the nation, the share of Americans working from
home almost doubled in 2020 to 42 percent.’ Since then, what started as a neces-
sity has turned into a strong preference for many Americans who prefer to live
and work at home. Indeed, home-based businesses provide many economic and
lifestyle advantages over traditional work. They can provide a primary household
income, supplemental income, or backup source of income while allowing people
to care for children or elderly parents or to avoid the cost and hassle of a daily
commute. According to a 2022 Institute for Justice (IJ) survey of 1,902 home-
based entrepreneurs, over half of home-based entrepreneurs are women—a larger
share than among all U.S. small businesses—and 31 percent of respondents listed
having a disability as one reason for starting their business at home.* Other than
earning income, the top reasons individuals surveyed said they launched their
home business were: to be their own boss, to have a more flexible schedule, to
work at something enjoyable, and to have a better work-life balance.

Home businesses also have benefits for local communities. They reduce auto-
mobile pollution and congestion. Neighborhood customers of home businesses,
such as daycares and tutoring services, gain from the convenience. Home busi-
nesses can also “bring goods and services into areas whose needs are not being
met because they are far from commercial centers.”

Finally, home-based businesses are critical for entrepreneurship and innovation.
Without locating at home, some businesses would not be viable if entrepreneurs
had to foot the costs of commercial rent, commuting, and perhaps childcare. This
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FIGURE 1 The number of active Etsy sellers has soared in recent years
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Source: Marina Pasquali, “Etsy: Number of Active Sellers 2012-2021,” Statista.com.

dynamic is evident in the booming cottage food industry (home food production
for retail sale),® which—as the New York Times recently examined—has benefited
from new internet food platforms:

Several days a week, Juliet Achan moves around the kitchen
of her apartment in Greenpoint, Brooklyn, stirring up dishes
from her Surinamese background: fragrant batches of goat
curry, root vegetable soup and her own take on chicken chow
mein. She packages the meals, and they are picked up for
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delivery to customers who order through an app called
WoodSpoon. “Joining WoodSpoon has made a huge difference
during the pandemic, giving me the flexibility to work safely
from home and supplement my income,” Ms. Achan said.”

Homes have also been important for the American craft beer industry, which
exploded after home brewing was federally legalized in 1978 and state beer dis-
tribution laws were relaxed starting in the 1980s. The number of breweries in
America has grown from less than 100 in 1980 to more than 8,300 today.® Craft
brewing is a $22 billion industry today that grew out of a previously illegal home-
based activity.’

There is no better place for low-cost product experimentation than an entre-
preneur’s home. Homes are low-cost incubators to test business ideas before
larger investments are made. Startups are risky and have high failure rates, so
entrepreneurs need early, low-cost feedback from consumers. Food entrepreneurs,
for example, want to test recipes with consumers but may not be able to initially
afford commercial kitchen space. Home production can give entrepreneurs the
confidence, skills, and capital they need to later open a brick-and-mortar location.

Despite home businesses’ many benefits, they often face significant legal bar-
riers. First, local governments impose zoning rules that can ban, restrict, or raise
costs for home businesses in residential neighborhoods. Such restrictions accu-
mulated during the 20th century, but changes in culture and technology should
prompt state and local policymakers to rethink yesterday’s restrictive rules.

Early in the nation’s history, most Americans worked from their homes
(not only as farmers but also as doctors, lawyers, blacksmiths, retailers, and so
on), but this changed with the rise of large-scale industry in the 19th century.
Twentieth-century governments then solidified the separation with single-use, or
“Euclidean,” zoning, which split cities into residential, commercial, and industrial
zones."” The purpose of such zoning was to “address the possibility that nonresi-
dential uses will inflict negative externalities on residential neighborhoods"!
Businesses were assumed to impose noise, congestion, and other problems that
conflict with residential lifestyles.

However, 20th-century zoning was usually based not on analyses of actual
externalities but on blunt rules based on tradition, guesswork, and elitist views.'
Initially, cities allowed only certain occupations to be performed in homes, or
they specified lists of occupations not allowed. As the century progressed, cities
added layers of rules, permits, licenses, hearings, and other bureaucratic hurdles
to home businesses.

Most cities retain elements of these regulatory regimes today. In a 2004 report
on home businesses, the SBA found that “many zoning codes incorporate outright
prohibitions, prescriptive requirements, or limits on various aspects of home-
based businesses (e.g., number of employees, visitors, parking, exterior changes,
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or specific industries)”"* Other common restrictions regard signage, renovations,
outdoor activities, materials storage, deliveries, noise, odors, animals, square
footage, types of occupations, number of visitors, truck parking, and retail sales
on premises.'*

Recent studies have found substantial variations among cities’ regulation of
home businesses, with many localities still imposing restrictions that appear
excessively strict.”” While some cities allow home businesses “by right,” some
require conditional-use permits for many types of businesses. Such permits may
involve substantial paperwork, a public notice and comment period, and public
hearings. After these processes, officials can still deny requests at their discretion.
Such rules are sure to discourage home businesses in these cities (and, by exten-
sion, small business formation).

Second, there are industry-specific barriers to some types of home businesses.
With cottage food, for example, state and local rules often specify which prod-
ucts can be sold, where they can be sold, and the sales volume allowed. Wyoming
allows home businesses to sell just about any type of food that complies with
federal laws within an annual sales limit of $250,000.'° Rhode Island, on the other
hand, only allows farmers to sell food made in their homes, and even these farmer
sales are restricted in various ways."”

Other regulations prevent business owners from serving clients at their homes.
In Nashville, for example, IJ represented Lij Shaw, a music producer who records
musicians at his home studio, and Pat Raynor, a hair stylist who serves her clients
in a single-chair salon in her house.'® The two entrepreneurs wanted to work from
home for cost and lifestyle reasons—Lij was raising his daughter, and Pat was
short on money after her husband’s death—but a Nashville zoning ordinance pro-
hibited home businesses from serving clients on their property. Shaw and Raynor
have a limited number of customers, and there was no evidence that their activi-
ties affected their neighbors, yet the city ordered them to end their home business
activities. With IJ’s help, the entrepreneurs fought back in court and in the press.
In the midst of the pandemic, Nashville relented and in July 2020 temporarily
relaxed its ban on home businesses that serve customers. However, that reprieve is
scheduled to expire in 2023.
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THE POLICY SOLUTIONS: LIBERALIZE ZONING AND OTHER
STATEAND LOCAL REGULATIONS RESTRICTING HOME
BUSINESSES

Several policy reforms would encourage the proliferation of home businesses
to the benefit of many American workers and consumers. First, local zoning rules
should be liberalized. Public policy should respect individual rights, and private
property is a core right. People own their homes and should be able to use them
as they see fit. As such, governments’ default position should be allowing home-
based businesses. On the other hand, one’s right to use and enjoy their home is
limited by the rights of others within neighborhoods, and local governments
can consider negative externalities created by home businesses, such as traffic
and noise. But the traditional planning goal in many cities to allow zero, or near
zero, externalities from home businesses is clearly inapt, especially when the
tolerance level for externalities from nonbusiness activities in residential areas
is not zero.

Some common zoning restrictions on home businesses, moreover, have
little to do with externalities at all—for example, limits on the business use of
space within one’s home. Furthermore, any negative externalities from home
businesses need to be balanced against the positive benefits to neighborhoods.
Most people think that entrepreneurs offering daycares, music lessons, tutoring,
and handyman services in their neighborhoods are providing benefits, not creat-
ing a nuisance. Indeed, many neighborhoods have social media pages advertising
services provided by locals. Municipal governments also should consider that
restrictive zoning rules will push entrepreneurs’ skills and income elsewhere and
that home businesses often sprout into local brick-and-mortar businesses.

Policymakers in many states and cities have started to reconsider zoning rules
because of today’s changing society. IJ reports, for example, that since 2015, 30
states have either created new cottage food laws or significantly liberalized existing
laws."” Home daycares are another area of substantial zoning reforms. In the past,
many governments considered home daycares a “problem use” and barred them.
With today’s high demands for childcare by dual-working couples and pressure to
increase daycare supply, at least 18 states have passed laws to preempt excessively
tight local zoning restrictions on home daycares.”

Generally, local governments should reform their zoning laws to allow home-
based businesses to operate by right, rather than requiring conditional-use permits.
They should liberalize rules for parking and serving clients from homes. They
should repeal rules limiting the amount of space allowed for business use within
homes and other restrictions unrelated to externalities. General local
ordinances related to parking, noise, and other nuisance issues should apply
equally to homes used for businesses and all other homes.
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Second, policymakers should loosen regulations surrounding certain indust-
ries that benefit from home-based businesses. As the legalization of home
brewing demonstrates, deregulation breeds entrepreneurship and economic
development, and feared downsides usually don’t materialize. When regulations
are too restrictive, moreover, home businesses may go underground. Before
Atlanta’s deregulation of cottage food in 2012, for example, producers “were pro-
hibited, under most circumstances, from selling any type of food that was not
prepared in a commercial-grade kitchen used solely for commercial purposes.”
As aresult, there were “a lot of home cooks selling baked goods under the table,
without licensing or food safety training”*

Since the rules on home businesses vary widely across jurisdictions, places
with restrictive rules should consider industry-specific reforms along the lines of
less-regulated cities and states. With cottage food laws, for example, Rhode Island
actually shuts down moms for selling home-baked cookies.?* Yet we know that
selling baked goods from home is a safe and beneficial activity because nearly all
other states allow it. More broadly, state and local policymakers should study the
experience of the five states—Montana, North Dakota, Oklahoma, Utah,
and Wyoming—that have enacted “food freedom” laws allowing wide latitude to
cottage food businesses.” Cities and states should also ensure that their daycare
regulations permit home-based options.

Third, state governments should consider acting to preempt overly restrictive
local rules and to provide a sort of “freedom baseline” for home businesses, as sev-
eral states have done recently. Florida, for example, enacted legislation in
2021 requiring local governments to allow home business activities within rea-
sonable limits.?* Home businesses are subject to general zoning rules on parking,
signage, storage of hazardous materials, and other typical items. But the Florida
law blocks localities from implementing outright bans and punitive treatment
of home businesses.

ACTION PLAN

Americans want to earn income from home—to test business ideas and to ben-
efit their communities—and many others want to buy from them. A general rule
of markets is that voluntary exchanges such as these are mutually beneficial and
provide substantial gains for society as a whole. The American economy has shift-
ed toward service industries and the internet; many Americans want jobs that are
flexible; and many families need to juggle childcare and eldercare needs. Rather
than creating barriers to home businesses, governments should work to facilitate
them with rules that balance property rights with reasonable limits on externali-
ties in residential neighborhoods.
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State governments therefore should

establish basic freedom guidelines for home businesses aimed at preventing
unreasonable bans and restrictions at the local level;

liberalize rules for cottage food businesses along the lines of Wyoming and
other “food freedom” states; and

preempt excessively tight local zoning restrictions on home daycare busi-
nesses.

Local governments should

generally allow home-based businesses to operate by right rather than
requiring conditional-use permits;

recognize that home businesses form a crucial part of local economies and
that some grow into brick-and-mortar businesses;

adopt or revise zoning codes to treat activities related to home businesses,
such as parking, equally as compared with similar nonbusiness activities; and
repeal special, industry-specific restrictions on home businesses unrelated
to actual neighborhood externalities.
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THEISSUE: CRIMINAL JUSTICE POLICY NEEDLESSLY
DISCOURAGES MILLIONS OF AMERICANS FROM TAKING
OR SWITCHING JOBS, THUS DEPRESSING THEIR LIVING
STANDARDS AND THE BROADER ECONOMY

More than 30 percent of American adults have been arrested for a crime, and
nearly 8 percent of adults—over 19 million Americans as of 2010—have a felony
record (see Figures 1 and 2).! Employment opportunities are difficult for this
population, often due to government policies instead of workers’ ability or willing-
ness to work.

Work is an important step for the reentry and reintegration of those with a
criminal history into broader society. It substantially reduces recidivism, particu-
larly in the months after release when reoffending is most likely to occur, and it
increases workers’ incomes and economic mobility—outcomes that also benefit
the United States as a whole.?

Yet employment prospects for those with a criminal record (whether a convic-
tion or merely an arrest) are dim. Bushway et al. (2022) estimated that 64 percent
of unemployed men in their 30s have been arrested and that 46 percent have been
convicted of a crime. Often, the record itself—not the underlying crime—is a sig-
nificant reason for their unemployment.* Meanwhile, Larsen et al. (2022) found a
strong connection between an individual’s felony conviction and unemployment
or labor force non-participation (especially for women), and that the country’s
increasing felony-history share since the 1980s translated to about 1.7 million
Americans not working because of their record.* Other studies show a similar
connection between a criminal record and non-employment.’

Criminal records also impair mobility: according to a 2010 Pew Charitable
Trusts report, for example, formerly incarcerated individuals were twice as likely
as those from similar economic backgrounds who had never been incarcerated to
remain at the bottom of the income ladder, even 20 years after being released from
prison.” These employment barriers exist not only for those convicted of crimes
but for any individual with a criminal history, including those who were ultimately
acquitted.”

Surely, not every individual with a criminal record deserves to be free of it and
quickly reintegrated into the workforce, but millions of Americans who pose little
risk to others are nevertheless shackled by their records. This includes people who
were never actually convicted of a crime, those coerced into accepting dubious
plea bargains by ambitious prosecutors, those convicted of drug possession, sports
gambling, or other activities that have since been legalized, or those with decades-
old convictions for nonviolent offenses.® For these people, there is simply no good
reason why a criminal record should burden their employment prospects and
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FIGURE 1 Between 1948 and 2010, the number and share of American
adults with a felony record increased dramatically
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Source: Sarah K. S. Shannon et al., “The Growth, Scope, and Spatial Distribution of People with
Felony Records in the United States, 1948-2010,” Demography 54, no. 5 (2017): 1795-818.

social lives, yet state and federal criminal justice policy currently ensures that they
are so burdened.

Licensing rules exacerbate the employment challenges of those with criminal
records. As discussed in the Occupational Licensing chapter, these requirements
place heavy financial and other burdens on qualified workers—burdens that are
especially heavy for those with a criminal history. Many states also restrict the
ability of people with criminal records to become licensed professionals in cer-
tain industries. For example, according to the Institute for Justice, 30 states allow
licensing boards to deny an individual a license due to an arrest that ended with an
acquittal, and 13 states allow the denial of a license without regard for rehabilita-
tion or later conduct. These restrictions are generally limited to charges related to
the occupation being pursued, but five states even permit licensing boards to deny
an application based on any felony conviction, even if it is unrelated to the license
at hand (see Figure 3).°
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FIGURE 2 Between 1948 and 2010, the number and share of American
men with a felony record increased dramatically
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These licensing restrictions increase unemployment and recidivism for indi-
viduals with a criminal history. According to a 2016 study from Arizona State
University, states with many licensing restrictions on individuals with a criminal
record saw a nearly 10 percent increase in recidivism rates, while states with fewer
licensing restrictions experienced a 4.2 percent decrease in recidivism during that
same period. As unemployment and underemployment are highly correlated with
reoffending, reducing licensing barriers to those with criminal histories would
very likely increase their employment and decrease criminal activity.'

A criminal record can also be a barrier to self-employment. For example,
applicants to the Small Business Administration’s (SBA) largest loan programs, the
7(a) and 504 programs, must disclose all criminal records and histories, includ-
ing any expunged records. Loans are unavailable for those currently incarcerated,
on parole or probation, or convicted within the past half year. The programs also
require all applicants ever convicted of a felony to undergo an FBI fingerprint check
and an SBA individualized character assessment prior to approval. It is unknown
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FIGURE 3 In 2022, dozens of states allowed a criminal history to serve as
grounds for denying an occupational license
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how often the SBA denies an application based on the assessment or how often a
potential lender stops the application process if these extra steps are necessary for
approval.'’ Cato scholars have generally been critical of the SBA as a wasteful and
unnecessary government intervention in the market. As long as the agency exists,
however, the harms arising from this discrimination should be considered.

Finally, many states deny driver’s licenses to individuals with minor arrest
records or unpaid court debts, thus harming their employment prospects.'? As of
2017, for example, 11 million Americans had a suspended driver’s license due to
unpaid court debt; in New Jersey, 91 percent of license suspensions from 2004 to
2018 were for nondriving issues.”* Federal law, meanwhile, reduces federal trans-
portation funding to states that do not suspend driver’s licenses of individuals
convicted of drug offenses."

A suspended driver’s license impedes workers’ ability to find employment
because they need transportation or because many jobs (e.g., truck/bus drivers,
certified nurse assistants, eye care workers, and even deli clerks) require a valid
driver’s license.'® A 2007 New Jersey Department of Transportation survey of the
state’s residents found that 42 percent of respondents lost their jobs following a
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license suspension, with low-income and younger drivers being the most affect-
ed."” Newly unemployed workers may be unable to repay court debts (meaning
alonger license suspension); others may choose to drive illegally and potentially
face harsher fines or jail time.'

THEPOLICY SOLUTIONS: ENACT EXPUNGEMENT, LICENSING
REFORM, AND BROADER CRIMINAL JUSTICE REFORMS

Several policy reforms would improve the employment prospects of many
American workers caught up in the criminal justice system, with little to no harm
to its overall efficacy or to individuals without criminal records.

First, governments—particularly at the state level —should expand expunge-
ment of criminal records, which effectively seals an individual’s record from
public view and lets him or her legally answer that he or she does not have a
criminal record in, for example, a job interview. (Expunged records are, however,
still available to law enforcement.) Because expungement effectively nullifies a
criminal record for most aspects of public life, it can improve employment out-
comes for recipients. Starr and Prescott (2020) reviewed expungement recipients
in Michigan and found that meaningful employment (jobs earning more than
$100 per week) increased by 23 percent relative to beneficiaries’ employment
prior to expungement and that wage gains increased by a similar amount. These
increases were sustained even years after individuals were granted expungement.
Moreover, only 3.4 percent of expungement recipients were arrested within two
years of being granted expungement—a lower rate, in fact, than the overall arrest
rate in Michigan for the general population.’

Most states have expungement laws for certain offenses (often misdemeanors
or nonviolent felonies) and have procedures in place for obtaining an expunge-
ment. However, the process is usually not easy: an eligible individual must wait
several years after finishing the initial sentence, must not have any criminal history
after finishing the sentence, and must proactively apply to be granted expunge-
ment. Also, many potential recipients are simply unaware of the possibility of
expungement, and even if they are aware, they may struggle with the paperwork
and other application requirements.*

Given these issues, the number of expungement beneficiaries is very low
despite the procedure’s many benefits. For example, because individuals had to
petition the state of Michigan to receive expungement, Starr and Prescott found
that, at most, 8.8 percent of eligible recipients in their sample of more than 9,000
cases had actually done so five years after gaining eligibility, even though applica-
tions were granted 75 percent of the time. Assuming similar percentages applied
to the state’s entire eligible population, it would mean that hundreds of thousands
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of Michiganders lost out on expungement for procedural reasons alone.

To improve these results and help millions of American workers in the process,
governments should enact automatic expungement laws for qualified individu-
als.”! After a waiting period in which the individual cannot reoffend, records for
misdemeanors and certain felonies would be automatically expunged without
the necessity of an application.” Several states have already implemented these
changes, with Pennsylvania leading the way in 2018 and passing a “Clean Slate”
law that automatically expunges nonconvictions (the individual was either acquit-
ted or charges were dropped), and minor, nonviolent convictions after 10 years of
good behavior.”

In terms of specific reforms, states should enact automatic expungement for
misdemeanors and nonviolent felonies after a period of good behavior, as well as
immediate expungement for any record in which the result was a nonconviction;
expand automatic expungement to those with juvenile records who do not com-
mit future crimes, as Michigan did in 2021; and automatically and immediately
expunge the records of all individuals with a history of offenses that are no longer
crimes in the state at issue (e.g., expunging possession and distribution charges
after a state legalizes marijuana).* Several states automatically expunge certain
records of marijuana offenses after decriminalization or legalization, but auto-
matic expungement should be expanded to all current and future decriminalized
offenses.? It also should apply to all eligible recipients, even if the arrests or con-
victions occurred many decades ago.*

Congress should enact similar automatic expungement laws for those with a
federal criminal history.

State and federal legislation could still require a waiting period of a few years
before criminal convictions are automatically expunged, while applying immedi-
ately to individuals not convicted of a crime. Recidivism is most common in the
months following release.” By contrast, those who avoid additional convictions
for several years after release are extremely unlikely to reoffend and thus pose
very little risk to prospective employers, landlords, and others.”® Automatically
expunging criminal convictions after a relatively short waiting period is therefore
a low-risk, high-reward policy.

If expungement is made more widely available to qualified individuals, it is
preferable to “ban the box” policies (BTBs), which prohibit prospective employers
from asking about job applicants’ criminal history to increase employment among
those with a criminal history. This policy, which is now law in numerous cities
and counties and in at least 12 states, as well as for most federal agencies and
contractors, was intended to reduce discrimination against individuals with a
criminal past and increase employment of those with criminal histories.*

However, recent research, such as Doleac and Hansen (2020), has cast doubt on
those hopes, finding that implementing BTBs actually reduced young, low-skilled
male black employment by over 5 percent and that this effect persisted even years
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after the policy was implemented in a specific locale. Moreover, a recent field
experiment of low-skilled job applications found that BTBs significantly reduced
the likelihood that black applicants would receive a job interview when compared
with identical white applicants.’*® Rather than improve employment outcomes,
BTBs unintentionally reduce low-skilled black employment, as employers substi-
tute race and educational attainment as proxies for criminal history.!

Policymakers should therefore repeal BTBs and instead embrace expunge-
ment. In such a case, the criminal histories of certain individuals, such as recent
offenders or those with a history of serious felonies, would still be available,
and employers would have less cause to statistically discriminate against certain
groups. At the same time, individuals with expunged records would not be known
to employers to have a criminal history, thus increasing their chances of finding
gainful employment.”

Second, states should undertake several reforms to ease occupational lic-
ensing burdens on those with criminal records. Along with the general reforms rec-
ommended in the Occupational Licensing chapter, states should exclude all non-
convictions from a licensing board’s consideration, even if the charges are related
to the license in question. Acquittals are essentially a sign of innocence, and it is
thus absurd for licensing gatekeepers to consider them “criminal” conduct. Also,
criminal records unrelated to the license in question or involving since-legalized
activities should be excluded from the licensing board’s consideration, and vague
concepts such as “moral turpitude” should be dropped or very narrowly defined.
Nor should states allow consideration of out-of-state criminal records in licensing
decisions if the offenses in question are not crimes in the state where a license is
being requested. Colorado governor Jared Polis, for example, recently signed an
executive order barring state licensing boards from considering applicants’ out-of-
state marijuana-related convictions, as marijuana is now legal in Colorado.”

As with expungement, moreover, states should set a waiting period after which
licensing boards may not consider convictions in their decisions if the individual
has avoided further convictions.* And states should allow individuals to appeal
their licensing decisions and receive rapid decisions on such appeals.

Third, to the extent the SBA remains in operation, despite Cato scholars’
opposition to the agency, the federal government should cease discriminating
against currently law-abiding applicants based on prior criminal history. Thus,
as long as the SBAs loan programs are in operation, the agency should eliminate
discretionary and subjective requirements, such as the character assessment, and
allow all applicants not currently incarcerated, under indictment, or on probation
or parole the same standardized application and approval process as that provided
to other applicants.

Fourth, states should repeal laws suspending driver’s licenses for unpaid
court fines or debts. By the end of 2021, 18 states had done so; of the remaining
32 states, 18 mandate license suspension for unpaid fines or debts, while 14 leave
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the decision to a judge’s discretion.* If full repeal of such laws is not possible,
states should require that courts consider the driver’s ability to pay in determining
whether to suspend the license. Congress should also repeal current federal law
encouraging states to suspend driver’s licenses for drug convictions, as has been
proposed in the Driving for Opportunity Act of 2021.%

Finally, broader problems in the U.S. justice system contribute to the employ-
ment challenges facing those with criminal histories. Overcriminalization—
criminalizing even mundane actions, such as taking a neighbor’s children to the
bus stop or serving bar patrons pickle-infused vodka, or issuing harsh sentences
for minor offenses, such as sentencing someone to life in prison for selling $20
worth of marijuana—greatly increases both the number of Americans with a
criminal record and the number of Americans living behind bars.” Indeed,

Agan et al. (2021) have shown that nonprosecution of nonviolent misdemeanors
substantially reduces offenders’ subsequent criminal activity and that avoiding

a criminal record likely drives these results.” Yet mere possession of marijuana
remains a crime in 19 states and under federal law.*

Meanwhile, coercive plea bargaining pressures innocent people to confess to
crimes they did not commit, not only increasing the number of convictions but
often subjecting individuals to significant time behind bars (and thus remaining
out of the labor market).** Among minors, pretrial juvenile detention reduces the
likelihood of graduating from high school and increases the chances that those
minors will commit crimes as an adult.* These and other criminal justice policies
should be reformed regardless of their effect on the labor market, but such reforms
would undoubtedly also improve the employment and advancement prospects of
millions of American workers.

ACTION PLAN

Many Americans are needlessly burdened by criminal records, which diminish
their employment prospects, wages, and mobility. Several federal, state, and local
reforms should be undertaken to increase these individuals’ employment and liv-
ing standards and to improve the U.S. economy in the process.

Specifically, Congress and state governments should

« enact automatic expungement laws for individuals arrested but not con-

victed of a federal, state, or local crime; individuals with convictions for a
federal, state, or local offense that has since been legalized or decriminal-
ized; and those convicted of federal, state, or local misdemeanors who have
avoided additional convictions for two years, or those convicted of non-
violent felonies and who have avoided additional convictions for five years
after serving their sentence.
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Congress should also

repeal the Fair Chance to Compete for Jobs Act of 2019, which expanded
BTBs to most federal agencies and federal contractors;

require that the SBA eliminate all subjective character assessments and
ensure that all applicants not currently under indictment, incarcerated,

or on parole or probation undergo the same application and assessment
process; and

repeal 23 U.S.C. § 159, which punishes states (via reduced transportation
funding) for declining to suspend driver’s licenses for drug offenses.

