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Preface to the First Edition

M,ai/TON AND Rose Friedman's Capitalism and Freedom (1962) is
one of the great books of modern political economy. As a classic, it rightly
appears on undergraduate reading lists, and it has influenced the minds of
two generations. I, too, remember reading it as an undergraduate, and
remember being swayed by its compelling rhetoric. Yet, even while enjoy-
ing the text and argument, I had a feeling that something was amiss. It was
not the logic of the Friedmans' argument that was troubling, but rather
their vision of the process they were describing.

Later, in graduate school I learned the essence of the Friedmans' eco-
nomic argument, now albeit in the sophisticated language of mathemati-
cal economics. I also learned the critiques of their argument. However,
these were of an internalist nature, in the sense that they challenged the
technical economic assumptions rather than the vision.

The writing of this book has been an attempt to articulate a different
vision of how a dynamic capitalist economy works. It is not intended as a
criticism of capitalism per se, and I would be disappointed if that were to
be the reception. I am a convinced believer in the productive power of
capitalism and the social good it can generate. As such, I do not see the
economic problem as a choice between capitalism and something else.
Rather, it is a matter of what type of capitalism we are going to have. It is
this dimension that is missing from current debate, and its absence threat-
ens to mislead us about possibilities for our future.

Capitalism comes in a range of forms, where these forms depend on
social choices regarding laws, governance structures, and economic poli-
cies. To understand how these factors affect the working of a capitalist
economy, it is necessary to have a grasp of the anatomy of the economic
process. This anatomy is what I have sought to illuminate.

I am not philosopher enough to have stuck with an entirely abstract
account. Instead, I have lodged my account within an analysis of the per-
formance of the U.S. economy. This has involved describing the U.S.
economy's economic performance over the last twenty years, as well as
examining economic policy. I hope that this placement of the abstract
account within a real world setting gives concreteness and relevance to the
former.

When it comes to policy and performance, I am a critic. I believe there
has been a sea change (for the worse) in economic performance, and
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P R E F A C E T O T H E F I R S T E D I T I O N

much blame for this change rests with misguided policy. The basis of this
criticism is rooted in an understanding of the economic process. This is an
essential feature: in the absence of such understanding, policy analysis ei-
ther reduces to ad hoc commentary or wishful thinking. Finally, criticism
alone would be churlish: I have therefore sought to develop an explicit set
of alternative policy prescriptions that I believe can restore a widespread
and deepening prosperity.

I would like to thank a number of people. My thanks to Marty Wolfson
and Jamie Galbraith for providing careful and encouraging readings of the
initial manuscript. My thanks to David Smith with whom I had some very
helpful conversations about economic policy that tied up a number of
loose ends. My profound thanks to Peter Dougherty who was a wonderful
editor from start to finish. And last, thanks to Teresa Carson who did a
magnificent job of copy editing.

xvi
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T
JLH

THE THIRD WAY AND
STRUCTURAL KEYNESIANISM

.HE SHELF LIFE: of books, especially those on economics, seems to be
getting shorter and shorter. It is, therefore, gratifying that Princeton Uni-
versity Press thinks there is merit in a paperback edition of my book.

The last several years have been absorbing ones for both the U.S. econ-
omy and the global economy. The next several years promise to be equally
so. The continued course of the U.S. economic expansion remains an
open question, as does the possibility that the global economy could slip
into deep recession. The fact that we can plausibly talk of continued ex-
pansion and severe recession in the same breath reflects a new economic
condition that has us walking a knife-edge. On one side lies the possibility
of continued economic boom: on the other side lies the possibility of deep
recession, or even economic depression.

What are the reasons for this fragile condition, and what can be done
about it? These questions are the focus of this book. They resonate with
the political philosophy known as the "third way," which seeks to com-
bine social justice with economic dynamism. In common with the third
way, Plenty of Nothing challenges the laissez- faire policy revolution ush-
ered in by former President Ronald Reagan and former British Prime
Minister Margaret Thatcher.

The benefits of markets were at the core of the Reagan-Thatcher revo-
lution, and a focus on markets is also a core part of this book. However,
Plenty of Nothing breaks fundamentally with laissez-faire understandings
of markets. The Reagan-Thatcher view of markets emphasized a sharp
dichotomy between market and government, and also emphasized gov-
ernment failure over market failure. The policy implication was clear:
shrink government and let the market rip. Both the third way and Plenty
of Nothing break with this dichotomy by recognizing that markets do not
exist without governments. It is government which, by acting as rule
maker and enforcer, makes successful market-based economic activity
possible. This is a radical shift of principle that dramatically transforms the
policy debate. No longer is it simply a matter of what markets can and
cannot do, and what governments can and cannot do, but now it is also
one of how to design rules that prompt markets to promote the most
desirable social outcomes.
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Within the book, this fundamental issue is tackled by contrasting
"structural Keynesianism" with "economic naturalism." Structural
Keynesianism argues that all markets rest on man-made rules: economic
naturalism rests on the myth of a natural market. The allusion to nature
has great rhetorical appeal, and it advances a mentality of economic fatal-
ism that is anti-government and favorable to the status quo. If the econ-
omy is given by nature, there is little we can do about it. Moreover, good
policy should aim at repealing all forms of government regulation so as to
give as much freedom as possible to private enterprise. Structural Keynes-
ianism views the notion of a natural market as a fiction, and instead main-
tains that markets are governed by rules and cannot exist without them.
Some rules work better than others in promoting economic stability and
social good, and the challenge is to establish those rules that do these
things best. The policy critique in this book is that, prompted by the fic-
tion of natural markets, we have been creating rules that have worked to
the disadvantage of the many and the benefit of the few.

THE DOWNSIZING OF THE AMERICAN DREAM:
AN UPDATE

Much has happened in the American economy over the last two years, and
this warrants an update on what has happened to the wages and the well-
being of American workers. Almost everyone agrees that the last three
years have been a period of superb economic performance, with the U.S.
economy registering improvement by nearly every measure. The unem-
ployment rate fell from 5.4% in 1996 to 4.2% in 1999, while core inflation
fell from 2.9% in 1996 to 2.2% in 1999. Productivity growth also acceler-
ated, and averaged 2.7% in the business sector between 1996 and 1999.
In 1999, productivity growth in the manufacturing sector was 6.4%. Fi-
nally, between 1996 and 1998 real average hourly wages increased 4.3%,
and the median hourly wage increased 5%, while real wage gains persisted
in 1999 with average real hourly wages rising 1.4%. These gains in the real
economy were also matched by gains in the financial economy, with the
Dow Jones index rising from below 6,500 at the beginning of 1997 to
over 11,000 in December 1999.

This strong performance has surprised most people. Given the dismal
economic performance that marked the period from 1990 to 1995, when
downsizing was widespread, inequality was widening, and average real
wages were falling, the subsequent U-turn was completely unexpected.
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Further cause for surprise is the fact that the economy has continued to
prosper despite the East Asian financial crisis, which destabilized global
financial markets, undermined U.S. exports, and unleashed a surge in
U.S. imports.

However, though the recent strong economic performance is good
news, it also needs to be read cautiously. First, the U.S. economy has been
in the midst of an economic boom and whether the acceleration in wage
and productivity growth is a temporary cyclical phenomenon or a perma-
nent change of trend remains an open question. Given the extreme weak-
ness of productivity growth and the significant decline in real wages in the
early 1990s, there is a strong case to be made that a substantial portion of
the recent gains represents a temporary process of claw-back. Second,
though median wages have risen, it is a case of rising back to about the
level of 1989, the year of the previous business cycle peak. In 1989, the
median wage was $11.35: in 1998 it was $11.29. In effect, the median
wage is at roughly the same level as that of 1989 despite ten years of
productivity growth. Third, within labor markets there continues to be a
trend of slowly eroding health and pension benefit coverage. For workers
aged 18-64, 66% of workers with a high school education had health
coverage in 1989. In 1997 (the latest year for which figures are available)
only 60.7% had coverage. For all workers, the coverage rate was 68% in
1989 and 64.7% in 1997.

In sum, though the last three years have produced real gains for work-
ing Americans, significant problems of income distribution and increased
economic insecurity still persist despite the strong economy. Moreover, it
is unlikely that a lower unemployment rate can by itself reverse the adverse
changes of the last twenty-five years. For these reasons, the policy message
contained in Plenty of Nothing remains profoundly relevant despite the
current boom. Transforming "cyclical" prosperity into "sustained" pros-
perity requires a remaking of the economic rules. Absent this, the pattern
of cyclical booms superimposed upon a deteriorating trend risks reassert-
ing itself when the current expansion eventually ends.

T H E INSTABILITY OF THE AMERICAN DREAM:
LESSONS FROM O U R GLOBAL NEIGHBORS

The good news of the last two years has been the boom in the U.S. econ-
omy. The bad news has been that much of the rest of the global economy
has experienced economic recession, and there is now clear evidence of
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growing instability in the world economy. This heightened instability is a
new feature, and it poses a new threat to the American economy. In many
regards, the financial crisis that battered East Asia can be viewed as the flip
side of the U.S. financial boom. The East Asian economies had their fi-
nancial boom earlier, but once it peaked they were exposed to a sharp
downturn. The same may hold for the U.S. economy.

The increase in economic instability is a consequence of the last twenty-
five years of financial market innovation and deregulation. Together, in-
novation and deregulation have contributed to the growing replacement
of "automatic stabilizers" with "automatic destabilizers." Automatic sta-
bilizers work to automatically mitigate cycles of boom and bust, while
automatic destabilizers do the opposite and magnify such cycles. Thus,
automatic destabilizers make for stronger and longer expansions, but on
the downswing they make for deeper and more sustained contractions
when the piper has to be paid. During the last two years the U.S. has
experienced the positive, upswing effects of these automatic destabilizers,
while East Asia has felt their negative, downswing effects.

Turning first to the U.S., we find that a key aspect of today's economic
landscape is the presence of a new finance-driven business cycle that has
been promoted by deregulation and innovation in financial markets. In
the expansionary phase of the cycle, borrowing finances spending, which
in turn leads to an expansion of output. This expansion of output then
supports additional borrowing, which drives further expansion. Specula-
tion can also enter the process, with bankers and financiers becoming
more optimistic and easing lending standards. However, debt is a two-
edged sword. New borrowing finances new spending, but it also contrib-
utes to build-up of interest payments. Over time, interest payment bur-
dens rise, and these burdens eventually bring the expansion to an end.

This new financial business cycle is responsible for the surprisingly long
and strong economic expansion. The increased availability of consumer
credit, the introduction of auto leasing arrangements, and the introduc-
tion of home equity loans have all given consumers increased access to
credit. Home equity loans have been particularly important because rising
house prices have enabled consumers to borrow even more.

The shift to 401(k) style defined contribution pension plans has also
been important. First, households can borrow against these plans, and the
explosion in stock market prices has increased the value of holdings in
these accounts, thereby backing further borrowing. Second, households
receive quarterly statements showing how much they have accumulated in
these plans. Though these holdings are supposed to be for retirement, the
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run-up in stock prices has made households feel wealthier, and they have
responded by reducing savings and increasing spending. This type of re-
sponse did not occur under the old defined benefit pension arrangement.

Whereas the U.S. has benefited from the positive side of the financial
business cycle, East Asia has suffered from its negative side. In the early
1990s many East Asian economies opened their financial markets to in-
flows of foreign capital. This resulted in an inflow of speculative "hot"
money that bid up property and stock prices, which contributed to a spec-
ulative boom that attracted even more inflows. Domestic residents were
also made wealthier by the appreciation of asset prices, and they started to
spend more, thereby further fueling the boom and contributing to the
emergence of balance of payments deficits. In effect, during the early
1990s the East Asian economies benefited from the same automatic de-
stabilizers that have benefited the U.S. economy over the last few years.

However, the emergence of large balance of payments deficits and the
eventual realization that the property market boom was a speculative
bubble ultimately prompted an exodus of hot money. At this stage, East
Asian asset prices and exchange rates began to collapse, giving further
incentive to exit. Moreover, since many East Asian companies had bor-
rowed foreign currency to finance their expansion plans, the collapse in
the exchange rate left them saddled with even heavier debt burdens and
further amplified the collapse in demand. The result has been severe reces-
sion in East Asia, and events there illustrate how the automatic destabiliz-
ers associated with the financial business cycle can quickly go into reverse.

In the U.S., there are some signs that a similar process might be at
work. Federal Reserve Chairman Alan Greenspan has mused on several
occasions (beginning back in December 1996) that the stock market may
be over-valued, and both household indebtedness and the trade deficit
now stand at record levels. Moreover, this record deficit comes after two
decades of near continuous trade dificits that have significantly increased
U.S. national indebtedness to the rest of the world. These financial imbal-
ances illustrate how the emergence of automatic destabilizers has raised
another set of challenges for policy makers. In addition to rectifying the
problem of economic inequality, there is now a need to dampen the econ-
omy's tendency to financial instability, and this must be done without
impeding full employment.

Addressing the problem of economic inequality will require leveling
the playing field between business and workers in domestic labor markets,
sustaining a commitment to full employment, and writing new rules for
the international economy that will prevent a race to the bottom. Address-
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ing financial instability will require new regulatory structures for domestic
and international financial markets that reduce speculation and ensure
that investors pay proper regard to risk. The commitment to full employ-
ment based on ensuring a high level of demand represents the Keynesian
side of structural Keynesianism: the focus on new rules represents the
structural side.

xxn
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# CHAPTER 1 #

Debunking Economic Naturalism

T,His BOOK is about the American economy and the gradual disman-
tling of mass prosperity that has been taking place over the last twenty-five
years. The focus of the book is on "long-term trends" that continue to
operate on the economy independently of the temporary ups and downs
of the business cycle. Though the economy periodically experiences cycli-
cal booms, underlying the booms of the last twenty-five years has been a
persistent downward trend.

This interaction of trend and cycle makes understanding the economy
a difficult task. When the economy is up, it is easy to forget about the
recent down. Moreover, this proclivity to short-term memory is com-
pounded by the fact that people are optimistic, and all too ready to believe
that each economic recovery marks a new beginning. That optimistic
psychological disposition then inclines them to believe that their earlier
concerns were misplaced, and that there is no longer any need for altering
their economic course. In this fashion, Americans have ridden the eco-
nomic roller coaster that has seen the majority slip behind while the few
have prospered.

This proclivity to believe that each new business cycle marks a fresh
start is dramatically reflected in our current experience. In April 1997, the
U.S. unemployment rate fell to a twenty-three-year low of 4.9%. Follow-
ing the release of this report, newspapers were filled with stories about
how the U.S. economy had successfully reinvented itself.1 Yet, just four-
teen months earlier, Americans had been wrestling with the trauma of
rising economic insecurity and the disappearance of the middle class: The
New York Times even ran a week-long special (March 1996) titled "The
Downsizing of America." Moreover, even as the unemployment rate was
hitting 4.9%, average hourly wages actually fell fractionally. As docu-
mented in chapter 4, the purchasing power of average hourly wages has
actually fallen during the most recent business cycle and remains far below
the peak level of wages reached in 1973.2 If this is economic reinvention,
something is lacking.

Capitalist economies have always had booms, and they will continue to
do so. The current economic boom is therefore not at odds with the claim
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of an on-going erosion of the American Dream. Indeed, the character of
this boom provides some confirmation. In past booms, there would have
been significant wage gains at this stage of the business cycle. In the cur-
rent boom, there has been welcome relief on the employment front, but
wage stagnation persists; hence the claim "plenty of nothing."

The fundamental thesis of this book is that restoring widely shared and
growing prosperity will require major changes in the direction of eco-
nomic policy. Effecting such change will require that people reassess their
thinking about the economy, for economic policy is ultimately the reflec-
tion (albeit indirect) of popular thinking as expressed through the collec-
tive choice process that is politics. In the absence of these changes, the
economy may continue to grow, but economic polarization between rich
and poor will also continue to expand.

Sixty years ago, the great British economist John Maynard Keynes
struggled to change popular understandings of the causes of the Great
Depression. The orthodoxy of the day promoted an economic fatalism
that opposed attempts to stimulate spending despite the overwhelming
presence of unemployment: the orthodox claim was that any government
attempt to increase spending would merely displace an equal amount of
private spending. For Keynes, the difficulty in persuading people lay "not
in the new ideas, but in escaping from the old ones, which ramify, for
those brought up as most of us have been, into every corner of our
minds."3 A similar argument can be made today regarding an array of
issues ranging from the claim that a dose of economic austerity is the
prerequisite for restoring economic prosperity, to the claim of a binding
inflation constraint that compels us to live with permanently high interest
rates and unemployment.

Despite temporary relief, most Americans are apprehensive about the
economy, and they have reason to be. For the last twenty years, the wages
of the average worker have been falling, economic insecurity has been
growing, and the prospects for future prosperity have been receding. This
is not a matter of progress at a slower pace: rather, we are going backward.
The existing configuration of economic arrangements and policies has
produced this outcome, and the belief that the market will suddenly re-
verse its existing course in an act of goodwill is tantamount to the fatalist
thinking that characterized the depression era.

The restoration of the shared and growing prosperity that marked
the immediate post-World War II era requires the restoration of an appro-
priate balance of power within our economic system. The technological
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and organizational changes of the last thirty years have upset the previ-
ously extant balance of power among government, big business, and
labor. As a result, there is a need to recalibrate our system so that it again
delivers for all.

STRUCTURAL KEYNESIANISM

The notion that we need to recalibrate our economic system gives rise to
an economic philosophy that I call "structural Keynesianism." Like tradi-
tional Keynesianism, it shares the fundamental proposition that capitalism
is the most powerfully productive social system that has ever been created.
Capitalist economies are capable of generating a greater bounty of goods
and a higher standard of living than any economic system heretofore, or
any economic system we can currently imagine.

Like traditional Keynesianism, structural Keynesianism also shares the
core proposition that capitalist economies have a fundamental tendency
to generate a deficiency of demand for the goods and services that they are
capable of producing. Moreover, this deficiency of demand can occasion-
ally be severe enough to generate economic depressions and mass unem-
ployment. A large class of problems in capitalist economies can therefore
be understood by reference to the principle of aggregate demand—that is,
by understanding the economic forces determining the total demand for
goods and services in an economy. Keynes and his followers understood
this principle, and in the period after World War II they applied it in guid-
ing economic policy. The result was an unequaled period of full employ-
ment during which the scourge of mass unemployment was replaced by
mass prosperity.

This period of success led Keynesian economists to believe that demand
management, conducted by government through its control over interest
rates (monetary policy) and government spending and taxes (fiscal pol-
icy), was sufficient to eliminate permanently the problems of the business
cycle and unemployment. Behind this belief lay an implicitly static view of
the world, in which the structure of the economy was fixed so that mone-
tary and fiscal policy would always be feasible, effective, and sufficient
means of managing demand and ensuring prosperity.

The last twenty years have been marked by the return of higher rates of
unemployment and the withering of popular prosperity. This has under-
mined the sanguine prognosis of traditional Keynesianism. Thus, it has
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become increasingly difficult to apply expansionary monetary and fiscal
policy, and, even when applied, the results have not been as in the earlier
period. It is true that expansionary monetary and fiscal policy are still able
to reduce unemployment, but the reduction has proven temporary.
Moreover, Keynesian demand management policy has been impotent
with regard to the problems of widening income inequality and stagnating
wages. It has also become increasingly difficult to pursue expansionary
policies owing to mounting government debts and the threat of a sell-off
in bond markets, which raises interest rates.

Structural Keynesianism builds on the analytic inheritance of tradi-
tional Keynesianism. Thus, it recognizes both the unequaled productivity
of capitalist economies and the tendency of capitalist economies to gener-
ate problems of insufficient demand. However, it supplements the Keyne-
sian argument in two important ways. First, just as there is a proclivity to
generate insufficient demand, uncontrolled capitalist economies also have
an unyielding tendency to generate exploitation of ordinary people that
results in a distribution of income in which a few have vast riches and the
many have some or none. This skewing of income distribution in turn
feeds back adversely on the level of demand. As a result, income distribu-
tion takes on a profound import, because running a system of mass pro-
duction at full employment requires a robust mass market, which requires
a healthy distribution of income to support demand. From a policy stand-
point, income distribution is of concern not just for ethical reasons of
equity, but also for reasons of economic prosperity.

Second, structural Keynesianism recognizes that capitalism is a dynamic
system in which business seeks to promote an economic environment that
maximizes profits. This means that business will seek to influence policy by
such activities as political lobbying. Even more importantly, business will
also innovate with regard to production technologies and methods of
business organization, and these innovations will change the economy's
structure. Though the abstract driving forces of capitalist economies re-
main unchanged, the specific visible economic arrangements and produc-
tion techniques are constantly changing. This economic dynamic is sum-
marized as follows: "the more things change, the more they remain the
same," while at the same time "one can never step in the same river twice."4

This recognition of the dynamic process governing economic activity
has momentous implications for the conduct of economic policy. Tradi-
tional Keynesians believed that demand management was sufficient to
ensure full employment and popular prosperity, and their early success
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convinced them of this belief. However, the reality is that the period im-
mediately after World War II was characterized by a configuration of
structural factors that was highly conducive to successful demand man-
agement. This structure included strong trade unions, controls on inter-
national movements of financial capital, limited ability of business to relo-
cate jobs, and strong domestic demand conditions.

Over time, these favorable conditions have gradually been eroded, and
replaced by unfavorable conditions that render demand management
policies less effective and less feasible. This change did not happen by
accident or bad luck: rather, it reflects the systematic workings of the free
market. Thus, through a combination of technological innovation, orga-
nizational innovation, and political action, business has succeeded in as-
serting dominance over both government and labor. As a result capital-
ism's proclivity to unequal income distribution and demand deficiency is
reasserting itself with a refound vengeance.

Such an analysis gives rise to three fundamental propositions of struc-
tural Keynesianism.

Proposition I. Keynesian demand management can only solve the sys-
temic problem of deficient demand if an appropriate economic structure
is in place.

Proposition II. Keynesian policies of demand management must be sup-
plemented by regulatory policies that ensure an appropriate economic
structure. This requires regulation of business (both industrial and finan-
cial), regulation of international financial markets, and regulation of labor
markets. These regulatory structures must be designed so as to preserve
the incentives for productive enterprise that are the source of capitalism's
bounty.

Proposition III. These regulatory policies need to be periodically up-
dated because capitalism is a dynamic process that will persistently seek to
evade them. If regulation is successful, it means that it is binding in the
sense of restraining business from doing something it would have freely
chosen to do in the absence of regulation. This sets up an incentive
to innovate (technologically or organizationally) so as to circumvent the
regulations.5 Over time, this process of innovation will be successful,
which means that regulations have to be periodically updated. In effect,
successful regulation always sows the seeds of its own destruction.
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POLITICS BEFORE ECONOMICS

Structural Keynesianism elevates the significance of structure and policy,
and in doing so it forces politics to the forefront of the stage. Structure is
inevitably a political matter: the establishment of a structure conducive to
widespread prosperity can only be accomplished by individuals acting in
concert; achieving prosperity within that structure then becomes the
province of individuals acting on their own account.

This is the great paradox of free-market capitalism. Though driven by
the pursuit of individual self-interest, all free-market economies require
some collectively agreed upon structure. The popular myth is that free
markets are free of structure, but this is a fabrication. Even the most radi-
cally laissez-faire economy rests on laws and institutions governing and
enforcing the rights of property and the obligations of contract: at a mini-
mum, there is always a "policeman," a "judge," and a "jailer." It is also
true that such a minimalist structure will never generate the widespread
prosperity that is the hallmark of the American dream.