State governments should also

repeal all BTBs;

bar occupational licensing boards from considering license applicants’
nonconvictions, convictions for offenses unrelated to the license sought,
convictions more than two years old for misdemeanors and five years old
for felonies where applicants have avoided additional convictions, and
out-of-state convictions for offenses that are decriminalized or legal in
the state of licensure, as well as vague concepts such as “moral turpitude”;
allow all occupational license applicants the opportunity to appeal
licensing board decisions made on the basis of the applicants’ criminal
history; and

repeal laws allowing or requiring the suspension of driver’s licenses over
unpaid fees, fines, or court debts.

Local governments should

repeal their BTBs.
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THEISSUE: U.S. POLICY CONTRIBUTES TO AN INEFFICIENT
AND COSTLY TRANSPORTATION SYSTEM THAT REDUCES
WORKERS' TIME AND INCOMES

Travel within the United States is unnecessarily frustrating and expensive, with
many parts of the country suffering from gridlocked streets and highways, unreli-
able and unpleasant mass transit, and rail and airline transport that often compare
unfavorably with their overseas counterparts. American workers are all too familiar
with domestic transport’s subpar state. Between 2006 and 2019, commutes in the
United States increased from 25 minutes to 27.6 minutes, while commutes in the
European Union stayed at 25 minutes.! Wasted time is a wasted resource. Transport
analytics firm INRIX calculated the total cost of auto congestion at $87 billion in
2018, or an amount equal to $1,348 per driver.? The cost of transportation is felt in
more direct ways, too, ranging from higher prices for automobiles and gasoline to
ballooning price tags for infrastructure projects that must be paid for with either
increased taxes or user fees—costs that American workers usually can’t avoid.

Unfortunately, U.S. policy inflates these costs in numerous ways, forcing
American workers to pay more and get less for their transportation dollars.

A prime example is federal policies that increase the domestic price of automo-
biles—by far the primary transport mode for workers. As shown in Figure 1, nearly
85 percent of all commutes take place in cars, trucks, or vans, but acquiring a vehi-
cle is expensive: the average price of a new automobile is now more than $47,000
($20,000 for even a small car), and used car prices now average more than $27,000.°

While these prices reflect supply-demand dynamics and the cost of increas-
ingly advanced features, they are also boosted by misguided government policies.
For starters, there are tariffs: imported cars face a default 2.5 percent tax rate,
while light trucks face a whopping 25 percent rate, thus increasing the price of
these vehicles and diminishing consumer choice.” These harms are particularly
pronounced for trucks, where the 25 percent tariff effectively bars many smaller,
cheaper imports from the American market.” Many auto parts are also subject to
tariffs, typically of 2.5 percent, while those from China face an extra 25 percent
tariff pursuant to the “Section 301” case begun by the Trump administration. The
United States also imposes antidumping duties on tire imports from South Korea,
Taiwan, and Thailand and Section 301 tariffs on Chinese tire imports.® All of these
duties further burden American drivers.”

Free trade agreements (FTAs) reduce or eliminate some of these added costs,
but they often suffer from lengthy schedules for tariff elimination (for example,
the U.S.-South Korea FTA’s multidecade phaseout of the 25 percent truck tariff)
or restrictive rules of origin containing various content, and even wage, mandates
that reduce production efficiency and raise prices.® The latter rules, in fact, were
found by the U.S. International Trade Commission to likely raise U.S. vehicle
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FIGURE 1 Automobiles remain workers’ primary means of getting to work

Percentages of all forms of transportation (2019)

Other means 1.00%, . .
Worked from home 5.72% ( IPubI|c transportation 4.96%
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‘/\Car, truck, or van 84.78%

Breakdown of public transportation (2019)
Ferryboat 0.05%,

i H 0
Light rail, streetcar, or trolley 0.15/0\‘ |(

Long-distance rail/commuter rail 0.59%

Subway or elevated rail 1.87%

“—Bus 2.29%

Source: Michael Burrows, Charlynn Burd, and Brian McKenzie, “Commuting by Public Transportation
in the United States: 2019,” American Community Survey Reports, U.S. Census Bureau, April 2021.
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prices or decrease consumption, while the Congressional Budget Office found
that the rules would actually increase U.S. tariff (tax) revenue by billions of dol-
lars.? Revisions to the North American Free Trade Agreement implemented in the
United States-Mexico-Canada Free Trade Agreement, meanwhile, were found by
an International Monetary Fund working paper to result in higher vehicle prices
and to harm the automotive industries of all three countries."

Automobile prices are further inflated by Corporate Average Fuel Economy
(CAFE) standards. Enacted by Congress in 1975, CAFE standards require manu-
facturers to achieve a sales-weighted fuel economy average for their car and light-
truck fleets. For autos that will be produced in model year 2026, an industry-wide
fleet average of 49 miles per gallon will be required.! While these measures are
meant to reduce fuel consumption—thus saving Americans money (according
to CAFE proponents)—they are widely considered to impose a net cost on
consumers because they increase automobile prices (a result of the high fixed-
cost investments that automakers must undertake to comply with the rules). The
regulations' environmental benefits are also dubious."

CAFE standards’ implicit tax in 2012 was estimated to be around $180 per
vehicle ($225 in 2022 dollars) for those in the poorest income quintile; that
amount would likely be higher today because the standards have become much
more stringent over the last decade. Other studies find even more damaging
effects in the longer term, with a per vehicle cost of $225 to $450 in 2018 prices for
every one-mile-per-gallon increase in vehicle fuel economy.”

Government policies also interfere in the efficient distribution and sale of
automobiles. Most notably, state laws restrict direct-to-consumer sales by auto-
mobile manufacturers; require auto dealers to be licensed; restrict when franchise
relationships can be terminated, canceled, or transferred; restrict new dealerships
in existing market areas; and require that manufacturers buy back vehicles or
other accessories when a dealership franchise is terminated. Such measures are
clear restraints on competition that result in higher vehicle prices and few, if
any, consumer benefits. Estimates of these costs range anywhere from 2.2 percent
to 8 percent of a car’s value—adding hundreds, if not thousands, of dollars to a
vehicle’s sticker price.'

Policies also inflate the cost of driving and maintaining an automobile after
its purchase. For example, Section 27 of the Merchant Marine Act of 1920, better
known as the Jones Act, restricts domestic shipping to vessels that are U.S.-flagged
and -built, as well as mostly U.S.-crewed and -owned. Owing to substantially
higher crewing and construction costs, Jones Act-compliant tankers that move
oil and refined products typically charge rates significantly higher than those of
non-Jones Act vessels, ultimately manifesting themselves in increased gas prices."
Other laws, such as the Renewable Fuel Standard that mandates the blending of
expensive biofuels into gasoline, tack on additional costs, while state and federal
gas taxes further increase pain at the pump.'¢
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In addition, there are increasing reports of shortages of qualified mechan-
ics, undoubtedly aggravated by immigration restrictions and state occupational
licensing laws (see the Occupational Licensing chapter).'” These labor restrictions
likely result in higher repair and maintenance costs for American drivers.

Next, government policies increase the cost and reduce the quality and supply
of infrastructure in the United States, thus lengthening commutes and reducing
economic activity. Congested transportation networks mainly reflect insufficient
infrastructure or excess demand. Legislators have unsurprisingly focused their
policy efforts on the former cause, as new infrastructure projects invariably bring
opportunities for ribbon-cuttings and the touting of job numbers associated with
these undertakings.

Unfortunately, numerous policies prevent the efficient provision of infrastruc-
ture. Protectionist Buy America requirements, which mandate the use of American
materials (including iron and steel) in federally funded infrastructure projects, add
both time and cost to infrastructure projects, as the price of materials is increased,
competition is restricted, and finite resources are devoted to compliance instead
of output. These laws might also impose indirect costs by inviting retaliatory mea-
sures from U.S. trading partners that restrict market access to American exports.

Tariffs on infrastructure-related items and materials further increase infra-
structure costs. The United States still imposes 25 percent tariffs on steel and 10
percent tariffs on aluminum from most countries (see Table 1), with the notable
exceptions of Japanese steel and European Union/UK steel and aluminum, which
are now subject to less costly but still burdensome tariff rate quotas. A March 2022
analysis from the American Action Forum found that these tariffs imposed nearly
$51 billion in additional costs—not including higher domestic prices resulting
from tariff protection—in 2021 alone."®* American steel prices remain well above
those in Europe or global markets."

Infrastructure projects are also hampered by laws such as the Davis-Bacon
Act and the National Environmental Policy Act (NEPA). Passed in 1931, the
Davis-Bacon Act requires that public works funded by the federal government
pay at least the prevailing wage rates on nonfederal construction projects in the
same locality as determined by the Department of Labor. However, as both think
tank analysts and the Government Accountability Office (GAO) have pointed out,
such determinations can be significantly higher than actual local prevailing wages,
resulting in artificially high labor expenses and a 9.9 percent increase in infra-
structure project costs, according to one estimate.*

The National Environmental Policy Act, which was passed in 1970, meanwhile,
requires federal agencies to review the environmental impact of major projects
that are funded by the federal government or require a federal permit, and the
law lets opposition groups bring lawsuits challenging environmental reviews.
Increased litigation, and the threat of even more litigation, has caused NEPA
reviews to steadily become more onerous. As a report prepared for the Treasury
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TABLE 1 Tariffs on infrastructure-related items and materials increase

infrastructure costs

Tariffs Value of affected U.S. | Tariff rate, | Additional tariff
imports (2021) percent cost burden

Section 232, steel 7.2 billion 25.0 1.8 billion
Section 232, aluminum 6.1 billion 10.0 612.8 million
Section 232, derivative 418.9 million 25.0 104.7 million
steel articles

Seuin 2 BENTD 239.7 million 10.0 24.0 million
Section 301, List 1 24.7 billion 25.0 6.2 billion
Section 301, List 2 10.4 billion 25.0 2.6 billion
Section 301, List 3 126.4 billion 25.0 31.6 billion
Section 301, List 4A 105.1 billion 7.5 7.9 billion
Section 301, List 4B 206.3 billion Suspended 0
Total 280.6 billion 7.5-25.0 50.8 billion

Source: Tom Lee and Jacqueline Varas, “The Total Cost of U.S. Tariffs,” American Action Forum,
March 24, 2022.

Department pointed out in 2017, the average time to complete a NEPA study
increased from 2.2 years in the 1970s, to 4.4 years in the 1980s, to 5.1 years in the
1995 to 2001 period, to 6.6 years in 2011.%! Such delays bring added costs and can
even thwart important infrastructure projects.” State NEPA equivalents, such as
the California Environmental Quality Act, which requires additional environmen-
tal impact analyses and further encourages litigation, can cause similar harms.?

The federal government’s role in funding infrastructure is itself a contributor
to higher transportation costs. By funding state and local infrastructure projects
with no obvious federal nexus (in contrast, for example, to the interstate highway
system), the federal government effectively functions as a costly and unnecessary
middleman with no apparent value added to the process.

These policies help to explain why a 2021 Eno Center for Transportation study
of transit projects in the United States, Canada, and Western Europe found U.S.
projects to cost nearly 50 percent more on a per mile basis than their international
counterparts (see Figure 2 for examples of American and international subway
construction costs).?

Insufficient or degraded infrastructure, however, is only one element in the
congestion puzzle. Further aggravating matters are policies that increase the
demand for driving. One such example is a failure to apply pricing to the usage of
roads and highways, leading to their overconsumption—and thus congestion—
during periods of high demand.
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FIGURE 2 U.S. underground subway projects typically cost more than their
international counterparts

New York East Side
Access (3 miles, RICHAOI0Ne[oloNe]0l0)
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New York Second
Avenue Subway (2017) EyRsIe[oNeleleN06]el0)
(1.8 miles, $4.5 billion)

Los Angeles Purple
Line Extension
(9 miles, $8.4 billion)

$930,000,000

San Francisco Central
Subway (1.7 miles, $928,000,000
$1.6 billion)

Seattle U-Link (2012)

(3 miles, $1.8 billion) $600,000,000

London Crossrail
(13.7 miles, $23.1 billion) $1,700,000,000
Tokyo Metro Fukutoshin
Line (2008)

(5.5 miles, $2.2 billion)

$400,000,000

Berlin US5 (2009)

(1.1 miles, $327 million) $327,000,000

Barcelona L9/L10

(30 miles, $7.3 billion) $243,000,000

Naples Metro Line 6 (2012)

(3.1 miles, $600 million) [l $194,000,000

Milan Metro
Line 5 Extension
(8 miles, $1.4 billion)

$175,000,000

$1B $2B $3B $4B
Cost per mile, in billions of 2019 dollars

Source: Ben Bradford, “Why Are Subways in the U.S. So Expensive?,” Marketplace, April 11, 2019.
Notes: Costs were converted into U.S. dollars using the exchange rate for April 11, 2019.
Parentheses show year of completion, length of project in miles, and estimated total cost of
project.
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Also spurring demand for roads and highways are high housing prices that
force commuters to flee to ever more far-flung suburbs as part of the “drive until
you qualify” phenomenon. As discussed in the Housing Affordability chapter,

a major driver of housing prices is zoning and other land-use regulations that
restrict housing density and thus supply, which pushes workers farther from
city centers and lengthens their commutes. The Entrepreneurship and Home
Businesses chapter adds that zoning policies can prohibit even modest
commercial enterprises, such as small retail stores, from operating in residential
areas, increasing distance between consumers and businesses and thus placing
needless demands on infrastructure and mass transit while boosting congestion.
Finally, the aforementioned Jones Act discourages the use of coastal shipping
owing to its high costs, and thus the law shifts cargo to land-based transportation
modes such as trucking, which adds to congestion and increases road mainte-
nance costs and air pollution.

Government policies also needlessly increase the cost and decrease the quality
and availability of mass transit and air travel in the United States. In 2019, approxi-
mately 7.8 million Americans commuted via bus, subway, elevated rail, long-
distance train, commuter rail, light rail, streetcar, trolley, and ferryboat. While
comprising just 5 percent of all workers overall, those reliant on public transpor-
tation comprise significantly higher percentages in some of the country’s major
cities, including New York (55.6 percent); Chicago (28.4 percent); San Francisco
(36.3 percent); Seattle (25.1 percent); Philadelphia (25.5 percent); Washington
(34.2 percent); and Boston (32 percent).”

As with automobiles and infrastructure, public transport is hampered by
protectionist policies that increase the cost and difficulty of providing quality
service. Buses and rolling stock, for example, are both subject to Buy America
requirements. Transit buses acquired with federal public transportation funding
are required to have at least 70 percent of their cost manufactured domestically,
with final assembly taking place in the United States.?® Rolling stock—including
train control, communication, traction power equipment, and rolling stock pro-
totypes—are subject to the same requirements.”” The inefficiency and added cost
of such protectionism contributes to higher prices—perhaps even dramatically so.
Lietal. (2014), for example, found buses in Tokyo and Seoul to be half the price
of American buses, and those produced in China were cheaper still; the paper's
authors speculated that Buy America restrictions were a major driver of the cost
differential *®

Ferries, meanwhile, are also made costlier by the Jones Act and the Passenger
Vessel Services Act of 1886, which mandate domestically produced vessels for
transporting of cargo (including cars) and passengers on U.S. waterways. State
policy can add further costs. Washington State Ferries, which operates the
largest ferry system in the United States, is required by state law to purchase new
ferries constructed in state and at shipyards with state-sponsored apprenticeship
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programs. Given such restrictions, no more than two bids have been obtained for
new ferries constructed during the last 35 years.”

Beyond increasing the cost of capital equipment through protectionist mea-
sures, government operation of transit services and a lack of market pressures
can lead to waste and inefficiencies. This is no trivial matter: one pair of analysts
calculated that more than 80 percent of the waste from suboptimal urban transit
fares and frequencies can be attributed to political influences.” Notably, Jerch et al.
(2016) found that the full privatization of public bus service alone could result in
cost savings of $5.7 billion (2011 dollars), largely owing to a resulting reduction in
public union power.’' Once realized, such savings could be passed on to consum-
ers/taxpayers or used to improve service offerings.

Amtrak offers a glaring example of the shortcomings of public transportation
management. Suffering from inflated labor costs—the passenger rail operator’s
more than 20,000 employees racked up over $200 million in overtime in 2011—
Amtrak also managed to lose money on 40 of 44 routes, according to a 2012 Cato
Institute analysis.* It even lost $834 million over a 10-year period from food and
beverage services.”

Public management also helps explain the low regard in which many of the
country’s airports are held and their typically poor showings in international
comparisons.* Air travel miseries are compounded by an air traffic control
regime that has fallen behind that of Canada and other countries on a variety
of metrics.*® Choice and competition among airlines, meanwhile, are restrained
by cabotage laws that prevent foreign carriers from operating domestic routes.
These inefficiencies and reduced competition inevitably result in higher prices
and less flexibility for domestic airline travel. For example, airfares in the United
States are substantially more expensive than similar flights in less-regulated
Europe.** Although most workers are compensated by employers for the cost
of business travel, they must still endure higher fares for personal travel, while
increased worker travel costs for employers mean less money for employee
compensation.

THE POLICY SOLUTIONS: REMOVE TARIFES AND RED TAPE TO
IMPROVE INFRASTRUCTURE AND GET AMERICA MOVING

Numerous policy options exist to improve the state of domestic transportation
and make travel cheaper, faster, safer, and a more pleasant experience. To lessen
the burden of auto ownership, federal policymakers should remove tariffs on autos
and auto parts and repeal costly mandates such as the Renewable Fuel Standard
and CAFE standards. Immigration rules and state occupational licensing require-
ments should be relaxed to ensure an adequate supply of mechanics and related
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personnel to service and maintain Americans’ cars. At the state level, dealer fran-
chise laws that boost car prices by reducing competition in auto sales should be
eliminated. (Several states have already changed their laws to enable direct sales
from manufacturers, such as Tesla.*”)

Once Americans acquire their automobiles, they should have first-class infra-
structure on which to drive them. Toward that end, both federal and state Buy
America requirements for materials used to build infrastructure and the Davis—
Bacon Act should be repealed to reduce the cost of new construction and mainte-
nance. Federal and state lawmakers should also examine the NEPA and state-level
equivalents with an eye toward, if not repealing them, then at least streamlining
their requirements, limiting frivolous or self-interested litigation, and ensuring
that compliance with the law is not a multiyear ordeal.

Traffic congestion, meanwhile, can be ameliorated via congestion pricing in
cities and dynamic tolling on highways that can replace the use of gas taxes and
be efficiently administered by private entities instead of by the government. By
implementing such surcharges during periods of high demand, such as rush hour,
drivers can be encouraged to travel at alternative times or to use other forms of
transportation. Such an approach has already been used in Stockholm, Sweden,
where an approximately $3 fee paid for travel in the city center reduced traffic by
25 percent.*® In the Washington, DC, area, meanwhile, the introduction of dynam-
ic tolling on Interstate 66 has led to reduced travel times.*”

More fundamentally, state and local governments should rethink and review
zoning laws and the entire built environment—including the transportation net-
work—with an eye toward maximum transportation flexibility and freedom. In
addition to allowing mixed use buildings that give Americans the option of living
in closer proximity to their workplaces, stores, and amenities, governments should
allow their constituents to choose among modes by which to travel, including
walking and bikes. Where demand for these modes exists, new alternatives could
emerge and eliminate the need for a car, thus reducing congestion, the expense of
auto ownership, and infrastructure maintenance.

On the federal level, repeal or a significant relaxation of the Jones Act has the
potential to achieve multiple aims by reducing the cost of gas, alleviating traf-
fic congestion by shifting more transport from trucks to coastal shipping, and
reducing wear and tear on highways and bridges. Similarly, repeal or reform of
this law and the Passenger Vessel Services Act could reduce the cost of travel for
Americans that rely on ferries.

More commonly used forms of public transit can also be improved. Buy
America requirements imposed on the purchase of transportation goods such
as transit buses and light rail—thus raising costs and decreasing quality—should
be removed. Privatization of publicly owned transit should also be embraced as a
means of spurring greater efficiencies and removing politics from the provision
of transportation services. On the heavy rail side, Amtrak is a leading candidate
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for outright privatization. As a privately managed entity in principle, the company
could more easily shed staff and rein in labor costs while shuttering unprofitable
lines. Those tasks are made far more difficult, however, by being a government
entity in practice, subject to political pressures.

Beyond exiting its role in Amtrak, the federal government should seek ways to
extricate itself from the provision of transportation and infrastructure by leaving
such duties, wherever possible, to the marketplace or state and local governments.
Congress should reexamine the federal government’s purview of transportation
and infrastructure provision and look for ways to devolve these responsibilities.
In most instances, these are fundamentally local issues that should be provided at
that level without the added inefficiency of an unnecessary layer of government
involvement. Several privately administered toll roads have operated successfully
in the United States for decades, and some infrastructure can even be provided
without the government. The Dulles Greenway toll road in Northern Virginia, for
example, was privately financed and built from 1993 to 1995 and today is owned
by Macquarie Atlas Roads and operated by a U.S. subsidiary of Italian-based
Autostrade per I'Italia S.p.A.** Privately financed infrastructure can also be found
abroad. Switzerland, for example, is home to the construction of a $30-35 billion,
500-kilometer (approximately 310 miles) tunnel system that will transport freight
24/7 via driverless electric vehicles. The ambitious project is being fully funded by
private investors, both foreign and domestic.*!

Regarding airline travel, Congress should improve efficiency and quality by
transferring air traffic control duties to privately managed entities, as is done
in numerous countries. A 2005 Government Accountability Office study, for
example, concluded that commercialized air traffic control systems in Australia,
Canada, Germany, New Zealand, and the United Kingdom had cut costs, boosted
investment in new technologies, and either maintained or increased safety after
being reformed.*? The federal government can also promote more efficient and
competitive commercial airline operations through the repeal of prohibitions on
foreign-owned airlines operating domestic routes. Notably, air cabotage liberaliza-
tion within the European Union has yielded numerous benefits: along with the
aforementioned price savings, a 2015 discussion paper found that liberalization
increased the number of routes and flight frequencies; encouraged the entry of
low-cost airline carriers, producing a more balanced distribution of airlines across
EU airports; and improved overall accessibility.”® A possible starting point could
be opening the domestic airline market to countries with which the United States
already has existing free trade agreements.

Local governments also can bolster the country’s air transportation network
through the privatization of government-owned airports. A 2016 Cato Institute
report found that privatization and increased competition would boost the perfor-
mance of U.S. aviation infrastructure, including reducing costs and encouraging
more efficient pricing structures for airport and air traffic control usage.** A 2021
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Reason Foundation analysis, meanwhile, noted that the majority of the 39 larg-
est investor-owned airport companies accounted for one or more major airports
selected by Skytrax passengers as among the world’s 100 best.*®

ACTION PLAN

Efficient transportation is vital to economic and human flourishing and essen-
tial for most American workers. We should be able to travel within the United

States, be it to a local office or across the country, as easily as possible. Legislators
at every level of government should move the conversation beyond simply spend-
ing more of American workers’ hard-earned tax dollars on roads and bridges and
look for ways to remove government barriers to a higher quality, lower cost, more
robust, and more convenient transportation vision.

In particular, Congress should

remove all tariffs on imports of automobiles and auto parts;

reform U.S. antidumping laws to consider the costs for American consum-
ers and other businesses, such as automakers and auto mechanics;

repeal CAFE standards or dramatically lower them;

repeal the Jones Act—alternatively, the law’s impact can be mitigated

by exempting energy shipments from the law or repealing its U.S.-built
requirement, which dramatically raises the cost of purchasing new vessels,
including tankers;

repeal the Passenger Vessel Services Act;

repeal Buy America requirements mandating the use of American materi-
als and products in the construction of infrastructure projects as well as
U.S. assembly and domestic content requirements for capital equipment;
repeal the Davis—-Bacon Act and related prevailing-wage requirements.

if repeal of NEPA is impossible, reform the law to expedite all environ-
mental reviews (e.g., subjecting them to a one-year deadline) and to limit
litigation (e.g., providing a finite list of both actionable issues and parties
allowed to bring a suit, a short statute of limitations for challenging a proj-
ect, and a deadline for completing any such challenge). Only parties with a
direct interest in a specific project should be able to challenge it. Lawsuits
must also demonstrate not just that there has been environmental harm,
but that such harm significantly exceeds a project's anticipated benefits.

It is imperative that reform be wholesale and comprehensive rather than
piecemeal efforts (such as solely truncating review timelines), as such
reforms could perversely generate more litigation and delay;*

repeal air cabotage laws restricting the ability of foreign airlines to

offer domestic service, provided they comply with U.S. safety and labor
requirements;
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privatize the U.S. air traffic control services; and
privatize Amtrak.

State and local governments should

repeal laws preventing direct auto manufacturer sales, dealer licenses,
and other measures that limit competition in auto sales;

revise occupational licensing laws to expand the available supply of auto
mechanics;

adopt congestion pricing to better account for externalities generated by
increased traffic and to promote efficient vehicle flows during times of
peak demand;

substantially reduce or eliminate gas taxes and more efficiently meet rev-
enue needs via dynamic tolling and private administration of major high-
ways;

reform state-level NEPA equivalents to expedite environmental reviews
and limit litigation;

eliminate zoning laws that severely restrict housing density and home busi-
nesses and prevent the development of mixed-use projects that could let
workers live closer to their places of employment, other businesses, and
amenities;

accommodate alternative means of transportation, such as walking and
bicycling, to alleviate pressure on roads and highways; and

privatize airports and mass transit systems.
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THEISSUE: REMOTE WORK IS INCREASING (AND BENEFICIAL),
BUT U.. LAW HAS FAILED TO KEEP UP

In 2019, only an estimated 6 percent of American workers primarily worked
remotely.! By February 2022, due in part to the COVID-19 pandemic, that fig-
ure had risen to 30 percent (see Figure 1). Even with some workers subsequently
returning to the office, approximately 30 percent of all paid workdays were being
done from home as of July 2022, up from about 5 percent in 2017-2018. According
to a 2022 McKinsey and Company report, this translates to tens of millions of
additional American workers now working from home all or most of the time.?
Yet public policy has not adapted to this new reality, to the detriment of millions of
American workers.

FIGURE 1 Remote work has increased dramatically since 2019

60%

N
o
x

N
o
x

Percentage of workers primarily working remotely

2009 2019 April 2020 February, 2022

Sources: Patrick Coate, “Remote Work before, during, and after the Pandemic,” National Council on Compensation
Insurance, January 25, 2021; Lydia Saad and Ben Wigert, “Remote Work Persisting and Trending Permanent,” Gallup,
October 13, 2021; and Taylor Orth, “Many More Americans Prefer Working from Home than Currently Do,” YouGov,
February 11, 2022.

Multiple surveys conducted during the COVID-19 pandemic show remote
work is popular among employees. A February 2022 Pew Research Center report
found that of those working remotely, 76 percent prefer the arrangement, even
as concerns over COVID-19 wane and more offices reopen to in-person work.’
Barrero, Bloom, and Davis (2022) reported that 54 percent of unemployed respon-
dents preferred to find a job that offered remote work.* The arrangement has
proven particularly popular among parents, who can more easily juggle work and
family obligations.’ In fact, Barrero et al. (2022) found that many workers appear
willing to trade wage increases for remote work because they so value the amenity.®
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This wage tradeoff also benefits employers. Barrero et al. (2022) also found
roughly 40 percent of businesses, including more than half of large companies,
have expanded remote work arrangements in the last 12 months or plan to do so
within the next year.” Barrero et al. (2021) reported that 40 percent of employed
respondents were more productive in remote work, while only 15 percent report-
ed decreased productivity.® Bloom et al. (2022) found that hybrid remote work
increased employee retention by 35 percent and boosted overall worker produc-
tivity by 30 minutes per week.’ Other recent studies of remote work have found
similar employer benefits.'

Employers also have access to a larger pool of workers, including formerly mar-
ginalized ones. Businesses report, for example, an increase in hiring Americans
with disabilities to fill remote positions, and the proliferation of remote work has
made it easier for employers to hire workers located in different states or to aban-
don the expense of a physical headquarters altogether."

The rise of remote work has empowered American workers to live where they
want to live, instead of simply where their employer is located. A March 2022
Upwork survey reports, for example, that 11.7 percent of all respondents either
had moved or were planning on moving due to remote work, a figure that would
correspond to nearly 24 million people in the general American population.'? This
boost to American labor mobility and economic dynamism has profound benefits
for not only the workers involved, but also the communities and regions to which
they are moving and the economy overall."?

Although further changes to employees’ and employers’ use of remote work
are inevitable as the United States continues to find its post-pandemic footing, it
is increasingly clear that remote work will remain popular among, and utilized by,
alarge portion of the American workforce. Indeed, McKinsey estimated in Spring
2022 that 58 percent of job holders—the equivalent of 92 million people across a
wide range of professions—could work remotely, and that more than half (55 mil-
lion) of those workers could do so full time.'* Even if these figures were, despite
current attitudes, to decline significantly in the months ahead, it would represent a
major shift in the workforce and the nation more broadly.

Unfortunately, policy has not kept pace with these trends and instead contin-
ues to impede remote work, especially at the state level.

First, states differ in their income tax treatment of remote employees across
state lines. Most states determine an employee’s tax treatment by his physical pres-
ence, so employees in most states are taxed by their state of residence (assuming
they conduct their work there). However, a few states, such as Delaware, Nebraska,
New York, and Pennsylvania, follow the “convenience of the employer” standard,
thus basing an employee’s income taxation on their employer’s location."

These differing rules can subject remote workers to double taxation. For exam-
ple, an employee living and working in Maryland for a New York-based employer
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could be subject to both Maryland and New York state income taxes because New
York is a convenience of the employer state, while Maryland is not.

Moreover, the convenience of the employer rule has already caused interstate
taxation problems. In 2020, Massachusetts temporarily adopted these rules for
now-remote workers who had physically worked in the state prior to the pan-
demic. This prompted New Hampshire to sue Massachusetts on the grounds that
Massachusetts’ regulation unfairly taxed New Hampshire workers, but the U.S.
Supreme Court declined to hear the case.'® The temporary Massachusetts measure
expired in September 2021 without any Supreme Court clarification of how such
interstate conflicts should be resolved."”

States also differ in withholding and filing income tax requirements on nonres-
idents or part-year residents. As the rise of remote work allows employees greater
flexibility to work where they please, some employees may spend time working
remotely in different locations across state lines. Employees may therefore be sub-
ject to state income tax withholding in multiple states, even if their periods of resi-
dence in those places were brief. In fact, most states require income tax withhold-
ing after just one day of work in that state (see Figure 2). And while states usually
issue a tax credit for taxes paid to other states, an employee’s overall tax burden
might increase if one state has a higher income tax rate.”® A hypothetical Oregon
resident who temporarily works remotely from California, for example, would
be subject to California’s higher taxes on the California liability amount over and
above the Oregon liability amount.” That worker would also need to be aware of a
credit’s availability and would expend time (and perhaps money) trying to earn it.

FIGURE 2 Most states require income tax withholding after just one day
in the state
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Source: Jared Walczak, “Eight Tax Reforms for Mobility and Modernization,” Tax Foundation,
January 5, 2022.

Note: Not applicable to Alaska, Florida, Nevada, New Hampshire, South Dakota, Tennessee,
Texas, Washington, Wyoming, and Washington, DC.

REMOTE WORK

121



178

Second, state tax policies have made remote work difficult for employers.
Physical presence laws had previously intended for physical structures, such as
office space or warehouses, to create a tax nexus, thereby subjecting the company
to state corporate and sales taxes.” However, even one employee’s continued pres-
ence working remotely may be enough to trigger tax nexus, even if the employer
does not have any physical space or other connection to the state.? Similar con-
cerns can arise for the majority of U.S. companies organized as “pass-through”
entities not subject to corporate taxes (e.g., partnerships or S corporations),
because remote workers’ physical presence in a state can affect nonresident busi-
ness owners personal income tax liability.” These tax requirements can therefore
discourage companies from hiring remote workers or offering the option to cur-
rent employees, as the organizations will need to consider the tax implications of
having workers in multiple or high-tax states in which the companies themselves
are not located.”

Consider a corporation based in Virginia. An employee at the company can
perform work remotely and decides to move to New Jersey in order to be close to
grandchildren. That business would now be subject to New Jersey state corporate
taxes, despite not having any sales or any physical connections in the state. Prior
to the pandemic and the increased viability of remote work, physical presence
laws were understood to account for company and employee utilization of local
services, such as fire and police.* Yet this Virginia business would not be utilizing
any New Jersey services, and the remote employee would be subject to New Jersey
individual taxes to account for the employee’s utilization of them.

State physical presence laws are not the only nexus issues facing companies in
the digital age. In 2018, the Supreme Court ruled in Wayfair v. South Dakota that
states can subject online retailers to state sales tax, even if the company does not
have a physical presence in that state.”® Since then, every state with a statewide
sales tax has created economic thresholds over which remote sellers must collect
and remit state sales taxes (economic nexus).?® As Trevor Burrus and Matthew
Larosiere argued at the time, the Wayfair decision represents an affront to limiting
state power, as states can now tax retailers even though the companies lack any
connection to the state beyond a few customers.” A similar issue exists for remote
employers now too.

Finally, federal tax rules discriminate against remote work arrangements.

As detailed in August 2022 comments to the Internal Revenue Service (IRS),

the American Institute of CPAs (certified public accountants) warned that the
agency’s failure to update its guidance on the tax treatment of fringe benefits,
business expenses, home offices, and related remote work issues has created
“unnecessary confusion and stress” for employers, potentially subjecting them
and their workers to significant costs or penalties.?® It is unclear, for example,
whether employer-provided work equipment (e.g., a laptop) is a taxable form of
compensation. This type of uncertainty can discourage companies from offering
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remote work options. The CPA group further explained that federal guidance fails
to account for major changes in technology, work culture, and remote work’s ben-
efits for employees and employers (which, as noted above, are significant). Thus,
current policy erroneously assumes that a worker’s home is in the same locality as
his employer’s office, and that employers “gain nothing” from remote or hybrid
work arrangements.?” As a result, remote workers can face additional tax burdens
for engaging in what are now routine business transactions (e.g., regular travel to
their employer’s office).

Beyond taxes, state occupational licensing restrictions also burden remote
workers. As discussed in the Occupational Licensing chapter, these requirements
place heavy financial and time-related burdens on qualified workers. Moreover,
licensure is oftentimes not transferable across state lines, thus limiting worker
mobility. This lack of portability is a barrier to remote work across state lines, as
employees may have to become relicensed when moving to another state.*

THEPOLICY SOLUTIONS: REFORM STATE AND FEDERAL TAX
POLICY, AND STATE OCCUPATIONAL LIGENSING RULES, TO
BETTER ACCOMMODATE REMOTE WORK

Given these problems, states should move to eliminate convenience of the
employer laws to avoid double taxing remote workers and allow them more free-
dom to work wherever they want. Eliminating convenience of the employer rules
would also benefit employers, as it would simplify accounting and lower related
administrative costs—potentially making them more amenable to offering a
remote work option. Moreover, most employment laws and regulations for remote
workers—that is, minimum wage or paid leave mandates—are already assessed
based on the remote employee’s physical location.™

States should also significantly increase the number of days of residence
needed to trigger state income tax withholding or filing obligations. With the
proliferation of remote working possibilities, single-day thresholds for withhold-
ing income tax are both impractical for employers and employees and a barrier
to remote employment. States should increase the minimum thresholds to indi-
cate a significant period of consecutive residence, and not subject short-term
residences to state income taxes. For example, Illinois and West Virginia recently
raised their thresholds for withholding to 30 days, and Louisiana raised its thresh-
old to 25 days.*

Granted, some convenience of the employer states may be reluctant to change
their tax laws. In fact, the New York Department of Taxation and Finance actually
increased the aggressiveness of its’ convenience of the employer rule during the

REMOTE WORK

129



COVID-19 pandemic.* Moreover, it may be difficult for all states to standard-

ize their income tax withholding and filing requirements. Therefore, congres-
sional action may be necessary to eliminate double taxation, consistent with

the Commerce Clause of the United States Constitution.* First, Congress could
require a minimum threshold of physical and working presence in a state—30 to
90 days—before the employee would be subject to that state’s income taxes. These
changes would standardize income tax treatments for remote employees and elim-
inate all convenience of the employer rules. Remote workers should not be taxed
by states where they neither worked nor lived for a meaningful period.

Second, Congress should update nexus laws to better reflect our 21st-century
business environment and stop discouraging companies from utilizing remote
workers. Specifically, Congress should clarify the conditions needed to create a
tax nexus in a given state. Congress could require, for example, that companies—
regardless of business structure (e.g., corporations or partnerships) —must main-
tain either a physical building or a significant number of employees (such as 20
or more) in a state before being subject to that states taxes. As Burrus and
Larosiere argued after the Wayfair decision, the creation of a tax nexus should be
based on a company’s actual physical presence in a state and its ability to utilize
state and local services.”

Third, the IRS and the Treasury Department should immediately update guid-
ance regarding the tax treatment of issues related to remote work (e.g., fringe
benefits, deductions, and home offices) to reduce the uncertainty that employers
and remote or hybrid workers now face. In particular, federal guidance should rec-
ognize that it is quite common today for employees to work entirely or primarily
from a residence that may be a long distance from their employer’s office, and that
remote and hybrid work arrangements reflect not only changing technology and
American work culture but also that employers derive substantial benefits (e.g.,
increased profitability, employee retention, and new applicants) therefrom. These
changes would help to ensure that current federal law does not impose higher
taxes on remote workers than those paid by their in-office counterparts who
engage in analogous transactions (e.g., travel to a corporate office).

Fourth, states should make it easier to transfer occupational licenses across
state lines. In 2019 Arizona became the first state to universally recognize out-of-
state licenses, and 17 additional states have since enacted similar laws universally
recognizing at least some out-of-state licenses. As noted in the Occupational
Licensing chapter, states should pass universal recognition laws to boost the free-
dom and mobility of American workers, remote or otherwise.
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ACTION PLAN

Rather than being a blip during the depths of the COVID-19 pandemic,
remote work has emerged as a popular and viable path of employment for many
American workers, benefiting both them and the economy. Both federal and state
legislators should take note, and reform tax and licensing laws to make remote

work accessible and viable going forward. While states have a role to play in these
reforms, ultimately, federal legislation will likely be necessary due to the interstate

nature of remote work.
Specifically, the Treasury Department and IRS should

immediately update outdated federal guidance on issues related to remote
work to ensure that these rules no longer discourage or discriminate
against remote work and remote workers. Any revised guidance should,
consistent with federal law, recognize that remote and hybrid work are
common arrangements that employers have voluntarily adopted for their
commercial benefit.

Congress should

prohibit state convenience of the employer rules;

establish a clear minimum working and physical presence threshold before
employees are subject to state income tax withholding and filing require-
ments—the threshold should be one that only subjects workers who resid-
ed in a state for a significant period of time to state income taxes, such as a
minimum of 30, 60, or 90 days of consecutive work and residence; and
update tax nexus laws to account for remote employees. Congress should
require that businesses have a substantial physical presence in a state before
being subject to state taxes. The physical presence should be determined
by the utilization of office, warehouse, or storage space, or by the physical
presence of a significant number of employees, in the state.

In the absence of congressional action, state governments should

repeal convenience of the employer laws and reject any new proposals;
require at least 30 days of residence to trigger state income tax withholding
or filing obligations; and

require businesses to have a substantial physical presence (office, several
employees, etc.) in a state before being subject to state corporate, sales, or
other applicable taxes.

State governments also should

pass universal recognition laws to allow new, remote-working residents
with out-of-state licenses to continue working in their licensed profession.
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THEISSUE: WORK-RELATED BENEFITS, HEAVILY INFLUENCED
BY GOVERNMENT POLICY, CAN REDUCE AMERICAN WORKERS
CHOICES, MOBILITY, AND FINANCIAL INDEPENDENCE

The American workforce is more diverse than it ever has been, and its needs
are similarly diverse: some workers save for major purchases like housing, cars,
or education, while others are approaching retirement; some balance family and
childcare responsibilities, while others are just starting out; some Americans work
to work, while many others work to live.!

Unfortunately, U.S. policy does not account for this diversity, especially when
it comes to employee benefits. As a result, complex federal, state, and local rules
governing employee compensation can deny workers the ability to determine the
mix of pay and benefits that best reflects their priorities. Even worse, these laws
and regulations can result in less total compensation, less schedule flexibility,
fewer employment opportunities, and decreased mobility—thus harming the very
workers the policies are intended to help.

Our diverse workforce is compensated through a combination of wages, sala-
ries, and benefits: on average, nearly 30 percent of private sector workers’ total
compensation comes from employee benefits, and the number is higher for state
and local government workers, for whom benefits make up 38 percent of their
average total compensation.> Workers at larger firms, unionized workers, and
private industry workers in certain industries—such as financial services, infor-
mation technology, transportation, warehousing, and manufacturing—tend to
receive a greater portion of their compensation as benefits, although the distribu-
tion of benefits that workers receive may vary somewhat across occupations.’

As shown in Figure 1, benefits consist of insurance, paid leave, supplemen-
tal pay (including bonuses and overtime), and other sources. Also, a portion of
employee compensation is withheld for legally mandated payroll taxes that fund
government-supported benefits including Social Security, Medicare, and unem-
ployment insurance (UI).

Of course, not all benefits are monetary, and employers also provide other ben-
efits to workers outside of those included in government figures. As discussed in
the Remote Work chapter, for example, work-from-home constitutes a relatively
new and increasingly important nonmonetary benefit that many workers priori-
tize above higher wages. For parents balancing work with family responsibilities,
this perk appears to be especially highly valued: more than half of parents with
children under age 18 said that COVID-19 has made them more likely to prefer
working from home, either most of the time or part of the time.*

Because of the diversity of both the American workforce—in terms of age,
needs, and preferences—and the types of benefits that satisfy worker needs,
it is no wonder that different workers prioritize different portions of their
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FIGURE 1
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compensation package differently. For example, a 2021 Morning Consult survey
found that workers of all ages were about equally divided in saying that salary,
benefits, or flexible work/remote work opportunities made for the most entic-
ing job offers (see Figure 2). A separate 2021 poll by the American Psychological
Association found that, when asked what perk they would like if they could only
choose one, workers chose higher salaries/bonuses more frequently than benefits
like retirement and insurance offerings (see Figure 3).

FIGURE 2 Competitive pay, benefits, and flexibility make for enticing
job offers
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FIGURE 3 If employees could have only one extra perk, one-third want

more money
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Survey Results,” American Psychological Association, 2021.

Given the wide variety of worker preferences regarding compensation, it is
important that government policy allows employees to negotiate packages tailored
to their specific wants and needs. If a worker prioritizes a higher salary or wages
over other benefits, for example, that person should be able to request a compen-
sation package heavily tilted toward wages instead of having policymakers dictate
a different compensation mix through, for example, mandated or government-
supported benefits and various taxes. In a well-functioning labor market with lim-
ited state interference, firms will compete for employees along these dimensions.

Unfortunately, various legal requirements, regulations, and government incen-
tives deny workers control over their compensation. Even worse, these policies
restrict employees and employers to fewer choices, and the policies can make it
harder for workers to achieve major life goals, such as building wealth for retire-
ment or changing jobs or locations. As a result, government benefits policies that
were intended to help American workers can end up making many of them worse
offin the long run.

As the Health Care chapter details, for example, the federal tax exclusion for
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employer-sponsored health insurance effectively ensures that more than 7 percent
of workers’ total compensation is provided through employer-sponsored health
insurance. That is because workers face much higher taxes unless they turn a por-
tion of their earnings over to their employer to use toward health care.

This encourages employers to make health care decisions (e.g., types of health
insurance) on their employees’ behalf—decisions that, especially in larger com-
panies, likely fail to reflect workers’ diverse health care preferences and needs.” In
fact, employers usually offer their employees only one or two options for health
coverage because any more would be costly and logistically complicated.®

The tax exclusion also harms workers in other, more subtle, ways. By reducing
market competition for certain models of health care delivery and insurance and
by encouraging unnecessary health care spending, the exclusion increases prices
for medical care.

It also reduces workers’ mobility. As explained in the Health Care chapter, the
tax exclusion for employer-sponsored insurance creates implicit penalties and
insecure health coverage for workers, fostering “job lock” (a situation where work-
ers forgo better employment opportunities for fear of losing insurance coverage)
and “entrepreneurship lock” Research therefore finds that the exclusion “reduces
voluntary job turnover by 20% per year” and discourages workers from making
the labor choices they desire.

Indeed, a majority of studies surveyed by AARP [formerly called the American
Association of Retired Persons] in 2015 found that health insurance-related job
lock reduced workers’ propensity to change jobs, to start businesses, and to retire
or work part-time.” Bae and Meckel (2022) found, moreover, that the Affordable
Care Act’s mandate that private insurance plans extend coverage to adult depen-
dents under the age of 26 had the unintended consequence of increasing job lock
among numerous parents who would have otherwise left their employers.® A
reduction in workers’ mobility also can increase employers’ bargaining power and
reduce lifetime earnings.

The tax exclusion (and the employer-sponsored health insurance that it
encourages) also distorts workers” employment decisions in the event of a health
crisis. For example, the Bradley et al. (2005) study of married women diagnosed
with breast cancer found that the tax exclusion appeared to “create incentives to
remain working and to work at a greater intensity when faced with a serious ill-
ness” just at the time women needed to invest more in their long-term health.’
Bradley et al. (2012) found that men with employer-sponsored health insurance
were more likely to remain working following an adverse health shock and more
likely to lose their insurance under the same circumstances (e.g., because they can
no longer work)."

Thus, current federal policy regarding health insurance is inconsistent with
workers’ best employment interests and also with their best health interests.

Other types of benefits subsidized by the federal government and tied to
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workers’ employers, rather than to workers, raise similar concerns regarding
worker choices, wasteful spending, and job lock. This includes various flexible
spending accounts for qualified medical, dental, or dependent care expenses or
pensions that employers control or manage for retirement savings.

Beyond these policies, other government-supported benefits also limit
employee options, reduce benefit ownership, and potentially reduce workers’
wealth. Federal programs like unemployment insurance, Social Security, and
Medicare legally require employers to withhold a portion of employee compensa-
tion—compensation that could otherwise be paid as wages or benefits—to pay for
future government-funded unemployment, retirement, and health entitlements.
Sometimes, as in the case of Social Security, the withheld portion is a substantial
share of compensation: Social Security mandates a 6.2 percent tax for the employ-
er and 6.2 percent tax for the employee, or 12.4 percent total. Although half of the
tax is directly paid by employers, the tax incidence (i.e., who actually ends up pay-
ing for it) falls almost entirely on employees.'!

Together these payroll taxes constitute a significant burden on workers.
Indeed, a 2019 report from the Joint Committee on Taxation found that a major-
ity of American taxpayers, in most tax brackets, pay more in payroll taxes than
in income taxes.'> Unfortunately, not only are the tax burdens associated with
government-funded benefits significant for workers, but they’re also a bad deal.
A 2012 Cato Institute analysis found, for example, that if workers who retired
in 2011—just after the Great Recession—had been allowed to invest only the
employee half of their Social Security payroll taxes over their working lifetime,
they would have retired with more income than if they relied on just Social
Security." Such gains would surely be even better today, given the significant U.S.
stock market gains since that paper was published."

Just as importantly, major programs like Social Security and Medicare are
long-term insolvent, which means that—unlike with private health care or retire-
ment accounts—workers cannot be certain that their current tax contributions
will be returned to them as future benefits. In fact, the Social Security Board
of Trustees states that the program will run out of funds in 2034, which means
immediate benefit cuts or tax increases will be necessary to reduce the funding
shortfall.'® Recent estimates suggest that workers beginning their work lives now
will be 3 percent poorer by the end of their work lives as a result of Social Security.'®

Social Security also tips the scales against labor force participation, particularly
for workers above its retirement age. For workers who would otherwise person-
ally or financially benefit by working beyond Social Security’s retirement age, the
program puts a thumb on the scale against work. Liebman et al. (2009) found that
workers respond to the cost of Social Security taxes by retiring earlier and reduc-
ing the hours they work."”

Medicare faces similar fiscal challenges, as the number of workers per
Medicare beneficiary continues to decline. Medicare’s Hospital Insurance trust
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fund is primarily funded by a 2.9 percent payroll tax on current workers, and the
Congressional Budget Office projects that the fund will be exhausted by 2024."®
Thus, Congress will soon need to increase taxes or premiums, curtail benefits,
or implement some combination thereof. Such reforms might be worthwhile if
Medicare were worth preserving, but the program has been found to perversely
incentivize low-quality, high-cost health care."

Federal UI may further discourage work and mobility. Under the current sys-
tem, workers pay state and federal unemployment insurance payroll taxes and
states determine eligibility, benefit formulas, and other details of benefit provision.
Typically, UI benefits cover 50 percent of workers’ pay for six months, but during
economic recessions Congress generally boosts or extends unemployment benefits.

Expanded Ul benefits frequently delay unemployed Americans’ return to work
and, in turn, the nation’s economic recovery.® For example, the Federal Reserve
Bank of New York estimated that extended unemployment benefits during the
Great Recession increased the number of unemployed workers by approximately
4.5 million and 3.2 million in 2010 and 2011, respectively.”! A 2021 Mercatus
Center report surveyed the literature on the effect of UI benefit increases and
found that expanded benefits increased the duration of recipients’ unemployment
in all 13 studies under review; meanwhile, three studies conducted during the
pandemic found that states that terminated expanded benefits before the federal
deadline increased employment and job acceptance rates compared to states that
did not.*? There is also some evidence that certain types of expanded benefits can
discourage workers’ geographic mobility in the United States and abroad.”

Finally, government policy also makes it more difficult for employers to provide
workers scheduling and compensation flexibility. As discussed in the Private Sector
Labor Regulation chapter, the federal Fair Labor Standards Act (FLSA) limits pri-
vate sector workers’ ability to be compensated for overtime with future time off
that they might prefer. (Public sector workers, on the other hand, get to make this
trade.) Local labor regulations, which govern everything from shift scheduling to
work week and overtime rules, salary requirements, and worker lunch break sched-
ules, make negotiating flexible work difficult or impossible.?* These laws include
associated legal and financial penalties for employers, which understandably deter
employers from innovating existing business models in ways that increase employ-
ee flexibility. Research therefore shows that the FLSA and other overtime laws,
while perhaps boosting some workers’ pay, result in less-efficient working sched-
ules for them and fewer jobs or hours for other workers. (See the Private Sector
Labor Regulation chapter.)

Despite the problems associated with the current buffet of federally subsidized
or mandated employee benefits, policymakers continue to advocate for additional
benefit policies, such as paid family leave financed through additional payroll
taxes. Enacting such programs would be a mistake, as they would reduce workers’
choices and take-home pay.” For example, perhaps the best-known paid leave
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proposal—the FAMILY Act—would require increased payroll taxes and high
administrative costs, yet benefit less than half of workers who need leave.*
Moreover, although many employees desire paid family leave benefits, a 2018 Cato
Institute survey indicates that Americans balk at government-supported paid leave
once the cost associated with leave benefits is defined.” Federal paid family leave
also has a variety of potential tradeoffs for employees, including harms to poten-
tial beneficiaries themselves.” For instance, the Das and Polachek (2014) study of
California’s subsidized leave program found that it increased unemployment and
unemployment duration for women of childbearing age by 5 to 22 percent and

4 to 9 percent, respectively.”’