The failure to recognize that widespread prosperity rests on appropri-
ately designed market rules and regulations is the cancer that is killing the
American dream. Thus, as the old regulatory structure that promoted the
success of Keynesianism has withered, we have failed to update it. Instead,
by a combination of default, misunderstanding, and apathy, Americans
have gotten locked into a new set of market structures that set worker
against worker to the disadvantage of all but big business. This new struc-
tural environment generates a cruel paradox: the pursuit of self-interest,
which is both individually rational and the source of the bounty of free
markets, ends up hurting ordinary workers. Worse still, none can escape:
not to pursue one's self-interest while others do, is to consign oneself to
an even worse economic predicament. This is the logic of the infamous
"prisoner's dilemma," and it is easily illustrated.

The Stock Ownership Dilemma. Many Americans own small amounts of
stock. Each individual wants higher profits at the company in which he
owns stock, as this will increase the stock price. If these profits come
from reduced company wages, that's all right because the individual does
not work there. However, when all adopt this mentality, everyone is worse
off. The increased stock value pales by comparison with the decreased
value of wages, which represent the dominant source of income for work-
ing Americans. The sole beneficiary is the small group of the wealthiest
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Americans who own most of the stock. Despite this, each of us has a pri-
vate interest to canvas companies in which we hold stock to seek higher
profits through wage reductions—as long as it's not at our own place of
employment.

The Rat Race Dilemma. Most people want to make it to the top, and win
the prize of a high salary that goes with being at the top. To get there, they
try and distinguish themselves by working harder, which involves putting
themselves under increased strain and stress, reducing their community
involvement, and shortchanging their families of time and attention.
However, when their colleagues see them working harder, they too have
an incentive to respond by increasing their effort because they also want to
get to the top. Consequently, a rat race develops in which each tries to
outwork the other. From the start, only one can be top dog: yet, all have
an incentive to participate in a rat race that makes all but one worse off.

The Wal-Mart Dilemma. During the 1980s, the Wal-Mart chain of dis-
count stores spread across rural America. In its wake, it decimated down-
town business districts as local retailers and merchants could not compete
with Wal-Mart's buying power, which enabled it to offer lower prices.
Local residents, including the local merchants who were being driven out
of business, had an incentive to shop at Wal-Mart to get these lower
prices. Yet at the end of the day, communities were worse off, with down-
towns destroyed and higher paid dignified local business employment re-
placed by low-paying service work at Wal-Mart.

The Automobile Dilemma. Most people want cars that are safe and have
good gas mileage. To get a little more safety, people may buy a slightly
bigger car, and sacrifice a bit of mileage. However, when one person buys
a bigger car, it makes persons driving smaller cars less safe as they are more
likely to be hurt in collisions. Drivers of small cars then have an incentive
to buy slightly larger cars, so that none are safer. In this fashion, people
may end up driving large low-mileage cars that leave everyone worse off.

These are a few examples of how prisoner-dilemma-type problems per-
meate markets. Each person rationally pursues his self-interest, which is
exactly what free markets are supposed to thrive on. Yet, at the end of the
day, this can make everyone worse off. However, not to pursue self-inter-
est while others do, makes individuals even worse off: consequently, there
is no opting out.
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Not only do these problems apply to individuals, but they also apply to
governments as can be seen from the following examples.

The Tax Auction Dilemma. Recently, many state governments have
been giving generous business tax exemptions either to attract new busi-
ness or to get existing business to stay. However, when the state next door
(consider New York and New Jersey) sees that its neighbor is giving such
exemptions, it too has an incentive to give exemptions. As a result, an
auction of tax exemptions develops. By such means, New York may ulti-
mately be able to persuade business to stay, but the resulting lower tax
revenues must be made up by additional property taxes on households.

The High Interest Rate Dilemma. Financial capital is highly mobile in
today's globalized financial markets. International money now flows be-
tween London, New York, and Tokyo in search of the highest interest
rate, and these flows can trigger an exchange-rate crisis if they happen in
large sudden fashion. To guard against this possibility, countries try to
keep their interest rates fractionally above the global average. However,
if one country follows this strategy, then others are obliged either to fol-
low or face an exchange-rate crisis. Yet, when every country adopts this
strategy, the result is to push up the global average interest rate, resulting
in higher interest rates everywhere.

The implications are clear. The prisoner's dilemma is a problem that per-
vasively afflicts both individuals and governments, and it derives from the
structural arrangements governing markets. During the course of this
book, we shall see it reappearing over and over again. Resolving the prob-
lems it poses, requires establishing market governance structures that pre-
vent destructive pursuit of self-interest that ends up harming all. Estab-
lishing such governance structures is a matter of collective choice rather
than individual action, and it is in this sense that politics comes before
economics.

STRUCTURAL KEYNESIANISM VERSUS
ECONOMIC NATURALISM

Structural Keynesianism recognizes the need for institutional design that
promotes economic well-being. This recognition of the significance of
"design" contrasts with the dominant economic philosophy of the day,
which I term economic naturalism. The latter rests on an appeal to nature
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and views the economy as a product of nature: hence, the appeal to
the notion of a natural rate of unemployment, a natural rate of interest,
and a natural rate of growth. This appeal brings with it rhetorical ad-
vantage because, by implication, everything else is unnatural. More than
that, it brings with it an economic mentality that can be termed economic
fatalism. If the economy is fixed by nature, then there is little we can
do about it. Instead, we just have to lump it and live with it. Of course,
this appeal to nature is not politically neutral: it ends up favoring the
status quo.

The triumph of economic naturalism over the American mind is the
ultimate source of our current fatalistic attitudes, which maintain that the
economy is beyond our influence. Hence, globalization and the domi-
nance of business are viewed as inevitable outcomes, and we should be
grateful that there are jobs and that wages do not fall.

Structural Keynesianism stands in stark contrast to economic natural-
ism. Whereas the latter sees the economy as predetermined and given, the
former sees it as the outcome of choices. Whereas the latter promotes
policy fatalism, the former promotes policy activism that seeks to create
prosperity by design. There are constraints on prosperity: these are peo-
ple's attitudes to enterprise, the wealth of a country as measured by its
natural resources and factories, and the level of knowledge and technolog-
ical advance. However, that said, the extent to which these endowments
produce prosperity, and the manner in which that prosperity is shared,
depend on the design of our economic institutions and laws and the eco-
nomic policies we adopt.

ECONOMICS AND THE E N D
OF THE COLD WAR

Economic naturalism dominates the American mind. Its dominance was
reinforced by the Cold War, which continues to exert an influence despite
its finish. A widely held belief is that the end of the Cold War signaled the
triumph of free-market capitalism, and that henceforth only one type of
economic system would be viable.6 Moreover, that economic system is the
one we already have, so that the economic question is settled de facto and
there really is no choice.

For those at the top of the income distribution, this is a comforting
story. However, this claim rests on a false dichotomy that contrasts a
Utopian laissez-faire capitalism with extreme Soviet-style authoritarian-
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ism. The reality is that capitalism has always come in a range of forms, and
today we are edging toward a return to the extreme form that character-
ized conditions before the New Deal. The triumph of this "no choice"
mentality has therefore become another obstruction obscuring the real
problem of establishing "the capitalism" that works best.

Scanning the world's economies is revealing of the range of capitalisms,
and the same is true for the history of the American economy. Thus, the
capitalism of the period 1950-1970 represents a different capitalism from
that of today. Whereas the former worked for Main Street America by
sharing the fruits of economic growth, current arrangements pit citizen
against citizen in a vicious struggle that redounds to the benefit of the few
who own and manage America. Viewed in this light, the message from the
end of the Cold War is not the end of choice, but rather that America must
choose whether it wants yesterday's Main Street capitalism or today's
Mean Street capitalism.

During the Cold War, both sides engaged in vigorous ideological prop-
agandizing on behalf of their respective economic systems; the Soviets
peddled Utopian communism, whereas America peddled Utopian capital-
ism. The collapse of the Soviet Union left the propaganda of Utopian com-
munism completely discredited, but America's triumph left the propa-
ganda of Utopian capitalism intact. As a result, America remains burdened
by its Cold War ideological baggage.

The ideological character of the Cold War meant that discussion of the
fundamental nature of the economy was out of bounds, and instead
America claimed to have permanently solved the economic problem. This
claim was reinforced by historical circumstance after World War II,
whereby military spending, the rebuilding of Europe and Japan, the re-
forms associated with the New Deal and the G.I. Bill, and the accumula-
tion of five years of pent-up World War II consumer demand, all com-
bined to push the U.S. economy onto a trajectory that provided twenty
years of growth and spreading prosperity. The result of this confluence of
events was that Americans came to believe their own ideological rhetoric,
claiming to have permanently solved the economic problem. In the pro-
cess, the very language needed for talking about the economy was forgot-
ten. The end of the Cold War therefore poses a challenge that requires
Americans relearn how to talk about the economy. Rather than signalling
the triumph of a fictitious Utopian capitalism, the choice is between Main
Street capitalism and Mean Street capitalism.

12
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LESSONS FOR EUROPE

Though this book is principally about the American economy in that it
uses American economic data to make its arguments, both the central
thesis and many of the specific arguments also apply to the economies of
Western Europe. The transition to Mean Street capitalism is more ad-
vanced in America, but there are powerful forces seeking to accelerate
the transition in Europe. The arguments are therefore directly relevant to
European debates over free trade, the role of unions, and the role of gov-
ernment in ensuring full employment and a fair distribution of income.
Taken in isolation, each of these policy debates can appear as specific and
contained in nature. Considered collectively, their resolution will deter-
mine whether European Main Street capitalism is replaced by its Mean
Street cousin.

Fortunately, there are a number of reasons to be optimistic about the
outcome. These include the existence of the European Community, the
foundations for which were established in the 1950s. The Community's
institutions embody the optimistic outlook that characterized that period
of European renewal, and this outlook is built into its legal charter and
organizational culture. A second reason for optimism is the structure of
European politics. In Europe, there exist well-defined mainstream labor
parties, and trade unions view themselves through a historical lens that
commits them to broad concerns with national economic and social pol-
icy. This widens the scope of public debate and contrasts with America,
which lacks a labor party. However, Europe has its own political prob-
lems. Whereas cultural politics is America's great distraction, in Europe
there is the persistent danger of reactionary nationalist politics, which can
be used to hijack the economic debate.
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Making Sense of the Economy and Economics

ECONOMIC advance has waned for larger and larger numbers of
people, an understanding of the roots of prosperity has become ever more
vital. In this climate of economic stagnation and insecurity, politicians and
economists have pushed competing and conflicting policies. Naturally, all
claim to be acting in the best interests of ordinary Americans. However,
ordinary Americans seem ever less certain of how the economy actually
works, what is the cause of the vanishing American dream, and whose
policies will really improve their economic condition.

This confusion is manifested in two ways. First, there is an increasing
skepticism with the rosy prognostications of professional economists,
whose analysis is so deeply at odds with most workers' real-world experi-
ence. Second, the lack of an alternative intellectual framework promotes
a tendency to fall back on an uncritical faith in the ingrained myths about
market economies and the "invisible hand." All that is good is then as-
cribed to the invisible hand, whereas all that is bad is ascribed to govern-
ment or other scapegoats such as trade unions, affirmative action, or
womens' participation in the labor force.

In making sense of the economic world, ordinary Americans are caught
in a bind: they neither know who to believe, nor how to thoughtfully
evaluate the conflicting policy prescriptions they are offered. The goal of
this book is to fill this void, and provide a simple coherent framework for
understanding how the economy works, how we have gotten to where we
are, and how we can make viable policy changes that will restore a rising
standard of living for all.

There are many popular books on the economy. Some sell on the basis
of their sensationalism, be it optimistic or pessimistic, whereas others
tap into particular issues in a timely fashion. In these books, authors
provide their own interpretations of the issue at hand and usually end with
a lament that everything would be so much better if policymakers would
only follow their recommendations. No doubt there is some of this in the
current book. However, where as other books provide a set of arguments
related to a particular issue, they provide no overarching framework for
thinking about the economy that can be used to address other questions
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as and when they arise. Providing such a framework is an intrinsic goal of
this book.

For professional economists this framework is called a model of the
economy, but in lay parlance it simply means a view of how the economy
works. I hope that readers will find the suggested framework useful in
many other instances, be it watching the Jim Lehrer News Hour or read-
ing an economic feature in Time magazine. Getting things right requires
that ordinary people be able to assess the logic of the competing economic
policies they are offered.

T H E ECONOMY: CREATIVE DESTRUCTION
AND CONFLICT

Behind the slow dismantling of prosperity and the return of economic
insecurity, stands the economics of business domination that is built on
unfettered tooth-and-claw capitalism. Accounting for the revival of busi-
ness domination involves two interacting components: (1) the underlying
economy in which the forces of market competition and conflict are
played out, and (2) economic policy and its impact on the economy.

At the core of the argument developed in the ensuing pages lies a vision
of the economy. My friend and former colleague Bob Heilbroner has a
wonderful saying about economics, which is that "The best kept secret in
economics is that economics is about the study of capitalism." This book
is about the economy, and it is therefore unabashedly about capitalism.
Such economies are characterized by a process that Joseph Schumpeter
called "creative destruction."1 According to this process, entrepreneurs
and firms are motivated by the desire for profits, and they engage in a
constant search for new products and methods of production. This search
is the mainspring of technological progress and economic growth, but
just as it brings new products to market and increases the efficiency of
production, it also renders existing products and methods of production
obsolete: hence, the combination of "creation" and "destruction."

A capitalist economy is also a place of conflict, with different groups
competing over income distribution. In effect, this conflict determines
how the fruits of creative destruction are divided. Modern economics is
full of talk about capital and labor as "physical inputs" in the production
process. However, though it is happy to use these categories to describe
inputs, it denies their social dimension. In doing so, it suppresses the es-
sential presence of conflict within the economic process.
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This presence of conflict is not incidental to the operation of free-mar-
ket economies; rather, it is of central import because conflict determines
the distribution of income between wages and profits. The distribution
of income in turn affects the purchasing power of households, and this
determines the robustness of mass-consumption markets on which mod-
ern industry is predicated.

Moreover, not only does the distribution of income affect current eco-
nomic conditions, it also affects the speed and character of creative
destruction. Income distribution affects business conditions and employ-
ment, and both of these act as spurs to innovation. Robust business con-
ditions mean that firms can confidently launch new products, while full
employment provides an incentive to reduce labor costs through technical
innovation.

This process of conflict, with all its ramifications for economic prosper-
ity, is deeply affected by the pattern of business organization because the
pattern of organization can affect the balance of power between capital
and labor. The pattern of organization is itself subject to persistent change
because business is dynamic and constantly evolving. Sometimes this
change is extremely rapid, and sometimes it is glacially slow.

The leitmotiv of this evolutionary process is the search for profit. Thus,
firms have evolved from single-owner family businesses, to partnerships,
to privately owned limited-liability companies, to publicly owned limited-
liability companies quoted on public stock exchanges. Production has
been governed by different regimes ranging from artisan-based craft pro-
duction to mass production. Taylorist methods of production focus on
detailed time and motion studies of worker activities: Fordist methods of
production focus on maximizing output from mass-production assembly
lines. Horizontally diversified conglomerates own businesses in unrelated
industries: vertically integrated conglomerates own businesses that cover
every stage of production from initial fabrication of parts, to assembly,
to distribution. The multinational corporation conducts business in many
countries.

Within these corporate forms, the excercise of control may be central-
ized or decentralized: control over some activities such as manufacturing
assembly may be decentralized, whereas control over finance and research
and development may be centralized. Today, organizational innovation
continues at a rapid pace through the development of subcontracting, use
of temporary workers, the creation of strategic alliances between firms,
and production licensing arrangements.
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Balance of Power
between Capital and Labor

Economic Organization < Creative Destruction

Fig. 2.1. The interaction among economic organization, the balance of power
between capital and labor, and the process of creative destruction.

The evolution of business organization is both cause and consequence
of the process of creative destruction. This interactive process is illustrated
in figure 2.1. The process of creative destruction changes the pattern of
business organization, which then changes the balance of power between
capital and labor. Changes in the balance of power in turn loop back and
affect the underlying process of creative destruction by giving firms fresh
incentives either to innovate and consolidate their advantages, or to rem-
edy their disadvantages.

The search for profits is the impulse behind creative destruction. This
search can either take the form of interfirm competition in which firms
seek to drive out their rivals, or it can take the form of a struggle between
capital and labor with firms seeking a relative advantage over their work-
ers. Interfirm competition enlarges the national economic pie, and has the
potential to make everyone better off. Capital-labor struggle is more am-
biguous: frequently, it is not the size of the pie that is at stake, but rather
the division of the pie and how it is sliced in terms of profits and wages.
Indeed, firms may even adopt organizational techniques with large super-
visory bureaucracies that produce a smaller economic pie, if this increases
the size of the slice going to profits.2

Viewed from a Schumpeterian perspective, the economy is never in sta-
sis. Instead, it constitutes a dynamic world in which firms struggle with
firms for competitive advantage, and business struggles with labor to re-
duce the wage share. An underlying argument of this book is that the
industrialized economies have been undergoing a process of rapid struc-
tural change that has put labor at a disadvantage in its unspoken contest
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with business. This process has been especially prominent in the U.S.
economy, and it has destroyed the Golden Age that characterized the pe-
riod from 1945 to 1970. This golden age of prosperity was marked by
stable employment, low unemployment and a distribution of income fa-
vorable to labor: it has been replaced by unstable employment, higher
unemployment, and a distribution of income favorable to capital.3

Behind this shift in power lies such developments as the maturation of
the multinational corporation, the decline of trade unions, the develop-
ment of global subcontracting that allows firms to rapidly shift production
across countries, and free trade that has exposed U.S. workers to the
threat of replacement by the hundreds of millions of pauperized workers
around the world. The exploration of the causes and consequences of
these developments is a core element of this book.

T H E SIGNIFICANCE OF ECONOMIC POLICY

Consideration of the causes of structural change serves to introduce eco-
nomic policy, which has also played a prominent role in the emergence of
Mean Street capitalism. Economic policy is extremely important for the
operation of the economy. Monetary and fiscal policy directly impact eco-
nomic activity: the former concerns the control over interest rates by the
Federal Reserve, while the latter involves control over government spend-
ing and tax rates to influence economic outcomes. Both monetary and
fiscal policy affect how much after-tax income people have, the level of
government employment, interest rates, and the cost of borrowing. These
factors in turn impact the level of demand for goods and services, thereby
directly affecting employment and unemployment.

In addition to directly affecting the level of economic activity, policy
influences the economy's structure. Thus, the economic climate affects
labor's bargaining power: tight labor markets strengthen labor's position,
whereas high unemployment weakens it. Labor legislation and industrial
regulation also affect labor's power by determining the ease with which
firms can lay off their workers. Welfare legislation and unemployment
benefits affect labor's power by reducing the cost of unemployment to
workers, thereby giving workers greater confidence and bargaining power
in their dealings with firms. Lastly, labor's power is also affected by firms'
ability to replace strikers, by the rules governing union formation and
union busting, and by tariffs affecting the relative profitability of locating
production overseas.
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Economic Policy
(welfare, labor and employment law,

trade policy, monetary and fiscal policy)

Balance of Power
between Capital and Labor

Economic Organization < - Creative Destruction

Fig. 2.2. The effect of economic policy on the balance of power between capital
and labor, and thereby on the process of creative destruction.

These impacts of economic policy are captured in figure 2.2 which
shows how policy influences the balance of power between capital and
labor. Welfare and labor market regulations have a direct influence by
providing workers with protection against the threat of unemployment:
monetary and fiscal policy have an indirect influence that works by lower-
ing unemployment and making more jobs available to workers.

As is shown in the ensuing chapters, the political dominance of business
and the intellectual dominance of laissez-faire has meant that economic
policy over the last twenty years has consistently worked against labor and
in favor of business. Economic policy has therefore been a significant in-
gredient in the establishment of business domination, and economic pol-
icy bears significant blame for the demise of the American dream.

This feature represents a dramatic reversal from the period 1945 to
1970, during which policy was predicated on a stance that was tilted in
favor of labor and explicitly directed toward acheiving full employment.
During this period, the value of welfare and unemployment benefits in-
creased, thereby strengthening labor's bargaining power. Simultaneously,
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monetary policy kept interest rates low, while fiscal policy pumped spend-
ing on defense and the nation's infrastructure into the economy. Expan-
sionary monetary and fiscal policy therefore contributed to keeping un-
employment low, and this also helped labor.

ECONOMIC KNOWLEDGE AND THE FORMATION
OE ECONOMIC POLICY

The above observations reveal the major significance of economic policy.
This prompts the question of why the direction of economic policy has
changed. It is at this point that the economics profession enters. Paradox-
ically, today economists stand somewhat discredited and accused of irrele-
vancy: yet, they have played a real albeit concealed role in the drama of the
downsizing of the American dream. In an often quoted passage at the end
of his magisterial General Theory, Keynes wrote: "[T]he ideas of econo-
mists and political philosophers, both when they are right and when they
are wrong, are more powerful than is commonly understood. Indeed the
world is ruled by little else. Practical men, who believe themselves to be
quite exempt from any intellectual influences, are usually the slave of some
defunct economist. Madmen in authority, who hear voices in the air,
are distilling their frenzy from some academic scribbler of a few years
back."4 Today, as ever, both policymakers and the public are guided by
the scribblers, whose influence is so gradual and imperceptible that it goes
unnoticed and unexamined.

The importance of the economics profession lies in the fact that it pro-
duces what society takes for economic knowledge, and it thereby deter-
mines our vision of how the economy works. This vision is central to the
establishment of economic policy, because it defines what policies are
deemed viable and appropriate. In this fashion, economic knowledge indi-
rectly sets the bounds of policy, and policy then impacts the economy.
Moreover, the effect of the economics profession is often immediate and
direct, because in many instances the actual policymakers are themselves
economists or are directly advised by economists.

Today, the economics profession has adopted an intellectual view that
is implicitly anti-labor and pro-business. The reasons for this shift involve
a complex sociology that includes the fact that big business is now the
dominant social force. Business also pays many of the bills in academia by
endowing professorships and directly funding economic research and the
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establishment of business schools. This inevitably promotes a pro-busi-
ness agenda because business is not keen to fund research that is critical
of it. Lastly, there has been a generalized conservative drift in society at
large, and as members of society, economists have themselves been af-
fected by this drift.

As a result of this pro-business leaning, economists have consistently
advocated policies that have disadvantaged working America. The evi-
dence is visible across a wide range of issues. Thus, there has been wide-
spread adoption of theories claiming that monetary and fiscal policy can-
not lower unemployment and that government and the Federal Reserve
should not try to stabilize the economy in the face of business cycle fluctu-
ations. Government is itself characterized as a burden on the economy,
rather than as contributing to economic well-being through the provision
of infrastructure, education, and public health, and through the provision
of a social safety net that removes the threat of impoverishment.

Economic theory is also anti-labor, with economists consistently claim-
ing that high and rigid wages are the cause of unemployment. In effect,
labor is blamed for the scourge of unemployment, a scourge which would
be eliminated if workers would just take pay cuts. Unions are consistently
presented as driving up unemployment by raising wages: similarly with
minimum wages. Both are presented as distortions of the natural market,
and the economist's policy recommendation is that government should
seek to eliminate them.

Side by side, economists have been pro-business in their support of free
trade, without regard to its adverse effects on employment, wages, and the
distribution of income. Moreover, this support is in complete disregard of
conventional trade theory, which unambiguously shows that by uniting
American labor markets with the surplus labor markets of the Third
World, free trade will inevitably drive down wages.3

The philosophical core of modern economics is laissez-faire. This phi-
losophy embodies the belief that market outcomes are the product of
autonomous forces. Moreover, these forces ensure that all (workers,
corporate executives, and owners of industry) get paid what they are
worth. Behind this story is the assumption (euphemistically referred to as
perfect competition) that no one has any power in the market, so that
labor and capital supposedly stand on an equal footing when it comes to
the battle over the distribution of income. Adam Smith, the creator of the
invisible-hand metaphor, knew better. Thus, over two hundred years ago,
he wrote:
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[T]he common wages of labor depend everywhere upon the contract
usually made between two parties, whose interests are by no means the
same. The workmen desire to get as much, the master to give as little as
possible . . . It is not, however, difficult to forsee which of the two parties
must, upon all ordinary occasions, have the advantage in the dispute . . .
In all such disputes the masters can hold out much longer. Many work-
men could not subsist a week, few could subsist a month, and scarce any
a year without employment. In the long run the workman may be as
necessary to his master as his master is to him, but the necessity is not so
immediate.6

THE NEED FOR A NEW ECONOMIC VOICE AND
A NEW ECONOMIC CONVERSATION

The significance of the economics profession extends beyond its techno-
cratic impact on economic policy because economists also inform the pop-
ular understandings of the economy held by ordinary people. Every year,
hundreds of thousands of students absorb this vision of the economy. In
this fashion, undergraduate training in economics has become a condi-
tioning of the American mind that promotes acceptance of the economic
status quo.

This conditioning helps explain the public's acceptance of laissez-faire
policies regarding labor laws and the treatment of trade unions, the role of
government, and free trade. Within the conventional undergraduate
training, big business is represented as the efficient outcome of a natural
order based on the market's invisible hand, whereas interventions to re-
dress the uneven balance of power are represented as unnatural. Accord-
ing to laissez-faire, markets naturally ensure that people get what they
deserve, unemployment is the result of high wages, and collective action
by labor is bad because it interferes with the individual exchange on which
the market process depends. However, though both collective action by
labor and labor market regulation are represented as unnatural distor-
tions, the same is not true when it comes to the interests of business.
Thus, corporate capitalism, predicated on pooled holdings of capital and
the legal protections conferred by the law of limited liability, is not repre-
sented in these terms.

Despite the partisanship embuing the current state of economic knowl-
edge and education, there are grounds for optimism regarding the
possibility of opening thinking about the economy, the causes of our past
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successes, and the changes needed to ensure future prosperity. Within
popular culture, there have always been two voices for speaking about the
economy. The first is the voice of laissez-faire individualism. This voice
links with other culturated images of American history in which frontier
individualism produced American greatness. The second is a darker voice
that speaks of the economy as a site of conflict and exploitation. Accord-
ing to this voice, low wages and unemployment can arise owing to an
uneven balance of power that gives rise to unequal income distribution.
Somewhat surprisingly, these two voices are used by both rich and poor,
by the broker on Wall Street and by the machinist in Peoria, Illinois.

The voice of laissez-faire individualism remains dominant. Yet, many
people are increasingly skeptical regarding its claims of a natural economic
order. The "silent depression" of the last twenty years has produced too
many job losses, too much economic insecurity, and too many years of
stagnant wages and declining prospects.7 This has produced a combina-
tion of skepticism and anger: both are double-edged. Skepticism can sig-
nal a willingness to listen to an alternative voice: it can also produce
apathy. Anger can provide the energy for change: it can also result in
scapegoating and a backlash that experiments with an even more extreme
version of laissez-faire. Indeed, this may well characterize recent political
conditions that have been marked by moves to repeal the structures imple-
mented during the New Deal era, institutionalize deflationary policy, can-
nibalize the regulatory role of government, and expose labor to the full
threat of expatriate production based in the Third World. The danger is
that, even if only temporary, such a backlash can lock in institutional ar-
rangements that will prove hard to reverse.
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Plenty of Nothing: An Overview

C,CHAPTERS 1 and 2 have laid out a broad canvas describing the anat-
omy of the economic process. It is now time to begin blocking in the
details of how the hollowing of the American dream has come about. The
underlying thesis is that there has been a slow dismantling of mass pros-
perity in the American economy. The driving force behind this process is
a precipitous reconfiguration in the balance of power among business,
government, and labor, and this has produced an economics of business
domination. The result has been increased economic insecurity and in-
equality of income distribution, with a small minority garnering the lion's
share of economic growth, while the rest see no gain and even consider-
able slippage.

The American economy remains the largest economy in the world.
Continental in scope, stretching from the Atlantic to the Pacific, it inevita-
bly dwarfs the economies of other smaller countries. It is also an extra-
ordinarily productive economy, and in 1994 the Council on Competitive-
ness said that the U.S. economy had regained its ranking as the most
competitive economy in the world.

Though the American economy consistently produces a massive and
expanding output, this does not mean that ordinary Americans are pros-
pering. Far from it, many Americans are struggling economically. The few
at the top have seen consistently large increases in income over the last
twenty years. Contrastingly, the mass of the American middle class has
experienced stagnant incomes, while the size of the middle class has been
shrinking.

A starting point for making this claim is the evolution of median family
income, which is shown in table 3.1. The median family represents the
family that is exactly in the middle: 50% of families receive more income,
and 50% receive less. The table reveals two things. First, there is a down-
ward trend in the rate of growth, which was 2.8% per annum in the period
1947-67, and has fallen steadily since then. Second, in the most recent
period, 1989-95, median family income fell 0.6% per annum: this is evi-
dence of outright economic regress.
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TABLE 3.1
Median Family Income and Growth of Median Family Income, 1947-95 (1995 dollars)

Tear 194'/ 1967 1973 1979 1989 1995

Income
Period
Annual growth

19,088
1947-67

2.8%

33,305
1967-73

2.6%

38,910
1973-79

0.6%

40,339
1979-89

0.4%

42,049
1989-95

-0.6%

40,611

Source: Mishel et al., 1997, p. 44.

TABLE 3.2
Shares of Family Income Going to Various Groups,

1947-95 (percent)

Lowest fifth
Second fifth
Third fifth
Fourth fifth
Top fifth
Top 5%

1947

5.0
11.9
17.0
23.1
43.0
17.5

1973

5.5
11.9
17.5
24.0
41.1
15.5

1989

4.6
10.6
16.5
23.7
44.6
17.9

1995

4.4
10.1
15.8
23.2
46.5
20.0

Percent Change
1973-95

-20.0
-15.1

-9.7
-3.3

+ 13.1
+29.0

Source: Mishel ctal. (1997, p. 53).

Table 3.1 reveals the deterioration in economic performance for the
median family. However, concentrating on a single family fails to reveal
the full scope of the problem. This becomes more evident from inspection
of the distribution income shown in table 3.2. This table shows a massive
increase in income inequality and is revealing of the about-face in eco-
nomic performance. During the Golden Age that ran from 1945 to 1973,
every income group except the top fifth saw their income share increase.
Moreover, within the top fifth, the share going to the very top 5% also
declined. Since then, the situation has completely reversed. Every income
group except the top fifth has been losing income share, and the composi-
tion of the top fifth has itself become more unequal, with the top 5%
increasing their share. All the gains of the Golden Age have been reversed,
and America is more unequal than it was in 1947.

An interesting feature is that this process of declining well-being and
increased income inequality is now starting to eat its way up the food
chain. Tables 3.1 and 3.2 provide some indication of this. Median family
income grew until 1989, albeit at a declining rate, but has since declined:
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Lowest fifth
Second fifth
Third fifth
Fourth fifth
Top 80-90%
Top 90-95%
Top 5%

Family

CHAPTER

TABLE 3.;

3

5
Income Growth, 1979-94

Average Family Income"

1979

10,088
24,527
38,254
53,775
72,210
91,816

166,465

(1994 dollars)

1989

9,741
24,224
39,031
57,914
81,055

105,674
241,862

1994

8,875
22,151
36,641
55,792
79,386

107,504
259,093

Percent

1979-89

-3.4
-1.2

2.0
7.7

12.2
15.1
45.3

Change

1989-94

-8.9
-8.6
-6.1
-3.7
-2.1

1.7
7.1

Source: Mishel et al. (1997, p. 60).
* Includes single-person families.

though the rich have gotten richer, income inequality has increased
among the top 20%, with the top 5% gaining more than the next 15%.
Table 3.3 confirms this claim. It shows that only the bottom 40% lost
income during the period 1979-89, and everybody else gained. In the
period thereafter, however, everybody except the top 5% has lost. Having
cut out the bottom, the process of expanding profits and top incomes at
the expense of the rest has started moving up the food chain. This new
reality is reflected in middle management's fears of downsizing. The les-
son is that middle and upper-middle class households are vulnerable to
the same process that has afflicted lower-income workers: we are all in the
same economic boat, though we may get tossed out at different times.

The deterioration in income distribution is mirrored in the buying
power of wages (which economists refer to as real wages). Thus, average
real weekly wages (measured in constant 1995 dollars) of production and
nonsupervisory workers (who make up 80% of wage and salary employ-
ment) was $469.44 in 1973: by 1995, weekly wages had declined to
$395.37, a decline of 15.8%. Average hourly wages of production and
nonsupervisory workers peaked in 1973 at $12.72 (constant 1995 dol-
lars): by 1989, they had fallen to $11.87. The decline has continued
through most of the 1990s, reaching $11.46 in 1995. Hence, the 1994
cover story in Time Magazine of "Boom for Whom?"

This ongoing decline is captured in table 3.4, which shows median
(i.e., the middle person's) hourly wages for both men and women. These
figures show a decline of 6.1% for men over the period 1989-94, while
women's wages stagnated. The table also shows a narrowing wage differ-
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TABLE 3.4
Trends in the Median Hourly Wage for Men and

Women, 1989-94 (in 1994 dollars)

Men
Women
Ratio

Median

1989

11.98
8.76
0.73

Hourly

1992

11.47
8.84
0.77

Wage

1994

11.24
8.74
0.78

Percent Change
1989-94

-6.2
0.0
6.8

20.2
46.8
33.0

22.1
63.3
14.7

21.0
47.0
31.9

22.6
61.2
16.2

Source: Baker and Mishel (1995).

TABLE 3.5
Distribution of Household and Individuals' Income Relative

to the Median (percent)

1967 1979 1989 1995

Household Income in 1995 dollars
Under $15,000 24.0 21.0
$15,000-50,000 56.2 49.7
Over $50,000 19.8 29.3

Individuals (income relative to median)
Less than 50% 17.9 20.0
50-200% 71.2 68.0
Over 200% 10.9 11.9

Source: U.S. Bureau of the Census (1996) and unpublished tables
by John McNeil, cited in Mishel et al. (1997, p. 77).

ence between men and women, but this narrowing occurred only because
men's wages fell. Such conditions have provided fertile ground for the
white male backlash that has provided the fuel for the nation's culture
wars. Regrettably, this backlash has only served to obscure the real cause
of middle-class decline, which is a shift in the balance of power in favor of
capital over labor. The argument that will be made in the balance of this
book is that this shift has been brought about by the process of creative
destruction, and it has been furthered by economic policies that have fa-
vored business interests.

These adverse trends in income distribution and wages have been ac-
companied by growing economic insecurity reflected in the shrinking of
the middle class. This shrinkage is captured in table 3.5, which shows that
America has been splitting into two societies of rich and poor. Thus, the
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TABLE 3.6
Distribution of Families by Income Class (constant

1990 U.S. dollars)

Percent of Families

Income Class 1973 1990

Upper, Above $75,000 8.6 12.3
Middle, $25,000-374,999 59.7 54.5
Lower, $0-$24,999 31.8 33.3

Source: Peterson (1994, p. 57).

share of households making between $15,000 and $50,000 has declined
from 56.2% in 1967 to 47.0% in 1995, while the number of persons earn-
ing 50% to 200% of the median income has shrunk from 71.2% of all
persons to 61.2%.

A similar tale is revealed in table 3.6, which shows how the percentage
of families earning between $25,000 and $74,999 shrunk between 1973
and 1990 from 59.7% to 54.5% of all families. The middle class therefore
contracted by 10%. At the same time, the lower class increased. True,
there was also a large increase in the percentage of upper-income families,
but it must be remembered that remaining middle-class families are in-
creasingly clustered in the lower middle class (i.e., closer to $25,000 in-
comes rather than $74,999 incomes) owing to the decline in median
wages. The shrinking of the middle class, combined with a declining share
of income for all but the top 20% of households, means that not only are
most Americans not participating in the growth of the American econ-
omy, but many are actually receiving a shrinking slice of the national pie.

Such a pattern marks a break in the history of the American dream, and
contrasts with the Golden Age of prosperity that marked the twenty-five
years between 1945 and 1970. During this period, the American econ-
omy expanded at the tremendous rate of 3.5% per year, and there was an
enormous democratization of prosperity as huge numbers entered the
middle class. Indeed, an entire new working middle class was created, as
blue collar workers came to enjoy the benefits of home ownership, and
high wages gave them the ability to pay for household appliances, new
cars, and regular vacations.

Why has this process of expanding and spreading prosperity come to an
end? This is the question that this book addresses, and this chapter pro-
vides an overview of what has caused the demise of the Golden Age.
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Though the story makes for dismal reading, there is a silver lining: it is
possible to restore the Golden Age. However, doing so will require Amer-
icans to recognize that mass prosperity can only be restored by design.
Relying on the hope that markets automatically work in the interests of all
flies in the face of the evidence of the last twenty-five years.

CAPITAL MOBILITY AND THE RISE OF BUSINESS POWER

A key element behind the emergence of the disordered economy is a shift
in the balance of power within the economy. As noted in the previous
chapter, capitalist economies are marked by a process of creative destruc-
tion, which continually gives birth to economic innovations that are the
ultimate foundation of our prosperity. However, who gets to enjoy the
fruits of these innovations depends on the bargaining process between
workers and business that determines the distribution of income.

Sometimes this bargaining process is explicitly visible, as in the case of
bargaining between big unions (such as the auto and steel workers) and
large corporations (such as General Motors and U.S. Steel). However,
most of the time it is an invisible process, as small groups and individual
workers implicitly bargain with firms over pay. In these situations, workers
use the threat of quitting or reducing work effort and job commitment if
pay conditions are inadequate. The relative bargaining strength of work-
ers and business is therefore crucial to the outcome of this subterranean
conflictual process.

The relative bargaining strength of business and workers depends on a
host of factors. One critical factor is the state of the economy, because
unemployment serves to weaken worker power. Thus, running the econ-
omy with persistently higher rates of unemployment hurts workers. In this
regard, obsessive anti-inflation policy predicated on high interest rates has
consistently and systematically injured workers' bargaining power. Other
dimensions of economic policy have also reduced workers' power, and
these include reductions in the scope and scale of the social safety net and
the promotion of wage competition through free trade.

Economic policy is one important ingredient in the emergence of the
disordered economy; increased capital mobility is another. Business cor-
porations are driven by the search for profits, and these can be earned
either through innovation and head-to-head competition with other firms
or by attacking labor and cutting wages. The ability to redistribute from
wages to profits depends on the ease with which firms can threaten to fire

29



CHAPTER 3

and replace existing workers with unemployed workers, or the ease with
which they can relocate production to other sites where cheaper labor is
available. The greater this ease, the more powerful is business relative to
labor because the threat to replace becomes credible, and workers are
therefore compelled to make wage and benefit concessions.

Over the last twenty-five years there has been a remaking of the struc-
ture of the American economy, which has increased the mobility of pro-
duction and lowered the costs of replacing workers. This restructuring has
been the result of forces internal to the market process, as well as the result
of politically sanctioned economic policies of deregulation and free trade.
With regard to the former, the process of creative destruction has been
directed to the creation of new technologies that facilitate replacement. It
has also enabled flexible production that can be moved from region to
region, both within and between countries. These are the hallmarks of the
new lean and mean corporate environment.

This increased flexibility is built on the new microelectronic technolo-
gies that have vastly improved communication and information-process-
ing capabilities. These technological advances have made it feasible to
manage production in multiple distant locations, so that multinational
corporations are now the rule rather than the exception. The new technol-
ogies have also contributed to the automation of production, which has
lessened reliance on labor. Together, the changes have increased the
relative power of firms, which is built on the credible threat of either re-
placing existing workers with unemployed workers or shifting production
to other locations.

In addition, there have emerged new firms such as Manpower, Inc.,
which specialize in the supply of temporary workers. Thus, firms have
easy access to temporary replacement labor that can be used to undermine
the power of existing employed insider labor. In the 1980s, temporary
agencies accounted for 4.4% of U.S. job growth, whereas in the 1990s
they have accounted for 13.8%.J In 1973, the temporary and personnel
services industry accounted for 0.3% of total employment: by 1995, it had
risen to 2.1%. Though not a huge number, the effect of this new industry
comes from its threat effect: firms do not actually have to use such ser-
vices; they just need them available as an option. In this case, the threat of
replacement is credible, and the power of firms relative to that of workers
is increased.

This increased threat has been rendered more potent by the higher
rates of unemployment that have prevailed since 1974. In such an envi-
ronment, scarcity of jobs means that laid-off workers must face longer
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periods of unemployment in the event they are let go, and this makes
workers more willing to grant concessions. Moreover, these changed cir-
cumstances have been exacerbated by an increase in corporate America's
willingness to replace workers. This new willingness to replace was given
official sanction in the early 1980s when the Federal government openly
and visibly crushed the strike by air-traffic controllers (the PATCO strike),
and used the massive resources of the government to quickly and clinically
find replacement controllers.

UNIONS, LABOR LAW, POLITICAL CULTURE,
AND THE DECLINE OF SOLIDARITY

Another important element in the shift in the balance of power between
labor and capital has been the decline of solidarity among American work-
ers. Ultimately, the causes of this decline are sociological and political, but
it has had important consequences for the distribution of income. This is
yet another example of how sociology and politics affect economic out-
comes. In essence, the decline in solidarity has facilitated a corporate strat-
egy of divide and rule, and has increased the credibility of replacement
threats as a means of getting wage concessions. With the demise of soli-
darity, workers know that replacement is a real possibility, because the
taboos against scabbing no longer serve as a constraint on potential re-
placement workers.

The most visible sign of the breakdown of solidarity is the decline in
trade union membership. Unionization rates peaked at 35% of the total
employed workforce in 1955 and have fallen to a mere 14.5% of the total
workforce in 1996. Moreover, 42% of unionized workers were employed
in the government sector in 1996. Thus the private sector is almost com-
pletely free of unions, having a unionization rate of only 10.1% in 1996.

The decline in unionization among private sector workers is vividly cap-
tured in figure 3.1, which shows how private sector unionization rates
steadily increased from 1933 to 1953. In the next seventeen years
(through 1970), unionization rates gradually fell from 35.7% to 29.1%.
Since 1970, however, the decline has been precipitous and persistent, so
that by 1994 the private sector unionization rate was a mere 10.9%—well
below what it was in 1933.

This decline in the size of unions has had major consequences for wages
and employment security because unions have a positive impact on wages
in both unionized and nonunionized industries. The reason for the posi-
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Fig. 3.1. Unionization rate among private-sector employees. Source: Dembo and
Morehouse 1995; 1996 data provided by Bureau of Labor Statistics, "Union
Members in 1996," January 1997.

tive effect on nonunion wages is that nonunionized firms are willing to
pay higher wages to reduce the incentive for their workers to join unions.
Consequently, when unions were a significant force in the private sector,
nonunion private sector wages received a major boost.

As unions have declined in size, workers in the nonunion sector have
suffered since firms have taken back the higher wage ("wage premium")
they previously paid to prevent unionization. Within the unionized sector,
unions have been forced into a persistently defensive stance, so that union
workers have not shared in productivity gains as they did in the years of
the Golden Age. However, union workers still receive higher wages and
benefits than workers in the nonunionized sector. Table 3.7 shows the
extent of the union wage and benefit premium earned by union workers.

Unfortunately, this premium has all too often been interpreted as cause
for envy and resentment: the reality is that strong unions pull up all wages.
Tables 3.2 and 3.3 showed how the greatest loss of income share has been
in the bottom two quintiles of the income distribution. At the same time,
the decline in unionization rates has also been greatest among workers in
the bottom two quintiles of the income distribution.2 The connection is
clear: where unionization rates have declined the most sharply, wage stag-
nation and worsening income distribution has been most pronounced.
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TABLE 3.7
Union Wage and Benefit Premium in 1995 (U.S. dollars)

All Workers
Union
Nonunion
Premium (%)

Blue collar
Union
Nonunion
Premium (%)

Wages

16.69
13.35
25.0%

16.81
11.21
50.0%

Insurance

2.24
0.98

128.6%

2.34
0.94

148.9%

Pension

1.15
0.42

173.8%

1.31
0.31

322.6%

Compensation

22.40
16.26
37.8%

23.07
14.14
63.2%

Sourer. Mishel et al. (1997, p. 199).

The reasons for the decline of unions are multiple. Certainly some
blame lies with the unions, which allowed themselves to become per-
ceived as a special interest, while some unions have also had problems with
corruption. The most extreme example of this was the Teamsters Union
with its links to the Mafia, which ultimately led to a temporary govern-
ment takeover of the union under Federal racketeering laws. Such cases
tended to tarnish the entire union movement, and the politics of the
union movement are such that it is difficult for individual unions to speak
critically about events in other unions.

However, the real causes of the decline in unions have been labor laws
and our national economic and political culture. With regard to law, the
1930s was a period of advance for unions with rights to form unions,
bargain collectively, and strike being enshrined in the Wagner Act of
1935. This right was soon undermined by the Supreme Court's decision
in National Labor Relations Board v. Mackay Radio & Telegraph Co.
(1938), which gave employers the right to permanently replace striking
workers. In doing so, it gravely undermined the substance of the right to
strike. Even more important was the Taft-Hartley Act of 1947, which
profoundly and lastingly undermined union strength. First, it prohibited
secondary boycotts (i.e., sympathetic strikes); second, it extended the
concept of unfair labor practices to include actions by unions; third, it
made the closed shop illegal, preventing unions from requiring firms to
make union membership a condition of employment.

Employers have been able to exploit the deep conflict of interest among
workers unleashed by the outlawing of closed shops. This conflict of inter-
est is built on the prisoner's dilemma, illustrated in figure 3.2. There are
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Not Join Union

Fig. 3.2. Union membership as an instance of the prisoner's dilemma.

two individuals, A and B. Each can choose to join a union or not join a
union. Joining a union is costly because one must pay dues to support the
union organization and strike fund. If both join, then they get maximum
wages (box 1); if neither joins, then they get minimal wages (box 4).
Closed-shop laws would ensure that both join. In the absence of such
laws, firms can exploit private interest to undermine unions. Thus, they
can offer nonunion workers a slightly lower wage while saving them union
dues: individual workers then have an incentive to defect from the union.
In this fashion, box 4 comes to dominate. However, as workers defect
from unions, union power erodes and so does the union wage. As the
union wage erodes, employers can lower the wage they pay their non-
union workers, and the economy ends up in box 4 with low wages. In the
absence of closed shops, the problem of the prisoner's dilemma relent-
lessly asserts itself.

The illegality of sympathetic strikes has also profoundly undermined
union power relative to firms. Moreover, this prohibition is becoming
increasingly important in our globalized economy, in which firms are mul-
tinational in character and have production facilities around the world.
The adverse consequences for union workers are illustrated by the 1997
strike against the Goodyear Tire & Rubber Company. In response to a
strike at its U.S. production facilities, Goodyear simply declared that it
would increase production at its Brazilian and Mexican operations and
import this substitute production. The only way to stop this tactic would
be a secondary boycott by dock workers, who would refuse to unload
Goodyear's tire imports. However, this is illegal. In the new globalized
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environment, dock workers must now de facto actively help companies in
defeating other unions.