THE POLICY SOLUTIONS: EXPAND WORKER CHOICE AND
MOVE TO PORTABLE, PRIVATE BENEFITS

To empower all American workers and meet their diverse needs, policymak-
ers must give them greater control over compensation, including employer and
government-supported benefits.

First, Congress should replace the tax exclusion for employer-sponsored health
insurance with an exclusion for contributions to private, portable health savings
accounts (HSAs). As detailed in the Health Care chapter, Congress should convert
the exclusion, and all other health-related targeted tax preferences, into an exclu-
sion solely for HSA contributions; increase HSA contribution limits to a level at
which most workers could deposit their employer’s entire premium payment tax
free (e.g., $9,000 for individuals and $18,000 for families) or to the level necessary
to achieve revenue neutrality; add health insurance to the list of expenses that
HSA holders can purchase with tax-free funds; and remove the insurance require-
ment so that taxpayers can pair an HSA with any type of coverage.*® Enacting
these reforms would raise employee wages, improve health care affordability,
and give Americans control over their own health care decisions and priorities.
Importantly, it would also reduce existing barriers to entrepreneurialism and
workers” economic and geographic mobility.

Second, Congress should reform Social Security to give American workers
more control over their retirement savings, including how the savings are invested
and when workers can access them. As economist Rachel Greszler recently
explained, Social Security was intended to prevent poverty, not to replace income.
Thus, one reform possibility is to convert the program to a universal, flat, anti-
poverty benefit, which would limit the number of recipients and thus eventually
improve program solvency and reduce workers’ payroll taxes. The lighter tax
burden would, in turn, give workers more options and greater control over their
remaining compensation, which they could save or invest as they see fit.*!
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Similarly, Congress should give the more than $800 billion that it currently
spends on Medicare annually to enrollees directly as cash payments that they could
more efficiently use in the private health care market. These Medicare checks
would vary based on beneficiary health status and income, such that sicker and
lower-income enrollees receive large-enough checks to secure standard insurance
benefits while healthier and higher-income enrollees receive smaller checks. In the
long term, Congress should allow workers to invest their Medicare taxes in porta-
ble, inheritable personal savings accounts dedicated to their own retirement health
needs.”” As the Health Care chapter details, giving workers control over their health
benefits would support innovation and efficiency in the health care marketplace.

At the very least, policymakers should increase the early retirement age and
normal retirement ages for Social Security and Medicare to improve solvency and
reduce the programs’ existing work disincentives. Americans’ life expectancy has
increased by 17 years since Social Security was introduced, yet the full retirement
age has barely changed. Many Americans are also working beyond the traditional
retirement age of 65, through options like phased retirement, gig work, post-
career consulting, and encore careers. Indexing the age of eligibility for benefits
to life expectancy would not only help stabilize the Social Security and Medicare
programs but also reflect these realities.”

Third, UI should be reformed to allow for greater worker control of benefits
and to reduce existing work disincentives in the program. One way to increase
workers” ownership of these benefits is to create personal unemployment insur-
ance accounts, where workers contribute to an individual account via payroll taxes
until they reach a certain level of benefits (for instance, 80 percent income replace-
ment for six months).** Employees should be allowed to withdraw money from the
account for any reason after they separate from an employer, and employees could
contribute additional funds if they so desired.

Fourth, Congress and states should also rethink existing labor regulations that
limit workers’ flexibility and reduce their hours and employment opportunities.
The FLSA, for example, makes it impossible for parents to take overtime compen-
sation as future time off that they can spend with family. The proposed Working
Families Flexibility Act would reform the FLSA to allow workers to take overtime
pay as future time off if they so desire.

Fifth, rather than creating a new federal entitlement for paid family leave or
any other new mandated benefits—policies that would likely be accompanied by
a host of trade-offs and conditions—policymakers should ensure that parents and
all other workers can achieve their personal objectives by creating tax-advantaged
savings accounts. Currently, personal savings are disadvantaged compared to
spending, with the exception of narrow government-specified savings goals.?®
Universal savings accounts would allow parents and Americans of all stripes
to save for any reason and withdraw funds at any time without penalty, which
would benefit workers at all income levels and of all ages. This reform could
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be paired with simplification of existing tax-advantaged savings accounts—for
example, by setting a high annual contribution limit for universal savings accounts
and sunsetting Roth IRAs, Coverdell Education Savings Accounts, and other
savings accounts.*

Meanwhile, the provision of paid leave benefits should be left to employers,
who are adopting these benefits rapidly: the share of first-time mothers who
reported using paid leave and/or disability grew from 16 to 61 percent over the
past 50 years and is continuing to grow.”” Employers have the advantage of being
able to provide a more diverse variety of benefits that are better tailored to their
workforce than any program the government has to offer.

Finally, benefit-related reforms, as discussed in the Health Care, Childcare,
Independent Work, Private-Sector Labor Regulation, and Remote Work chapters
should also be pursued.

ACTION PLAN

Reforms to federal, state, and local policy will ensure that workers have the

compensation, flexibility, and benefits that meet their diverse needs.

Congress should

« convert the tax exclusion for employment health insurance to an exclusion
solely for HSA contributions and increase the associated HSA contribution
limits;

« reform Social Security to a flat benefit and index Social Security’s retire-
ment age to life expectancy;

« transform Medicare into a cash payment program and allow current work-
ers to invest their Medicare taxes in health savings accounts;

o replace unemployment insurance with personal unemployment insurance
savings accounts;

o implement reforms to federal overtime regulations, such as those proposed
in the Working Families’ Flexibility Act, to allow employees to be compen-
sated for overtime through future time off;

« consolidate the existing patchwork of tax-advantaged accounts into a
single tax-advantaged universal savings account for personal and family
savings; and

o forgo instituting federal paid family leave programs in favor of those
offered by private companies, which are already rapidly adopting them.

State and local governments should

« relaxlocal labor regulations that create rigid workplaces and barriers to
flexible work, including shift scheduling, workweek and overtime rules,
salary requirements, and lunch break laws.
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THEISSUE: THEU.S. WELFARE SYSTEM MAKES IT HARD T0
MOVE FROM WELFARE TO WORK AND TO BECOME
SELE-SUFFICIENT

The bulk of government efforts to fight poverty can be best described as throw-
ing money at the problem. Contrary to public perception, the American welfare
system is far from stingy. Although the exact number fluctuates yearly, the federal
government funds more than 100 separate anti-poverty programs. Some 70 of
these provide cash or in-kind benetfits to individuals, while the remainder target
specific groups.

Altogether, the federal government spent more than $1.1 trillion on welfare
programs in 2021. State and local governments added about $744 billion in addi-
tional funding. Thus, government at all levels is spending roughly $1.8 trillion per
year to fight poverty (not counting payments related to COVID-19). Stretching
back to 1965, when President Lyndon Johnson first declared war on poverty, anti-
poverty spending has totaled more than $25 trillion.!

Yet the results of all this spending have been disappointing. In terms of mate-
rial deprivation, welfare payments have reduced poverty. In fact, a 2018 Cato
Institute study suggests that if all benefits and other factors are fully accounted for,
the true poverty rate may be under 3 percent.? Other studies are more cautious but
still suggest that welfare programs reduce poverty rates by half or more. On the
other hand, these studies also suggest that most of the improvement took place in
the welfare programs’ early years, and that the marginal gains of recent additional
spending have been minimal.

More significantly, current welfare policy seems almost perversely designed to
work against its overarching goal of enabling Americans to not just endure pover-
ty more comfortably but to escape it altogether. This goal requires that the incen-
tives within the welfare system encourage work, savings, and family formation.
Opverall, the system should make it as easy as possible for people to leave welfare
for work, but several factors undermine that objective.

First, the magnitude of the current welfare system, with its multitude of over-
lapping programs—often with contradictory eligibility requirements, differing
rules, mixed oversight, and divided management—is a bureaucratic nightmare.

For example, there are 34 housing programs run by seven different cabinet
departments, including even the Department of Energy. There are 23 different pro-
grams providing food or food-purchasing assistance administered by three different
cabinet departments. There are 13 different healthcare programs administered by
three separate agencies within the Department of Health and Human Services as
well as the Department of Veteran Affairs. Five cabinet departments oversee 15 cash
or general-assistance programs. Altogether, 13 cabinet departments and four inde-
pendent agencies administer at least one explicitly anti-poverty program.®
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The complexity and lack of transparency make it difficult to measure whether
programs are accomplishing their goals. Many existing programs have become
fiefs for special interests, providing a bureaucratic roadblock to reform. And,
while the overhead and administrative costs for most programs are modest (gen-
erally less than 5 percent), the costs do add up. Moreover, the sheer number of
programs works to suck more people into the welfare system, increasing both cost
and enrollment, without necessarily targeting those efforts to the people who are
most in need.

Second, households in or near poverty that do receive assistance and partici-
pate in multiple programs can face marginal effective tax rates that are counter-
productive, deterring work effort or putting a low ceiling on how much these
families can increase their standard of living. In those cases, much of each addi-
tional dollar earned is clawed back through higher taxes or reduced benefits.

A 2013 Cato Institute study, for example, found that an unemployed single
mother with two children who participated in seven common welfare pro-
grams— Temporary Assistance for Needy Families (TANF); food stamps (SNAP);
Medicaid; housing assistance; Special Supplemental Nutrition Program for
Women, Infants, and Children (WIC); energy assistance (LIHEAP); and free
commodities—could take home an income higher than what she would have
earned from a minimum-wage job in 35 states, even after accounting for the
Earned Income Tax Credit (EITC) and Child Tax Credit (CTC), for which
she would have been eligible, if employed. In fact, in Connecticut, Hawaii,
Massachusetts, New Jersey, New York, Rhode Island, Vermont, and Washington,
DC, welfare paid more than a $20 per hour job ($25.44 in 2022 dollars), and in
five additional states it paid more than a $15 per hour job ($19.08 in 2022 dollars)
job.* As a result, someone who left welfare for work could have found themselves
worse off financially.

A 2012 Congressional Budget Office report looking at the example of
Pennsylvania found that marginal tax rates, after accounting for the loss of ben-
efits, could reach extremely high levels, discouraging labor-force entry and work
hours. The report found that unemployed single taxpayers with one child would
face an effective marginal tax rate of 47 percent for taking a job paying the mini-
mum wage in 2012, and if their earnings disqualified them from Medicaid, they
could have faced an astonishing marginal tax rate of 95 percent.”

Likewise, Maag et al. (2012), looking at a single parent with two children,
found that in moving from no earnings to poverty-level earnings, this family
faced a marginal tax rate that was as high as 25.5 percent in Hawaii.® A 2014
Ilinois Policy Institute study found that a single mother with two children in
that state who increased her hourly earnings from the minimum wage of $8.25
to $12 would increase her net take-home wage by less than $400 per year. Even
worse, if she further increased her earnings to $18 an hour, her annual net income
would decrease by more than $24,800 due to benefit reductions and tax increases.”
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Although inflation and policy changes over the last decade have changed some
of these studies’ details, the general conclusions remain the same today. For exam-
ple, the Federal Reserve Bank of Atlanta’s Career Ladder Identifier and Financial
Forecaster Policy Rules Database illustrates the public assistance program eligibil-
ity based on household incomes. The examples in Figures 1A and 1B depict the
welfare benefits earned by a single parent with two children under five years of
age. The most common welfare programs (TANE SNAP, EITC, WIC, Medicaid,
and Section 8 Housing Vouchers) were chosen to portray the benefit drop-off as
household incomes increase.® The two counties in question, Los Angeles County,
California, and Wake County, North Carolina, have very different eligibility rules
for various programs leading to differing marginal tax rates in the two jurisdic-
tions. Yet both show a sizable barrier to leaving welfare for work.

FIGURE 1A Across the country, income-related benefit “cliffs” can discourage
welfare recipients from taking new jobs or working more hours

Los Angeles County, California
$50K

Temporary Assistance for Needy Families

$40K

$30K

Earned Income Tax Credit

$20K Medicare (children)

Welfare benefits

Women, Infants, Children

Section 8 housing

$0 $20K $40K $60K $80K $100K
Employment income
Source: Policy Rules Database Dashboard from the Federal Reserve Bank of Atlanta (2022).

Note: Data based on the most common welfare programs for a single parent with two children under
the age of five.
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FIGURE 1B Across the country, income-related benefit “cliffs” can discourage
welfare recipients from taking new jobs or working more hours

Wake County, North Carolina

$40K

Temporary Assistance for Needy Families
$30K

$20K

Earned Income Tax Credit

Welfare benefits

$10K Medicare (children)

Section 8 housing

Women Infants Children

$0 $20K $40K $60K $80K $100K
Employment income

Source: Policy Rules Database Dashboard from the Federal Reserve Bank of Atlanta (2022).
Note: Data based on the most common welfare programs for a single parent with two children under
the age of five.

Third, many programs are designed in ways that further discourage economic
and geographic mobility. Some also include a bias against marriage, which has
been shown to be correlated with higher earnings and financial independence. A
mother who marries the father of her children may lose a substantial portion of
her benefits depending on her new spouse’s income. Unmarried parents are better
able to meet the income and asset eligibility tests for programs such as TANF and
SNAP. For example, if a single mother with a net income of 125 percent of the fed-
eral poverty level marries someone with an income, it could push them over the
threshold, and no one in the household would be eligible for SNAP. If they chose
instead to cohabitate without marrying, the benefits would continue to flow. As
detailed below, there is a similar mechanism in the EITC: benefits begin to phase
out and are exhausted at lower income levels for married couples.’

Furthermore, the majority of welfare benefits today are provided not in cash
but rather as in-kind benefits. This effectively infantilizes the poor: they are not
expected to budget or choose among competing priorities the way that people
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who are not on welfare are expected to do, and they simply follow the govern-
ment’s choices, values, and priorities instead of their own. Indeed, direct cash
assistance programs, including refundable tax credits, made up just 22 percent

of federal assistance in 2020, down from roughly 29 percent two decades ago.
In-kind programs—such as food stamps, housing assistance, and Medicaid—
provide the poor with assistance, but only for specific purposes. In most cases, the
payments are made directly to providers. The person being helped never even sees
the money.

Virtually all programs go even further in limiting the use of benefits to govern-
ment-approved purchases. For example, WIC can only be used to purchase certain
foods determined by government regulation. SNAP’s use is restricted to stores that
stock a certain level of healthy food products, often eliminating the eligibility of
small neighborhood stores. Even with cash programs like TANF, state lawmakers
have enacted a host of restrictions around things like the locations where elec-
tronic benefit transfer cards may be used to access ATMs.

Thus, the current welfare system not only stigmatizes the poor, but also is one
more factor pushing them into narrowly concentrated neighborhoods clustered
around subsidized housing because the system relies on providers who are willing
to accept government benefits (e.g., landlords willing to take Section 8 vouchers).
Those neighborhoods often offer poor schools, few jobs, high crime rates, a lack of
role models, and have been shown to inhibit residents’ upward income mobility."

One program that provides cash directly to the poor is the EITC, but it is rife
with problems that discourage work and family formation. The EITC is specifi-
cally designed as a wage supplement and is tied directly to work to offset the high
marginal tax rate that many poor people encounter when they leave welfare for
work. The evidence suggests that the EITC increases work effort, and single moth-
ers, in particular, have seen significant labor-force gains.

Studies also suggest that the EIT'C has been more successful than other welfare
programs in reducing poverty. The Census Bureau claims that the poverty rate
would be 2.5 percent higher in the absence of refundable tax credits.!’ As mea-
sured by the additional outlays needed to lift one million people out of poverty
(using the supplemental poverty measure), refundable tax credits are clearly more
cost-effective than other types of welfare programs.

As the EITC has grown, however, problems with the program have become
more apparent. For example, the benefit level for childless workers is small and
phases out quickly because the EITC focuses on families. The maximum credit
available to a childless worker was only $1,502 in 2021, and all benefits phase out
before the earned income hits $21,430 (the maximum credit for a single parent with
one child was $3,618).'? Childless workers under age 25 are not allowed to claim the
EITC atall. As a result, they accounted for only 3 percent of EITC funding.

As noted above, moreover, the EITC can impose significant marriage penal-
ties. According to the Tax Policy Center, “if a single parent receiving the EITC
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marries, the addition of the spouse’s income may reduce or eliminate the credit”*?

Furthermore, the credit is mostly determined by the number of children in a
family, thus making the maximum credit the same for a single parent as it is for
amarried couple. As a result, a married couple with two children would receive

a maximum annual credit of $5,980—the same as for a single filer with two chil-
dren. But the married couple would exhaust EITC benefits upon hitting $53,665
of total earned income, while the single parent would do so at only a few thousand
dollars less ($47,915). Thus, the single parent can continue to receive benefits at
higher income levels relative to the poverty level than married couples can—and
the credit is more generous since the benefits are being distributed among the
three people, rather than four.

Finally, as a refundable tax credit, the EITC is paid annually in the manner of a
tax refund. While such a lump-sum payment can certainly help many low-income
families, it still leaves them relying on wages throughout much of the year. In its
current form, the EITC represents an income supplement, not a wage supplement,
and does not address the year-round financial needs of low-income families who
are often left living paycheck to paycheck, or worse, for the rest of the year.

THE POLICY SOLUTIONS: CONSOLIDATE AND DECENTRALIZE
FEDERAL WELFARE PROGRAMS; MOVE TO CASH TRANSFERS;
EMPHASIZE INDIVIDUAL CONTROL

Given the failure of more than 50 years of federal welfare policy to significantly
reduce poverty or increase economic mobility, it should be apparent that the fed-
eral government does not know best. Nor have we demonstrated that we know
enough about how to reduce poverty to impose a one-size-fits-all policy through-
out the country. Five decades of failure should have taught us to be modest.

Wherever possible, Congress should shift both the funding and operational
authority for welfare and other anti-poverty programs to the states. The “labo-
ratories of democracy; as Justice Louis Brandeis described them, should be the
primary focus of anti-poverty efforts, not an afterthought. That means more than
simply giving states the authority to tinker with programs as they exist today. It
means federal funding, even in block grant form, should not be accompanied by
federal strings. Instead, states should be given control over broad categories of
funding, with the ability to shift funds freely between programs at their discretion,
but within a framework in which their efforts are rigorously evaluated and held
accountable for achieving results. Some states may wish to emphasize job training
or public service jobs. Others may feel that education provides the biggest bang
for the buck. In some states, housing may be a priority; in others, the need for
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nutrition assistance may be greater. Some may wish to impose strict eligibility
requirements, while others may choose to experiment with unconditional ben-
efits, even a universal basic income.

Moreover, states that have successfully reduced poverty while also reducing the
number of people on the welfare rolls should be allowed to shift funds to other pri-
orities entirely. Success should be rewarded. States that fail to achieve results, after
accounting for factors beyond their control, should have their funding reduced,
with any shortfall made up from state funds. Failure should not be subsidized.

While shifting funds from the federal government to the states represents a
good first step, the states should go even further by moving away from in-kind
benefits and to direct cash payments. While it is reasonable for taxpayers to seek
accountability for how their funds are used, this paternalism may be both unnec-
essary and self-defeating. For starters, arguments that the poor can’t be trusted
with cash are too often based on erroneous and racially biased stereotypes rather
than on sound evidence. In fact, studies from states that drug-test welfare recipi-
ents suggest that the use of drugs is no higher among welfare recipients than
among the general population.’ And numerous studies have shown that even
when welfare recipients are given totally unrestricted cash, they do not increase
their expenditure on “temptation goods” like tobacco or alcohol."®

Furthermore, cash benefits can allow the poor to decide for themselves how
much of their income should be allocated to rent, food, education, or transporta-
tion. They might also choose to save more or invest in learning new skills that
will help them earn more in the future. A 2015 Financial Industry Regulatory
Authority report found that 53 percent of American households with incomes less
than $25,000 had no investment accounts, compared to just 1 percent of house-
holds making over $150,000 a year without investment accounts.'* We can’t expect
people to behave responsibly if they are never given any responsibility.

Cash benefits also could encourage mobility, helping to break up geographic
concentrations of poverty that can isolate the poor from the rest of society and
reinforce the worst aspects of the poverty culture, especially if those benefits are
received early in life. Armed with money instead of vouchers redeemable only at
certain locations, the poor could escape bad neighborhoods the same way vouch-
ers and tax credits allow children to escape bad schools. Doing so can produce
tremendous results: Chetty et al. (2016), for example, found that families that
moved into low-poverty areas before their children entered their teen years saw
the children go on to earn 31 percent more later in life than did comparable chil-
dren who remained in high-poverty areas. Beyond higher earnings, children from
families that moved saw a wide range of other positive outcomes. They were more
likely to attend college, less likely to be single parents, and more likely to live in
better neighborhoods when they grew up and left home."”

Any cash payment system should be designed to help low-income Americans
solve their immediate problems without becoming ensconced in the welfare
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system. Thus, Congress could encourage states to expand existing cash-diversion
programs, which provide lump-sum cash payments in lieu of traditional welfare
benefits.”® Currently in use in 32 states and DC, these programs are designed to
assist families facing an immediate financial crisis or short-term need. The fam-
ily is given a single cash payment in the hope that if the immediate problem is
resolved, there will be no need for going on welfare. In exchange for receiving

the lump-sum payment, welfare applicants in most states—but not all—give up
their eligibility for TANF for a period ranging from a couple of months to a year."”
Several studies indicate that for individuals who had not previously been on wel-
fare, diversion programs significantly reduced their likelihood of ending up there.
Studies also suggest that diversion participants are subsequently more likely to
work than become traditional recipients of welfare.?

Finally, Congress should reform the EITC to turn it into a pure wage supple-
ment. Benefits should be available to childless adults and should not rise with the
number of children in a family. Payments should arrive monthly rather than in
an annual lump sum. Any additional cost due to expansion should be paid for by
reductions in other welfare programs.

ACTION PLAN

Provision of public welfare to at least some people may be justified, according
to certain ethical viewpoints, but is insufficient and counterproductive to effec-
tively deliver human flourishing. We should not judge the success of our efforts to
end poverty by how much charity the state redistributes to the poor, but by how
few people need such charity in the first place.

Truly improving the lives of the poor is not a question of spending slightly
more or less money, tinkering with the number of hours mandated under work
requirements, or rooting out fraud, waste, and abuse. We need a new debate, one
that moves beyond our current approach to fighting poverty to focus on what
works rather than noble sentiments or good intentions—a system built on work,
individual empowerment, and Americans’ philanthropic impulse.

Congress should therefore

« consolidate all current welfare and anti-poverty programs;

o shift remaining welfare programs to the states with as few strings as

possible;

« encourage states to transition from in-kind benefits to cash grants;

« encourage states to make greater use of welfare diversion (lump-sum cash)

programs; and

o transform the EITC into a pure wage supplement linked to work rather

than family size/composition.
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State governments should

o transition from in-kind benefits to cash grants;

« review benefit levels; phaseout ranges and asset and income tests to reduce
“welfare cliffs” and disincentives to work, savings, and family formation;

o avoid arbitrary and punitive restrictions on the use of benefits;

« expand the use of diversion programs and lump-sum payments in lieu of
traditional benefits; and

« make greater use of federal waivers to experiment with different ways to
deliver benefits, combine programs, and change program incentives.
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THEISSUE: STATE AND FEDERAL POLICIES MAKE CHILDCARE
MORE EXPENSIVE, THUS WEAKENING PARENTAL CHOICE,
WORK INCENTIVES, AND LABOR FLUIDITY

Childcare in the United States is expensive, particularly in some of the country’s
wealthiest places. High prices hit poorer American workers in the pocketbook
and reduce financial payoffs to changing jobs, working more hours, or moving to
higher-cost states or cities for better work opportunities.

Child Care Aware of America data show that, for 2020, full-time center-based
care for an infant cost an average of $24,400 per year in Washington, DC, and
$22,600 in Massachusetts.! Family care—that is, childcare in the home of the
childcare worker—in these states is cheaper, but it still came in at $18,400 and
$14,000, respectively. Given that these figures are averages, they mask much high-
er prices for childcare in certain counties.

In some states, childcare is significantly cheaper. In Mississippi and Arkansas,
for example, full-time center-based infant care costs, on average, only $5,800 and
$6,400 annually. But, relative to incomes (which are also lower in these states),
childcare in these states is still a very large expense for working families.

For example, average annual prices for center-based infant care for one child in
Mississippi (the most affordable state) still reach 7.3 percent of a married couple’s
median income. This share rises to as high as 16.7 percent in California, despite
the state’s higher pay. For households that earn less than the median income,
childcare costs can potentially take up huge chunks of the family budget. The
United States vies with Switzerland and the United Kingdom for having the high-
est net out-of-pocket childcare costs for an illustrative two-earner family.

For single-parent households on the margins of the workforce, the cost of for-
mal childcare can be astounding. The price of full-time center-based care ranges
from 26.3 percent of median income in South Dakota to a huge 79.4 percent in the
District of Columbia (see Figure 1). Although these figures may not represent all
single-parent households’ lived experiences, given their actual childcare choices,

the data nevertheless show how unaffordable formal childcare is for single parents.

Importantly, it may be that many poorer families are forced into using informal
services due to the high costs of formal care, contrary to their true preferences.

The cost of childcare has recently become even more salient because the
pandemic has reduced the dwindling supply of childcare services and workers.
Between December 2019 and March 2021, the number of home-based and center-
based childcare providers decreased by 6,957 and 8,899, respectively.’ Although
much of this decline was driven by a collapse in demand as parents stayed home, it
is widely reported that caregivers are leaving the profession permanently, leading
to significant staffing difficulties at childcare businesses around the country.*
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FIGURE 1 On average, childcare costs were 26 to 79 percent of single parent
median income in 2020
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Theory and evidence suggest that, if driven by a lack of workers or centers,
higher childcare prices can worsen labor market outcomes, particularly for work-
ers with lower levels of attachment to the labor market. For example, research
from overseas, such as Powell (2002), has found that higher childcare prices
reduce the propensity for parents to work.® In the United States, meanwhile, moth-
ers’ odds of full-time employment have been found to be lower, and part-time
employment higher, in states with expensive childcare.® Of course, parents should
be free to decide how best to care for their children, but it is nevertheless note-
worthy that mothers spend more time caring for their own children both in states
where childcare is more expensive and as childcare costs increase, after controlling
for other factors.