Antiunion labor law is one cause of the decline in union power; our
national economic and political culture has been another. The closed shop
is one way out of the prisoner's dilemma; solidarity among workers is
another. If workers have a sense of solidarity, understand the necessity of
trade unions, and see how firms actively seek to divide and rule, then they
can voluntarily join unions and frustrate business in its attempt to increase
profits at the expense of wages and benefits. However, achieving such an
outcome requires an understanding of the economic realities.

Such understanding is filtered through popular economic and political
culture. Within the United States, this culture has worked against unions.
In the early 1950s, the environment of high employment promoted wage
growth and employment security, in stark contrast with the depression
years before World War II. During this period, corporate America was
willing to pay higher wages owing to the strength of unions, and because
it sought to prevent a revival of an active political left such as had begun
to emerge in the 1930s. These objective social and political conditions
provided the basis for what many still refer to as the "social contract"
between business and workers. The important point is that this social con-
tract did not come into being because of a sudden bout of goodwill on the
part of corporate America. Rather, it was a result of strong unions com-
bined with the political threat that had been generated by the Great De-
pression and which remained in place through the existence of the Soviet
Union. The underlying anatagonism between business and labor re-
mained fully intact, but labor temporarily had the upper hand.

Unfortunately, the success of the social contract led Americans to be-
lieve that the essential conflict of interest between business and labor was
an issue of the past. Rather than recognizing that the strength of labor was
the reason for the social contract, Americans chose to believe that corpo-
rate America had changed the color of its spots. The economic prosperity
of the 1950s in turn led working Americans to believe that the economic
scourges of unemployment and depression had been permanently elimi-
nated by a combination of the institutional reforms of the New Deal and
the new economic stabilization policies associated with the Keynesian rev-
olution in economic governance. In this environment, it was easy to be-
lieve that there was no longer a need for unions to even the balance of
power between labor and capital.

Unions also bought into this point of view. Hence, they became in-
creasingly inward looking, with each union focusing on the particular
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group of industrial workers it represented, with little regard for the inter-
ests of other workers. These industrial unions were then able to ride
the coattails of American industry, which was enormously profitable
owing to strong demand conditions and the absence of foreign competi-
tion resulting from the destruction of European and Japanese industry in
World War II.

Despite their positive impact on wages throughout the economy, the
growing differential between union and nonunion wages led to wage
envy. This envy, combined with the perception of unions as a special inter-
est, led to increasing alienation between unionized and nonunionized
workers. Corporate America also actively sought to drive a wedge be-
tween union and nonunion workers. This has been particularly evident in
corporate America's promotion of a job competition between the Rust
Belt and the Sun Belt. This has involved shifting Rust Belt union jobs to
the nonunionized Sun Belt, while simultaneously fostering the claim that
high-paid union workers are inefficient and raise prices at the expense of
everybody else's well-being: the reality is that unions raised wages for all
and held down profits.

The belief that the social contract rendered unions no longer necessary,
the special interest tag acquired by the union movement, and the anti-
union offensive of corporate America have all taken their toll. The result
has been a lack of interest in unions and an unwillingness to support the
codes of solidarity and opposition to scabbing that are the foundation of
union strength.

Instilling such an attitude requires reversing the popular economic
construction of unions, which derives from conventional economics. The
latter represents unions as a form of "market failure," interfering with
the natural process of free and voluntary exchange based on individual
preferences. Behind this view lies the philosophy of economic naturalism
discussed in chapter 1. Institutions such as unions, and interventions
such as the minimum wage, are represented as distortions to the natural
market: the policy recommendation is that government should seek to
eliminate them.

The reality is that unions are a correction of market failure, namely
the massive imbalance of power that exists between individual workers
and corporate capital. The importance of labor market bargaining power
for the distribution of income, means that unions are a fundamental prop
for widespread prosperity. Weakening unions does not create a "natural"
market: it just creates a market in which business has the power to
dominate labor.
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The notion of perfect natural markets is built on the assumption that
market participants have no power. In reality, the process of labor ex-
change is characterized not only by the presence of power, but also by
gross inequality of power. An individual worker is at a great disadvantage
in dealing with large corporations that have access to massive pools of
capital and can organize in a fashion that renders every individual dispensi-
ble. Recall the earlier quote from Adam Smith, who, even in the age of
artisan production, wrote: "In the long run the workman may be as neces-
sary to his master as his master is to him, but the necessity is not so imme-
diate." Unions help rectify the imbalance of power in labor markets, and
they therefore correct market failure rather than causing it.

Another important element explaining the decline of unions has been
American political culture. The period of communist paranoia initiated by
Senator Joseph McCarthy in the 1950s, turned the climate against labor
in general. During the 1930s, when millions of Americans had been un-
employed, unions grew enormously and were in the forefront of struggles
to prevent firms from using the threat of unemployment to drive down
wages. As representatives of labor, trade unions inevitably shared some of
the rhetoric and symbols of the Soviet Union, which had unilaterally cast
itself as the nation of industrial workers. It did not matter that there was
no similarity between democratic unionism and authoritarian commu-
nism: it was enough that the Soviets used some of the same symbols. As a
result, the anticommunist fervor that infected most Americans, also
tainted attitudes toward unions. In effect, the legitimate opposition to the
totalitarianism of the Soviet Union was exploited to undermine the stand-
ing of trade unions in the American mind.

Ironically, this "Red scare" mentality likely contributed to the drift
toward narrow industrial unionism. In the paranoid political environment
of the 1950s, the anticommunist campaign which was notionally against
the Soviet Union, was used to attack all forms of progressive and social
democratic political action. Traditional unionism, which strove for eco-
nomic justice and better pay and working conditions, inevitably fell within
the purview of this anticommunist campaign. Consequently, the politi-
cal climate of America in the 1950s demanded that union leaders retreat
from a social democratic program inclusive of all workers and instead
become narrow industrial unions. In conforming to the mentality of the
Red scare rather than confronting it, unions sowed the seeds of their own
future weakness. This was because narrow industrial unionism inevitably
got cast as a parochial special interest without connection to the interests
of nonunionized workers.
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In sum, the widespread prevalence and strength of unions was an im-
portant component in the spread of mass prosperity in the twenty-five
years after World War II. Yet, the role of unions in this process was little
understood, and the culture became increasingly hostile toward them.
Thus, once prosperity was achieved, unions increasingly came to be seen
as an anachronism that could readily be done away with. The ensuing
decline in unions, combined with the growth in business power arising
from increased capital mobility, have both contributed to the ending of
Golden Age Main Street capitalism and promoted a return to an earlier
Mean Street capitalism. Such an interpretation of the causes and effects of
declining union membership reveals the significance of public under-
standings and attitudes for the establishment of economic prosperity.

THE INSTITUTIONALIZATION OF DEFLATIONARY BIAS

As mentioned earlier, an important element in the determination of the
balance of power between workers and firms is the rate of unemployment.
The higher the rate of unemployment, the greater the relative strength of
firms: workers are intimidated by the consequences of job loss in an econ-
omy with high unemployment. Moreover, when unemployment is high,
it is harder to enforce taboos against scabbing because unemployed work-
ers have families to support and must find work.

During the period of the Golden Age, the rate of unemployment in the
American economy was persistently below 5%, but since then it has stead-
ily risen. In the period 1951-74, the average unemployment rate was
4.65%: in the period 1975-93, it was 6.97%. At the moment, the United
States is enjoying an economic boom, and the average unemployment rate
for the period 1994-6 was 5.7%. The temporary presence of this boom
can obsure the longer trend, which is that the average unemployment rate
since 1974 has been almost 50% higher than it was in the earlier Golden
Age period.

The combination of high unemployment and weakened unions have in
turn allowed business to use the threat of replacement to intimidate labor.
Two recent highly publicized instances where firms defeated strikes by
using replacement workers were the 1994 strikes at Caterpillar and Fire-
stone Rubber Company.3

Why has unemployment been so much higher? An important part of
the explanation is change in the direction of economic policy. During the
period of the Golden Age, economic policy had an expansionary tilt, and
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full employment was deemed a national priority. Since then, there has
been a retreat from full employment, which has become increasingly char-
acterized as a special-interest policy designed to help those who cannot
help themselves in a competitive market economy. In place of full employ-
ment, the Federal Reserve has substituted an obsessive concern with infla-
tion that has given monetary policy a persistent deflationary bias. Thus,
the Federal Reserve now treats a 1% increase in inflation as if it were worse
than an increase of 1% in unemployment.

The Fed's elevation of inflation as public enemy number one has been
facilitated by popular misconceptions about inflation. The public roundly
dislikes inflation. In part, this is due to the incessant claims of politicians,
economists, and the media that inflation is bad. In part, it is attributable
to the fact that the great stagnation of the 1970s coincided with higher
inflation, and this coincidence led people to believe that higher inflation
caused the stagnation. Most importantly, it is because people have con-
flated the "wage squeeze" with inflation. Inflation refers to rising prices;
the wage squeeze refers to prices rising faster than wages. However, peo-
ple tend to call any situation in which prices are rising faster than wages as
one of high inflation, even though prices are rising slowly.

This changed policy stance is illustrated in the Fed's response to im-
proved employment conditions. Whenever there have been indications of
a tightening of labor markets, which is to the workers' advantage, the Fed
has responded by raising interest rates. This was vividly illustrated in
1994. Over the course of the year, the Federal Reserve raised its target
interest rate six times, with the first increase coming in February, and the
last coming in November. This was followed by a further half-point raise
in January 1995, and as a result short-term interest rates almost doubled
from 3% to 5.9%, while the six-month T-bill rate rose from 3.25% to 6.5%.
These increases in interest rates came just as the economy finally began to
show promise of a real recovery that would help ordinary American fami-
lies through rapid job creation and tightening labor market conditions.
Such developments presaged a swing in the balance of labor market power
favoring workers and offered the prospect of higher wages: it was exactly
this outcome that the Federal Reserve was opposed to.

The official justification for the increase in interest rates was that the
economy was showing signs of increasing inflation. Thus, once again, in-
flation was placed ahead of jobs on the Fed's priority list. However, as
Papadimitriou and Wray (1994) have shown, there was absolutely no
plausible evidence that inflation was accelerating. Instead, the Federal Re-
serve was simply flying blind, merely choosing indicator variables reflect-
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ing nothing more than a hunch that inflation was about to rise in order to
justify interest-rate hikes.

Recently (1996-7), the Fed's motivations have become even more
transparent owing to its new policy focus on the employment cost index
(ECI). This index measures the costs of wages, salaries, and benefits, and
it is a favorite inflation indicator of Fed Chairman Alan Greenspan. The
index has been rising at an annual rate of just under 3%, but there is still
no evidence of an actual acceleration in price inflation. Despite this, many
at the Fed have been claiming that the ECI suggests that such an accelera-
tion is imminent, and interest rates should be raised in anticipation. Their
argument is that prudence demands that the Fed act now, because an
ounce of prevention is worth a pound of cure.

The Fed's focus on the ECI reveals its true colors. In effect, the Fed has
taken on for itself the role of regulating the distribution of income and
seeks to do so in a manner favorable to business. If working Americans are
to share in the growth of productivity, then wages must grow. The need
for wages to grow is illustrated in equation (3.1).

Growth of purchasing power wages = growth of
dollar wages - inflation (3.1)

The growth of the purchasing power of wages is equal to the growth of
dollar wages minus the rate of inflation. Dollar wages must therefore rise
at the rate of inflation just to hold people's standard of living intact. If
people are to actually enjoy a rising standard of living, then wages must
rise even faster.

If workers are to share equally in productivity growth, then wages
must grow at the rate of inflation plus the rate of productivity growth.
With the Fed seeking to hold wage growth equal to the rate of inflation,
it has effectively locked working Americans into a situation of stagnant
wages.

The Fed's focus on the ECI is even more harmful because much of the
increase in the ECI is attributable to higher medical insurance costs,
which are themselves driven by the increased profits of the insurance com-
panies, the managed-care providers, and the drug companies. Thus, what
looks like a wage gain turns out, on closer inspection, to be a profit gain.

National income consists of wages, interest, and profits. Since 1988,
the corporate profit rate has almost doubled, and the increase in profit
income has far exceeded the rate of inflation. Much of this increase has
come at the expense of wage growth. In 1996, the before-tax profit rate
was 11.39%, while the after-tax profit rate was 7.57%. The previous peak
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in the before-tax profit rate was 11.29% in 1966. Since 1988, both the
before- and after-tax profit rates have increased almost 50%. When profits
have been growing rapidly, the Fed has felt no obligation to act and slow
down such growth. Only when wage income begins to hold its own does
the Fed step on the economic brakes.

Why has the Federal Reserve shifted to this antiworker policy? The
argument, developed in detail in chapter 7, is that the Federal Reserve is
committed to monetary policy with a deflationary bias because such a
policy advances the interests of Wall Street and financial capital. In effect,
the Federal Reserve has been captured by special interests representing the
banking and financial community, and these special interests are now pro-
jected as national interests. The incessant beating of the inflation drum
provides a cloak that obscures how our most powerful economic policy-
making institution has been captured by America's financial community
to the detriment of working family prosperity.

How did this capture come about? Explaining this capture involves a
complicated train of investigation that shows how conservative economic
theory, developed by laissez-faire economists under the rhetoric of free
markets, came to dominate the economics profession and the counsels of
economic policy making. This theory now provides the justification for
the deflationary and antilabor policies followed by the Federal Reserve.
Initially restricted to right-wing think tanks, the free-market ideology of
conservative economics spread into the academy during the 1970s. This
spread was facilitated by the economic turmoil caused by the successive oil
shocks of the 1970s. These shocks generated unavoidable inflation and
economic dislocation, and conservative economists opportunistically ex-
ploited them to blame the policies of the Golden Age as the cause of
inflation. The dislocations of the 1970s therefore provided a critical win-
dow of opportunity for the revival of conservative economics, and today
it dominates the economics profession, with the profession in turn validat-
ing conservative economic policy.

DEFLATIONARY FISCAL POLICY AND THE ATTACK
ON GOVERNMENT

Fiscal policy is another area where conservative economic theory is now
being used to institutionalize deflationary policy. The policy arguments
being advanced to justify deflationary fiscal policy are examined in detail
in chapter 8.
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Fiscal policy is concerned with government spending and tax policies.
Understanding how fiscal policy affects the economy is somewhat techni-
cal. The basic principle is that government spending increases economic
activity by pumping spending into the economy. Tax cuts can also in-
crease economic activity if they put money into the pockets of the middle
class, but they have less effect if they are directed toward the wealthy, who
tend to save the tax cut rather than spend it. However, both tax cuts and
government spending need to be financed by government borrowing.
This causes the national debt to grow, and government then has to pay
interest on the debt. Thus, tax revenues increasingly become used to pay
debt interest. Moreover, since the government debt is largely owned by
the wealthy, interest on the debt becomes a way in which middle-class tax
payments are paid over to the wealthy. This is one of the dangers of exces-
sive debt accumulation.

During the 1980s, fiscal policy had a strongly expansionary tilt as the
U.S. government ran huge budget deficits. This expansionary tilt was
based on defense spending and tax cuts, and it helped mitigate the defla-
tionary stance adopted by the Federal Reserve. However, the 1980s policy
mix of high interest rates (tight monetary policy) and big deficits (loose
fiscal policy) was unwise and unsustainable. It was unwise because high
interest rates reduced corporate investment spending and capital accumu-
lation, which are the lifeblood of economic growth. High interest rates
also contributed to the redistribution of income, as ordinary households
had to make higher interest payments on their mortgages and consumer
debts. The policy mix was unsustainable because the deficits caused a mas-
sive increase in the national debt that ultimately threatened to bankrupt
the government.

Given this, there has been a move to eliminate the budget deficit, but
now the pendulum has swung to the opposite extreme, with proponents
of laissez-faire seeking to downsize government and institutionalize defla-
tionary fiscal policy. The proposed new policy threatens to generate an
equally unwise policy mix in which both fiscal and monetary policy are
pointed in a deflationary direction, and the new mix risks sending the
economy into a prolonged tailspin. What is needed is balanced fiscal pol-
icy that addresses some of the inequities in income distribution, combined
with looser monetary policy that will lower interest rates and promote
growth.

With regard to the fiscal policy of the Reagan-Bush presidencies, it
should be noted that, though they had a temporary favorable effect on the
economy, the policy was never intended as a policy for helping working
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TABLE 3.8
Publicly Held Federal Debt and Interest Payments (billions U.S. dollars)

Interest as Percent Interest as Percent
Publicly Held Interest of Government of Government
Federal Debt Payments Spending Revenue

1980 $709.8 $52.5 8.9 10.2
1992 $2,998.8 $199.4 14.4 18.3

Source: Economic Report of the President (1997, p. 367) and author's calculations.

people. The fact that policy did stimulate the economy was an accidental
by-product of the financial raid on the Treasury. This raid awarded huge
personal tax cuts to the wealthiest echelons of society, while leaving mid-
dle-class tax burdens unchanged. In addition, corporations were given
enormous tax breaks (in the form of accelerated depreciation allowances)
and the right to sell tax losses among themselves. The result was a huge tax
subsidy to corporate profits, and, because the wealthy own corporate
America (the top 5.2% of households own 51.1% of all directly and indi-
rectly held stock, including mutual funds, IRA or Keogh plans, and de-
fined contribution pension plans), this subsidy effectively went to the rich
and contributed to the worsening of income distribution.

From an eagle-eye vantage, the wealthy were given a massive tax cut
that enabled them to buy the government debt needed to fund the deficit
created by the tax cut. This debt was sold at extremely high interest rates
(owing to the tight monetary policy pursued by the Federal Reserve), and
the U.S. government is now burdened with paying it back. The effects of
these policies are captured in table 3.8, which provides data on the gov-
ernment debt and interest payments. Between 1980 and 1992, Federal
debt increased 300%, and interest payments as a percentage of govern-
ment spending and revenues rose approximately 80%. In 1996, the federal
deficit was $107.3 billion: the increase in interest payments over the
twelve years of the Reagan-Bush presidencies was $146.9 billion; in the
absence of their deficits, there would be a budget surplus today.

Though not normally talked about in such terms, the Reagan-Bush
budgetary and interest-rate policies effectively set in place a process for
recycling middle-class tax payments into the pockets of the wealthy be-
cause ownership of bonds is massively concentrated among the wealthy.
Wolff (1996) showed that the top 1% of wealthiest households own
62.4% of all bonds: the next 9% own 28.9% of bonds. Thus the top
10% own 90.3% of bonds; whereas the bottom 90% own 8.7%. Massive
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deficits, financed at historically high interest rates, have therefore been a
means of effecting a major adverse redistribution of income and wealth. In
this fashion, policy has exacerbated trends that were already in place in the
private sector.

The policy of massive deficits has had lasting negative consequences on
both the economy and American politics. Ordinary Americans were of-
fered the rhetoric of tax cuts, but never received any, so that their tax
burdens remained unchanged. At the same time, to prevent the deficit
from exploding, there have been cuts in social programs, cuts in infra-
structure investment, and cuts in education spending. These forms of
spending are the channels through which the middle class gets value for its
tax dollar. The net effect of these combined developments has been to
erode middle-class support for government.

Interest payments on the debt have now boxed in government and re-
strict it from playing its historical role as an economically expansionary
and progressive force. Concern with the deficit and the huge national
debt, combined with the induced disenchantment with government, now
fuel the push for a balanced budget amendment. By this means, economic
conservatives hope to disable government permanently and knock it out
of the economic picture.

If passed, the balanced-budget amendment would institutionalize de-
flationary fiscal policy. The traditional textbook interpretation is that the
policy would be destabilizing because it would promote tax cuts during
booms, which would further fuel the boom by increasing consumer spend-
ing. Taxes must be cut in booms because tax revenues go up in booms, and
to balance the budget government would have to cut taxes. Similarly, in
recessions when tax revenues go down, government must raise taxes,
thereby reducing consumer spending and worsening the recession.

An even greater impact would likely come through the effect on the
size and quality of government. Because the Federal Government is run-
ning a deficit, obtaining budget balance will require fiscal tightening.
With tax increases being political suicide, such tightening will likely be
achieved by permanent expenditure cuts, which will take government
spending out of the economy. It will also further diminish the quality of
government services, and contribute to the continued vicious circle
whereby government is underfunded so that government does not solve
the problems it claims to. This in turn makes it look like government
should be abandoned.

Moreover, the reduction in the size of government will likely have re-
verberating adverse effects for workers throughout the economy. Not
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only will government workers lose, but private-sector workers will also be
adversely affected because the expansion of the government sector has
historically been a structural factor promoting higher wages and employ-
ment security in the private-sector. Government employment has pro-
vided an alternative to private-sector employment, thereby setting a base-
line for wage and benefit conditions. In a sense, government employment
has had a positive effect on private-sector employment in the same way
that unions have a positive effect on wages in the nonunionized sector.
Moreover, government employment is largely immune to economic fluc-
tuations, and this has helped stabilize the economy by providing a sig-
nificant bloc of employment that is not subject to cyclical fluctuation.
Thus, shrinking government will not only undermine conditions of em-
ployment in the private-sector by removing the option provided by gov-
ernment jobs, but it will also increase the insecurity and uncertainty of
private-sector employment by reducing government's stabilizing influ-
ence on the economy.

THE INTERNATIONALIZATION OF DEFLATION

Another area where there has been increasing institutionalization of defla-
tionary bias is the international economy. These developments concern
both the arenas of international trade and international financial markets.
The issue of international trade is examined in detail in chapter 9, while
the question of international finance is taken up in chapter 10.

In the realm of international trade, there has been an increasing push
for globalized free trade, as evidenced by the passage of the North Ameri-
can Free Trade Agreement (NAFTA) and the General Agreement on Tar-
iffs and Trade (GATT). Most economists have asserted that free trade is
good for American workers, and they have persistently pushed for the
elimination of tariffs. However, these economists draw no distinction be-
tween types of trade, so that trade with West Germany is treated as if it
were identical to trade with Indonesia or India.

Without doubt trade can be beneficial by promoting product choice
and lower prices through international competition. However, trade
ceases to be good when it rests exclusively on wage differentials. In this
case, it becomes an implicit instrument for battering down wages and
pushing up profits. This possibility forces a reconsideration of free trade
that involves distinguishing trade between different types of countries and
different economic systems. Conventional economics argues that because
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domestic trade (i.e., trade within the United States) is good, international
trade must also be good. But such logic misses a critical point, namely,
that all domestic trade takes place within a common economic system.
However, international trade often takes place across different systems,
and this introduces the notion of systems competition.

The key feature of trade based on systems competition, is that free trade
can become a force for implementing the lowest standard, thereby setting
in place a race to the bottom. Consider the case of United States-Indo-
nesia trade. The Indonesian system is based on pauperized wages, no
environmental protections, no worker safety laws, and no employer obli-
gations to provide for social security and other employee benefits. Con-
sequently, costs of production are lower in Indonesia, and free trade
therefore sets up competition between the Indonesian and U.S. systems.
Thus, trade becomes a means for promoting wage concessions. Moreover,
to the extent that the American system of social and environmental pro-
tections becomes viewed as a cause of cost disadvantage and job loss, it
unleashes political pressures for repeal. In this fashion, ill-considered free-
trade arrangements promote a race to the bottom, with trade serving to
undermine the wages and well-being of American workers. Unfortu-
nately, it is exactly this type of free trade that has been advocated by econ-
omists and businessmen and implemented by governments.

Side-by-side with developments in the realm of international trade, de-
velopments in international financial markets have mitigated against the
pursuit of full employment policies. Here once again we see an interaction
between independent market developments and unwise policy. The devel-
opment of new electronic information and communication technologies
has contributed to a shrinking of the globe and increasingly interlinked
financial markets. Thus, wealth holders now have portfolios that contain
financial assets from around the world, and reductions in transaction costs
in financial markets have increased daily buying and selling. In addition,
prices across financial markets are now more closely linked, and financial
capital moves rapidly between countries in response to small differences in
interest rates, as capital seeks the highest rate of return.

These developments have been encouraged by economic policies in
many countries through the abolition of controls on international capital
movements. Such controls served to restrict destabilizing movements of
capital that undermined domestic economic policy. However, govern-
ments have been increasingly persuaded by economists, central bankers,
and the leaders of the financial community that these restrictions mitigate
against perfectly competitive markets and contibute to inefficiency. The
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removal of controls has promoted the emergence of global financial mar-
kets, and "hot" money now flows rapidly across borders to equalize inter-
est rates. As a result, domestic monetary authorities in many small coun-
tries have lost control over domestic interest rates, and they have therefore
lost the power to pursue expansionary policies through lower interest
rates. Worse than that, there is now pressure to raise domestic interest
rates to guard against the possibility of a sudden outflow of funds, thereby
producing a system with an upward bias to interest rates. This is one of the
reasons why interest rates have been so high over the last fifteen years.

Pressures for the institutionalization of deflationary bias have also been
operative in dealings with less-developed nations. Here, the key institu-
tions have been the International Monetary Fund (IMF) and the World
Bank. The irony is that both of these institutions were founded to facili-
tate global economic expansion and development. As with central banks,
these institutions draw their management from the ranks of bankers, while
their staff economists are drawn exclusively from mainstream economics
departments. These sociological features mean that these institutions have
a deflationary policy bias that is driven by management preferences and
the intellectual beliefs of their advisers.

Getting aid from these institutions, particularly the IMF, has therefore
been made contingent on implementation of "financial reform" programs
that involve disinflation, cutting welfare and government spending, de-
regulation, the abolition of capital controls, and the adoption of fixed
exchange rates to anchor domestic prices. This list of reforms effectively
serves to lock domestic monetary policy into a deflationary stance. As long
as this goal is achieved, IMF programs are unilaterally declared a success,
without regard to the induced problems of economic contraction and
worsened income redistribution.

CONCLUSION: FIXING THE DISORDERED ECONOMY

Over the last twenty-five years, the process of creative destruction has pro-
moted structural changes that have tilted the balance of power in favor of
business over labor and promoted declining wages. At the same time, the
economics of disinflation and fiscal austerity have come to dominate eco-
nomic policy. In the realm of monetary policy, the argument is that the
economy is handcuffed by a binding inflation constraint that compels an
unemployment rate of between 6% and 7%. Though theoretically con-
tested and empirically unsubstantiated, this argument has provided the
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necessary pretext for implementing deflationary policies favored by finan-
cial interests.

Having succeeded in implementing deflationary policy, supporters of
business domination have now embarked on a second stage that seeks to
repeal the New Deal by permanently shrinking government and eliminat-
ing government's role as provider of an effective social safety net for the
young, the aged, the infirm, and the unemployed. At the same time, the
U.S. economy is increasingly being locked into an international financial
and trading system that facilitates the mobility of capital, and opens U.S.
workers to wage competion from pauperized Third World workers. The
net result of these developments will be to further diminish labor's power
relative to business, thereby contributing to further declines in the wages-
of ordinary American workers.

The changes underway are accelerating the refashioning of the Ameri-
can economy. The transition from the Main Street capitalism of the
Golden Age to the Mean Street capitalism of our leaden age has been
taking place for twenty-five years. The longer this process goes on, the
harder it becomes to reverse, because the new business practices and inter-
national linkages become more deeply entrenched. Reversing this trans-
formation requires (1) addressing the imbalance in the distribution of
power across business and labor, and (2) replacing the deflationary bias in
economic policy with an expansionary tilt. Expansionary policy cannot
work unless an appropriate economic structure is in place, so that restor-
ing structural balance is a prerequisite for fixing the disordered economy.
However, the continued dominance of the fiction of a natural economy
has prevented this and led to fatalistic acceptance of the economics of
business domination. Structural Keynesianism challenges this fatalism.
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The State of the American Dream

GCHAPTER 3 provided some preliminary evidence on the downsizing of
the American dream, as well as providing a sketch of the causes. This chap-
ter documents the performance of the American economy in greater de-
tail. In a manner analogous to that of a lawyer, the chapter assembles an
array of evidence that reveals the adverse economic consequences of the
shift from the Main Street capitalism of the pre-1973 era to the Mean
Street capitalism of today.

The shift to Mean Street capitalism has manifested itself along four
dimensions. First, the economy is growing more slowly than in the past.
Second, the economy is running slacker and operating less efficiently than
before. Third, there has been a significant worsening of income distribu-
tion, with wages of ordinary workers actually declining over the last
twenty years. Fourth, workers are more economically insecure and subject
to greater levels of stress. Slower, slacker, more unequal, and less secure
are the hallmarks of the disordered economy. Economic booms may tem-
porarily ameliorate these conditions, but once the boom is over, they re-
assert themselves.

GROWING MORE SLOWLY

Figure 4.1 shows how the levels of output per-worker and output per
person in the U.S. economy have evolved over the period 1948-94.l In
1948, each employed worker produced $22,276 of output, and by 1994
this figure had grown to $43,425. Thus, if the economy were perfectly
egalitarian, and all workers were paid an equal wage and owned an equal
share of American business, then each would have had an income of
$43,425 in 1994. Output per person has also increased over this period
from $8,833 in 1948 to $20,508 in 1994. Thus, if the economy's output
were divided equally among every man, woman, and child, each would
have received an income of $20,508.

Figure 4.1 shows that output per-worker (which measures worker
productivity) and output per person have both risen steadily. Moreover,
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Fig. 4.1. Output per worker and output per person, 1948-94. Source: Author's
calculations based on CITIBASE data.

this rise has continued in the period after 1973, the year that dates the
end of the Golden Age. Figure 4.1 therefore reveals the tremendous
and growing productivity of American workers, which is a major piece of
good news.

It also helps resolve a basic misconception. All too often, it is claimed
that America can no longer afford high wages, a quality system of public
education, sound infrastructure, social security for the elderly, a system of
universal health care, and a social safety net that provides a reasonable
level of income protection. The data in Figure 4.1 firmly refute these
claims. America has a larger national income, both in total and on a per-
person basis, than ever before. If ordinary Americans feel that they cannot
afford these possibilities, it is not because the economic pie is too small.
Rather, it is because the pie is being divided in such a way that most Amer-
icans have been receiving a shrinking slice.

Though figure 4.1 contains this good news, it also hides bad news,
figure 4.2 provides another plot of per-worker output, along with a plot
of a hypothetical path of per-worker output based on the pre-1973 aver-
age growth rate. Between 1949 and 1973, per-worker output grew at an
average annual rate of 2.2%, but the growth of per-worker output slowed
to 0.6% in the period 1974-94. The steep broken line shows what output
per worker would have been if productivity growth had continued at the
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Fig. 4.2. Output per worker with pre-1973 trend, 1948-94. Source: Author's
calculations based on CITIBASE data.

Golden Age rate of 2.2% per annum. In 1994 actual per-worker output
was $43,425: if productivity had grown at its old rate, actual per worker
output would have been $62,099. Thus, it would have been $18,673
(43%) higher. This is a staggering amount, and shows how slow growth
gives rise to huge losses that cumulate over time owing to the power of
compounding.

Slower productivity growth has slowed the expansion of national in-
come, but at least it has been growing. However, when it comes to
worker's wages this is not the case. Figure 4.3 shows how average hourly
wages for production and nonsupervisory workers have evolved. Such
workers represent 80% of all workers: they exclude management and pro-
fessionals. Wages are stated in 1996 dollars. In 1959, the average hourly
wage was $10.64. Wages then rose steadily and peaked in 1973 at $13.58
per hour. Since then, they have declined and in 1996 stood at $11.82.
Comparing figures 4.1 and 4.3 reveals that though the economy has been
growing, ordinary workers have not been sharing in this growth.

This is the central fact of the disordered economy, and it has not been
corrected by the most recent boom. Even though the U.S. unemploy-
ment rate fell to a twenty-three year low of 4.9% in 1997, and the before-
tax profit rate hit an all time high of 11.4 percent in 1996, wages have
actually fallen over the current business cycle. In 1989, the average hourly
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Fig. 4.3. Real average hourly wage of nonsupervisory workers. Source: Author's
calculations based on CITIBASE data.
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wage was $12.14: in 1996, it was $11.82. Economic booms, which can
temporarily obscure much of the bad news, cannot obscure this.

There is no denying that average hourly wages have fallen. However,
some assert that this is because employee benefits have risen. Figure 4.4
firmly scotches this argument. It shows average productivity of produc-
tion and nonsupervisory workers and the typical compensation of such
workers, where compensation is denned to include benefits.2 Up until
1973, productivity and typical worker compensation moved closely to-
gether. In the mid-1970s, compensation started to fall behind but contin-
ued rising. Compensation peaked in 1978 (a little later than wages), and
since then has fallen steadily. Figure 4.4 reveals a fundamental disconnect
between compensation and productivity, the result of which is that ordi-
nary workers have not been sharing in productivity growth. This is the
most glaring symptom of the disordered economy.

RUNNING SLACKER

Not only is the economy growing more slowly with ordinary workers not
sharing in that growth, it is also running slacker and less efficiently, in the
sense of not using all available resources. Figure 4.5 shows the rate of
manufacturing capacity utilization, which measures the extent to which
the economy's machines and factories are being put to work. This series
fluctuates with the business cycle: in booms, capacity utilization is high, in
slumps it is low. Figure 4.5 shows a graph of manufacturing capacity utili-
zation. In the period 1948-73, average manufacturing capacity utilization
(MANCAPU1) was 83.6%; but in the period 1974-95, it fell to 80.4%.
This reveals how our factories have been systematically underutilized and
allowed to sit idle when they could have been put to work. The cost of
such idleness is lost output and income.

Just as the economy's factories and machines are being underutilized,
so too are American workers, as illustrated in figure 4.6, which shows the
rate of unemployment. Like the rate of capacity utilization, the unemploy-
ment rate fluctuates with the business cycle: in booms it goes down, and
in slumps it goes up. However, the critical fact is that the average rate of
unemployment was 4.8% in the period 1948-73, but it jumped to 6.8% in
the period 1974-94. This represents an increase of almost 50%. It means
that more workers who want to work are now unable to find work,
thereby wasting their productive skills and abilities. The lost output that
these workers could have produced is not the only bad: higher rates of
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Fig. 4.7. Average duration of a spell of unemployment, 1948-95. Source: Author's
calculations based on CITIBASE data.

unemployment reduce labor's bargaining power vis-a-vis business, and
this helps explain why wages have declined and workers have not received
their share of productivity growth.

This picture of worsened employment conditions is confirmed by a
number of other pieces of evidence. Figure 4.7 shows the average dura-
tion (measured in weeks) that unemployed workers have been unem-
ployed. In the period 1948-73, the average duration of a bout of unem-
ployment was 11.2 weeks, but in the period 1974-95, it rose to 14.7
weeks. Thus, if a worker becomes unemployed, he or she can now expect
to spend longer waiting to find a new job.

Figure 4.8 shows the extent of involuntary short time working by em-
ployed workers. In the period 1956-73, the average number of workers
on involuntary short time was 3.5%: in the period 1974-95, this number
rose to 4.6%. Thus, more workers are being forced to work less than they
would like to and must live with reduced wage income.

Lastly, figure 4.9 shows an index of help wanted. In the period 1948-
73, the average level of the index was 1.1; but in the period 1974-95, it
has fallen to 0.8. This indicates that, on average there are now relatively
fewer job vacancies at any time.
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In sum, manufacturing capacity is being underused, more workers are
unemployed, workers are spending longer periods of time unemployed,
more workers are on involuntary part-time work, and there are fewer va-
cancies for unemployed workers. Taken together, these conditions show
how the economy is failing to use the available resources, be they ma-
chines or people. Though individual firms may be highly efficient, the
economy as a whole is running slacker and less efficiently. This is wasteful
and has also increased the vulnerability of labor, thereby contributing to
the undermining of labor's bargaining power relative to business.

BECOMING M O R E UNEQUAL

Accompanying the slowdown in growth and the increase in the rate of
unemployment, has been an increase in the level of inequality. Figures 4.3
and 4.4 showed how average hourly wages and average compensation
have both fallen steadily since the mid-1970s. This fall has taken place
even though worker productivity has risen. Ordinary workers have been
cut out of productivity gains, which have accrued exclusively to profits
and persons at the top of the pay scale. The extreme example of this is
the increase in chief executive officer (CEO) pay, which has risen dramati-
cally over the last twenty years. This is reflected in the CEO-worker pay
gap shown in table 4.1. Whereas CEO pay was forty-one times average
annual factory worker pay in 1960, it rose to a multiple of 157 in 1992.
The trend appears to show no sign of abating, and in 1996 the average
CEO was paid 212 times the earnings of an average factory worker.3
This multiple is way out of line with conditions in other countries. In
Germany, the average CEO is paid thirty times the average production
worker; in Japan, the average CEO is paid 20 times the average produc-
tion worker.

CEO pay is the most visible manifestation of increasing inequality in
America. Table 4.2 compares the distribution of income in 1970 with that
in 1993. In 1970 the top 5% of households received 16.6% of total in-
come; by 1993, this had risen to 20%, which means that their income
share increased 20.5%. The highest fifth of households saw their share of
income increase from 43.3% to 48.2%, an increase of 11%. Meanwhile the
middle class—which comprises the second, third, and fourth fifths—saw
its share decrease from 52.7% to 48.2%, a decline of 8.5%. Finally, the
lowest fifth of society saw its income share drop from 4.1% to 3.6%, a
12% decline.
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TABLE 4.1
CEO-Worker Pay Gap (U.S. dollars, not adjusted for inflation)

1960 1970 1980 1992

CEO 190,383 548,787 624,996 3,842,247
Factory Worker 4,665 6,933 15,008 24,411
CEO multiple of

factory worker pay 41 79 42 157

Source: Business Week, April 26,1993.

TABLE 4.2
U.S. Income Distribution by Quintile and

Highest Five Percent

Quintile

Lowest Fifth
Second Fifth
Third Fifth
Fourth Fifth
Highest Fifth
Top 5%

1970

4.1
10.8
17.4
24.5
43.3
16.6

1980

4.2
10.2
16.8
24.8
44.1
16.5

1993

3.6
9.1

15.3
23.8
48.2
20.0

Source: Dembo and Morehouse (1995).

Estimates of the distribution of income and wealth constructed by Pro-
fessor Ed Wolff of New York University show that wealth is even more
concentrated than income. Wolff's estimates of the distribution of wealth
in 1992 are reported in table 4.3. This table reveals an extraordinary in-
equality in the distribution of wealth, which dwarfs that of income in-
equality. Ownership of wealth is analyzed by asset category, and decom-
posed by size of holdings. Thus, the top 1% of wealthy households own
49.5% of all stocks. Ownership of stocks is highly concentrated, with the
top 10% owning 86.3% of all stocks. This means that the benefits of en-
hanced corporate profitability accrue to the few. Conservative analysts
often like to claim that all Americans own stocks and that all therefore
benefit from rising stock prices. However, owing to the degree of concen-
tration of stock ownership, higher stock prices acheived by downsizing
and lower wages render the vast majority of Americans net losers. Almost
100% of their income is derived from wages, and they own little stock; any
capital gain on their holdings of stock is therefore swamped by the loss of
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TABLE 4.3
Percentage of Total Assets Held by Wealthy Class, 1992

Asset Type

Assets Concentrated among
Stocks
Bonds
Trusts
Business equity
Non-home real estate
Total for group

More Widely Held Assets
Principal residence
Deposits*
Life insurance
Pension accounts!
Total for group

Top 1%

the Wealthy
49.5
62.4
52.9
61.6
45.9
54.4

9.0
22.4
10.0
16.4
12.9

Next 9%

36.7
28.9
35.1
29.5
37.1
33.3

27.1
37.3
35.1
45.9
32.3

Bottom 90%

13.6
8.7
12.0
8.9
12.3
12.3

63.9
40.3
54.9
37.7
54.8

Source: Wolff 1996, cited in Mishel et al. 1997, p. 280.
" Includes demand deposits, savings and time deposits, money market

funds, and certificates of deposit.
| IRAs, Keogh plans, 401(k) plans, the accumulated value of defined con-

tribution pension plans, and other retirement accounts.

wage income. The notion that corporate America is owned by working
families is a myth of fantastical proportions. It is also a useful myth.

In sum, the distribution of income and wealth clearly reveals two Amer-
icas: the top 20% and the rest. If the top 10% are viewed as representative
of America, then America is indeed prospering. On the other hand, if the
bottom 80% are viewed as representative of America, then the American
economy is not delivering.

BECOMING MORE INSECURE

As economic growth has faltered and hourly wages have fallen, American
workers also have become increasingly insecure. This increase in eco-
nomic insecurity was vividly brought out in the week-long series on "The
Downsizing of America" that the New York Times ran in March of 1996.
The extent to which ordinary workers have been impacted is visible in a
range of statistics. The Times reported that, since 1980, 75% of house-
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Fig. 4.10. Jobs lost in the U.S. economy, 1979-95. Source: New York Times,
March 3, 1996, p. A27.

holds have had a close encounter with unemployment: a family member
had lost a job in 33% of households, while 40% of households knew a
relative or friend who had lost a job. One in ten adults acknowledged that
a lost job had precipitated a major personal crisis in their lives.

The increased insecurity of workers is evident in the permanently
higher rates of job loss. In the era of the Golden age, job losses tended to
be concentrated in periods of economic recession but tapered off in peri-
ods of economic boom. In the new era of economic insecurity, job loss is
a persistent threat that intimidates all worldng Americans. Moreover, the
consequences of job loss are more severe owing to the higher average rates
of unemployment. This increase in the rate of job loss is illustrated in
figure 4.10.4 In the recession years of 1981 and 1982, there were 1.94
million and 2.62 million job losses, respectively. In 1992, there were 3.43
million job losses; in 1993, there were 3.38 million; in 1994, there were
an estimated 3.34 million; and in 1995, there were an estimated 3.26
million. These last four years were supposedly a period of economic recov-
ery, yet job losses were almost 25% higher than they had been in the terri-
ble recession year of 1982. This indicates just how much more insecure
the labor market has become.

Not only is the rate of job loss up, but the cost of job loss has also
increased. From 1981 to 1983, workers losing jobs suffered a weekly pay
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cut of $62 per week (measured in 1994 dollars); in 1994, laid-off workers
suffered an average weekly pay cut of $85. A survey conducted in 1994
of full-time workers who lost jobs in 1991 or 1992 showed that 35%
got new full-time jobs at equal or higher pay, 25% got full-time jobs at
lower pay, 8% found only part-time work, while 8% became self-em-
ployed. The remaining 24% were still unemployed or had dropped out of
the labor force.

The increase in economic insecurity that characterizes the disordered
economy is captured in a telephone poll conducted by the New York
Times in March 1996. The Times polled 1,265 adults from throughout
the United States, where these persons were randomly selected from
the 36,000 active residential telephone exchanges. Here are some of the
results:

1. Fifteen percent were "very worried" that they or someone in their
household would lose their job in the next twelve months; 31% were
"somewhat worried."

2. Of all respondents, 9% felt "very insecure" economically, while 26%
said they felt "somewhat insecure." For those already hit by layoffs, the
situation was much worse: 29% said they were very insecure, while 26%
said they were somewhat insecure.

3. Seventeen percent said that it was "very unlikely" that the next
generation would have a better life than their parents, as measured by
living standard, better home, and better education; 32% said it was
"somewhat unlikely."

4. Fifteen percent of households reported that they had been forced
to work reduced hours within the last three years; 19% said they had
experienced a pay cut, while 7% said they had been forced to take a cut in
both hours and pay.

5. Seventy-two percent thought that the problem of layoffs and loss of
jobs was a "permanent problem."

6. Of respondents who were not already retired, 35% said they were
very worried about whether they had enough saving for retirement; 42%
said they were "somewhat worried."

The sense of losing ground was pervasive, with 53% of respondents
feeling that they were not as well off as they had expected to be at this
stage of their lives. Of those who called themselves middle class, 35% felt
they were in danger of falling out of the middle class. Moreover, 53% of
middle-class respondents worried that they or someone in their house-
hold might soon be laid off. These responses indicate just how threatened

61



CHAPTER 4

American workers feel. Being paid less and living with greater economic
insecurity are the twin forces that are downsizing the American dream.

This subjective reported sense of greater economic insecurity is sup-
ported by the data studied by economists.3 In 1970, 40% of those living
below the poverty line were children, and 19% were elderly. As of 1994,
only 10% are elderly, and 38% are children.6 The remaining 52% of the
poor are working-age adults. Labor Department economist, Stephen
Rose, reports that in the 1970s, 67% of men had a "strong attatchment"
to their firm and had worked full-time for eight of the last ten years with
the same firm.7 Such strong attatchment fell to 52% in the 1980s. At the
same time, weak attachment—that is, working for the same employer for
less than three of the last ten years—rose from 12% to 24%. Higher em-
ployment turnover, presumably the result of layoffs rather than voluntary
quitting, disrupts career paths and lowers average earnings.

Rose predicts that more and more families will have an encounter with
the welfare system. Given current conditions, over the next ten years:

39% of families will be eligible for earned income tax credit (EITC) in at
least one year in ten;

in any one year, about one in six families will be eligible for EITC;
two of five families with children will have one year or more in which they

are eligible for EITC;
30% of families with male heads of households will have at least one year

in which they are eligible for EITC, as will 46% of families with a fe-
male head.

This widespread decline in well-being is captured by consideration of
the relation of the minimum wage to the poverty level. The minimum
wage was introduced in 1938, when it was set at 46% of the official poverty
level for a family of three. In 1968, the minimum wage peaked at 118% of
the official poverty level for a family of three. Since then, it has fallen
continuously, such that in 1995 it covered only 72% of the official poverty
level. Professor Ed Wolff of New York University has calculated that, if
the minimum wage had kept pace with inflation since 1965, then the cur-
rent wages of 30% of American workers would fall below the minimum
wage. In effect, nearly one of three American workers is currently working
for a wage that would have been illegal thity years ago.8 The bottom line
is that there has been a generalization of the economic insecurity and
poverty that was previously restricted to the unfortunate and unlucky
members of society.
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Fig. 4.11. Median family income, 1947-95. Source: Mishel et al. 1997, p. 44.

BECOMING MORE STRESSED

Not only are American workers becoming more economically insecure,
but there is also evidence that they are working longer and becoming
more stressed. These developments have been documented by Harvard
economist Juliet Schor in her book, The Overworked American: The Unex-
pected Decline of Leisure?

The increase in working hours involves many crosscurrents, and is
linked with both social change and declining wages. As noted earlier, aver-
age hourly wages have been declining since the early 1970s. Real median
family income, shown in figure 4.11, rose slightly during this period. It
peaked in 1989 at $42,049 and has since fallen back to $40,611 in 1995.