Statistical analysis has also found that moving to a state with less-atfordable
childcare lowers the retention rates of married mothers in the labor market.” But
this is only the observed effect: many relocations simply do not occur because of
the deterrent to moving that these sorts of childcare cost differentials create. In
other words, some families cannot move (for work or lifestyle reasons) because
childcare costs in their desired destination are too high.

Expensive childcare therefore leads to parents being unable to afford the types
of childcare they would prefer or that would be better suited to their work needs.
This can create a barrier to better job matching, human capital accumulation, and
physical mobility that could deliver higher wages or better opportunities, along
with a more vibrant and productive economy overall.

That childcare is expensive is not—contrary to what many critics say—a “mar-
ket failure” in need of government intervention. For starters, that prices tend to be
disproportionately higher in places with high incomes might simply suggest that
as we get richer, we demand more high quality childcare. Childcare may also suf-
fer from “Baumol’s cost disease” because it remains a labor-intensive service that is
difficult to automate.® That is, as wages throughout the economy rise with produc-
tivity growth, childcare providers must compete for workers with other, higher-
paying options, so we would imagine that this type of service would get relatively
more expensive over time.

Baumol effects and rising incomes are not, however, the only factors putting
upward pressure on childcare prices. Many government policies, particularly at the
state level, raise the cost of providing childcare, thus constraining supply into the
sector—both reducing its availability and raising prices without a proportionate
improvement in quality or safety. These state-level requirements include staff-child
ratio requirements, occupational licensing requirements, and zoning restrictions.

Staff-child ratio requirements. These requirements raise the net cost of pro-
viding childcare by reducing workers' revenue potential. This reduction either
lowers wages for childcare providers, thus discouraging them from entering the
sector, or makes it more expensive and complicated for some centers to operate at
a given capacity, leading to fewer centers or home-based settings. Either way, the
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supply of childcare is reduced, increasing market prices.

Empirical research confirms that stringent staff-to-child ratios substantially
increase prices with little beneficial effect on observed childcare quality. Thomas
and Gorry (2015), for example, used variation in state regulation requirements
and prices to estimate that loosening the staff-child ratio by just one child across
all age groups (regulations tend to vary by child age) would reduce center-based
care prices by 9-20 percent.’ This echoed earlier research showing that increas-
ing the number of children that any care provider could look after by two would
reduce prices by 12 percent.!

These trends unsurprisingly affect American workers, particularly those with
lower incomes. Thomas and Gorry’s work shows, for example, that the higher pric-
es associated with a tighter regulation are associated with a small but measurable
fall in the number of mothers working."' In a separate paper, Hotz and Xiao (2011)
found that the effects of these regulations are particularly regressive.'> Using an
extensive dataset across three census periods, the authors found that tightening the
staff-child ratio by one child reduces the number of childcare centers in the average
market by 9-11 percent without increasing employment at other centers. Crucially,
this supply reduction occurs wholly in lower-income areas, leading to significant
substitution to home daycare. In other words, this regulation reduces the availabil-
ity of childcare in lower-income neighborhoods, making it more difficult for poor
families to juggle childcare and work responsibilities while increasing prices, which
can then deter other households from moving to that area.

Just as importantly, there is no evidence of a net quality benefit from tighter
childcare ratio regulation. Contrary to the theory that a higher staff-to-child ratio
will lead to more interaction time and better child development, meta-analyses
have found “small, if any, associations with concurrent and subsequent child
outcomes”? Advocates of government-imposed staff-child ratios also ignore the
fact that if higher prices induced by regulation drive poorer households toward
informal care settings or even out of work, the effects on those affected children’s
development are wholly unobserved.

Occupational licensing requirements. Educational qualifications and train-
ing requirements for caregivers have similarly large effects on childcare prices,
albeit with more mixed effects on quality. The economic harms—reduced avail-
ability, higher prices, discriminatory effects, etc.—of occupational licensing in
childcare services mirror those discussed generally in the Occupational Licensing
chapter. Most obviously, tighter educational or training requirements further
restrict the pool of potential childcare providers, thus increasing prices. Thomas
and Gorry found that requiring lead providers to have even a high school diploma
can increase prices by 25-46 percent. Hotz and Xiao likewise found that increas-
ing the average required years of education of center directors by one year reduces
the number of childcare centers in the average market by 3.2-3.6 percent.

That childcare experience and educational requirements vary widely by state
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calls into question the validity and necessity of the most restrictive childcare
licensing regimes (as further discussed in the Occupational Licensing chapter).
In California, for example, personnel in childcare centers must have at least

12 postsecondary semester credits in early childhood education and develop-
ment and six months of experience working in a licensed center with children of
the relevant age. Center directors must have four years of relevant experience in a
center or, alternatively, a degree in child development with two years’ experience.'*
In Washington, DC, recent restrictions are even more stringent: center directors
must have a bachelor’s degree in early childhood education, ordinary childcare
providers in centers are required to have an associate’s degree in early childhood
education, and assistant teachers and home childcare providers need at least a
Child Development Associate (CDA) credential by December 2023."3

The overall harms of these restrictive licensing systems disproportionately
manifest themselves in low-income markets because related quality improve-
ments (proxied by accreditation for the center) overwhelmingly occur in just
high-income areas. These types of childcare regulations thus enshrine into law the
policy preferences of wealthier childcare consumers but eliminate access and raise
prices to formal childcare for poorer consumers, with little improvement in quality.

Zoning restrictions. As discussed in the Entrepreneurship and Home
Businesses chapter, many state and local governments have considered home
daycares a “problem use” and have therefore used zoning restrictions to ban them.
Such restrictions reduce the availability of childcare in the affected neighborhoods
and further increase the price of childcare services.

Childcare regulation is overwhelmingly a state responsibility, but the federal
government plays a role in two important ways: restrictive federal immigration
policies and federal childcare subsidies.

Restrictive federal immigration policies. The supply of potential childcare
workers, au pairs, and babysitters is further reduced through lengthy foreign labor
certification processes, low visa caps, and limited visa availability for nannies liv-
ing outside the home of care. Despite these restrictions, more than 20 percent of
childcare workers (around 318,400) in 2019 were foreign-born (more than half of
those were noncitizens), with substantial benefits for American parents. Cortes
(2008) found, for example, that for every 10 percent increase in low-skilled immi-
grants among the labor force, prices for “immigrant-intensive services,” including
childcare, fell by 2 percent.'® Furtado (2015), meanwhile, showed “immigrant
inflows are associated with reductions in the cost of childcare and other house-
hold services,” allowing high-skilled native mothers to work more or have more
children."” And East and Velasquez (2022) have found that new immigration
restrictions tend to reduce these same individuals’ labor supply.'®

Federal childcare subsidies. Meanwhile, federal subsidies entrench onerous
state childcare regulations. The Childcare Development Block Grant authorizes
and governs the federal childcare subsidy program known as the Child Care and
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Development Fund (CCDF), which provides financial assistance to low-income
families. The Child Care and Development Block Grant (CCDBG) Act of 2014
requires that providers receiving grant funds meet group size limits, age-specific
child-to-provider ratios, and staff qualification requirements, as determined by
the state—regulations that, as noted above, reduce supply and increase prices."”

THE POLICY SOLUTIONS: LOOSEN STATE REGULATION OF
CHILDCARE STAFFING AND LICENSING AND OF HOME-BASED
BUSINESSES; EXPAND IMMIGRATION; AND REFORM FEDERAL
CHILDCARE SUBSIDIES

Even though rising childcare prices are not a conventional market failure,
policymakers and much of the public see it as a problem requiring government
action. However, the most common proposals to counteract high out-of-pocket
costs largely entail shifting them from parents to taxpayers through state and
federal subsidies. The COVID-19 relief bill of March 2021, for example, included
$39 billion in childcare subsidies, and President Biden has demanded a major new
subsidy program for childcare as part of his Build Back Better legislation.

Subsidies, however, can worsen, rather than improve, the affordability problem
while also constraining options for certain groups. Around the world, subsidy eli-
gibility requirements associated with childcare subsidies tend to crowd out the use
of home-based care. While parents often say they prefer these arrangements, esti-
mates show that 75 percent of children in America receiving subsidies through the
Childcare Development Fund are cared for in a childcare center.?® Furthermore,
under the recent Democratic plan, families would either be granted a voucher to
use at certain providers or be able to request a government-subsidized slot. This
will push up demand, raising prices for those who do not enjoy subsidized care.
Or if the subsidy levels are set too low to cover provider costs, then providers
might be driven out of business. Subsidies also inevitably come with regulatory
strings that raise the costs of provision or lessen the availability of care in certain
geographic locations by making it unprofitable.?!

Rather than throwing taxpayer dollars at demand-side subsidies, legislators
should reform policies that contribute to childcare being so expensive in the first
place. The best solution to high childcare costs would be for state governments
to repeal legislation that entrenches regressive childcare regulations. In a more
open and diverse market, providers would still have to work to provide the types
of care that households want. Indeed, one can imagine childcare facilities working
to deliver voluntary accreditation regimes to assure parents of staff-child ratios
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or the educational backgrounds of their childcare workers if that is what some
parents desire. But this kind of quality assurance does not need to be provided by
government, particularly in the internet age where reviews are easily accessible.
Voluntary standards are common and successful in other important markets (e.g.,
food portion sizes), and there is no reason to think that such an approach would
not work in childcare too.

State governments should desire a free market in childcare, which would
deliver pluralism in the forms of care available to parents, based on their own
needs and assessments of quality. There is no inherent reason why a wide range of
options should be unavailable, given the large numbers of people with experience
caring for children. This would free parents to choose whom to pay to care for
their children according to their own preferences about the features of the service,
whether that be through babysitters, au pairs, nannies, reciprocal after-school par-
ent arrangements, home daycare, or formal centers.

If full repeal of these sorts of staffing regulations is impossible politically (as
it likely is), states can still undertake several specific reforms to reduce childcare
costs and help parents. First, given that the industry is so labor-intensive, achiev-
ing the biggest price savings requires encouraging states to loosen regulations on
childcare staff. These rules are often justified as ensuring children’s health and
safety, or improving child development outcomes, but often seem to have more
to do with protecting large institutional childcare providers or raising salaries for
certain workers.

Restrictive staff-to-child ratios and educational occupational licensing
requirements on caregivers are especially ripe for reform. The evidence that ratio
regulation and staff educational requirements have such a regressive impact on
the availability and cost of childcare suggests that these rules—if they cannot be
repealed entirely—should be relaxed to expand supply and allow consumers to
choose their level of care, subject to a more reasonable regulatory baseline.

Second, liberalizing zoning codes to allow more home daycares to operate
in the relevant jurisdictions is another obvious reform to increase childcare
supply. As discussed in the Entrepreneurship and Home Businesses chapter, poli-
cymakers in at least 18 states—concerned about the rising cost of childcare—have
already passed laws to preempt excessively tight local zoning restrictions on home
daycares.? States should also relax or rescind overly prescriptive rules about the
structural layout of childcare properties. In California, for example, childcare
facilities must have at least 25 square feet of indoor space and 75 square feet of out-
door space per child.

Third, the federal government should make it easier for migrants—particu-
larly low-skilled migrants—to move here, thus increasing the supply of potential
caregivers and further reducing childcare prices. As already mentioned, evidence
suggests the arrival of low-skilled immigrants in the United States toward the end
of the 20th century led to substantial cost reductions, while also increasing fertility
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rates of U.S. citizens (allowing more people to have the number of children they
would like and could afford in a better policy environment).” This effect would
be even more powerful for childcare costs in a world where the state regulatory
barriers to new childcare supply had been relaxed.

Finally, Congress should abolish direct federal childcare subsidies entirely. Any
subsidies to parents should instead take the form of simple strings-free cash trans-
fers to those in need so that parents can decide how best to use those funds in line
with their children’s and family’s specific needs. (See the Welfare Reform chapter
for more.) Short of this change in approach, Congress should amend the CCDF
and CCDBG programs by removing the link between funds and state childcare
regulations to discourage these types of regulation and encourage the aforemen-
tioned reforms.

ACTIONPLAN

Short of the full repeal of state childcare staffing regulations, state governments
should strive to pare down the stringency of existing rules through legislative revi-
sions or curbing the power of relevant agencies.

At a minimum, state governments should amend the relevant laws and
regulations to

« relax mandated staff-to-child ratios for children of all ages;

« eliminate any outdoor space requirement regulations;

« carve out exemptions to, or preempt, zoning codes that restrict home-
based childcare businesses; and

« repeal licensing provisions that require childcare providers or center direc-
tors to hold bachelor’s degrees, associate’s degrees, or Child Development
Associate qualifications.

Meanwhile, Congress should

o eliminate, or at least liberalize, the current statutory restrictions on the visa
categories most commonly used for immigrant childcare workers, such
as the J-1 visa for au pairs and the EB-3 immigrant visa, while expanding
other visa programs such as the H-2B visa for unskilled workers;**

o exempt childcare workers from the EB-3 immigrant visa cap and expand
the H-2B visa to year-round work rather than limiting its use to seasonal
jobs;

« encourage removal of the J-1 au pair program’s age cap of 26 and English
proficiency requirement, which may be unnecessary in certain childcare
settings. Processing of these visas should also be accelerated; and

« amend the CCDF and CCDBG programs to eliminate the link between
federal funds and state childcare regulations.
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THE ISSUE: COMPULSORY, “ONE-SIZE-FITS-SOME" K-1Z
PUBLIC EDUCATION DOES NOT MEET STUDENTS™ AND
PARENTS' DIVERSENEEDS AND COSTS A GREAT DEAL FOR
THEQUTCOMES WE GET

Elementary and secondary schooling is important to the workforce and
economy, tasked with providing the next generation of American workers with
foundational skills and knowledge. But the current system—dominated by an
archaic, stagnant government schooling model—is ineffective for far too many
students while costing taxpayers large sums of money. It also foments needless
cultural strife. As a result, K-12 education in the United States has become more
of an anchor than an engine for society and the economy.

The current system may seem set in stone: students start attending public
schools at age five, to which they are assigned by their home addresses at the time.
They then progress through elementary, middle, and high schools and graduate
at the age of 18, hopefully prepared to enter the workforce or go to college. This
is not, however, how education has always been delivered in the United States.
Compulsory schooling, in fact, was not adopted in all states until the early 20th
century, and regular widespread use of public schooling was also limited until
around that same time (see Figures 1 and 2).!

Public schooling grew only in fits and starts, largely because families were
already obtaining education in accordance with their needs. “Book learning;” such
as reading, writing, and arithmetic, was complemented by learning real-world
skills such as farming (working with parents) or other trades (through apprentice-
ships). Meanwhile, the primary goal of mass public schooling for many of its early
advocates was not preparing children for a successful work life but turning them
into patriotic members of their states and country who shared basic Protestant
beliefs and supported the American system of government.

As the country became increasingly industrialized, the attention of elites was
directed toward getting more children into schools in order to remove them
from the workforce (for their sake and to end competition with older laborers);
to assimilate immigrants; and to create an “efficient” system that identified chil-
dren’s abilities and prepared them for the type of work, often industrial, for which
experts deemed them suited.? Major parts of this reform included larger districts
and schools, including high schools; ability tracking based on IQ tests; and overall
“scientific” management.

Yet even as work in the United States has changed radically since the 1940s, the
basic structure of K-12 education has remained essentially unchanged. The policy
goal, on the other hand, has evolved from mainly workforce and character devel-
opment to academic achievement, precipitated by shocks such as the Cold War
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FIGURE 1 Near-ubiquitous public school enrollment is a relatively recent
phenomenon in the United States
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technology race and the 1983 federal report “A Nation at Risk,” which decried fall-
ing academic performance and its impact on American global competitiveness.’
A new focus on standards and accountability to improve academic achievement
resulted in the 2002 No Child Left Behind Act (NCLB), which mandated nation-
wide math and reading proficiency by 2014, as determined by state standardized
tests, and imposed penalties for public schools failing to make adequate yearly
progress toward that goal. Further centralization occurred with the Common
Core in 2010, a federally supported effort to have all students use the same cur-
ricular standards and to measure their progress with shared standardized tests.
Amid a bipartisan backlash against this trend, Congress passed the 2015 Every
Student Succeeds Act, which ended the goal of adequate yearly progress and fed-
eral Common Core coercion.

The demise of standards-based reform reflects diverse Americans seeing
education as being about many things—character development, creativity, and
more—not merely about standardized test scores. But public schooling is inher-
ently one-size-must-fit-all, with all families in a district required to pay taxes for
it, and policies increasingly made at the state and federal levels. The NCLB-based
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FIGURE 2 Widespread regular public school attendance did not become the
norm until after World War Il
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system put almost all children on a test-centric curriculum with a heavy emphasis
on college enrollment, an endpoint that looked like the best outcome to policy-
makers but that is not well suited to students who are poor test-takers, are inter-
ested in hard-to-test creative pursuits, or want technical skills training.

Indeed, college often does not produce what employers are seeking: employees
with hard, up-to-date skills, not just theoretical knowledge. To make up for that,
many employers take college grads and put them through expensive on-the-job
training in what they will actually do.*

High schools’ inattention to non-college career paths is particularly concern-
ing given the high cost of college and the hundreds of thousands of high school
students who annually enter the workforce immediately upon graduating.® As
discussed in the Introduction, American workers today are far more likely to work
in services and jobs that require creativity and “soft skills” than they are to be put
in shifts on an assembly line, and many non-college jobs can be lucrative and
rewarding. Today’s public schools, however, leave students unprepared for many
jobs because the main goal of K-12 schooling is test scores and college attendance,
not career and technical education.
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Even for families focused on college, public schooling is too often unresponsive.
The pandemic starkly illustrated this problem, with many public schools remaining
closed to in-person instruction even as the COVID-19 danger subsided and many
parents needed to return to work, leaving them scrambling for childcare arrange-
ments.® Recent studies, such as Goldhaber et al. (2021), have found that these
remote-learning arrangements imposed substantial costs on students, both aca-
demically and emotionally, and forced many parents to work fewer hours or exit the
workforce entirely.” Meanwhile, private schools, which must attract paying families
to stay in business, were much more likely to have returned to in-person instruction.?

In addition to being hidebound, public K-12 education has become increasing-
ly costly, without providing commensurate improvements in the academic achieve-
ment on which it has been focused. As Figure 3 shows, inflation-adjusted per
student spending on K-12 education in the United States has grown markedly over
the decades, from $6,427 in the 1970-1971 school year to $15,621 in 2018-2019, a
more than 143 percent increase. Of course, this is the average; some jurisdictions
spend appreciably more, including an average total annual expenditure per pupil of
$26,799 in New York State and nearly $30,000 in the District of Columbia.’

FIGURE 3 Inflation-adjusted, per pupil spending on public schooling has
increased more than 143 percent since 1970
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These expenditures totaled almost $800 billion in 2018-2019 and are paid by
current and future American workers through various taxes, with state and local
(especially property tax) sources constituting the vast majority of revenues.'’
Thus, “free” public education is anything but.

High and ever-increasing per student expenses might be acceptable if the
public K-12 system were achieving commensurate gains in student performance,
but test scores for the “final products” of our public schooling system—high
school seniors—have been basically stagnant for decades. As shown in Figure 4,
the share of U.S. students scoring in the top level on the long-term-trend National
Assessment of Educational Progress (NAEP), a federal test given to a representa-
tive sample of students that is comparable across time, has hovered around
7 percent in math and 6 percent in reading since the 1970s.

The long-term NAEP has not been reported for 17-year-olds since 2012, but
the “main” NAEP results for essentially the same group, although less comparable
from beginning to end, reveal similar trends. As shown in Figure 5, the share of
test-takers scoring “proficient” on this test declined between 1992 and 2019 for

FIGURE 4 Despite more spending, the share of 17-year-olds achieving top
National Assessment of Educational Progress scores has stagnated
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FIGURE 5 The percentage of 12th graders scoring proficient on the National
Assessment of Educational Progress exam has stagnated in the
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reading and stagnated in math between 2005 and 2019. Per pupil spending, mean-
while, rose from $10,713 in the 1992-1993 school year to $14,022 in 2005-2006
and then to $15,621 in 2018-2019.

Results have been better for younger students and many racial or other student
subgroups over time, but the final broad results for high school seniors show that
greatly increased taxes and spending have not produced lasting academic benefits
for the K-12 system’s “end product” (students graduating from high school and
moving into the workforce or higher education). And this stagnation has occurred
as overall wealth has increased markedly, with real per capita gross domestic prod-
uct rising from $24,303 in 1970 to $58,619 in 2019—thus, worsening living condi-
tions cannot explain poor K-12 progress.'!

Even working families that prefer the system’s focus on academic achieve-
ment and college admission have been forced to spend more every year to achieve
essentially the same ultimate objective.
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THEPOLICY SOLUTIONS: LET FAMILIES CONTROL FUNDING
AND GIVEEDUCATORS AUTONOMY TO CREATE DIVERSE
DELIVERY METHODS AND CONTENT

American elementary and secondary education is essentially a government
monopoly, with immediate control by elected school boards and heavy direction
from state and the federal governments. It also is the victim of “capture” by people
employed by the schools and their associations because most students cannot
vote, and parents’ time is mostly taken up by their jobs and raising their children.
Thus, teacher unions and administrator groups have the most potent combina-
tion of personal stakes and ability to act on them. They no doubt care about school
children, but they also have normal human incentives to maximize their pay/
membership and to minimize their accountability to others. This employee cap-
ture and government schools’ market power have rendered the system inefficient
and unresponsive to the needs of the country’s diverse children and families.
K-12 education needs to be fundamentally changed, with funding following indi-
vidual students so that families can choose among myriad educational models and
objectives.

There are many ways to effectuate this change, starting with vouchers, which
allow government funding to follow a child to a chosen school. Another option is
tax-credit-connected education savings accounts (ESAs), in which people donate
funds to groups that put the money into savings accounts on which families can
draw for expenses such as private school tuition, tutoring, or therapies for children
with disabilities. Under such ESAs, donors receive tax credits for their contribu-
tions, giving families maximum choice and giving funders the freedom to direct
donations to approaches that work. And because no one is compelled to fund
these choices or participate in the program, incentives to demand heavy regula-
tion of the program are minimized.

Short of private school choice is charter schooling, in which private groups ask
public entities for permission to run a public school that is free of many rules and
regulations governing traditional public schools. Accountability comes from hav-
ing to attract enough families to fund operations and meeting performance objec-
tives laid out in the school’s charter. Charter schooling is much more limited than
private school choice because charter schools are public schools and hence are
subject to standardized testing and punishments for underperformance. Charter
schools are also often still subject to many public schooling regulations and can-
not be religious. Charter schools can, though, specialize in areas like career and
technical education, the arts, and more, making charter schooling preferable to
traditional public schooling.

This new educational system would encourage diversity of educational options
and competition among providers, thus increasing quality and innovation,
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tempering costs, inhibiting regulatory capture, and meeting the varied needs of
all students. Research has repeatedly shown that more competition drives public
schools to improve their academic performance, making choice the proverbial
tide that lifts all boats."? Research also suggests that students randomly selected
into voucher programs perform better on standardized tests than students who
applied but did not receive a voucher, though not by much (and outcomes vary by
program).” That said, these latter results may well be because private schools typi-
cally are not as focused on standardized tests, especially state tests, as are public
schools. Thus, private school scores are less likely to reflect testing strategies or a
long-term fixation on testing.

More choice would also produce significant cost savings: while the national
average per pupil expenditure in public schools is nearly $16,000, average private
school tuition is about $12,000." Private schools often have revenue sources in
addition to tuition, but were American families given $12,000, it would open
access to numerous schools while significantly easing tax burdens that the current
system places on today’s families and future generations.

Freedom from state standards and testing mandates would maximize edu-
cational variety, allowing educators to provide offerings tailored to the needs of
unique subsets of children. Autonomy over teacher hiring, school hours, school
calendars, and more is also important. But perhaps the greatest advantage of
expanded school choice is that schools would need to attract families to stay
in business, thus making them more responsive to family needs. This dynamic
played out during the pandemic, with private schools much more likely to be open
in-person than public schools and more likely to satisfy parents.'®

Expanded choice allows families to select arrangements that are best for them
and their children; it is also the best path forward to efficiently and effectively train
the future American workforce. As the Higher Education chapter details, for many
people the returns on a four-year college education cannot justify the increasingly
high cost of tuition and student debt. With cultural attitudes warming to careers that
do not require a college degree (and many employers eager to offer them), moreover,
there has been renewed interest in career and technical options for high-school-age
students. For example, farming equipment manufacturer John Deere has created an
apprenticeship program open to high school students.'® Nazareth Prep in Pittsburgh
coordinates apprenticeships for students in the Manchester Craftsmen’s Guild,
Energy Innovation Center, and Carnegie Science Center."”

Schools might also prepare students for other types of employment through
essentially early internships. For example, Cristo Rey Catholic schools—a network
of 38 schools enrolling about 12,300 students—partner with local companies
for which students work part-time and the businesses provide the schools some
funding, a win-win-win scenario. In 2011, IBM helped found the P-TECH school
in New York City, where students prepare for “new collar” jobs that require
postsecondary training but not a full degree.'® Were educational choice more
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widespread, such options would no doubt be greater. Also, directly funding stu-
dents allows families to freely choose these alternatives, mitigating concerns about
racially or otherwise biased “tracking” (dividing students into classes based on
their perceived abilities) and making it more likely that students want to learn in
these environments rather than being shunted there.