However, the only reason that family income was maintained is the
massive increase in labor force participation of married women. This in-
crease in female labor force participation reflects a combination of social
trends and families' economic straits. Put simply, jobs paying family wages
have been disappearing, and sustaining a family now requires that both
adults work. Having both work has sustained family income despite the
decline in average hourly wages, but it has also produced greater stress:
both must now do market and household work. The result has been a
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TABLE 4.4
Market and Household Hours Worked by Labor-

Force Participants

Market Hours
Men
Women

Household Hours
Men
Women

Total Hours
Men
Women

1969

2,054
1,406

621
1,268

2,675
2,674

1987

2,152
1,711

689
1,123

2,841
2,834

Change

98
305

68
-145

166
160

Source: Schor (1991, p. 35).

squeeze on the amount of time that people have for themselves. More-
over, the effective monetary benefits of labor force participation are lower
because there are many costs to working. For families with young chil-
dren, the largest expense is daycare; for all families, there is a loss of life
quality associated with the decline in time for family and household work.

Not only have both family adults been compelled to work in order to
sustain their living standards, but they have also been forced to work
longer. This is captured in table 4.4, which shows market and household
hours worked by both men and women. In the period 1969 to 1987,
market hours worked by men increased by 98 hours—equivalent to 2.5
extra weeks at 40 hours per week. Womens' market hours increased by
305 hours, which is equivalent to 7.5 weeks. Household work by women
decreased by 145 hours, while that of men increased by 68: the net result
is that households lost 77 hours (approximately 2 weeks) of household
work. With unchanged median family income, these numbers show that
Americans are working longer just to maintain their current position, and
the quality of family life is likely declining. A time squeeze has therefore
accompanied the wage squeeze.

The increase in stress is also evident in the workplace environment. The
New York Times survey referred to earlier found that 75% of those polled
thought that companies were less loyal to their employees than ten years
ago. Seventy percent said that people compete more at work, and 53%
thought that there was an angrier mood at work: only 8% thought the
mood was friendlier. The sense of losing a grip on life, and the sense of
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stress that goes with this, is also captured by the Times poll. Eighty-two
percent of respondents said they would work longer if it might help them
keep their jobs; 71% said they would take fewer vacation benefits; 53% said
they would accept smaller benefits; 49% said they would challenge the
boss less often, and 44% said they would accept a lower wage. Wage
squeeze, time squeeze, and mental siege: this is the state of working
America. Booms may temporarily alleviate economic insecurity and the
fear of losing one's job, but the wage and time squeeze are permanent.

T H E E N D OF ECONOMIC GROWTH?

Growing slower, running slacker, becoming more unequal and more
stressed: these are the hallmarks of the disordered economy. They add up
to declining well-being for ordinary Americans.

The slowdown in the rate of growth has received widespread attention
from many economists.10 This slowdown is of particular importance be-
cause of the power of compounding. This was illustrated in figure 4.2,
which showed that output per worker would have been $18,673 higher if
the rate of growth had been sustained at 2.2% per year over the period
1974-94.

Why has growth slowed? An important part of the answer lies in the fact
that the economy has been running so much slacker, underutilizing its
factories and operating with higher unemployment. These weaker eco-
nomic conditions contribute to an explanation of both the slowdown in
growth and the increase in inequality. High unemployment has weakened
labor's bargaining power, thereby reducing wages. At the same time, ex-
cess capacity, combined with the weaker consumer demand resulting
from lower wages, may have dampened the beneficial side of creative de-
struction that is the fountain of growth.

The above explanation of the growth slowdown contrasts with a num-
ber of other popular explanations. In a recent book, Jeff Madrick has ele-
gantly argued that the decline of economic growth reflects the drying up
of the external wellsprings of technical advance, and Americans will have
to live with the fact that the economy has shifted permanently to a lower
rate of growth.11 Little can be done to restore the old higher growth rate,
and the principal task is therefore one of adjusting the public's expecta-
tions such that they are consistent with the new lower growth rate.

Although it is clear and simple, this argument, has problems. First, it
fails to explain why slow growth has been accompanied by worsened in-
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come distribution and declining average wages: slower growth may imply
slower growth of wages, but it does not imply a decline, nor does it imply
a shift of income to the richest. Second, there appear to be no grounds for
believing that we have entered a period of reduced technological innova-
tion. Indeed, the spread of the new electronic communication, comput-
ing, and robotic technologies suggests the opposite. Third, the declining
growth story treats the process of economic growth as if it were indepen-
dent of the economy: in effect, the cause of economic growth is identified
with manna from heaven. Inevitably, there are epochs in which growth is
faster owing to the good fortune of external scientific discoveries that lend
themselves to easy engineering for economic gain. However, growth is
also generated through the incentives provided by robust economic con-
ditions. Thus, growth and economic conditions interact in a positive self-
reinforcing pattern, and bad economic policy can reduce growth by nega-
tively affecting economic conditions.

These competing descriptions of the growth process are illustrated in
figures 4.12 and 4.13. Figure 4.12 illustrates the manna-from-heaven ap-
proach, in which growth unidirectionally affects prosperity. Figure 4.13
shows the interdependent approach, in which there are positive feedbacks
among economic growth, prosperity, and income distribution. Economic
growth positively affects prosperity, and prosperity feeds back and posi-
tively affects growth by creating robust market conditions that provide
an incentive to innovate. Prosperity (low unemployment) also positively
affects income distribution, and improved income distribution feeds back
and positively affects prosperity by strengthening demand for goods and
services.

Such an account of the growth slowdown dovetails with the economic
story provided in chapter 3. Much emphasis was placed on bargaining
power, and how it is affected by the strength of unions and by economic
conditions. Figure 4.13 shows that bargaining power directly affects the
level of prosperity and indirectly affects growth. A more equal balance of
power between business and labor equalizes income distribution, thereby
enhancing prosperity, which in turn fosters faster growth.

Another popular explanantion for the slowdown in growth is that the
period 1950-70 was a unique period of Pax Americana. World War II
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Fig. 4.13. Economic growth as an interdependent process produced within the
economic system.

resulted in the destruction of America's industrial competitors, and Amer-
ica also benefited from the adoption of new production techniques in-
troduced during the war. As a result, the United States emerged from
World War II as the global industrial leader, and during the next twenty
years enjoyed unparalleled economic supremacy. Moreover, not only had
America's competitors been destroyed by the war, but they were also
therefore forced to buy American products in order to rebuild. However,
by 1970 this process of rebuilding was completed, and America had to
compete with German and Japanese businesses that now had newer and
better factories.

As with the manna-from-heaven hypothesis, the World War II hypoth-
esis is also flawed. World War II undoubtedly benefited the American
economy by promoting scientific innovation and improving techniques of
mass production. The destruction wrought on America's industrial com-
petitors also benefited major sectors of the American economy such as
steel, machine tools, and industrial equipment. Thus, profits in these sec-
tors were high, and with the help of unions, workers were able to capture
some of these profits in the form of higher wages.

While clear and simple, there are problems with the "end of Pax Amer-
icana" argument. First, it is not clear why monopoly should have pro-
duced faster growth and innovation. Second, higher prices and higher
profits caused by this temporary monopoly position reduced the purchas-
ing power of wages for workers in the rest of the economy. The end of
corporate America's monopoly power may therefore have actually bene-

67



CHAPTER 4

fited most workers. The increase in product market competition, resulting
from the reemergence of Europe and Japan as industrial powers, lowered
prices and increased the quality of goods. Though workers located in
those industries that previously had monopoly power may have suffered as
employment fell, workers in the rest of the economy actually benefited.

This is an example in which free trade worked to the benefit of average
Americans. Europe consists of industrialized countries with wage struc-
tures and systems of social welfare and governance similar to those of
America. As such, trade has not been based on pauperized wages or cost
advantages conferred by the absence of environmental and safety regula-
tion; instead, it has been based on product competition. This stands in
sharp contrast with the impetus to free trade embodied in NAFTA and
GATT. Here trade is not driven by product competition, but is instead
driven by systems competition, predicated on pauperized wages and ab-
sence of welfare standards. Whereas product competition raises workers'
standards of living by lowering prices and increasing quality, systems com-
petition produces downward pressure on wages and social governance
standards, to the detriment of worker well-being. This argument is ex-
plored in detail in chapter 9, which explains why ill-considered free trade
can promote a race to the bottom.

Another explanation of the growth slowdown is the "deindustrializa-
tion of America" hypothesis. This hypothesis has greater legitimacy, even
though deindustrialization has elements of both cause and effect. A well-
known fact is that productivity growth is faster in manufacturing industry
than services. This is because manufacturing uses machines and labor, and
new machines can be introduced that increase output while reducing the
use of labor. Such a process is more difficult in the service sector: the
extreme case is the playing of a Mozart quartet, which will always require
four musicians.

The decline in the share of manufacturing employment and the shift to
service employment is shown in figure 4.14. This shift has lowered the
overall rate of growth since manufacturing has become a smaller share of
the total employment, and it has a higher rate of productivity growth.

One reason for this relative decline in manufacturing is the natural pro-
cess of economic development. Thus, consumers tend to increase the
proportion of their spending going to services (i.e, such things as restau-
rants, entertainment, and vacations) as they become richer. However, an-
other important reason behind deindustrialization has been ill-advised
economic policy. In the early 1980s the Federal Reserve drove up interest
rates, causing the dollar to appreciate in foreign exchange markets. This
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Fig. 4.14. Manufacturing employment as share of total, 1948-95. Source: Au-
thor's calculations based on CITIBASE data.

made American goods expensive relative to foreign goods and prompted
a flood of imports that drove many American manufacturers out of
business. It also prompted many American companies to shift production
overseas where labor and others costs were cheaper. The result was a
massive and permanent deindustrialization. Since then, the shift to free
trade has provided a continuing incentive to move manufacturing produc-
tion overseas, with lower tariffs compounding the advantage of lower
overseas wages. The shift toward a service economy would have ocurred
of its own accord, but policy has accelerated this shift and made it larger
than necessary.

In sum, though there are valid reasons for believing that growth would
have slowed of its own accord, there are also grounds for arguing that the
slowdown has been worsened by the weaker economic conditions associ-
ated with business domination and the turn to deflationary policy. The
forces that have made for a more unequal economy, have also made for a
slower-growing economy. Ending business domination and reversing the
policies that reinforce it are therefore the sine qua non for ending the
dismantling of the American Dream.
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The Logic of Economic Power, Part I:
Diagnosing the Problem

GCHAPTER 4 provided detailed evidence of the economic problems that
has enveloped Main Street America over the last twenty-five years. At the
economywide level, this decline has manifested itself in slower growth,
greater inequality, and higher rates of unemployment. For ordinary peo-
ple, it is has been felt in the form of stagnant wages, increased insecurity,
and greater stress. This situation has now reached such a stage that even
when the economy is in the midst of a business cycle boom, Main Street
America remains in the doldrums.

A similar crisis has afflicted Canada and Western Europe. In those
countries, rather than declining wages and increased inequality, the crisis
has manifested itself in massively increased unemployment that hovers
around 10% of the labor force. Their symptoms are slightly different,
owing to different labor market institutions that have maintained the
wage floor, but the causes of the malaise are the same.

This chapter presents a simple framework describing how the economy
functions.1 This framework is then used to explain the dismantling of
prosperity and to identify policies that can help reverse this process. The
description of the economy presented below complements the earlier de-
scription presented in chapter 2. That earlier description of the process of
creative destruction dealt with how the economy evolves over time (i.e.,
the dynamic process of change). This description deals with the determi-
nation of economic activity (i.e., current conditions).

T H E SKILLS-MISMATCH HYPOTHESIS: W H Y IT'S W R O N G

Before turning to my own argument, it is worth addressing the skills-
mismatch hypothesis that is so often used to explain the plight of working
America. The conventional wisdom explains the dismantling of prosperity
in terms of technological change, which has produced a skills mismatch.
This mismatch has lowered wages for those at the bottom of the income
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distribution, while increasing the incomes of workers with high cognitive
skills at the top of the income distribution.

According to the skills-mismatch story, increased unemployment and
stagnant wages are attributed to massive technological change that has
caused loss of jobs and obsolescing of skills. Side-by-side with this, it is
also claimed that these technological changes have created employment
opportunities requiring new skills. As yet these opportunities have gone
unfilled because of shortages in the supply of these skills. As a result, those
with the right skills have found their wages bid up owing to increased
demand, while those without have found their wages falling.

In the face of this sea change in technology, the received wisdom main-
tains that government can do little to remedy the situation, other than
increase worker training expenditures so as to accelerate new skill acquisi-
tion. The claim is that the situation will ultimately improve, and society
will once again enjoy full employment with even greater prosperity sup-
ported by the new more productive technologies.

This view of the jobs crisis is both benign and fatalistic: benign because
it claims that things will get better, and fatalistic because there is little we
can do about it. It has dominated public discussion. Worse still, it partakes
of a "blaming the victim" mentality, in that unemployment and lower
wages are due to workers' lack of education, skills, and accomplishment
(in this, it is like the high-wage theory of unemployment that also blames
workers for unemployment). If workers had chosen to go to college, then
they too could have enjoyed rising incomes. The view is clearly stated in
a 1993 New York Times article titled "Workers of the World, Get Smart,"
which quotes Labor Secretary Robert Reich "[There is a] mismatch be-
tween the skills Americans have and the skills the economy requires. . . .
The long-term crisis in advanced industrial nations reflects in part a shift
in the relative labor demand against less educated workers and those
doing routine tasks and toward problem solving skills."2 In another article
the Times reports that "wages may be falling because many of the workers
now entering the labor force are poorly educated and therefore have less
value to employers."3

The skills-mismatch hypothesis has quickly become part of economic
lore, and it is repeatedly bolstered by assertion. Yet, the reality is that the
skills-mismatch story is flatly inconsistent with the facts (Howell 1997).
The skills-mismatch story says that there has been a relative increase in the
demand for skilled workers. The implication is that we should have seen
a shift toward increased employment of skilled workers, and that this shift
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should have begun when wages began to crumble. Yet, the fact is that
patterns regarding the occupational skill mix of employment have been
very stable. Among blue-collar workers, the ratio of skilled to unskilled
workers has shown no change. Among white-collar workers, there has
been a steady, slow upward trend in the ratio of skilled to unskilled work-
ers, but this trend shows no change. That is, the trend is the same as it was
in the fifties, sixties, and seventies: why then the sudden collapse in wages?

In another paper, Howell and Wieler (1996) noted that the new tech-
nologies often reduce skill requirements rather than increasing them.4
Manufacturing plants that adopt new technologies do not appear to shift
toward relatively greater use of skilled workers. The decline in wages has
also affected the entire blue-collar wage distribution: failure to use com-
puters cannot explain the wage decline of meat packers, truck drivers, and
construction laborers. Indeed, wages of cashiers and sales clerks have de-
clined, and these workers are some of the most intensive users of comput-
ers. At best, the skill hypothesis may explain the gains of college graduates,
but it cannot explain the losses of the low-skilled.

The skills-mismatch hypothesis is often predicated on the increased use
of computers. Computer investment surged in the 1980s, but it still re-
mains a tiny fraction of total investment, and computers are a tiny fraction
of the total capital stock in the economy. Blaming the collapse of wages on
the absence of computer skills is similar to the snowball theory of
avalanches. Moreover, the collapse in wages began in the 1970s, well be-
fore the surge in computer investment.

Howell and Weiler also examined data on the share of employment as
constituted by high-skill white-collar, high-skill blue-collar, low-skill
white-collar, and low-skill blue-collar. Only the low-skill white-collar em-
ployment share has fallen significantly, and women are heavily concen-
trated within this category; yet, women have been one of the few groups
to experience any wage gains.

Ultimately, the skills-mismatch hypothesis is predicated on conven-
tional demand-and-supply analysis. The argument is that the demand for
low-skill workers has collapsed, and this has caused the price of low-skill
labor (i.e., the wage) to fall. However, it is widely documented that the
supply of low-skill labor has also been falling as the educational attainment
of American workers has increased.5 This reduction in supply therefore
makes the conventional explanation of the wage collapse even more sus-
pect because it should have worked to raise wages.

Gordon (1996) documented a series of other inconsistencies in the
skills-mismatch hypothesis.6 The biggest decline in low-skill earnings took
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place in the early 1980s, which was before computerization massively af-
fected the work place. The gains to earnings of college graduates also
appeared before computerization. Indeed, since the mid-1980s, earnings
of college graduates have just been holding even. Davis andTopel (1993)
noted that the meager growth of labor productivity outside of manufac-
turing is also inconsistent with the technological change-skills-mismatch
hypothesis.7 If skill-biased technical change has been so important, why
has labor productivity growth been so slow? Howell and Wolff (1991)
find little statistical correlation between skill demands and average hourly
wages of nonsupervisory workers: this suggests that skills are not the
dominant factor in setting hourly wages for these workers.8 A similar con-
clusion is reached by Wieler (1994), who finds no evidence that changes
in actual skill composition had any statistically significant relation to
changes in industry earnings levels.9

In sum, there is a wide array of evidence that is grossly inconsistent with
the technological change-skills-mismatch explanation of the collapse of
hourly wages. Despite this inconsistency, it continues to be the received
wisdom. According to conventional economics, workers are paid what
they produce. Consequently, if workers are being paid less it must be be-
cause they are less productive owing to adverse skill shifts. This is argu-
ment by tautology. However, so powerful is the conventional wisdom
that other candidate explanations are almost completely suppressed. This
is illustrated in the proceedings of a conference on income inequality held
by the Federal Reserve Bank of New York in January 1995. Of the ten
papers presented, all advanced the skills-mismatch hypothesis.10

POWER AND THE DISTRIBUTION OF INCOME

In stark contrast to the skills-mismatch hypothesis, the thesis of this book
is that there has been a devastating shift in the balance of power between
capital and labor. This shift has favored capital and has resulted in whole-
sale redistribution of income from labor to capital; hence the increase in
profits and executive pay.

Interestingly, both the skills-mismatch hypothesis and the balance-of-
power hypothesis emphasize technological change—though the latter also
emphasizes other factors. However, the implications of the two hypotheses
are vastly different. The balance-of-power perspective maintains that the
crisis is not self-correcting and that recent developments should be seen as
part of a permanent decline in the economic well-being of ordinary Ameri-
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cans. Though the new technologies are indeed more productive, and there-
fore have the potential to enhance popular prosperity, they have also caused
a permanent decline in the relative bargaining strength of labor.

According to this view, job training will do nothing to end the crisis.
Worse than that, to the extent that it is accepted as a cure for our ills, it
compounds the problem by maintaining a damaging economic status
quo. Instead, remedying the crisis requires policies specifically designed to
reverse this shift. This implies a major U-turn in policy, because existing
policies have actively contributed to worsening the balance of power.

With regard to particulars, the thrust of the argument is that techno-
logical and political developments in Europe and North America have
raised the mobility of both financial and physical capital. This increased
mobility has enabled firms to reduce the share of wages in national income
by increasing the threat of worker replacement: the reduced wage share
has in turn diminished worker purchasing power, which has in turn gener-
ated an underlying fragility to overall spending in the economy. When
investment spending by corporations is strong, demand for goods and
services is strong. When investment spending peters out, however, the
weak state of households means that demand quickly falls off. The combi-
nation of weak spending and mobile productive capital has resulted in the
emergence of global excess capacities, underutilization of factories, and
increased unemployment.

Moreover, this shift in the balance of economic power has not only
been felt by workers; it has also been felt by national governments, whose
powers of sovereignty have been increasingly jeopardized by the new
powers of capital. In the period of the Golden Age, government had the
upper hand in its dealings with business; now, the situation is increasingly
reversed. Government lives in fear that business will move, and govern-
ment is correspondingly shackled.

T H E VERITIES OF THE SYSTEM

An essential ingredient for good policy analysis is a sound theoretical
framework. Successful policy is not built on wishful thinking; rather, it is
the product of clear-sighted analysis. For this reason, economic theory
should always precede economic policy.

Given this, it is necessary to begin with a brief characterization of the
economy as it really works. Such a characterization involves four axio-
matic principles.
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1. The levels of employment and output (GDP) depend on the level
of demand for goods and services. Slack demand tends to lower output
and employment; brisk demand tends to produce inflationary pressures.

2. The level of demand depends importantly on the distribution of
income between wages and profits. High wages tend to stimulate de-
mand owing to their effect on consumption. However, to the extent that
higher wages reduce the profit rate, they can adversely affect investment
spending, which reduces demand.

3. The distribution of income between wages and profits depends on
bargaining between workers and firms. Conflict is an essential part of
this bargain, because profits come at the expense of wages in bargaining
between individual firms and workers. Moreover, the relative bargaining
strengths of workers and firms depend importantly on the state of
the economy, with increases in the rate of unemployment serving to
weaken worker power. Worker power is also affected by the ease with
which firms can replace existing workers and by labor legislation provid-
ing benefits for workers and protection against layoffs and other em-
ployer sanctions.

4. Firms are driven by the search for profits and will therefore shift
their production to new sites if they can earn higher profits by doing so.
This principle applies to both manufacturing and financial firms. Manu-
facturing firms shift the location of production in response to cost differ-
ences: financial firms manipulate the composition of their portfolios if
they can earn higher yields (with unchanged risk) by doing so.

This characterization of the economy is illustrated in figure 5.1. At the
center of the analysis lies the issue of bargaining power, which determines
the distribution of income across wages and profits. Income distribution
then affects the level of demand for goods and services, which in turn
determines the level of economic activity. This affects employment condi-
tions and the rate of unemployment, which feeds back on the distribution
of bargaining power between firms and workers.

Not only is bargaining power determined by current conditions within
the economy, it is also affected by structural factors that are independent
of current economic conditions. These outside factors include the extent
of capital mobility, which refers to the ease with which firms can shift the
geographical site of their activities. They include the nature of technology,
which affects how easy it is to replace workers. Ease of replacement is also
affected by labor laws governing replacement. Bargaining power is af-
fected by the extent of unionization, because collective action by workers

75



CHAPTER 5

Capital Mobility, Technology
Trade Unions, Labor laws, Welfare

Minimum wage, Unemployment Insurance
Free trade, Capital Controls
Government Employment

Bargaining Power

Economic Conditions/
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Income
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Demand for Goods <
and Services

Fig. 5.1. The verities of the economic system: interaction among power, income
distribution, and economic activity.

is far more powerful than individual action. Free trade is also relevant
because the level of tariffs affects the relative profitability of overseas pro-
duction, which affects firms' willingness to transfer production overseas.
Lastly, government has an enormous affect on bargaining power through
the provision of unemployment and welfare benefits, which provide work-
ers with protection against the threat of layoffs. The level of government
employment is also important because it offers alternative employment
opportunities.

Firms engage in a perpetual search for profits, and this provides the fuel
for conflict. Firms are constantly trying to reshape the bargaining out-
come to their advantage, and they are therefore active agents of change.
This is an aspect of the process of creative destruction that was examined
in chapter 2. Thus, firms seek to develop new organizational forms and
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new technologies that increase their mobility and facilitate their ability to
replace workers.

This type of innovation is illustrated by Volkswagen's plant of the fu-
ture that is being built in Brazil.11 This plant assigns major component
suppliers space in the plant, and they then supply their own workers to add
components to vehicles rolling down the assembly line. This arrangement
transforms Volkswagen from a manufacturer into a contractor, who sub-
contracts out to other companies and oversees their work. The VW claim
is that it will improve efficiency. The alternative interpretation is that it
fragments the workforce, introduces many unions where previously there
was one, and promotes the trend to squeezing subcontractors and em-
ployees. In this connection, it is noteworthy that the auto parts industry
has never been as successfully unionized as the auto assembly industry.
Introducing auto parts workers into the assembly process therefore un-
dermines the assembly workers. In Brazil, the parts workers are paid ap-
proximately one-third of the amount paid to assembly workers.

Another way in which firms seek to affect structural change is through
lobbying. Thus, they actively engage in the political process through pow-
erful and well-funded lobbying. This lobbying is directed toward increas-
ing their economic power, and the business sector has lobbied for free
trade, for reductions of the minimum wage and unemployment benefits,
and for reduction of the size of the government sector. In addition, the
business sector has been a supporter of macroeconomic policies that have
operated the economy with higher rates of unemployment. The stated
justification is that this lowers inflation, but it also weakens workers' bar-
gaining power.

Figure 5.1 illuminates the economic consequences of the shift in the
balance of power in favor of business. It has served to redistribute income
toward profits at the expense of wages, thereby lowering demand and
raising unemployment. One of the most disturbing features is that eco-
nomic policy has been substantially co-opted by business interests so as to
further such shifts. The market-driven process of creative destruction
tends to produce power shifts favorable to business because business has
greater control over the direction of technological and organizational
change. This built-in tendency has been aggravated by business's capture
of policy. Thus, politics and policy, which have historically provided the
counterbalance to unmitigated business ascendany, are now actively pro-
moting this outcome. Restoring this traditional role of policy is therefore
critical to the restoration of popular prosperity.
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THE ARITHMETIC OF TRANSACTIONS COSTS

Within the above framework, the realized pattern of income distribution
depends importantly on the ease with which firms can shift production
and fire workers. This in turn depends on the costs of transactions. Such
costs refer to costs that firms must incur in implementing different strate-
gies. These costs are myriad in character. For purely financial dealings,
they include costs such as brokerage fees, commissions, and official taxes
and charges such as stamp duties. With regard to production location
decisions, they include such costs as transportation (including shipping,
breakage, and insurance) and costs of coordinating production across
geographically dispersed locations. In the context of international trade,
they also include tariffs, which are a cost incurred for transporting goods
across country borders. Finally, with regard to replacement of workers,
these costs include the value of production lost during the replacement
period, costs related to training new workers, and subsequent reduced
productivity that may come from having an alienated workforce.

Transactions costs are important because they have a major impact on
the relative power of business. They affect firms' abilities to shift produc-
tion or threaten employed workers with replacement by unemployed
workers. To see how these costs affect economic outcomes, consider their
impact on the working of financial markets. Suppose there are two types
of investment of identical risk, yeilding returns of R[ and Jl2. If there are
no financial transactions costs, then the law of arbitrage implies that mar-
ket forces will equalize the two rates of return. The economic logic is that
any time that R^ does not equal R2, there will be an incentive for wealth
owners to rearrange their portfolios by selling the investment with the
lower return, and buying the investment with the higher return.

Now suppose there are transactions costs of C associated with buying
and selling investments (where these costs are expressed as a rate per dol-
lar). In this case, the law of arbitrage implies that market forces will only
ensure that the absolute difference between the two rates of return is less
than the transactions cost. Instead of forcing the two rates of return to be
equal, market forces will only ensure that there is a maximum gap between
the two rates of return. If the rate differential is less than the transactions
cost, it is not worth incurring the transaction cost to get the higher rate.

Exactly the same logic applies to manufacturing firms and their choice
of production location. Suppose firms can site production in two possible
locations: at one site they earn a profit rate of P , whereas at the other,
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they earn a rate of Pr In the absence of transactions costs, market forces
will tend to drive the profit rates toward equality. The mechanism for
achieving this is the traditional market mechanism: as firms relocate to
the site with the higher profit rate, they drive up wages and other costs at
that site, thereby reducing the profit rate. Correspondingly, as they leave
the other site, they drive down wages and costs at that site, thereby raising
its profit rate.

However, if there are transactions costs associated with relocation, then
market forces will only ensure that profit rate differential is less than the
transactions costs. The economic logic is exactly the same as in the discus-
sion of financial markets and portfolio investments. As long as the profit
rate differential at the two sites is less than the transaction cost, it is not
worth incurring the costs of relocation.

Finally, this arithmetic of transactions costs can be modified to under-
stand a firm's decisions about replacing its existing labor force of "insider"
workers with unemployed "outsider" workers. If there are no transactions
costs, firms will replace insiders as long as outsiders are willing to work for
less. If there are replacement costs, however, then firms may stick with
more expensive insiders, because the wage savings from replacement do
not cover the costs of replacement.

TRANSACTIONS COSTS, BARGAINING, AND
INCOME DISTRIBUTION

What has this to do with the current economic crisis? Transactions costs
have a critical affect on the firms' bargaining power, and they therefore
affect the distribution of income. Though conventionally talked about in
the politically neutral terms of supply and demand, the determination of
wages involves a process that pits the power of firms against the power of
workers: sometimes these workers are collectively organized in unions,
but more often they are not. In this real world, transactions costs act as a
protection for workers against firms.

In the first instance, firms faced a decision about the locus of produc-
tion. For example should firms site production in the United States, or
should they relocate to Indonesia where they can take advantage of plenti-
ful cheap labor, minimal social insurance taxes, fewer pollution mandates,
and scant worker safety laws? Alternatively, should firms that operate in
high labor-cost regions within the United States (such as the Northeast)
or move to lower labor-cost regions (such as the Southeast)? In both
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cases, moving production potentially confers significant labor cost sav-
ings. These savings may not be sufficient because of transactions costs
associated with the suspension of production. If these transactions costs
fall below a threshold level, firms will relocate to take advantage of the
labor-cost savings. At this stage, workers at existing plants will either be-
come unemployed, or firms will be able to use the credible threat of mov-
ing to extract wage concessions. In either case, the net result is that wages
are reduced and profits increased.

The same issues arise in connection with firms' threats to replace exist-
ing workers with unemployed workers as a means of winning wage con-
cessions. Now it is the transactions costs associated with "replacement"
that protect employed workers: these costs include production lost during
the replacement period, worker retraining costs, and possible adverse
labor productivity consequences that follow from having an alienated
workforce. If these costs are sufficiently large, then replacement threats
will not be credible, and firms will be unable to secure wage concessions.
If, however, these costs fall below a critical threshold, such threats become
credible. At this stage, existing workers must confront either being fired
and replaced by cheaper labor or grant wage concessions. Once again, the
net result is a redistribution of income from wages to profits.

These examples illustrate the critical influence of transactions costs in
determining the distribution of income between wages and profits. Ap-
plied to the problem at hand, the underlying thesis is that, over the last
twenty-five years, the size of transactions costs has declined tremendously.
This has eroded worker's bargaining power, resulting in stagnation of
wages and a shift in the distribution of income toward profits. In the
United States, this redistributive process began to be visible in the 1970s,
when real wage growth ceased; it then accelerated in the 1980s, aided
by the laissez-faire atmosphere promoted by the Reagan-Bush ad-
ministrations.

This redistribution of income has in turn had a depressing influence on
the demand for output, because workers tend to spend a greater share of
their income (i.e., save proportionately less) than do the wealthy. The
result has been an ongoing deterioration in the robustness of business
conditions. Though punctured by intermittent cyclical recoveries driven
by increased consumer indebtedness and bouts of investment spending by
firms, the overall trend has been persistently downward. Indeed, this pro-
cess has fed into a vicious spiral wherein worsening income distribution
has weakened demand for output and has thereby put further pressure on
firms to reduce costs.
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T H E SOURCES OF DECLINING TRANSACTIONS COSTS

The sources of this underlying decrease in transactions costs are manifold.
One source is technological advance. The conventional view represents
such advances as if they were scientific manna from heaven. A bargaining
power perspective views these advances as, in part, purposefully sought
out by firms. Profit-seeking firms fully recognize the implications of trans-
actions costs, and they recognize the benefits they reap from reducing
such costs. They therefore direct part of their management research ener-
gies to finding ways to reduce these costs.

Among financial firms, the improvements in electronic communication
and data processing have vastly reduced the costs of trading financial as-
sets. The result has been quicker and cheaper adjustment of portfolios and
an increased ability to shift financial wealth between countries. In manu-
facturing, transactions costs have fallen because of technological develop-
ments that have facilitated management of production across multiple
distant locations. Thus, whereas the multinational corporation was previ-
ously an organizational form restricted to a few of the largest business
enterprises, today it is widespread.

Another source of lowered transactions costs has been a decline in ship-
ping costs. A major innovation in shipping has been containerization. The
first container ship crossed the Atlantic in May 1966. Cheap to operate
and easy to handle, containerization now accounts for almost 60% of sea-
borne trade measured by value. In the 1950s, port turnaround times were
up to three weeks; today, they have been reduced to 24 hours. Before
containerization, the cost of sea freight was 5% to 10% of the value of the
consignment; now, it has been reduced to 1.5%. A $6,000 motorcycle can
be shipped between continents for $85; a $1 can of beer can be shipped
for $.01.12

This decline in shipping costs has facilitated production in regions and
countries that are geographically distant from core markets. It has also pro-
moted a system of national and international subcontracting, in which pro-
duction is subcontracted around the world to the cheapest producer. The
role of the lead firm is thereby reduced to that of coordinating production,
and assembling the components supplied by subcontractors. The result is
mobile production that fully exploits lowest labor costs, and increasingly
pits worker against worker across different regions and countries.

Other technological innovations that have reduced transactions costs
include applications of automation that have promoted the hiring of less
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skilled workers. Such applications mean that workers can be trained faster
and replaced more easily. Of course automation can be a two-edged
sword, and there are also instances where it has raised necessary skill levels,
albeit among a smaller workforce. Another innovation is improved moni-
toring technology, which has given management greater ability to observe
workers. This has reduced workers' abilities to threaten noncooperation
in response to wage stagnation.

Technological developments have undoubtedly contributed to sub-
stantial reductions in firms' transactions costs. However, another cause
of reduced transactions costs has been government policy. In financial
markets, the abolition of capital and exchange controls has facilitated
the international movement of financial capital. Governments have also
promoted the development of global securities trading in the hope of ex-
panding employment in their own financial centers. In goods markets,
governments have promoted free trade and reduced both tariffs and red
tape obstructing the international movement of goods. This has lowered
the effective cost of overseas production. The passage of NAFTA and the
GATT show that this trend continues.

Another source of declining transactions costs has been the decline in
trade unionism, combined with changes in labor markets. These develop-
ments have reduced the costs associated with the replacement strategy, so
that workers have been unable to win any share of productivity growth
and, in many instances, have actually had to make wage concessions. The
reasons for the decline in union strength were discussed in chapter 3. The
objective effect is that it has greatly increased the power of capital. Weaker
unions mean that firms do not have to share the fruits of productivity
growth with workers, and can even extract wage givebacks. Moreover, a
diminished threat of unionism has meant that nonunion firms have been
able to reduce the premium they previously paid their workers to prevent
their workforce from becoming unionized. Finally, the popular misunder-
standing of what unions do has caused a decline in social taboos against
scabbing, which has weakened workers' strike threat as firms now find it
easier to get replacement workers. This latter feature interacts with the
state of the economy, in which permanently higher rates of unemploy-
ment have made jobs harder to come by, thereby making unemployed
workers more willing to replace existing insider workers.

Lastly, there have been changes in labor-supply conditions with the
emergence of such firms as Manpower, Inc., which is now the single big-
gest private employer in the United States. These firms provide a ready
supply of workers who can be quickly and easily assembled to plug any
labor shortages. Moreover, these temporary workers receive lower pay
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and no benefits, and their availability serves to keep the lid on wages and
benefits. In effect, firms that supply temporary workers provide a form of
labor inventory so that a ready source of labor is on hand to meet any
emergency need.

The temporary-labor service industry has emerged in response to the
demand from employers for such sources of labor. Its emergence is an
example of organizational creative destruction and illustrates how orga-
nizational developments are driven by the needs of business. In 1996,
workers placed by temporary agencies rose to 1.87% of average daily U.S.
employment, up from 1.01% in 1991.13

A hidden impact of this new industry has been to reduce the bargaining
power of workers. Temporaries give firms an additional source of labor
supply with which to buffer variations in demand. Consequently, perma-
nent workers are unable to win wage increases automatically when market
conditions tighten. Temporaries also offer firms a protection against
strikes and therefore implicitly weaken the strike threat.

Along with the availability of temporary contract workers, firms have
also increased the use of part-time and directly hired temporary workers.
Part-time work confers a benefit on individuals whose family arrange-
ments are such that they do not want full-time work. Very often such
persons are married and have a partner who brings home a full-time in-
come. By increasing the supply of workers who do not require benefits,
this arrangement undercuts the bargaining position of workers who are
not part of a family unit with a second full income. Very often such work-
ers are single women who are heads of a household. Meanwhile, directly
hired temporary wrorkers have served as a means of introducing two-tier
pay systems. Such temporaries are not paid as a high a wage as permanent
workers, nor do they get full benefits packages. They are therefore keen to
become permanents, while also being resentful of the fact that permanents
are paid more for doing the same job. This serves to divide the workforce,
and puts permanents on notice that there are others who would readily
take their places.14

THE IMPACT ON GOVERNMENT

Just as the reduction in transactions costs has hurt labor, it also has hurt
government. In particular, it has reduced government's ability to raise
revenue by taxing capital, and it has hurt government's ability to conduct
national economic policy. The reduced ability to tax capital has amplified
the effect of the crisis on ordinary Americans, because the burden of taxa-
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1960

Fig. 5.2. Corporate profit taxes as a share of federal tax revenue. Source: Author's
calculations based on CITIBASE data.

tion has increasingly been shifted onto households, as government has
been forced to look for replacement sources of revenue. In this fashion,
falling transactions costs have doubly hurt workers, first by contributing
to stagnant wages, and then by contributing to higher tax burdens on
their households. This reduction in corporate tax burdens is shown in
figure 5.2. In 1959, corporate profit taxes represented 25% of government
revenues; by 1995, they had fallen to 12.5% of government revenues.

The new power of corporations has affected every level of government,
from Federal, to state, to municipal. The desire to create jobs in an era of
unemployment, combined with the greater mobility of capital, has pitted
government against government in an auction of business tax exemptions
and subsidies designed to attract businesses. A recent example of this was
the bidding war that took place in 1993 over the siting of Mercedes-
Benz's proposed U.S auto-assembly factory. This auction, conducted be-
tween North Carolina and Alabama, was finally won by Alabama. The
estimated tax concessions were $167,000 per job. There was always going
to be just one Mercedes plant, and at the end of the day there is just one
plant; however, Mercedes will be now paying permanently reduced taxes.
Another example was the 1993 bargaining between United Technologies
Corporation U.T.C.) and the state of Connecticut over tax exemptions:
in that case U.T.C. used the threat of relocating production to either
Georgia or Maine to win significant tax concessions. Yet another example,
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TABLE 5.1
Incentives Given by State and Local Governments to Attract

Companies' Investment

Location

Portugal
Alabama, U.S.
South Carolina, U.S.
Birmingham, U.K.
Lorraine, France
South Wales, U.K.

Tear

1991
1993
1994
1995
1995
1996

Plant

Auto Europa, Ford, VW
Mercedes-Benz
BMW
Jaguar
Mercedes-Benz, Swatch
LG Electronics

Tax Concession
per employee
(U.S. dollars)

254,000
163,000
108,000
129,000

57,000
47,000

Source: The Economist, February 1, 1997, p. 25.

again from 1993, concerns the Travelers Corporation which pitted Con-
necticut against New York state, and won tax concessions from Connecti-
cut by threatening to leave.13 Such auctions reduce total state revenues,
and the shortfall either has to be made up by additional taxes on house-
holds or cuts in state government services and education.

Within the United States, which is a continental economy, this auction
has been played by pitting state against state. In Europe, a similar auction
has been played with country against country. An example of this process
has been the competition between member countries of the European
Economic Community over location of Japanese car plants, a competition
that was frequently won in the 1980s by the United Kingdom, owing to
the Thatcher government's willingness to provide huge tax concessions.
Some examples of the auction-house frenzy for corporate investment
projects are illustrated in table 5.1. The record goes to Portugal, which
gave tax exemptions equal to $254,000 per employee to get Ford and
Volkswagon to locate there.

Another way in which reduced transactions costs have affected govern-
ment is their impact on government's ability to pursue sovereign eco-
nomic policies. In market-oriented economies that allow international
movements of financial capital, wealth holders will shift funds across
countries so as to earn the highest rates of return (adjusted for risk differ-
ences). Such behavior produces pressures for equalization of cross-coun-
try interest rates.

Where there are transactions costs, this equalization will be incomplete
(as discussed in connection with the arithmetic of transactions costs).
From the standpoint of national economic policy, this is an enormous
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benefit becaause it potentially allows governments to pursue independent
monetary and fiscal policies. In a world with no transactions costs, the law
of arbitrage implies that interest rates across countries must be equal, pre-
venting governments from controlling domestic interest rates. Instead,
interest rates are determined by global financial markets. However, trans-
actions costs permit cross-country differences in interest rates that do not
warrant a response from financial arbitrageurs. Transactions costs there-
fore reduce the exposure and vulnerability of sovereign macroeconomic
policy to international movements of financial capital. This is a theme that
we shall return to in chapter 10.

Despite this clear benefit, governments around the world have bowed
to the poltical pressures applied by business interests and relaxed controls
on international flows of financial capital. In many countries, regulations
governing these flows have been completely abolished. This elimination
of controls, combined with the new electronic transfer technologies that
have lowered trading costs, has enormously increased the scale of these
flows. As a result, government economic policy is now hostage to the
sentiments of financial markets. If financial capital dislikes the direction of
economic policy, it can simply excercise a veto by selling domestic cur-
rency and bonds, thereby driving the exchange rate down and interest
rates up.

CONCLUSION

To summarize, lower transactions costs have vastly increased the power of
business relative to both labor and government. This power shift has con-
tributed to the stagnation of wages, and it has also contributed to a shift
in tax burdens from business onto households. The decrease in transac-
tions costs has been driven by the process of creative destruction, which
has spawned both technological and organizational change. It has also
been fostered by sociological developments affecting attitudes to trade
unions and by the capture of economic policy by business interests. Re-
storing the balance of power requires confronting these developments
and implementing new policies designed to reverse these trends, as will be
discussed in the next chapter.
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The Logic of Economic Power, Part II:
Policies for Prosperity

.SIMPLE framework for understanding the determinants of economic
prosperity was discussed in chapter 5. This framework can now be used to
explain both the origins of the prosperity of the Golden Age (1945-73)
and the causes of its demise, and to suggest policies for creating a new
Golden Age.

THE END OF THE GOLDEN AGE

Figure 6.1 describes the functioning of the system and shows the loop
connecting bargaining power, income distribution, the demand for goods
and services, and employment conditions. Both bargaining power and the
state of demand are affected by policy. Bargaining power depends on such
structural factors as free trade and labor laws: the state of demand is influ-
enced by monetary and fiscal policy. Underlying the end of the Golden
Age has been a deterioration in labor's bargaining power relative to busi-
ness and the emergence of increasingly fragile demand conditions.

The Golden Age can be understood as the fortuitous coincidence of
favorable structural conditions and favorable demand conditions. On the
structural side, the Great Depression transformed American labor mar-
kets. In its aftermath there had been a huge increase in the extent of
unionization which continued into the 1950s. In 1953, 35.7% of the
labor force was unionized, giving American workers an unprecedented
level of clout that enabled them to win high wages.

New Deal legislation had also implemented a range of social insurance
reforms that provided protections to workers. Moreover, terrified by the
prospect of a return to mass unemployment and the political risks such a
return posed to the very survival of free-market capitalism, governments
were committed to full employment. This committment was underwrit-
ten by the Keynesian revolution in economic theory that provided the
know-how to achieve this goal. Demand management could now be used
to keep the excesses of the business cycle at bay.
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Capital Mobility
Labor Laws
Free Trade

- > Bargaining Power

Economic Conditions/
Unemployment Rate

V
Income

Distribution

Demand for Goods <-
and Services

Monetary Policy
Fiscal Policy

Fig. 6.1. Effect of monetary and fiscal policy on the demand for goods and services
and the level of employment.

Lastly, most countries had strict controls on international movements
of financial capital, and national financial markets were also relatively
unintegrated. Countries therefore could follow independent economic
policies consistent with their own needs. Interest rates were therefore set
according to each country's employment needs, rather than in a global-
ized financial market.

Side-by-side with this favorable structure, the demand side of the econ-
omy was also healthy. During World War II, production had been de-
voted to the war effort, and there was little for households to buy. As a
result, when the war ended, most households had considerable savings,
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little debt, and a large pent-up demand for consumer goods. The G.I. bill
provided further underpinnings to this demand, paying for returning sol-
diers to go to college, and providing cheap mortgages to purchase homes.
This in turn spurred a housing boom and increased the demand for con-
sumer durables with which to furnish the new homes. It also spurred the
development of suburbia, with its associated demand for roads and auto-
mobiles. Lastly, there was strong overseas demand for American products
as Europe and Japan rebuilt their economies, and this demand was fi-
nanced through Marshall Plan aid.

On top of this, there was a massive business investment boom, as firms
sought to convert from war-time production to civilian production. This
boom was further fueled by exploitation of war-time innovations, particu-
larly in the aerospace industry, which were now put to civilian use. The
government also contributed to demand by engaging in major infrastruc-
ture spending, as epitomized by the building of the interstate highway
system. Finally, there was the advent of military Keynesianism, with the
onset of the Cold War spurring massive peacetime defense spending for
the first time in U.S. history. Though this spending may have detracted
from the long-term health of the economy, in the initial phase, it was a
boon to demand.

Favorable structural conditions and robust demand conditions there-
fore combined to set the U.S. economy on a trajectory of relatively full
employment and robust growth. This trajectory was sustained by the
growth of consumer credit, with higher incomes supporting higher bor-
rowing, and higher borrowing supporting increased demand and further
growth.

However, over time the structural conditions that supported this pros-
perity were gradually eroded by the developments described in the previ-
ous chapter. Keynesian economics, which was the dominant economic
theory of the time, failed to identify this evolving condition. Though it
provided profound insights into the determinants of demand, it lacked an
understanding of the role of structural conditions in determining bargain-
ing power and the distribution of income. Indeed, class conflict and the
problem of income distribution were entirely absent from Keynesian the-
ory. This absence was fully in keeping with 1950s culture, for the Cold
War imposed a denial of the significance of class and conflict in the eco-
nomic process.

The gradual deterioration in the structural conditions supporting pros-
perity were obscured in the late 1960s by the Vietnam war mobilization,
which contributed to the maintenance of strong demand conditions.
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However, this cover was stripped aside by the oil shock of 1973, which
revealed the contested nature of the system. The period after the first oil
shock rendered visible the new mobility of capital, as American business
began to exploit the divide between the Rust Belt and the Sun Belt. Thus,
Rust Belt firms increasingly began to migrate to the Sun Belt to obtain
lower wages and escape the pressures of unionization.

The oil shock also ignited a burst of cost inflation, and this fed into a
wage-price spiral driven by the struggle between business and labor as to
who was to bear the burden of higher oil prices. This acceleration in infla-
tion ultimately prompted the Federal Reserve to adopt restrictionary
monetary policies that raised interest rates and unemployment. In the late
1970s, inflation was declared public enemy number one, and this pro-
vided the cloak for the Federal Reserve to increasingly side with financial
interests. Since then, controlling inflation rather than ensuring robust em-
ployment conditions has been the Federal Reserve's goal.