ACTION PLAN

There is much that federal and state governments and school districts can do
to decentralize elementary and secondary education so that it is much less con-
strained and more responsive to families and students.

Congress should

o change federal law to allow districts to choose among numerous tests so

that they can have more flexibility in what they provide—the Every Student
Succeeds Act is less prescriptive than NCLB but still mandates that all pub-
lic schools use state standards and administer state tests; and

« consider significant cuts to federal K-12 spending because there is no con-

stitutional authority for it, and use block grants to distribute what funds
remain to states.

State governments should

« enact private school choice, preferably tax-credit-connected education

savings accounts, in which donors to groups that bundle ESAs get income,
property, or other tax credits for their donations;"

» consider coupling ESAs with personal-use credits for families that pay for

private school;

o consider scholarship tax credits, in which donors to private school scholar-

ship funds receive tax credits;

o consider ESAs that receive deposits directly from the state;

« consider vouchers, which involve direct state funding only for private school

tuition, if other private school choice vehicles are unavailable; and

o pursue charter schooling only if private school choice is politically impos-

sible. Regulations should be minimized and full state funding should fol-
low students to the schools.

Local districts should

o allow some part of district funding to follow students to schools of choice,

if permitted by state law. There is no active example of this, but Douglas
County, Colorado, enacted a local voucher program in 2011 that was struck
down by the Colorado Supreme Court in 2015 for allowing vouchers to be
used at religious schools;* and

» consider cutting property taxes, enabling residents to save money and use

it for their individual needs.
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THEISSUE: FEDERAL AND STATE HEALTH CARE POLICIES
INCREASE PRICES AND DECREASE SUPPLY AND INNOVATION

The health sector serves American workers poorly. Prices are sky-high. While
the quality of care is often exceptional, in many areas quality is so low as to be dan-
gerous to patients’ health. The cause of these problems is a dense thicket of state
and federal laws that deny workers the right to make their own decisions about
their health care, including the right to control whether, to what extent, and where
to spend their earnings on health care.

The tax code is the greatest obstacle to workers controlling their health care
decisions. For nearly as long as there has been a federal income tax—and for
longer than modern health insurance has existed—the federal tax code has effec-
tively penalized workers unless they surrender a sizeable share of earnings to their
employer; enroll in a health insurance plan the employer chooses, purchases, con-
trols, and revokes upon separation; and pay any remaining portion of the insur-
ance premium directly.

This system’s implicit penalties are large. Suppose two jobs offer the same total
compensation but one offers $22,221 in health benefits (the cost of the average
employer-sponsored family plan in 2021), while the other instead offers $22,221
in cash wages. The federal tax code penalizes a worker who chooses the latter job:
at a marginal tax rate of 33 percent, the tax code effectively creates a $7,333 per
year penalty if the worker wants to take that $22,221 as cash in order to choose
her own health plan. To avoid that implicit penalty, most (though not all) workers
obtain health insurance through an employer.

Since employers finance health benefits by reducing cash wages and other
compensation, this feature of the tax code denies workers control of a sizeable
share of their income." In the above hypothetical, the worker loses control over
$22,221 of earnings, as well as her choice of health plan, to the employer. In
2022, workers, in the aggregate, lost control of nearly $1.3 trillion of their earn-
ings—$944 billion that their employers paid toward employee health benefits, plus
another $327 billion that workers paid directly. If workers declined their employ-
ers’ health benefits and instead took that $1.3 trillion as cash wages, they would
have had to pay a total of $352 billion in implicit penalties.

Employer-sponsored health insurance is therefore a compulsory system in
which workers must participate on pain of higher taxes or criminal penalties
if they fail to pay those higher taxes. Figure 1 shows that the $1.3 trillion that
employers and workers spend on health benefits is the largest source of compulso-
ry health spending in the United States. As Figures 2 and 3 show, the United States
ranks ninth among advanced nations in terms of compulsory health spending as a
share of overall health spending and first in terms of compulsory health spending
as a share of gross domestic product (GDP), and the federal tax code is the princi-
pal reason why.
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FIGURE 1 Employee health benefits are the largest source of compulsory
health spending in the United States
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EMPOWERING THE NEW AMERICAN WORKER



FIGURE 2 Compulsory spending comprises a larger share of health spending
in the United States than most OECD nations
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for Economic Co-operation and Development, https://data.oecd.org/chart/6LrL.
Note: OECD = Organisation for Economic Co-operation and Development.

This feature of the federal tax code—the “tax exclusion” for employer-spon-
sored health insurance—has done enormous harm to workers. As Feldstein and
Friedman (1977) wrote, “It can with justice be said that the tax [exclusion] has
been responsible for much of the health care crisis”* The exclusion reduces access
to quality, affordable health insurance and medical care in three ways.

First, it increases prices for health insurance and medical care. Since the tax
code penalizes every dollar workers do not devote to health benefits, it encourages
workers to demand excessive levels of health insurance coverage. Excessive cover-
age, in turn, leads to greater medical consumption and higher prices—because
patients care less about both price and quantity when someone else is paying—
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FIGURE 3 As a share of GDP, compulsory health spending is higher in the
United States than any other OECD nation
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which, in turn, push health insurance premiums higher. Finkelstein (2007) esti-
mated that the growth in health insurance in the latter part of the 20th century, of
which the exclusion was a major driver, is responsible for half the growth in per
capita health spending over that time.’ Tilipman (2022) found that employers offer
overly broad provider networks that leave the average worker $620 worse oft per
year.! By encouraging workers to consume excessive levels of health insurance and
medical care, the exclusion creates a deadweight economic loss on the order of
1 percent of GDP (i.e., $230 billion in 2021).°

Second, the exclusion reduces choice, competition, and innovation in health
care. Employers offer workers fewer health plan options than workers would
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have on the open market. Eighty percent of covered workers have only one or

two health plan types from which to choose.® The exclusion also tilts the play-

ing field in favor of particular ways of financing and delivering medical care (i.e.,
fee-for-service payment and fragmented delivery) at the expense of other payment
arrangements (e.g., prepayment or capitation) and delivery systems (e.g., inte-
grated health systems and coordinated care). The exclusion thus inhibits entry and
competition by innovative health plans that reduce premiums and improve quality
on dimensions where the health sector is weak.

Third, the exclusion has, for decades, stripped workers of their health insur-
ance coverage after they get sick. The average worker changes jobs a dozen times
by age 52.7 Absent the exclusion, workers could purchase health insurance that
remained with them between jobs—coverage that neither disappears nor charges
higher premiums because an enrollee falls ill. As Professor Sherry Glied, an eco-
nomic adviser to presidents Clinton and Obama, noted, “Before the passage of
Medicare, many Americans over sixty-five were covered by health insurance poli-
cies that were guaranteed renewable for life” because more than 70 insurance
companies offered such guaranteed-renewable health insurance.®

Instead, the exclusion penalizes workers unless they enroll in health insurance
that automatically disappears when they change jobs, or when the employer
drops coverage, or when enrollees lose a spouse to divorce or death, or when
they age off a parent’s plan, or when they retire, or when they become too sick
to work. Workers in poor health are roughly twice as likely to end up with no
insurance if they obtained coverage from a small employer versus purchasing
it directly from an insurer.” Indeed, Congress created Medicare in 1965 in part
because “many [workers] who had insurance coverage before retirement were
unable to retain the coverage after retirement [...] because the policy was avail-
able to employed persons only”"° Decade after decade, the tax code has penalized
workers who choose secure health insurance and forced them into less-secure
health insurance.

As the Employee Benefits chapter discusses further, these implicit penalties—
and the insecure coverage on which they make workers
dependent—lead to “job lock” and “entrepreneurship lock,” where workers
forgo better professional opportunities for fear of losing access to health insur-
ance." The exclusion reduces voluntary job turnover by 20 to 25 percent per year,
which prevents workers “from making their preferred labor mobility choice,
such as to change jobs, start a business, reduce work hours, or exit the labor
force to stay home with children or retire”' Workers who have health insur-
ance through their own employer are less likely to start or own their own busi-
nesses than workers who have health insurance through a spouse or Medicare."
Reducing worker mobility also increases employers’ bargaining power and, given
the linkage between job-to-job transitions and wage growth, may reduce workers’
lifetime earnings.*
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Yet, even after workers gain control of their health care dollars, numerous state
and federal laws would still block them from using those dollars to obtain health
care services that best suit their needs.

First, state clinician-licensing laws impede the widespread use of telehealth
and erect barriers to the free flow of health care services across state lines. Patients
are free to travel to another state to receive medical treatment from any doctor
in that state. In most cases, however, patients cannot receive services from those
same doctors at home via telemedicine. Most states allow clinicians to provide
telehealth services to in-state patients only if the provider has a license from that
state." The ostensible purpose of clinician-licensing laws is to improve quality, but
licensing actually inhibits quality by preventing patients from consulting with top
specialists around the country.

The barriers that clinician-licensing laws create to interstate telehealth stem
from the fact that states currently define the locus of the practice of medicine as the
location of the patient. This arbitrary legal definition prevents patients from receiv-
ing services from a clinician who does not hold a license from the state where the
patient is. Even if the clinician held licenses in all 49 other states, this rule would
still strip the patient of the right to purchase services from that clinician.

Government licensing of clinicians leaves workers with fewer choices, higher
prices, less convenient access to care, and fewer innovative services.

Second, clinician-licensing laws further decrease the available local supply
of health care services and thus further increase prices. The effects of licensing
restrictions became clear during the early days of the COVID-19 pandemic, when
the governors of several of the hardest-hit states suspended licensing requirements
to allow out-of-state practitioners to come to the aid of their states’ residents.'
These emergency actions tacitly recognized that clinician-licensing laws block
access to care. As the Occupational Licensing chapter discusses, licensing restric-
tions discourage interstate mobility and employment in the relevant professions,
while increasing the cost of related services.

Clinician-licensing laws also dictate what categories of clinicians may practice
in the state and the specific services that each type of clinician may offer (i.e.,
the clinician’s scope of practice). Questions about scope of practice typically
descend into special-interest turf wars. When lobbyists for nurse practitioners and
physician assistants seek to change laws so that their clients may practice indepen-
dently of physicians or expand their scope of practice to meet their expertise—
allowing them to compete with physicians to provide more services—lobbyists for
physicians resist."”

State legislators are not competent to adjudicate such matters, so they side
with whichever special-interest group has the most political clout. The American
Medical Association boasts that it has blocked more than 100 attempts to expand
midlevel clinicians’ scopes of practice since 2019."® Patients, by contrast, have
little say in the matter and end up paying higher prices because scope-of-practice
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restrictions prevent midlevel clinicians from providing services they are compe-
tent to perform at a lower price than physicians charge.

In response to the COVID-19 public health crisis, many states temporarily
broadened many midlevel clinicians’ scopes of practice. In rare cases, states have
relaxed scope-of-practice restrictions for other reasons. To address the demand
for health care professionals, for example, a growing number of states have aban-
doned the federal guideline that Certified Registered Nurse Anesthetists practice
under the supervision of physicians.”” In many states, certified registered nurse
anesthetists can practice independently, providing broader access to anesthesia
services, particularly in rural areas. In these cases, states are again implicitly
admitting that clinician-licensing laws restrict access to care.

Third, state and federal laws also block physicians in foreign jurisdictions from
providing medical care to willing U.S. patients. State licensing boards require
international medical school graduates who have completed postgraduate spe-
cialty training and hold licenses to practice in other countries to repeat their entire
postgraduate training in an accredited U.S. institution before receiving a state
medical license. As a result, many foreign-trained doctors take positions in ancil-
lary medical fields such as nursing, lab technician, or radiology technician instead
of starting all over again. Government regulation deprives U.S. patients of the ben-
efit of these physicians’ human capital and the lower prices that would come with
greater competition.

Finally, state “certificate of need” (CON) laws require providers to obtain
government authorization before offering new services or opening or expanding
health care facilities. These laws are not about ensuring new services or facilities
meet minimum standards. Rather, they are about allowing the government to
decide whether local health care markets need more competitors. Since incum-
bent providers heavily influence CON authorities, all too often the answer is “no.”
As of January 2022, 35 states and the District of Columbia had some form of CON
law on the books, with the scope of restrictions varying widely.?

By restricting entry into health care markets, CON laws increase prices and
negatively impact quality. A 2022 Palmetto Promise Institute review of dozens of
academic studies found that CON laws correlate with higher per unit costs, higher
expenditures, less access to care, and lower quality care.?! They also render state
health care systems sclerotic and unable to meet changes in demand, such as dur-
ing public health emergencies. CON laws nevertheless persist because incumbent
providers fiercely resist reform or repeal.
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THE POLICY SOLUTIONS: EXPAND HEALTH SAVINGS
ACCOUNTS; REMOUE BARRIERS TO INTERSTATE TELEREALTH;
ADOPT UNIVERSAL LICENSE RECOGNITION; EXPAND SCOPE
OF PRACTICE LIMITATIONS; ALLOW FOREIGN DOCTORS T0
PRACTICE HERE; AND REPEAL CERTIFICATE OF NEED LAWS

The most effective way to bring health insurance and health care within the
reach of more workers is to drive down health care prices, and the most effective
way to reduce health care prices is to make patients more cost-conscious. Figure
4, for example, summarizes a series of experiments that found cost-conscious
patients forced providers to reduce prices by up to 32 percent over two years for
services including hip and knee replacements, knee and shoulder arthroscopy;,
cataract removal, colonoscopy, CT and MRI scans, and laboratory tests.

The most important thing policymakers can do to make patients more cost-
conscious is to return to workers the $1.3 trillion of earnings that the federal tax
code puts under their employers’ control. Returning those funds to workers would
lead them to demand lower prices because they would reap the savings. It would
also constitute an effective tax cut larger than the Reagan tax cuts of 1981, as
Figure 5 shows.

Congress can deliver that $1.3 trillion tax cut by expanding tax-free health sav-
ings accounts (HSAs) and making the tax exclusion available only for HSA contri-
butions. These accounts currently allow about 30 million workers to shield about
$42 billion of their earnings per year from the exclusion’s implicit penalties. This
means HSAs currently reclaim for workers only about 4 percent of the $1 trillion
of their earnings that the exclusion puts under their employers’ control, as Figure
6 depicts.

Dramatically expanding HSAs would allow workers to take that $1 trillion as
cash income that they control. The vast majority of workers could then deposit
those funds in an HSA without any tax consequences. Returning control over that
$1 trillion to the workers who earned it would put workers at the center of the
health sector, create greater cost-consciousness, force providers and insurers to
lower prices, and improve employment opportunities and independence by letting
workers purchase secure health insurance that does not tie them to one employer.
As the Independent Work chapter explains, freelancers, gig workers, and other
independent workers should also be allowed to open and contribute tax-free funds
to these expanded HSAs.

State and federal policymakers should also take steps to reduce or eliminate
restrictions on the supply of health care services.
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FIGURE 4 Cost-consciousness lowers prices
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the ‘Choice Architecture’ of Health Care for Consumers,” Heaith Affairs 36, no. 3 (March 2017),
https://doi.org/10.1377/hlthaff.2016.1256.

First, states should eliminate obstacles to telehealth delivery across state lines.
Doing so would increase access to care, enable patients to take advantage of exper-
tise in areas of the country that may be otherwise beyond their reach, and increase
competition among health care providers, thus lowering prices and improv-
ing quality of care. Early in the COVID-19 pandemic, many states temporarily
removed barriers to the delivery of telehealth across state lines, but some of those
measures have since lapsed.”

In 2021, however, Arizona learned from its pandemic experiences and became
the first state to allow patients to receive telehealth services from clinicians in any
state.”> Out-of-state telehealth providers must obey Arizona’s laws governing stan-
dards of care and scopes of practice. Arizona’s professional licensing boards may
review, discipline, and even ban out-of-state providers if they violate Arizona stan-
dards of care. They must show proof of malpractice insurance coverage. Patients
may bring malpractice claims against out-of-state telehealth providers in Arizona
courts. Other states and territories should follow Arizona’s example.
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FIGURE 5 Expanding health savings accounts would return a larger share of
GDP to workers than past tax cuts
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Services; and National Health Statistics Group, “Table 16—National Health Expenditures (NHE),
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Year 2019,” February 12, 2018, p. 27; and author’s calculations.

Note: GDP = gross domestic product; HSA = health savings account.
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FIGURE 6 Employer-sponsored health insurance premiums dwarf
HSA contributions
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“2021 Midyear HSA Market Statistics & Trends, Executive Summary,” September 16, 2021; and
author’s calculations.

Notes: * = author’s calculations 2022 estimated; HSA = health savings account.

Federal policymakers can also remove barriers to interstate telehealth services.*
While states have constitutional authority to regulate the practice of medicine
for residents within their borders, telehealth services that cross state lines are
interstate commerce that Congress has the authority to liberalize under Article
1, Section 8 of the Constitution. Congress should use that authority to define the
locus of the practice of medicine as the location of the clinician, not—as states cur-
rently do—the location of the patient. Doing so would free patients to consult with
top specialists via telehealth in any part of the country.

Second, states should reform burdensome clinician-licensing restrictions.
They should recognize out-of-state licenses for clinicians who establish a
business presence within the state. In early 2019, Arizona became the first state
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to enact universal license recognition.” Since then, 16 states have enacted varia-
tions of Arizona’s universal license-recognition law.”® This reform makes it easier
for health care practitioners to provide services to patients in various parts of the
country. However, five states, including Arizona, require clinicians to establish a
residence. Eleven other states, including New Jersey, Pennsylvania, and Missouri,
don't. State lawmakers in all 50 states and the District of Columbia should enact
universal license recognition without a residency requirement.

States should go even further by recognizing the out-of-state licenses of clini-
cians who provide short-term in-person care in another state. Examples include
clinicians who provide care during temporary stints in medically underserved
areas, clinicians who practice very close to the border of a neighboring state, and
out-of-state clinicians who specialize in rare conditions or who help manage frag-
ile patients too unstable for transfer. Truly universal license recognition would
also make it easier for locum tenens (i.e., “fill in”) providers and out-of-state spe-
cialists to provide itinerant temporary health services to remote and underserved
communities by removing the barriers that unnecessary licensing applications
and fees create.

States should also take immediate action to make medical care more accessible
by relaxing scope-of-practice regulations. States that did so temporarily during
the pandemic should make those measures permanent. States should allow
pharmacists and pharmacy technicians broader scope to perform vaccinations,
prescribe hormonal contraceptives, and prescribe HIV pre-exposure prophylaxis
and post-exposure prophylaxis. They should expand pharmacists’ scope of
practice to include tuberculosis skin testing and interpretation; testing and
administering of prescription medications for patients with influenza and other
viral illnesses or common bacterial infections, such as strep throat; the ability
to prescribe non-sedating or low-sedating antihistamines, corticosteroids, and
decongestants; and the ability to extend routine noncontrolled chronic medica-
tion prescriptions for an additional 30-60 days.”” Expanding pharmacists’ scope
of practice can save workers time and money by avoiding unnecessary visits to a
doctor’s office.

Scope-of-practice restrictions bar many other health care professionals from
practicing to the full extent of their training.? States should permit optometrists
who have the training to offer simple eye surgical procedures to patients; let
appropriately trained doctorate-level psychologists prescribe psychotherapeutics;
and let dental therapists (analogous to physician assistants) and dental hygienists
practice independently and to the full extent of their training.?

Ultimately, state lawmakers should relinquish the tasks of defining clinician
categories and scopes of practice, with which they have no expertise. States should
instead certify competing private third-party organizations to perform these
tasks. Such organizations could include medical malpractice liability insurers,
specialty boards, and health systems.*® Many private organizations already offer
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certification in specific skills, such as specialty certificates for physician assistants
in cardiovascular and thoracic surgery or emergency medicine, and for registered
nurses in AIDS and pediatric care. Competing private certification organizations
would experiment with lower-cost ways of ensuring competence, which would
broaden access to care and reduce the student-debt load of clinicians.

Third, states and the federal government can further increase the supply of
health care services by increasing immigration and recognizing foreign medi-
cal licenses. Canadian provinces, Australia, and most European Union countries
allow foreign doctors to practice under the supervision of a domestic physician
for a designated period. When the supervisory period is complete and the foreign
doctors pass those countries’ licensing exams, the doctors receive a license. In
many cases, these countries require foreign doctors to practice for a certain period
in an underserved area.’ Workers in the United States would benefit from similar
licensing programs for foreign physicians. Governor Phil Murphy of New Jersey
patterned a public health emergency measure on the provisional-license model.**
Other states should do the same.

Finally, states should repeal CON laws. Doing so would reduce prices, improve
health care quality, and increase access to care. During the pandemic, 20 states
suspended their CON laws. Four other states issued emergency certificates of
need, bypassing the usually months-long certificate application process. These
steps were tacit admissions that CON laws create barriers to care and impede the
health sector’s ability to respond quickly to shifts in demand, such as public health
emergencies.” State lawmakers should heed these lessons and repeal CON laws
immediately and permanently.

ACTIONPLAN

Workers should be free to control their earnings and to choose from an array
of competing health insurers, providers, and clinicians the health insurance and
medical care that meets their individual needs. Tax laws and numerous restric-
tions on the supply of health care are standing in the way.

To return $1.3 trillion to the workers who earned it, Congress should

« apply the tax exclusion solely to funds that individuals or employers depos-

it in the worker’s HSA;

o increase HSA contribution limits dramatically to, say, $9,000 for individu-

als and $18,000 for families;

o remove the requirement that HSA holders enroll in high-deductible health

insurance or any health insurance;

o allow HSA holders to purchase health insurance, of any type and from any

source, tax free with HSA funds; and

« ensure that these reforms also apply to independent workers.
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These changes would deliver to workers the largest effective tax cut of their
lifetimes. It would reorient the health sector toward the needs of patients by mak-
ing health care and insurance better, more affordable, and more secure.

To expand the supply of health care services in the United States, Congress

should

enact legislation defining the “locus of care” when providing telehealth ser-
vices as where the practitioner is—not where the patient is.

And state governments should

enact universal licensing recognition, recognizing occupational licenses
from all 50 states, the District of Columbia, and U.S. territories;

enact legislation allowing patients to receive telehealth services from health
care practitioners from all 50 states, the District of Columbia, and U.S.
territories;

enact legislation recognizing the licenses of health care practitioners from
any of the 50 states, the District of Columbia, and U.S. territories who
wish to provide short-term in-person care to patients;

enact legislation that broadens scope-of-practice regulations to allow
clinicians to practice to the full extent of their training;

enact legislation creating provisional licensing programs for trained and
experienced foreign health care practitioners;

certify competing, private, third-party organizations to define clinician
categories, define educational requirements and scopes of practice

for those categories, and certify individual clinicians’ competence to
practice;* and

repeal CON laws.
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THE ISSUE: FEDERAL AND STATE POLICIES CONTRIBUTE TO
HIGH HOUSING PRICES, WHICH REDUCE AMERICAN WORKERS
MOBILITY, OPPORTUNITY, AND WEALTH

America has an acute housing imbalance. For many years, and in many places,
housing supply has not met housing demand, resulting in high and rising prices in
places such as New York City, San Francisco, and Washington, DC.

Housing supply challenges intensified during the pandemic. The number of
“missing” housing units (i.e., the number of units required to keep up with house-
hold formation minus existing units) grew from approximately 2.8 million in 2018
to 3.8 million at the end of 2020—a 52 percent increase in just two years.'

As housing inventory dwindled, prices rose (see Figure 1). Prices for homes
increased more than 20 percent from the beginning of the pandemic to the end
0f 2021, and rents increased more than 15 percent during the same period.” In
markets with high levels of in-migration, including Sunbelt cities such as Tampa,
Austin, Phoenix, and Las Vegas, price gains were even more extreme, with rents
rising between 24 and 30 percent, year-over-year.’

Escalating prices reflect a demand-supply mismatch resulting from a variety of
factors, including substantial migration to southern and western cities, outmigra-
tion from central cities to surrounding areas, pandemic labor shortages, supply
chain delays, and rising prices for construction materials such as lumber and steel,
which combine to limit the supply of new and existing homes.*

Several of these factors, however, are worsened by federal policy. For example,
tariffs have increased the cost of a wide variety of construction materials and
other essential home goods.® Even worse, the scope of these tariffs has expanded
substantially over the last decade, with the federal government during that period
applying new “trade remedy” (antidumping or countervailing duty) measures or
other import taxes on softwood lumber; plywood; nails; shelving units; kitchen
racks; steel sinks; cabinets and vanities; wood moulding and other millwork prod-
ucts; quartz countertops; ceramic tile; washing machines; solar panels; and a wide
array of aluminum and steel products used to build housing (e.g., rebar).® Duty
rates on many of these products are high, if not prohibitive, and a recent economic
analysis found that U.S. tariff actions cause domestic construction material prices
to increase significantly up to 18 months after implementation.”

Federal tax deductions for property and mortgage interest also increase home
prices, particularly in metropolitan areas with relatively inelastic housing supply.
These tax deductions make houses more valuable and increase people’s willing-
ness to pay, thereby making it harder for first-time homebuyers to afford a down
payment.® Although these deductions were limited by the 2017 Tax Cut and Jobs
Act (TCJA), existing policy terminates the act’s limitations on itemized deductions
after 2025 and retains a portion of both mortgage interest and state and local
tax deductions.’
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FIGURE 1 During the pandemic, median home sale prices increased
dramatically in many large U.S. metro areas

S 4 Percent increase
Q1 2020-Q1 2022
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Source: “List and Sale Prices: Median Sale Price (Raw, All Homes, Monthly),” Zillow Research,
https://www.zillow.com/research/data/.

Federal tax law also affects housing in other ways. Current policy, for example,
requires developers to write off the construction costs for new apartments over
decades, which, due to inflation and the time-value of money, raises the cost of
development substantially. This feature of the tax code also has the unfortunate
consequence of making non-real-estate investments with more favorable tax treat-
ment more attractive than housing development, even when additional housing
development is desperately needed. As a result, low-cost housing suffers as devel-
opers focus on luxury units that have higher profit margins and are more easily
able to absorb the additional cost.'

Federal policy also reduces the supply of land available for housing. In western
and southwestern states with high in-migration, the federal government owns a
large amount of land, making it unavailable for development of any kind, including
housing development (see Figure 2). For example, in Nevada, Utah, and Idaho, the
federal government respectively owns 80 percent, 63 percent, and 60 percent of the
land.” In other states, including Oregon, Wyoming, New Mexico, and Montana,
the federal government owns around one-third to one-half of the available land.
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In fast-growing states, these federal lands frequently touch urban or suburban
areas, and thus they act as a hard barrier to localities’ expansion. For example,
Geomancer Inc., a company that analyzes real estate data, estimates that there
are 217,000 acres of U.S. Forest Service (USFS) and Bureau of Land Management
(BLM) lands within Utah city boundaries, and 650,000 acres of USFS and BLM
lands within one mile of city borders.'> As remote work and other factors increase
demand for housing in areas bordering—and thus constrained by—federal lands,
prices are sure to rise.

Finally, federal policy and industry lobbyists have put low-cost manufactured
housing at a disadvantage. Specifically, low-interest-rate mortgages provided
under the now-obsolete Section 235 program of the National Housing Act were
limited to traditional stick-built homes, and the Department of Housing and
Urban Development’s (HUD) national building code has made it difficult for
manufactured housing to compete with their stick-built counterparts.” Although
the Section 235 program is no longer in effect, HUD still requires manufac-
tured housing to be attached to a permanent chassis, or metal base frame, that
allows transportability. This allows local governments to regulate manufactured
homes more restrictively, as if they were mobile homes.™ Such restrictions deny
American workers more affordable manufactured housing options.

FIGURE 2 The federal government owns large amounts of land in western
states with high in-migration

Source: “USA Federal Lands,” ArcGIS layer, Esri, updated May 23, 2022,
https://www.arcgis.com/home/item.html?id=5e92f2e0930848faa40480bcb4fdc44e.
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Other federal laws and regulations, such as immigration restrictions and the
Department of Energy’s appliance and equipment efficiency standards, may
also raise the cost of housing. Restrictions on immigration likely contribute to
labor-market tightness and, given immigrants’ prominent role in the construc-
tion industry, constitute a supply-side restriction in the housing sector. Indeed, a
2022 Federal Reserve Bank of St. Louis study found that pandemic-era declines
in immigration were a major contributor to labor shortages and higher costs for
the U.S. construction industry.”” Immigration restrictions’ final impact on hous-
ing prices is uncertain, however, because additional increased immigration would
also boost housing demand.

Arguably more important than any policy at the federal level, however, are
ever-increasing state and local regulatory constraints. Land-use regulation con-
tinues to limit housing supply by increasing development costs, creating uncer-
tainty, and producing delays.'® These regulations determine the height, width,
architectural features, and use of a given property, and they subject development
to lengthy review processes with many veto points. Together, these zoning regula-
tions effectively freeze preexisting development patterns in place, which makes it
difficult to build homes or accommodate new residents.

Many research papers tie land-use regulations to increased housing prices.
Glaeser et al. (2003) found, for example, that zoning regulations pushed up the
cost of apartments by around 50 percent in Manhattan, San Francisco, and San
Jose."” This figure has likely only grown as regulatory constraints and demand
have increased in recent years. Indeed, Gyourko and Kimmel (2021) examined
24 metropolitan areas and calculated a massive “zoning tax” (up to $500,000 per
quarter-acre) in cities with restrictive land-use regimes but much lower zoning
taxes in less-regulated places.'®

In addition to the increasing regulatory obstacles, developer impact fees have
grown over time. An impact fee is paid to the municipality by a developer to cover
the cost of infrastructure or public facilities, act as a substitute for property tax
increases, or otherwise supplement local government funds. One survey of 37 major
metro areas found that the fees had increased by 45 percent between 2005 and 2016,
and that the average impact fee was $21,000. These fees ostensibly land hardest on
starter homes, whose would-be residents are less able to absorb the costs."

Meanwhile, local building codes, which include structural, plumbing, mechani-
cal, electrical, accessibility, and energy-related requirements, also raise the cost
of housing. While their original purpose was to protect public health and safety,
building codes have strayed from that goal and are used to achieve other objec-
tives, with costly consequences. For example, stricter state building codes aimed at
conserving energy have been observed to increase energy use per square foot and to
reduce the square footage of homes at the lowest end of the income distribution.”

Current regulations not only reduce traditional housing development, but they
also limit innovative ideas meant to act as an alternative to more expensive single
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family homes or traditional apartments.”! For example, factory-built modular
homes cost significantly less per square foot than traditional homes, but their
development is hampered by regulations that limit density, including rules that
limit or prohibit accessory dwelling units. Similarly, co-living homes, which pair
single-resident rooms with shared common space, are constrained by regula-
tions like “density factor,” which caps the maximum number of units per build-
ing. Finally, flexible and short-term apartment rentals are restricted by state and/
or local regulations that require apartment owners, among other things, to be
licensed, to register their homes, and to be present in the home to rent a unit out
short term.

These policies and others that raise construction costs and restrict housing
development are important to workers because housing availability and afford-
ability continue to influence employment opportunities for the roughly three-
quarters of workers who work onsite full or part time.? In the past, Ganong and
Shoag (2015) found that less-skilled workers could not afford the higher housing
costs in heavily regulated cities that have strong economic opportunities, and so
these workers became stuck in lower-cost areas that had lesser job prospects.”
Although remote work is changing the geography of work opportunities for many
workers, particularly those in certain services, housing will undoubtedly continue
to function as a de facto gateway for millions of Americans” economic, education-
al, and social opportunities for many years to come.*

THEPOLICY SOLUTIONS: REVISE FEDERAL TRADE, TAX, LAND,
HOUSING, AND IMMIGRATION POLICIES; AND REFORM LOCAL
LAND-USE REGULATIONS AND BUILDING CODES

Although migration patterns, supply chain delays, and inflation will continue
to put pressure on housing prices, smart policy reforms can serve as an essential
release valve for American workers and their families.

One increasingly popular policy that should be avoided, on the other hand, is
rent control, which has been repeatedly found to perpetuate the very problems
(housing shortages and higher prices) that it is ostensibly intended to solve.” In
particular, artificially reducing or capping rents (and thus potential returns on
investment) discourages landlords, builders, and investors from supplying rent-
able properties in a local market, while simultaneously boosting demand for rental
housing in that same area. With less supply of—and more demand for—rental
housing, high prices, shortages, and other problems inevitably ensue.

For example, the Diamond et al. (2018) research on San Francisco’s rent regu-
lation found that the policy reduced housing supply by 15 percent, reduced the
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probability of renters moving by 20 percent, and raised rents by more than

5 percent city-wide.”® Meanwhile, the Ahern and Giacoletti (2022) review of St.
Paul, Minnesota’s, new rent control law found that tenants with higher incomes
benefited, while tenants with lower incomes lost under the policy.” Reports indi-
cate that the St. Paul policy is causing developers to pull the plug on large-scale
housing projects and that it has already led to declining building permitting.*®
Although the idea of rent control continues to tempt policymakers, serious propo-
nents of housing affordability should avoid it—especially at the state or national
level (which cannot account for vast local differences).

Policymakers should instead pursue market-oriented reforms that will increase
residential construction and housing supply, and thereby lower prices for all
Americans. Research has repeatedly shown, in fact, that boosting the private con-
struction of market-rate housing benefits not only residents of those new units but
also those living in lower-cost or lower-quality housing—far more broadly than
various “affordable housing” programs can.”

At the federal level, trade policy should be reformed to reduce the cost of hous-
ing materials. Although U.S. trade remedy laws’ various substantive and proce-
dural requirements make antidumping and countervailing duty measures difficult
to eliminate quickly, the administration should work with Congress to reform
the process that led to these tariffs in the first place. For example, Congress could
allow administering agencies to consider proposed duties’ potential harms to
American consumers and others, as well as to the economy more broadly.

The administration also can and should unilaterally eliminate Section 232
tariffs on steel and aluminum imports (created in the name of national security),
as well as Section 301 tariffs on Chinese imports of various building materials
and appliances (applied to encourage China to eliminate various “unfair” trade
practices). As Cato Institute scholars have explained, these tariffs were imposed
on dubious legal, economic, and factual grounds; have not achieved their primary
policy aims (e.g., changing Chinese economic behavior); have fostered cronyism
and political dysfunction; and could be lawfully terminated by executive order.*
The administration also should relax or eliminate federal appliance and equip-
ment efficiency standards that add to the expense of housing.

Congress can also play an important role in improving housing supply and
affordability. For example, Congress should make the limits that the Tax Cut and
Jobs Act placed on state and local tax deductions and the mortgage interest deduc-
tion permanent, and over the long term work to further reduce and eliminate
these deductions. To encourage housing development, Congress should reform
the tax treatment of development by allowing more rapid—ideally immediate—
expensing of structures.” According to Tax Foundation estimates, a more neutral
tax approach would reduce construction costs by around 11 percent, which would
make low-income units both more affordable and more likely to be built. To fur-
ther aid housing construction, Congress should reform immigration restrictions
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that prevent American companies from hiring foreign workers. (Research shows,
for example, that immigrants accounted for roughly one-quarter of the United
States’ pre-pandemic construction workforce and even higher shares of certain
building trades.*?)

Congress should also increase the amount of land available for housing and
development in western and southwestern states experiencing high levels of
in-migration. To that end, Congress could pass a law that requires the federal
government to return some of the federal government’s 640 million acres of fed-
erally owned land to state and local governments or private owners. Such a law
could apply to non-specially designated and nonsensitive lands (lands that are not
national monuments, critical areas, national recreation areas, etc.).

The Southern Nevada Public Land Management Act is an example of an exist-
ing program that returns federal land to private hands, and this program could
be used as a template. This program makes federal public land in Clark County,
Nevada, home to Las Vegas, available for auction.” Under this act, the revenue
resulting from the sale of federal lands is divided among the secretary of the inte-
rior (for environmental conservation and projects), the state of Nevada (for edu-
cational purposes), and the Southern Nevada Water Authority. As a result, many
interested stakeholders benefit from the sale of federal public lands.

Although zoning reform is mostly a state and local issue, some policymakers
and analysts have suggested federal reforms to encourage states and localities to
deregulate more comprehensively. Federal housing subsidies are concentrated in
the states with the most restrictive zoning and land-use regulation, which means
that states and cities that actively make houses less affordable are rewarded for
doing so (see Figure 3).

To better align incentives, affordability subsidies should be the exclusive
purview of state and local governments. But if we must take federal subsidies for
housing affordability as a given, states and cities could be required to relax restric-
tive zoning measures to qualify for HUD subsidies. This would short-circuit the
existing dysfunctional relationship between local regulatory policy and federal
housing policy.** Likewise, although state and local building codes are frequently
adopted from international and national building codes, federal policy could
require state and local governments to reform the most egregious code require-
ments to qualify for federal subsidies.

Finally, governments should remove disparate regulatory burdens on manufac-
tured housing. The Biden administration’s Housing Supply Action Plan indicates
its intent to update the HUD code regulating manufactured housing “to allow
manufacturers to modernize and expand their production lines,” among other
reforms.” This proposal appears well-intentioned, but its scope and timing are
unclear. Thus, Congress should take action to eliminate requirements mandating
that manufactured housing be attached to an unnecessary, permanent chassis. It
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FIGURE 3 Federal housing affordability subsidies are largest in the
most-regulated states
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Source: Vanessa Brown Calder, “Zoning, Land-Use Planning, and Housing Affordability,” Cato
Institute Policy Analysis no. 823, October 18, 2017.

should also revise HUD’s national building code, which unfairly targets and regu-
lates manufactured housing. Meanwhile, local governments should review and
overhaul relevant regulations to ensure that manufactured housing is treated the
same way as other housing types.

At the state and local levels, policymakers must continue to find ways to relax
zoning and building requirements and reduce permitting costs. In recent years,
some states and cities, including California, Connecticut, and Minneapolis, have
up-zoned areas from low to moderate density, relaxed regulations such as park-
ing requirements, and legalized accessory dwelling units (colloquially known as
“granny flats”) to increase housing supply and reduce costs.

While policymakers work to reform zoning to accommodate traditional hous-
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ing, they should also pay close attention to existing barriers to housing innovation
and work to identify and eliminate them. These barriers include limits on density
(minimum lot size requirements, limits on the number of housing units in a build-
ing, and limits on square footage for a given lot size) for modular and co-living
homes, as well as rules around licensing, registration, and renting of flexible apart-
ment properties. Because any given zoning regulation exists within a broader con-
text of many and varied restrictions on building height, size, and design, a com-
prehensive approach to state and local regulatory reform is necessary for success.

ACTION PLAN

Housing is a necessity that affects the lives of all American workers, and gov-
ernment policy has contributed to high and rising home prices in numerous ways.
To moderate future home price increases and improve workers’ economic oppor-
tunity and geographic mobility, governments at all levels should reform these
policies to lower construction costs, increase housing supply, and correct current
demand distortions.

In particular, the Executive Branch should

« eliminate Section 232 tariffs on steel and aluminum and Section 301 tariffs

on Chinese imports via executive order to reduce the cost of construction
materials and related products; and

« abandon recent Department of Commerce policy changes that ensure

punitive trade remedy (antidumping and countervailing duty) restrictions
on imports, including construction materials.*

Congress should

o reform the antidumping and countervailing duty laws, which led to tar-

iffs on key building inputs (lumber, cement, steel rebar, appliances, etc.).
Adding a “public interest” check prior to duties’ implementation, for exam-
ple, could prevent shortages of critical building materials;

 increase housing affordability and supply by making permanent the 2017

reforms to mortgage interest and state and local tax deductions and by
eliminating these deductions long-term;

« revise depreciation schedules to allow for more rapid or immediate expens-

ing of structures to encourage housing development;

o along with implementing immigration reforms that will help the U.S.

labor market generally (e.g., clearing the 1.5-million-person employment
authorization backlog and allowing dependents of H-2 (seasonal) workers
to work), create a guest worker program specifically for construction and
related year-round jobs. Currently, all lesser-skilled work visas are reserved
for seasonal jobs;

o pass legislation similar to the proposed Helping Open Underutilized Space

HOUSING AFFORDABILITY

213



to Ensure Shelter (HOUSES) Act so that non-specially designated federal
lands can be returned to state and local governments and used for new
housing development;*”

 consider passing a law so that cities applying for HUD housing subsidies or
subsidies that affect housing affordability, like Community Development
Block Grants, are required to relax restrictive zoning to qualify. Measuring
the restrictiveness of zoning to determine subsidy eligibility can be diffi-
cult, but one option is to require states and local municipalities to compute
and report their local “zoning tax” using public and private data—that is,
the difference between the market price of housing and housing construc-
tion costs. If a state or city’s zoning tax declined or remained at zero over
the previous period then cities could qualify for existing HUD subsidies.*®
Subsidy eligibility could likewise be reduced for states and cities with build-
ing code requirements that drift beyond health and safety objectives;

o relax the definition of manufactured housing as outlined in the National
Manufactured Housing Construction and Safety Standards Act of 1974*—
the new definition should allow manufactured housing to be constructed
without a permanent chassis;

o eliminate HUD’s Manufactured Home Construction and Safety Standards
(HUD Code), which unfairly target manufactured housing for federal
regulation; and

o relax the Department of Energy’s appliance and equipment standards to
allow state and local governments to set their own standards.*

State and local governments should

o reduce and eliminate zoning regulations and reduce permitting fees;

o identify and eliminate barriers to housing innovation, including density
regulations that discourage the development of modular housing and co-
living homes, and licensing and registration requirements that limit flexible
apartment rentals; and

o establish an annual review of housing permitting and new construction fig-
ures to measure the effectiveness of state and local reforms.

Finally, local governments should

o Overhaul local regulation to ensure fair and equal treatment of manufac-
tured housing alongside traditional stick-built housing.
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THEISSUE: THE FEDERAL GOVERNMENT'S INVOLVEMENT
INHOUSING FINANCE HAS CAUSED AMERICAN WORKERS
TO TAKEON MORE DEBT WHILENOT INCREASING
HOMEOWNERSHIP

The U.S. government has become increasingly involved in housing finance
since the 1930s. While the perceived success of this involvement has helped create
the belief that the private housing market cannot properly function without exten-
sive federal involvement, the historical record demonstrates the opposite. Robust
mortgage financing exists in virtually every developed nation of the world without
the degree of government involvement found in the United States. Yet, as shown in
Figure 1, the U.S. homeownership rate remains below average among developed
nations: 64.2 percent in the United States versus 71.1 percent for Organisation for
Economic Co-operation and Development (OECD) countries.!

FIGURE 1 The U.S. homeownership rate is in the bottom half of OECD
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Note: Homeownership rates include those with a mortgage. Data are from 2019 or latest available

data. Those who are not renters or homeowners are categorized by the OECD as “other.”
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Furthermore, even though the U.S. ownership rate has changed little since the
1960s, volatility of American home prices and construction were among the high-
est in the industrialized world from 1998 to 2009.>

The United States is the only major country in the world with a federal gov-
ernment mortgage insurer, government guarantees of mortgage securities, and
government-sponsored enterprises (GSEs) in housing finance. As of 2010, com-
paring the United States with 11 other industrialized countries, only two have a
government mortgage insurer (Netherlands and Canada); two have government
security guarantees (Canada and Japan); and two have GSEs (Japan and Korea).?
Denmark even maintains a prepayable fixed-rate 30-year mortgage without the
need for GSEs or other government support, and at a lower cost to borrowers than
in the United States.*

Most federal intervention in housing finance boosts demand, typically by mak-
ing it easier to obtain a home mortgage. Federal policies encourage borrowing
by supporting the operations of Fannie Mae, Freddie Mac, Ginnie Mae, and the
Federal Home Loan Banks and by providing loan insurance through the Federal
Housing Administration (FHA), the Veterans Affairs (VA) home-lending pro-
gram, and the U.S. Department of Agriculture’s Rural Development Program.
Prior to the 2008 financial crisis, the federal government controlled a dominant
share of the housing finance system, and that share has since expanded. The oper-
ations of Fannie and Freddie (the two main GSEs) and the FHA account for the
bulk of this federal intervention.

As of December 31, 2020, Fannie and Freddie had combined total assets of
$6.6 trillion, representing approximately 42 percent of the nation’s outstanding
mortgage debt.” From 2008 to 2019, the FHA’s annual market share of purchase
loans ranged from 16.5 percent to 32.6 percent.* From 2009 to 2020, Fannie and
Freddie’s annual share of the total mortgage-backed security (MBS) market aver-
aged 70 percent. Including Ginnie Mae securities, those that are backed by FHA
mortgages, the federal share of the mortgage-backed security market averaged 92
percent per year.’

Rather than increase homeownership, the FHA has accelerated it for individu-
als who would otherwise obtain home loans later in the conventional market.
Similarly, Fannie and Freddie have cost federal taxpayers billions of dollars and
done little to measurably increase homeownership rates. The GSEs have, how-
ever, helped to enrich the politically connected and to increase both consumer
debt and housing prices, putting sustainable homeownership out of reach for
many lower-income households. The wedge between wage gains and home price
appreciation, driven largely by government-induced leverage in housing markets,
has been especially large for lower-priced homes (see Figures 2 and 3.) After the
GSEs imploded in 2008, triggering a major recession and financial crisis, Congress
could have shut them down. Instead, Congress chose to prop up the companies
indefinitely, and now they remain under government conservatorship.
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Broadly, federal policy should not prioritize owning a home. Even where
homeownership has been shown to correlate with positive spillover effects, such
as lower crime and better schools, it has not been shown to cause those spillovers.
Regardless, even if homeownership did cause such spillovers, it would not follow
that everyone should own a home. Buying a home—even without a mortgage—is
risky for anyone with variable income or job prospects, and it imposes costs, such
as taxes, insurance, and maintenance, that renters would otherwise not incur.
Homeownership also can inhibit geographic mobility, especially for people with
significant mortgage debt or living in struggling localities. Analyzing data from
the Netherlands, Bernstein and Struyven (2022) suggested, in fact, that having
a mortgage can be a serious impediment to geographic mobility when aloan
exceeds a home’s value (known as “negative equity,” which often occurs during
economic downturns).® Moreover, even in the absence of the FHA, the GSEs,
and other federal programs, there would be no “correct” level of homeownership
to target.

FIGURE 2 The cheapest U.S. homes have appreciated the most
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FIGURE 3 The cheapest U.S. homes typically experience the highest
appreciation
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Nevertheless, countless government efforts to boost homeownership have not
been successful and have instead tended to increase only mortgage ownership.
Even as federal intervention in housing finance has steadily increased, the over-
all rate of homeownership has remained nearly constant over the past 50 years.’
According to the Census Bureau, the homeownership rate was 64 percent in 1970.
That is basically where it hovered for most of the 1980s and 1990s, higher than
where it bottomed out in 2016, and almost exactly where it stood in the middle of
2019.° At the same time, the level of residential mortgage debt has increased more
than fivefold—Federal Reserve data show that inflation-adjusted mortgage debt
increased from about $3 trillion in 1970 (two years after Fannie Mae became a
GSE) to $15.8 trillion in 2019.
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THEPOLICY SOLUTIONS: GET THE FEDERAL GOVERNMENT 0UT
OFHOUSING FINANCE

Federal policies have caused American workers to take on more long-term
fixed-debt obligations while not increasing their net homeownership. This
arrangement endangers workers’ ability to build wealth and accumulate assets,
especially in turbulent labor markets. Workers have also been paying more for
housing because the increased use of long-term debt at lower interest rates has
caused home prices—even those that are used for rental homes—to rise more
than they would have otherwise. Evidence also suggests that these federal housing
policies have created additional incentives for workers to remain in a particular
geographic location—a “lock-in effect”—rather than relocate to adapt to changing
job markets."!

Thus, the ideal solution would be to remove the federal government entirely
from the housing finance industry. Many foreign governments are minimally
involved in housing finance, and there is no “market failure” in this industry that
necessitates government intervention. Should policymakers nevertheless insist on
some level of federal involvement in the market, several discrete reforms are rec-
ommended in the following section. These reforms would help American workers
by reducing home price growth and rental rates, lowering total consumer debt and
increasing consumers’ net worth, and providing more flexibility to move as job
market conditions change.

ACTIONPLAN

Multiple agency-level reforms can help reduce federal involvement in housing
finance to the benefit of American workers. Ultimately, though, major reductions
in the level of federal involvement will require Congress to act.

Thus, Congress should

o limit the FHA' single-family insurance portfolio to first-time homebuy-

ers, without any refinance eligibility over the tenure of the loans in force.
Additionally, the value of loan limits eligible for FHA single-family mort-
gage insurance should decrease to (at most) the first quartile of home
prices in a given locality;

o end FHA multifamily mortgage insurance;

« ataminimum, reduce the FHA’ level of loan coverage in the single-family

mortgage insurance program from the current level (approximately
100 percent of the loan) to the private industry standard of 20 percent;

« eliminate any semblance of affordable housing goals for all financial

institutions;

o eliminate the ability-to-repay standard, the qualified mortgage standard,

HOMEOWNERSHIP

113



and all the mortgage servicing rules imposed by the Dodd-Frank Act; and

o shut down Fannie Mae and Freddie Mac and all their subsidiaries. Any leg-
islation to close Fannie and Freddie should avoid creating a smaller version
of the GSEs under a new name.

While the GSEs continue to exist, the Federal Housing Finance Agency should

o raise Fannie and Freddie’s mortgage guarantee fees; and

o eliminate the geographic price differentials for the GSEs’ conforming loan
limits, narrow the GSEs’ focus to the financing of primary homes, and
gradually reduce conforming loan limits. (The GSEs should no longer sup-
port financing for second homes, vacation homes, investment properties,
or cash-out refinancing.)
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THEISSUE: GOVERNMENT POLICIES ARTIFICIALLY INFLATE
THE PRICES OF EVERYDAY ESSENTIALS, THUS SHRINKING
AMERICAN WORKERS™ REAL INCOMES AND LOWERING THEIR
LIVING STANDARDS

Washington policymakers tend to forget an immutable truth: all American
workers are also American consumers, spending a significant portion of their
paychecks on essential goods such as clothing, food, shelter, and energy. Yet
our elected officials frequently implement policies—even ones alleged to be
“pro-worker”—that intentionally raise the prices of these necessities, thus
reducing workers’ real (consumption-adjusted) household incomes and living
standards.

Necessities generally constitute a larger share of lower-income workers’ total
compensation, inclusive of taxes and government transfers. As shown in Table 1,
for example, shelter, food, transport, utilities, and clothes accounted for approxi-
mately 68 percent of the poorest U.S. households’ annual expenditures, but only
52 percent of the richest households’ spending.' The essential nature of these items
also means that Americans tend to consume roughly the same amounts of them
each month, regardless of whether prices fall or rise (though differences across
households surely exist).

Increasing prices of necessities are particularly painful for single-parent
families, which spend the largest share of their incomes on basic goods. In 2019,
for example, single-parent households devoted almost 5 percent of their annual
spending to clothes, shoes, linens, and other miscellaneous houseware, totaling
around $2,400 per family. By contrast, wealthy households spent much more on
these same items (more than $5,100), but their purchases constituted a much
lower share (just 3.5 percent) of their annual incomes.?

Thus, rising prices of basic necessities are typically a regressive tax on
American households, disproportionately hurting workers at the lower end of the
wage scale and larger families that consume more, especially ones led by a single
parent. Costlier essentials also undermine government welfare and labor (e.g.,
food assistance or minimum wage) policies designed to help these same groups.

Unfortunately, numerous government policies inflate the prices of essential
goods, to the detriment of most American workers and their families.

As discussed in the Transportation chapter, for example, tariffs, fuel
economy regulations, taxes, maritime restrictions (the Merchant Marine Act
0f 1920, aka the “Jones Act”), and other policies significantly increase automo-
bile and fuel prices in the United States, thus harming the almost 85 percent of
Americans who drove to work prior to the pandemic.’ These transportation taxes
are unsurprisingly regressive: the Tax Foundation has estimated, for example, that
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TABLE 1 Poorer Americans spend more on necessities

Poorest Richest Single-parent Whole
Expense type fam"y pOPUIation

Shelter 24.5% 17.7% 21.3% 19.3%
Transport 16.0% 15.8% 17.5% 17.0%
Food 15.3% 11.5% 14.9% 13.0%
Health 10.0% 6.9% 5.4% 8.2%
Utilities 8.8% 4.8% 7.4% 6.4%
Other 5.9% 21.5% 13.0% 16.0%
Entertainment 3.9% 5.6% 4.3% 4.9%
Household

operations and 3.7% 3.8% 4.1% 3.7%
supplies

Furniture 3.3% 3.5% 2.9% 3.3%
Apparel 2.9% 2.9% 4.4% 3.0%
Reading and 2.9% 3.4% 2.2% 2.4%
(’jg::"”a' 1.3% 1.2% 1.6% 1.2%
Tobacco 1.0% 0.2% 0.5% 0.5%
Alcohol 0.7% 1.0% 0.7% 0.9%

Source: “Table 1101. Quintiles of Income before Taxes: Annual Expenditure Means, Shares,
Standard Errors, and Coefficients of Variation, Consumer Expenditure Survey, 2019,” Bureau of
Labor Statistics, 2019, https://www.bls.gov/cex/tables/calendar-year/mean-item-share-average-
standard-error/cu-income-quintiles-before-taxes-2019.pdf; and “Table 1502. Composition of
Consumer Unit: Annual Expenditure Means, Shares, Standard Errors, and Coefficients of
Variation, Consumer Expenditure Survey, 2019,” Bureau of Labor Statistics, 2019,
https://www.bls.gov/cex/tables/calendar-year/ mean-item-share-average-standard-error/cu-
composition-2019.pdf.

a hypothetical 25 percent tariff on imported automobiles would decrease the aver-
age after-tax incomes of all taxpayers by 0.47 percent, with those in the top
1 percent facing the lightest (0.39 percent) burden.*

The Housing Affordability chapter, meanwhile, shows that federal, state, and
local policies substantially increase construction costs, home prices, and rents—
especially in many of the country’s most attractive labor markets. Lower-income
workers are again disproportionately harmed. By increasing developers’ construc-
tion costs, for example, materials tariffs and federal tax policy encourage them to
focus on luxury units with higher profit margins.® At the same time, high housing
prices in heavily regulated cities with hot labor markets prevent lower-income
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workers in distressed areas from moving to the cities and improving their job
prospects and lifetime earnings.

Government policies also increase the price of food, on which the poorest
quintile households spent $4,099 in 2020 (14.3 percent of their total spending,
again the highest proportion of any income group). This includes—

o For dairy products (1.1 percent of bottom-quintile household expendi-
tures), the Agricultural Marketing Agreement Act of 1937 artificially raises
milk, cheese, and other dairy prices and imposes prohibitive tariffs and
nontariff barriers on imports of these products. These policies not only
raise prices but also insulate dairy farmers from market signals, encourag-
ing them to produce dairy products almost regardless of market demand.
The programs can also lead to shortages, as occurred when tariff-rate
quotas and Food and Drug Administration (FDA) regulations effectively
walled off the U.S. infant formula market from foreign competition and
thereby contributed to empty store shelves for much of 2022.7

o The federal government essentially cartelizes the domestic sugar market.
The U.S. Department of Agriculture (USDA) facilitates loans to sugar pro-
cessors using collateral in the form of raw sugarcane and refined beet sugar
to create a price floor for the sugar price.® To encourage repayment of these
loans, the government restricts the supply of domestic sugar, increases
demand for sugar through governmental purchases, and finally, restricts
imports of sugar. These policies increase sugar prices—the USDA reported
that the U.S. raw sugar price was 33.55 cents per pound in 2021, compared
to 17.85 cents per pound at the world price—harming American consum-
ers, as well as workers in sugar-consuming industries such as baking and
candy-making.’

o Beyond dairy and sugar, the United States imposes high (greater than 10
percent) tariffs and tariff rate quotas on numerous food products—such as
peanuts, tuna, cantaloupes, apricots, various meats, sardines, spinach, soy-
bean oil, watermelons, carrots, celery, okra, artichokes, sweet corn, Brussels
sprouts, cut cauliflower, and so on—costing American importers billions
of dollars per year.'® Also, countervailing duties (i.e., taxes on imports that
have been allegedly subsidized by the governments of the origin countries)
on imports of fertilizer are paid by U.S. farmers and, by contributing to
lower yields and thus reducing food supply, put further upward pressure on
domestic food prices.!!

o Produce marketing orders allow fruit, nut, and vegetable farmers to dic-
tate their commodity’s requirements for sale on the fresh food market.
Minimum prices, rigid inspection rules, and other terms of sale can insu-
late farmers from foreign competition, stymie entrepreneurship, increase
domestic prices, and distort economic activity—all to American consum-
ers detriment.”” For example, the South Texas onions marketing order
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implicitly creates quantity restrictions by mandating the quality and size
of onions that farmers legally sell in this region. These barriers reduce
competition and innovation by preventing farmers with other varieties
from accessing the market, and they reduce onion supplies and thus inflate
prices.” Marketing orders can even encourage collusion among farmers in
a particular region, creating cartels that further boost prices.'

o The Renewable Fuel Standard (RFS) mandates the amount of biofuels
blended into transportation fuel, thus increasing demand for corn-based
ethanol. This can raise the prices of not only corn and corn-based products
such as animal feed, but also other crops that policy does not encourage.
The Congressional Budget Office and other organizations estimate that
artificial demand for ethanol raises Americans’ total food spending by
between 0.8 and 2 percent.”

Government policies also increase the cost of energy, beyond just gasoline, and
thus reduce Americans’ real incomes and wealth. For example, state energy codes
regulating a home’s carbon footprint can reduce home values for low-income
households by 8 to 12 percent, likely because these regulations end up reducing
the number of bedrooms and square footage of homes in these lowest-income
households.'® Evidence also shows that this loss of wealth has not been offset by
reduced energy use (and thus lower energy bills)."” The Jones Act, meanwhile,
increases the cost of both building offshore wind power facilities and shipping
petroleum products between American ports (effectively prohibiting liquified
natural gas shipments due to a lack of ships).'® Federal energy projects, includ-
ing those subsidized by the 2022 Inflation Reduction Act, are routinely larded
down with costly Buy America rules that require the projects to use domestic
materials."” And onerous state and federal environmental regulations, such as the
National Environmental Policy Act (NEPA), have blocked or delayed dozens of
hydropower, solar, wind, and geothermal projects across the country.” (See the
Transportation chapter for more on the Jones Act, as well as NEPA and its state-
level equivalents.)

The United States also applies trade remedy (antidumping, countervailing
duty, and safeguard) restrictions on imports of numerous energy-related products,
such as solar panels, wind turbines, electrical transformers, and oil and gas pipes,
further increasing the cost of producing and distributing energy in the United
States. Indeed, a 2022 trade remedies investigation of solar panels from several
Southeast Asian nations so threatened the U.S. energy market that President
Biden was forced to issue a legally dubious “emergency” declaration, pausing any
potential duties, to ensure that “the United States has access to a sufficient supply
of solar modules to assist in meeting our electricity generation needs”* Yet this
sword of Damocles still hangs over the U.S. solar industry, potentially depress-
ing domestic investment while leaving many other, similarly damaging duties on
imported energy products in place.
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American workers also pay more for clothing and footwear because of U.S.
policy. Most notably, imports of these necessities face average tariffs of about
11 percent—some of the highest in the tariff code—thanks to the Smoot-Hawley
Tariff Act of 1930. As a result, American companies and consumers have paid
more than $300 billion in tariffs since the infamous law was enacted.?? Adding
insult to this injury, the tariff code systematically subjects lower-value versions of
these essential goods to higher tariffs than their more expensive counterparts.”
As shown in Table 2, for example, a cashmere sweater is subject to a 4 percent
tariff, compared to 17 percent and 32 percent for wool and polyester sweaters,
respectively. Cheap children’s shoes, meanwhile, face a whopping 48 percent tariff,
while designer men’s loafers pay only 8.5 percent. Given that children’s shoes and
clothing must be purchased more often as kids grow, these tariffs are a particu-
larly onerous burden for large, lower-income American families—and especially
damaging, given the near-total absence of an apparel and footwear industry in the
United States.”*

Women’s clothes and footwear also tend to be subject to higher tariffs than
men’s versions of these same items.*

TABLE 2 Tariffs are higher on mass-market products than luxury goods

m Luxury good Medium-end good Mass-market good

8.5% (men’s o o,
Shoes leather dress 20.0% (rgﬂgér;% 48.0% (valued at slsg’sg')’
shoes)
Sweaters 4.0% (cashmere) 16.0% (wool) 32.0% (acrylic)
gﬂhfr”tss 0.9% (silk) 19.7% (cotton) 32.0% (polyester)
10.0% (leather
Handbags 5.3% (snakeskin) valued at $20 or 16.0% (canvas)
less)
Pillowcases 4.5% (silk) 11.9% (cotton) 14.9% (polyester)
Necklaces 5.0% (gold) 6.3% (silver) vamﬁ'g%figgr gmes'gy)
Scarves 1.5% (silk) 9.6% (wool) 11.3% (polyester)
Blankets 0.0% (wool) 8.4% (cotton) 8.5% (polyester)

Source: U.S. International Trade Commission Tariff Database,
https://dataweb.usitc.gov/tariff/database.

Note: The tariff codes for these products are: 64035960, 64029142, 64029160, 61101210,
61101100, 61103030, 61059040, 61051000, 61052020, 42022130, 42022160, 42022215,
63022900, 63022130, 63022210, 71131921, 71131110, 71131120, 61171040, 61171010,
61171020, 63012000, 63013000, and 63014000.
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Even “free trade” agreements (FTAs) contain restrictions on footwear and
apparel imports. Beyond simply keeping many high tariffs in place or delaying
their phase-out for years, bilateral and regional trade agreements also impose
convoluted “yarn forward” rules conditioning lower apparel tariffs on, among
other things, the goods’ use of American textile inputs.”® As a result, foreign appar-
el producers pay more for U.S. materials or simply ignore the yarn forward rule
and pay the higher, non-FTA tariff. Either way, American consumers lose.?’

Federal trade policy similarly raises the price of homewares, such as small
appliances and other household goods, on which poorer Americans again spend
more of their incomes than do wealthier ones. (For example, low-income families
spend almost 2 percent of their expenditures on these goods.) Silverware, plates
and cups, and drinking glasses are subject to an average tariff of 11 percent, which
is almost 16 times the average tariff for all other goods.? In fact, tariffs on a small
set of home consumer goods made up well over half of all tariff revenue ($144
billion out of $2.33 trillion) as of 2017, even though these goods only make up 6
percent of total imports.?” Even school supplies are more expensive because of U.S.
trade policy. Ballpoint pens and notebooks, for example, are each subject to tariffs
of about 10 percent; backpacks and gym bags face 28 percent tariffs.** Indeed,
as annually documented by the National Taxpayers Union (NTU), when you
combine these tariffs with the ones on shoes and clothing, almost everything an
American student needs for school is subject to some sort of import tax.’ Given
that parents must buy their kids new or different supplies almost every school year
(if not even more frequently), these tariffs constitute another significant and regu-
lar burden on working families.

Finally, federal immigration policy—quotas, processing delays, wage floors,
and endless paperwork—could further inflate the cost of many essential goods
by restricting the available supply of workers in related industries, especially ones
employing a disproportionate share of immigrants. As noted in the Housing
Affordability chapter, for example, immigration restrictions have contributed
to labor market tightness in the construction industry, which relies heavily on
foreign-born workers. Other industries, such as agriculture, food service, trans-
portation, and warehousing, have faced similar hiring challenges during the pan-
demic.’? Given that immigrants also consume essential goods, the precise effect of
immigration restrictions on the prices of housing, food, clothing, and other neces-
sities is uncertain. But the last two years have repeatedly demonstrated that these
policies prevent the efficient functioning of several essential industries.
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THEPOLICY SOLUTIONS: LOWER THE COSTS OF FOOD,
CLOTHING, AND OTHER ESSENTIAL GOODS BY REFORMING
TARIFES AND OTHER GOVERNMENT SUPPLY-SIDE
RESTRICTIONS

Instead of trying to subsidize workers and families through a complex and dis-
tortionary system of tax credits, vouchers, and wage controls, governments should
work to increase Americans’ real incomes by lowering the costs of food, clothing,
and other essential goods. Toward this end, the federal government should reform
or repeal existing laws and regulations that raise the price of these necessities, to
all workers’ detriment.

To lower food prices in the United States, the federal government should enact
several supply-side reforms—

o First, Congress should eliminate the U.S. dairy program either immediately

or as part of broader reform of the Farm Bill, which is set to expire in 2023.
Doing so would allow prices to reflect supply and demand for domestic
dairy products and should free up tax dollars. To maximize competition
in the dairy sector, Congress also should remove all tariffs and tariff-rate
quotas on dairy products so that Americans can import cheaper varieties
of milk, butter, cheese, and infant formula.*® Congress took a small step
toward liberalization with the 2022 Fixing Our Regulatory Mayhem
Upsetting Little Americans, or FORMULA Act, by temporarily suspend-
ing tariffs on infant formula imports in response to largescale national
shortages. However, for consumers to fully benefit, Congress should per-
manently remove these and other dairy tariffs while also directing the FDA
to admit imported dairy and other food products that have already been
approved by a competent regulatory body abroad (e.g., the European Food
Safety Authority).

o Second, Congress should repeal all aspects of the U.S. sugar program,
which distorts the domestic sugar market and enriches wealthy sugar
companies at American consumers’ expense. Doing so would lower the
domestic price of sugar to more closely match the world price, providing
particular benefits for workers in sugar-consuming industries and large,
low-income households that tend to consume more processed foods.

o Third, Congress should repeal all remaining tariffs on imported foods,
which raise domestic prices and needlessly protect and enrich a globally
dominant U.S. agricultural industry. According to a 2021 report by the
USDA, the elimination of agricultural tariffs would increase consumer
well-being by $3.5 billion.*
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« Fourth, Congress should reform the Agricultural Marketing Agreement of
1937, which authorizes the imposition of produce marketing orders that
do not address food safety and instead simply raise prices and restrict com-
petition and innovation. By eliminating the legal authority to impose these
orders, Congress would help American consumers enjoy more and cheaper
produce, improving both their budgets and health.

o Fifth, Congress should repeal the Renewable Fuel Standard to reduce
demand for corn, thus putting downward pressure on corn prices and
freeing up land for alternative crops. Since corn is often used as feed by
dairy and meat farmers, they would also benefit from lower corn prices,
likely passing on some of these savings via lower dairy and meat prices.
Processed food products that use corn (e.g., cereal) would similarly benefit.

On energy, state governments should repeal energy codes that increase energy
prices and decrease housing affordability. To further increase domestic energy
supplies and lower prices, Congress should repeal the Jones Act, which needlessly
restricts energy shipments between U.S. ports and makes offshore wind projects
more costly; reform environmental regulations that have blocked or delayed
numerous energy projects; and repeal energy-related subsidies and related local-
ization mandates (e.g., Buy America rules) that distort the domestic energy mar-
kets and increase costs.

Furthermore, Congress should reform trade remedies to allow adminis-
tering agencies (i.e., the Department of Commerce and International Trade
Commission) to consider potential duties’ effects on the broader public interest,
including the energy market and American households. Where duties would
compromise U.S. energy security or impose an unbearably high cost on American
households, the agencies would decline to impose them. Congress should also
give producers in import-consuming industries (e.g., solar panel installers or U.S.
oil companies) legal standing to participate fully in trade remedy proceedings,
and allow agencies to suspend duties in times of national emergency or to impose
lower duties where doing so would achieve the laws’ remedial objectives.

For apparel and footwear, Congress should eliminate all tariffs, yarn forward
rules, and other restrictions on imported textiles, apparel, and footwear, which
raise clothing and shoe prices yet protect few (if any) jobs. Given that Americans
have paid hundreds of billions of dollars in apparel and footwear tariffs alone over
the past 90-plus years, removing all import restraints on these goods would gener-
ate substantial consumer savings, especially for larger and poorer households that
need to stretch their budgets.

Congress also should eliminate all tariffs on home goods and school products
to alleviate the tax burden on parents’ wallets so that they can allocate financial
resources to other things, such as funds for home improvement or their children’s
education.

EMPOWERING THE NEW AMERICAN WORKER



More broadly, the federal government should liberalize immigration to
ease current labor pressures in agriculture, food services, transportation and
warehousing, construction, and other industries that supply essential goods
and disproportionately rely on immigrants. In particular, Congress should
streamline the onerous employer-sponsored processes for H-2B visas, H-2A visas,
J-1 visas, and green cards. Current caps on admissions should be eliminated, or at
least drastically increased to accommodate employers’ needs. The entire bureau-
cratic process also should be reformed to take no more than 30 days and to require
a single application. It should be easier for the average American household to
directly hire a foreign worker (e.g., as a housekeeper, landscaper, or au pair).

Furthermore, temporary visas should not be limited only to short-term jobs
and should be renewable for as long as the worker is employed. Finally, the market
should set wages, and foreign workers should be able to change jobs if the initial
wage offer is at a below-market rate. If government continues to set wages, and
no American worker accepts the higher wage offer, the employer should be able
to pay the foreign worker any agreed-upon wage. Market wages would increase
access to jobs and lower prices for household help, food, and other necessities.

Finally, Congress and state governments should pursue the reforms discussed
in the Housing Affordability, Transportation, Child Care, and Health Care chap-
ters to lower prices of these essential goods and services.

Individually, these and other current policies might only cost American house-
holds a few extra dollars per year. Collectively, however, the burdens can be signif-
icant—especially for large, low-income families—and reforming them would thus
provide a tangible improvement in American workers’ living standards. Consider,
for example, recent International Trade Commission estimates finding that U.S.
restrictions on imported food and clothing significantly increase the prices of
these goods (see Table 3). Restrictions on butter and cheese, in particular, increase
prices of these products by 20.8 percent and 15.3 percent, respectively—thus forc-
ing Americans in the bottom quintile to pay an estimated $71.48 more per year
(if they consumed only imported butter and cheese).” Given the wide array of
restrictions on imports of other necessities and tariffs’ inflationary effect on simi-
lar domestically produced goods, eliminating all of these import taxes would likely
save American households hundreds of dollars per year.
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TABLE 3 Trade restrictions make food, clothing, and manufactured goods
more expensive

Refined sugar 1.6% 55.0% 56.6%
Raw cane sugar 1.3% 28.0% 29.3%
Butter 5.8% 15.0% 20.8%
Cheese 7.3% 8.0% 15.3%
Apparel 12.8% 0.0% 12.8%
Canned tuna 12.3% 0.0% 12.3%

Leather and allied
product manufacturing 10.1% 0.0% 10.1%
(including footwear)

Costume jewelry and 7.5% 0.0% 7.5%
Carpets and rugs 6.3% 0.0% 6.3%
Other textile products 5.5% 0.0% 5.5%
Fiber, yarn, and 5.2% 0.0% 5.2%
Fabrics 5.0% 0.0% 5.0%
Beef 1.0% 0.0% 1.0%

Source: U.S. International Trade Commission, “The Economic Effects of Significant U.S. Import Restraints, Special
Topic: Effects of Tariffs and of Customs and Border Procedures on Global Supply Chains,” Investigation no. 332-
325, Publication 4726, September 2017, p. 14, https://www.usitc.gov/publications/332/pub4726.pdf.

Note: Tariff is an ad valorem equivalent share of the cost, insurance, and freight (c.i.f.) value of imports. Tariff-rate
quota is measured as an export tax equivalent—that is, the degree to which it increases the “export price” of a
commodity (defined as the price before entry into the United States).
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ACTION PLAN

While it may seem intuitive to help workers by trying to directly subsidize their
nominal incomes, these policies generate numerous distortions and unintended
consequences—including higher prices for the very goods and services that these
policies target. Embracing market-oriented reforms to reduce the costs of basic
necessities is a better approach to improving the real incomes of all American
workers, while giving them more control over their expenditures in the process.

Congress should therefore

unilaterally remove tariffs and duties on necessities including food, cloth-
ing, shoes, automobiles, auto parts, homewares, school supplies, and con-
struction materials, including tariffs imposed under Section 232 on steel
and aluminum, and Section 301 tariffs on Chinese imports;

repeal the Jones Act, or, at the very least, exempt energy shipments from
the law and repeal its U.S.-built requirement that dramatically raises the
cost of purchasing new vessels, including tankers;

include in the next Farm Bill provisions cutting the dairy and sugar pro-
grams, or at least removing tariff-rate quotas on imports of dairy and
sugar products;

require the FDA to admit imported infant formula and other dairy prod-
ucts already approved by competent regulatory bodies abroad, such as
those in Europe and New Zealand;

reform the Agricultural Marketing Agreement of 1937 to repeal all agricul-
tural marketing orders;

repeal the Renewable Fuel Standard to free up land for alternative uses and
to lower food prices;

eliminate subsidies for all energy products and eliminate all localization
mandates (Buy America rules) tied to U.S. energy and transportation
projects;

reform antidumping and countervailing duty laws to account for down-
stream impact and to give downstream stakeholders legal standing in
proceedings; and

remove caps on H-2B and J-1 visas; base wages for H-2B and H-2A visas on
skill level; and create a guest worker program specifically for construction
and related year-round jobs.

The executive branch should

form an agreement with Canada to remove the export quota and tax on
Canadian exports of infant formula stipulated in the United States-Mexico-
Canada Agreement.

State and local governments should

repeal energy codes.
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artisans today routinely insist that free markets can no longer address the

needs of American workers and, in fact, often undermine them. Thus, the

story goes: we need new government interventions—wage subsidies, child
allowances, paid leave mandates, tariffs, industrial subsidies, contract restrictions,
etc.—to rescue drowning American workers and their families.

This prevalent view, however, suffers from obvious flaws.

For starters, there never has been a Golden Age when everything was perfect
for American workers and their families. Tradeoffs in work, life, and family have
always existed and always will. Government cannot change this reality. No one can.

In many important ways, moreover, Americans have it much better today—
even after a global pandemic and rampant inflation—than they did just a few
decades ago.! An American born in 1976, for example, has experienced significant
long-term improvements, not merely in consumer goods and technology, but
also in incomes, poverty, life expectancy, infant mortality, education, environ-
mental quality, and more.> And, while the pandemic was surely terrible for most
Americans, it would have been far worse—more death, more misery, etc.—if it had
occurred just 20 years earlier.

Perhaps most importantly, and as documented throughout this book, the
claim that markets have failed American workers ignores the panoply of federal,
state, and local policies that distort markets and thereby raise the cost of health
care, childcare, housing, and other necessities; lower workers’ total compensation;
inhibit their employment, personal improvement, and mobility; and deny them
the lives and careers that they actually want (as opposed to the ones DC policy-
makers think they should want).

Indeed, just as technology, globalization, recessions, and then the pandemic
were increasingly disrupting our world and workplaces, governments—through
licensing, zoning, criminal justice, benefits, education, and myriad other policies—
were making it increasingly difficult for Americans to adjust and prosper, often
under the guise of “pro-worker” policy.

In truth, it’s policymakers who have failed American workers over the last
several decades, not some mythical “free market”

These realities argue for a new approach to policy targeting today’s American
worker—one that all but the most hardened of skeptics should embrace:

o First, reform the anti-market policies that economic experts of all stripes
have shown to lower most Americans’ living standards and to inhibit
employment and mobility. Doing so is particularly important for low-
income and low-skill workers, who suffer reduced living standards and
increased financial distress in high-cost, heavily regulated cities like New
York than they do in more affordable ones like Houston.* Yet current feder-
al, state, and local policies not only increase less-skilled workers” economic
burdens in expensive American cities but also discourage them from
moving to cheaper ones.
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« Second, implement commonsense, market-based policies—regarding
education, remote work, independent work, employee benefits, and oth-
ers—to better reflect our modern workforce and economy and what the
New American Worker actually wants. Surveys show, for example, that we
increasingly value flexibility over wages and independence over employ-
ment security. Yet many in Washington think of the American worker as
helpless and in need of government protection from cradle to grave, despite
the long-term harms that such policies inflict on these very same work-
ers and the economy more broadly. By contrast, pro-market policies that
respect the individual agency and ability of all workers would allow them
to pursue their unique hopes and dreams in a more dynamic, diverse, and
high-wage economy—and to adjust to whatever comes next.

o Third, policymakers should consider new pro-worker government
interventions in the economy only after the aforementioned reforms are
undertaken and real but rare market failures (not those actually caused by
government) are demonstrated. Any proposed policy solutions, moreover,
should be crafted to minimize drags on labor productivity and economic
growth. Simply throwing more money at an existing program or creating
yet another new program to address the challenges facing today’s American
workers promises to create higher costs and more distortions, not alleviate
the concerns that are today mistakenly blamed on the free market. It also
denies American workers the freedom and responsibility they deserve.

Of course, even if governments were to adopt this book’s recommendations

in their entirety, a labor utopia would not magically appear. Nevertheless, the
policies proposed herein offer a better way forward than the anti-market labor
agendas now popular on the left and the right. Time and again, including during
the pandemic, we have seen that freer markets can best deliver vital goods and
services, often in new and once-unimaginable ways. We've seen that protected,
subsidized, and over-regulated markets, by contrast, produce higher prices, fewer
choices, and even shortages when problems inevitably arise. And we've seen that
American workers can, through their own initiatives, not merely survive our dis-
ruptive and messy modern world but eventually thrive therein—if governments
will let them.
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