With hindsight, the cessation of wage growth and the rise in the rate of
unemployment that followed the oil shock reveal the 1970s to have been
a turning point. In the 1980s, the full force of the wage squeeze and the
dominance of business was felt. The mild recession of 1980 combined
with the Reagan recession of 1981-2, which was the deepest economic
downturn since the Great Depression, marked the inauguration of the
new era. Since then, business has been ascendant, and the result has been
a wholesale redistribution of income toward executive pay and profits and
away from working-family wages.

T H E PROBLEM OF CAPITAL MOBILITY:
W H A T IS TO BE DONE?

Behind the wage squeeze lies the deterioration in labor's bargaining posi-
tion, caused by the decline in firms' costs of replacing workers and the
increase in the mobility of production. This decline has been driven by
both technological innovations and officially sanctioned economic poli-
cies, and it has increased the power of capital relative to both labor and
government. The result has been a worsening of the distribution of in-
come and a shift in the distribution of tax burdens.

The decline in bargaining power is a principal cause of the wage stagna-
tion and economic insecurity that afflicts the industrialized world. This
raises important questions concerning the appropriate policy stance to
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transactions costs, globalization of markets, and capital mobility. Unfor-
tunately, the existing policy agenda is constructed exclusively on the basis
of conventional economics, which unilaterally asserts that lower transac-
tions costs, increased globalization, and increased capital mobility are
beneficial.

The conventional approach to transactions costs is that they represent
a friction that inhibits competition and the realization of gains from trade.
Consequently, conventional theory suggests that policy should aim at
eliminating such costs. However, as argued above, these costs have impor-
tant implications for both the distribution of income and governments'
ability to tax capital and conduct sovereign economic policy. These con-
siderations are neglected by orthodox theory. Since conventional theory
dominates economic policy making, this has encouraged policymakers to
push for reductions in transactions costs wherever possible. This push is
reflected in the elimination of controls on the international movement of
financial capital, the encouragement of multinational production, and the
encouragement of free trade in goods and sevices. It is also visible in offi-
cial attitudes toward labor markets, in which unions and minimum-wage
regulations are seen as frictions that impede market efficiency. The as-
sumption is that there is such a thing as a natural labor market and that
eliminating unions and minimum wages is the way to restore the natural
market.

The notion of a natural market denies the role of bargaining power in
determining market outcomes. In doing so, it suppresses transactions
costs as an important strategic variable. Once market outcomes are viewed
as the product of a bargaining process, transactions costs acquire major
significance for the distribution of income. This compels a reassessment of
policy. The question then becomes, what is the best policy toward trans-
actions costs? Should policy always be directed toward eliminating fric-
tions, or should policy sometimes actually encourage them? In any event,
elimination of frictions will seldom be distributionally neutral, as it will
almost always alter the balance of power among market participants to
some degree.

A good point of departure for addressing this question is to distinguish
between domestic and international transactions. Prima facie, reduction
of transactions costs within the domestic economy would appear to be a
good. For instance, reducing transportation costs reduces resources used
in transporting goods, thereby freeing them for use in some other benefi-
cial activity. Similarly, increasing the mobility of production can poten-
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tially move employment to relatively depressed areas, thereby bringing
prosperity to those areas.

It should also be noted that, although reduced transactions costs bring
benefits, they may also have significant negative consequences. In particu-
lar, increased ease in shifting production around the economy increases
the bargaining power of capital because firms can effectively pit workers
from different regions in a competition for jobs. Indeed, in the period
since the 1973 oil shock, this has been a significant feature of the U.S.
economic scene. Thus, workers from the Sun Belt have increasingly been
pitted in an implicit contest with workers from the Rust Belt, and firms
have used this contest to extract wage concessions.

On balance, an integrated national market would appear to be benefi-
cial, because it allows consumers to reap the benefits of lower prices asso-
ciated with large-scale production and competition among producers.
Rather than ensuring an appropriate distribution of income by limiting
the scale and extent of competition among firms, it is better to do so by
setting a floor to the labor market and removing wages from the field of
competition. This can be acheived by adequate minimum wages and un-
employment benefits, combined with restrictions on firms' rights to re-
place workers. Competition can then be restricted to product competition
among firms on price and quality, rather than cost competition based on
cutting wages.

One important area in which transactions-cost policy could make a dif-
ference concerns mandated employer contributions on behalf of workers.
A recent adverse development that is part of the wider move to subcon-
tracting is the replacement of full-time workers with part-time and con-
tract workers. Firms have an economic incentive to avoid costs such as
health insurance contributions and pension contributions. A transactions-
cost approach to policy would counteract this incentive by requiring that
firms pay contributions on all workers including part-time and contract
workers.

Another adverse development has been the massive increase in over-
time work, so that American workers are working longer than ever, at a
time when unemployment and underemployment are up. Indeed, there
are many informal indications that much of this overtime work is involun-
tary, with workers facing a choice of work longer or be replaced. In this
instance, firms have an incentive to avoid hiring additional workers so as
to avoid additional pension and health insurance costs. A transactions-
cost policy for reversing this trend would require that overtime hours be
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Fig. 6.2. The tax auction frenzy as an example of the prisoner's dilemma.

considered analogous to the hiring of a new worker, so that firms would
have to start making fresh contributions on all time over forty hours.
Whether or not one agrees with the specifics of these particular proposals,
what is clear is that transactions costs matter. Economic policy needs to
address the implications of transactions costs by recognizing the conse-
quences of their erosion and by reflecting on where they might be usefully
bolstered to secure desired outcomes.

A second policy area concerns the coordination of state government tax
policy. There is an urgent need to put an end to the auction of corporate
tax exemptions intended to attract new jobs. For the government sector
considered as a whole, this is a zero-sum game: the only winner is the
corporate sector, which pays lower taxes. Thus, states that participate in
these tax auctions simply siphon jobs from other states, and lower overall
state tax revenues. Rectifying this problem calls for greater coordination
of taxation policie across states.

The problem of tax auctions partakes of the prisoner's dilemma illus-
trated in figure 6.2. There are two states: state A and state B. Each state
may either hold the line on taxes or cut taxes to attract new business.
Holding the line (Box A) yields maximum tax revenue for the two states
as a group and has no effect on overall jobs. However, each state has an
incentive to break ranks by trying to attract business covertly and thereby
make itself better off. If it alone cuts taxes, then it gets the jobs, and it gets
all the tax revenues associated with the jobs. However, given this incen-
tive, all states break ranks and all cut taxes (Box D). Consequently, all are
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made worse off since tax revenues are reduced and jobs are unchanged.
The only beneficiary is business, which ends up avoiding paying lower
taxes. To be concrete, there was always going to be one Mercedes-Benz
plant in the United States, and at the end of the day, there still is. How-
ever, the tax auction between Alabama and North Carolina resulted in
Mercedes-Benz's winning enormous tax concessions.

This problem of investment credit tax auctions has afflicted state gov-
ernment within the United States. As shown in chapter 5, it is a problem
that increasingly afflicts national governments as well. Governments are
increasingly trying to poach corporations and wealthy citizens by making
their tax laws relatively more favorable. These actions reflect the workings
of individually rational self-interest. When all are guided in this fashion,
the outcome is socially suboptimal. The only way to achieve the socially
optimal outcome is to put in place binding agreements that stop states
from breaking ranks. This is an instance of designing the economy to pro-
mote prosperity.

A third area for transactions-cost policy concerns the maintenance of
sovereign economic policy. Here, taxes can be used to counter the effect
of declining transactions costs in financial markets. Such taxes are com-
monly referred to as Tobin taxes, after the economist James Tobin who
first proposed them. Their purpose is to reduce asset and currency market
speculation and reduce flows of hot money that undermine national eco-
nomic policy. The logic is that placing a small tax on such dealings would
make it unprofitable for speculators to daily shift billions of dollars in re-
sponse to rumors and political sentiments. In this fashion, the Tobin tax
can be used to counter some of the adverse effects of declining transac-
tions costs.

The Tobin tax places a small friction in the working of international
currency markets. It is quite possible that this friction is insufficient, or
that speculation will continue in overseas financial markets. In this case,
tougher direct controls on the flow of international hot money may be
needed. This is paricularly true for European economies, which have been
subject to persistent and frequent currency crises. The frequency of these
crises has increased since the 1970s, when many countries abolished con-
trols on movement of financial capital. It may well be time to restore such
controls. One possible scheme is that operated by the Chilean govern-
ment, under which inflows of international money into the Chilean econ-
omy are obliged to commit to a minimum residence period of one year.
This effectively filters out purely speculative money.
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LEVELING THE LABOR-MARKET PLAYING FIELD

The shift in the balance of power between labor and capital is central to
understanding the stagnation of wages and the explosion of income in-
equality. A crucial element in this shift is the decline of unions.1 A signifi-
cant cause of this decline is the toothless state of labor law, which gives
corporations every incentive to intimidate workers who would like to be-
long to unions even though such intimidation violates fundamental legal
rights of workers.

The Wagner Act of 1935 (section 7) clearly states that workers have the
right to join unions: "Employees shall have the right to self-organization,
to form, join, or assist labor organizations, to bargain collectively through
representatives of their own choosing, and to engage in other concerted
activities for the purpose of collective bargaining or other mutual aid or
protection." Yet, these rights have been hollowed out by a corporate of-
fensive against unions.

This corporate offensive is based on the axiom that "Justice delayed, is
justice denied." The strategy is to generate as much delay as possible
through delayed National Labor Relations Board (NLRB) hearings, de-
layed meetings, delayed elections, appeals, appeals of appeals, and stalled
negotiations.

Side-by-side, there is underlying pressure on workers who want to join
unions. Workplaces are filled with antiunion material, and management
wages a twenty-four-hour public-relations campaign against unions.
Meanwhile, unions have no access to challenge management's claims
about unions. One in twenty workers who seek to organize a union are
discharged according to Professor Paul Weiler of Harvard University.2 In-
deed, the odds may be much higher when one considers discharges
among those who are initially active in starting a unionization campaign.

The corporate offensive is visible in corporate practice. Bronfenbrenner
reports that 70% of firms now use management consultants in their anti-
union election campaigns; an additional 15% use an outside law firm.3 An
article titled "Yes, We Allow No Solicitation Today" in the journal Person-
nel, advises the following: "The National Labor Relations Act allows man-
agement to inform employees about its opinions regarding employees'
decision to join a union. . . . The steps that management can take to pre-
vent workers from seeking out union representation include developing
an open-door policy for employee communication, establishing two-way
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communication, implementing a no-solicitation policy, and restricting
the types of notices workers are allowed to post on bulletin boards."4 An
article in Personnel Journal titled "Maintain a Union-Free Status" advises
that a "Company faced with the possibility of a trade union organizing its
employees should, within the limits of the law, actively oppose the at-
tempt. A company is guaranteed the right to present its views, arguments,
and opinions opposing the union. . . . A company may present to its em-
ployees statements referring to the general downward trend in trade
union membership, that union membership does not guarantee employ-
ment, and that a company is required only to bargain in good faith and is
not required to accept any union demands."3

The combination of corporate opposition, delay, and intimidation is
critical. Data shows that the union win rate in elections drops off sharply
with delay between filing for an election and the conduct of the election.
If an election is held in the first month after filing an election petition with
the NLRB, unions win 56.7% of the time; if the election is delayed six
months, unions only win 46.6% of the time.6

The corporate offensive is visible in the changed character of elections.
In 1962, 46% of all NLRB elections were conducted as consent elections.
In 1991, only 1% of elections were conducted under consent conditions.
Stipulated elections take longer to complete than do consent elections
and give corporations the opportunity to intimidate workers. In 1962,
60% of elections were conducted during the election petition filing month
or the following month. In 1976, it was down to 39%; in 1991, it had
fallen to 34%.

In many instances, unions feel compelled to withdraw petition filings.
In 1970, the withdrawl rate was 22%; in 1980 it was 24%, and by 1990 it
was 31%. The rising extent of withdrawals reflects the scale of the corpo-
rate offensive. Union organizers are realists, and they will not seek an
election until well over 50% of the workforce have checked petition cards.
This far exceeds the NLRB's official requirement that 30% check cards.
Despite these precautions, employers are able to intimidate workers in the
interval between card checking and conduct of the election.

The ability of firms to defeat unionization efforts reflects the tilted play-
ing field. As Richard Bensinger, Director of the AFL-CIO Organizing
Institute, put it: "During every union campaign, workers are bombarded
with speeches and one-on-one arm twisting by supervisors in an attempt
to get them to vote against the union." Meanwhile, employers require
workers to attend antiunion meetings on company time, and union or-
ganizers are barred from company property and have no access to workers
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during working hours. These restrictions are not the result of the National
Labor Relations Act, but the result of courts' overturning NLRB deci-
sions on appeal by corporations. Justice Clarence Thomas, in his first deci-
sion (Lechmere, Inc. vs. NLRB) authored for the majority on the Supreme
Court, allowed that employers were permitted to deny union organizers
access to portions of company premises to which even the general public
has access, such as shopping center parking lots. Under these conditions,
it is small wonder that the right to organize has been hollowed out and
that unions have declined.

The American dream is paying the price of this hollowing out. Union
strength was critical to the advance of the American dream in the era after
World War II. In 1953, 35.7% of all workers belonged to unions. With so
many organized, unions secured for working families a slice of America's
expanding productivity. Moreover, nonunion workers benefited too, be-
cause employers raised wages to reduce workers' incentive to unionize. As
noted in chapter 3, the social compact of this era was not founded on
corporate generosity: it was founded on a level labor-market playing field.
As that playing field has tilted in favor of business, business has withdrawn
from that social compact. The solution is clear: the playing field must once
again be leveled.

The legal principles guaranteeing the right to organize and bargain col-
lectively already exist. What is needed is legal reform that makes this right
effective. The incentive for corporations to frustrate the purpose of the
law is just too great. Plain-vanilla Chicago School approach to the eco-
nomics of crime says that raising the costs of breaking the law by giving
the law teeth is the way to change things. Union supporters are frequently
dismissed; the only penalty against these illegal discharges is reinstatement
with back pay, long after the election is over. Employer threats during
organizing drives, such as plant closure, are unfair labor practices. How-
ever, the only penalty is that the employer post a notice, long after the
election is over, that it will not do this again. If the union lost, it can also
appeal for a fresh election. By then, union sympathizers have quit or been
fired, remaining workers have been intimidated, and new hires have been
carefully screened to weed out prospective union sympathizers.

Raising the penalties associated with unfair labor practices would go a
long way toward ending such abuses. Where firms have been found to
violate the law, monetary penalties should be substantial. Where violation
is intentional, top management should be held personally accountable.
Workers who are unfairly dismissed should not only be entitled to back
pay, but should also be entitled to compensatory damages for psychologi-
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cal distress. Intentional violation is a form of managerial crime and should
be treated as such. CEOs claim credit for corporate performance, and this
is their justification for massive CEO pay. CEOs should also be held per-
sonally responsible for unfair labor practices. If CEOs can personally ben-
efit from the good they purportedly accomplish, commonsense symmetry
says that they should be responsible for the bad.

Legal reform will go a long way toward fixing the problem, but unions
also need to educate the public regarding the necessity of unions. Though
intuitively sympathizing with unions, the public's intellectual attitude to-
ward unions is grounded in the philosophy of economic naturalism,
whereby unions are viewed as a distortion to natural markets. This leads
the public to believe that a natural labor market can be recovered by di-
minishing the power of unions. The reality is that it merely creates a mar-
ket in which business dominates labor.

Interestingly, the notion of natural markets is not applied to large cor-
porations. These are massive pools of financial capital governed by the
protections and provisions of corporate law. Corporations are clearly un-
natural, yet we view them as a design worth having because they enhance
economic productivity and performance. The bottom line is that the phi-
losophy of economic naturalism is at odds with the reality of our econ-
omy, and it is interpreted tendentiously to discredit those institutions that
help level the playing field for workers and their families.

FREE TRADE

The question of free trade has recently been at the forefront of the policy
debate in the United States, and it will be discussed further chapter 9.
Some preliminary comments are in order. In the new globalized econ-
omy, getting trade policy right is essential if the overall policy vision is to
be sustainable.

Clearly domestic factors have played an important role in the worsening
of income distribution, but so, too, have the growth of international trade
and multinational production. This growth has increased the threat to
American workers posed by the abundance of cheap foreign labor, and
this threat neccesitates a reexamination of trade policy.

From the standpoint of orthodox theory, increased international trade
is an unambiguous good. Consequently, declining international transac-
tions costs and increased multinational production are both seen as
sources of major gain. Orthodox economists have therefore persistently
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pushed for free trade and the elimination of all tariffs, and these policies
have reinforced the secular reduction in international transactions costs.

This conventional approach to trade draws no distinctions between
types of trading partner. Instead, all trade is viewed as good, and the
greater the diversity of the trading partners, the greater the benefits to
trade. Thus, Americans supposedly have the most to gain from trading
with countries like China, Mexico, and the Phillipines. Nothing could be
further from the truth. Instead, the benefits to trade depend importantly
on the trading partner. Without doubt, trade can be enormously benefi-
cial, generating greater product diversity, lower prices attributable to
economies of scale associated with larger markets, lower prices attribut-
able to climatic and natural resource advantages in the production of cer-
tain commodities (e.g., Colombia will always produce coffee cheaper than
the United States), and lower prices from increased market competition.

However, trade ceases to be a good when it rests exclusively on wage
differentials. Instead, it becomes an implicit instrument for battering
down wages and increasing profits. These considerations force a reconsid-
eration of trade policy. Free trade is desirable where countries have similar
wage structures, employee protection laws; and environmental protection
laws; where countries differ in these regards, we need to be much more
cautious. Free trade predicated exclusively on wage competition is entirely
unacceptable and represents a major threat to mass prosperity in America
and Wetern Europe.

In light of the above, trade policy must distinguish between trade liber-
alizations with high employment-high wage (northern) economies, and
surplus labor-low wage (southern) economies. Where there are condi-
tions of domestic monopoly or where countries have a natural advantage
in the production of goods, free trade is desirable. Thus, it makes no sense
for the United States to try to produce coffee when Colombia has a natu-
ral climatic advantage. When the only reason for trade is cost advantages
predicated on poverty-level wages, and lack of obligations regarding pol-
lution abatement, worker safety standards, health costs, and provision for
social security, then free trade is unacceptable.

Under such conditions, trade will ultimately promote a decline in the
wages of American workers as companies either transfer production over-
seas, or use the prospect of doing so to extract wage concessions. More-
over, to the extent that the U.S. system of worker protections becomes
viewed as a source of cost disadvantage and job loss, this will unleash
political pressures for its repeal. In the realm of free trade, the law of one
price becomes a mechanism for enforcing the lowest common standard.
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Given this, free trade is appropriate where the requisite criteria are satis-
fied. For instance, the acronym NAFTA should have stood for North At-
lantic Free Trade Agreement. However, if the criteria are not met, coun-
tries should be subject to a social tariff designed to compensate for their
exploitative economic conditions. As conditions in countries improve,
this tariff can be lowered so that it can be used as an incentive mechanism
for governments in underdeveloped countries to advance the welfare in-
terests of workers. Moreover, the tariff proceeds could be used to provide
grants to developing countries for purchases of U.S. exports, thereby
helping both U.S. workers and underdeveloped countries.

POLICIES FOR FULL-EMPLOYMENT

As noted in chapter 5, the rate of unemployment is important for deter-
mining bargaining outcomes and the distribution of income. Unemploy-
ment in turn depends on the level of demand for goods and services,
which is itself affected by government monetary and fiscal policy. Mone-
tary policy refers to the government's control over interest rates and the
money supply, excercised through the central bank (the Federal Reserve
in the United States). Fiscal policy refers to the government's control over
taxes and its own spending. This effect of monetary and fiscal policy is
illustrated in figure 6.1.

In the period of the Golden Age, government was committed to full
employment as a policy goal, and monetary and fiscal policy were directed
toward this end. In the period since the end of the Golden Age, there has
been a steady retreat from the commitment. Once viewed as an unques-
tioned goal of public policy, full employment has now become increas-
ingly viewed as a special-interest policy designed to help those who cannot
compete under the rigors of the market place. How this retreat has come
about is examined in detail in chapters 7 and 8. The immediate signifi-
cance is that committing monetary and fiscal policy to full employment is
another necessary step in reversing the wage squeeze.

This shift in policy direction has meant that both monetary and fiscal
policy have been increasingly run for the benefit of Wall Street rather than
Main Street. With regard to monetary policy this has been reflected in an
obsession with inflation. This obsession was clearly visible in the Federal
Reserve's setting of interest rates during the first half of 1994. Thus, just
as a real jobs recovery started to pick up steam, the Fed tightened mone-
tary policy and raised interest rates six times over the course of the year. As

100



POLICIES FOR PROSPERITY

a result short-term rates moved from just over 3% to almost 6%. This pol-
icy was pursued in the absence of any substantive indications of acceler-
ated inflation, and even though the costs of unemployment are large and
clear, whereas the costs of inflation are hard to identify.

The good news is that, despite the Fed's actions, the current economic
recovery has continued and unemployment has fallen. The bad news is
that the reduction in unemployment has been smaller and slower than it
would have been, and the recovery has been more fragile. This has con-
tributed to continuing uncertainty over jobs, which has kept a tight lid on
wage growth. Indeed, despite the supposed boom, average hourly wages
have still not recovered to the level of the last business cycle peak: in 1989,
they were $12.14 per hour; in 1996, they were $11.82 per hour.

Just as monetary policy has been increasingly run for the benefit of
Wall Street, so, too, has fiscal policy. However, here the capture has been
less complete. Thus, reshaping fiscal policy for the benefit of Main Street
America should prove easier. Paramount in this reshaping is the necessity
of squarely confronting the issue of income distribution and govern-
ment's relation to income distribution. Income distribution profoundly
influences the robustness of economic activity, and hence government
should be concerned with it independently of any concerns with social
equity or fairness. These latter concerns provide additional grounds for
government action on income distribution.

Given this, how should government use fiscal policy to intervene
in securing an appropriate domestic income distribution? First, there is
the use of the power of taxation. Thus, income taxes should be broadly
progressive, meaning that higher-income groups should bear a slightly
higher tax rate than lower-income groups. Moreover, the income tax
should distinguish between earned and unearned income. Progressive
taxation of earned income helps rectify some of the adverse market-based
developments that have favored executive and professional pay over the
pay of other workers; progressive taxation of unearned income helps
rectify the adverse changes that have favored profits over wages. There
should also be reasonable limits to deductions such as mortgage interest
and limits to tax-free pension-fund contributions. The original intent of
the mortgage deduction was the creation of a home-owning democracy
and not the provision of tax subsidies for owners of half-million-dollar
homes. Likewise, tax-free pension-fund contributions were designed
to encourage reasonable provision for old age, not as a means of confer-
ring tax-free savings on the highly paid who already have plenty of dispos-
able income.
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T H E ECONOMY AS A " C O R R I D O R " : POLICY EFFECTIVENESS
AND ECONOMIC STRUCTURE

The use of monetary and fiscal policy to achieve full employment are the
hallmarks of Keynesian economics. However, it is vital to recognize that
these instruments of policy are only effective in an appropriate economic
environment. This is the lesson of structural Keynesianism outlined in
chapter 1. In the period 1945-1973, the structure of the economy was
such that this was the case. The success of the Keynesian economic policy
revolution therefore rested on a new understanding of the significance
of monetary and fiscal policy, combined with a favorable economic
structure.

The importance of structure was not well understood, and, as the
economic structure deteriorated in the period after 1973, so too did the
feasibility and efficacy of Keynesian demand-management policies. There-
fore, restoring the viability of demand-management policies requires the
restoration of an appropriate economic structure. In the absence of this,
Keynesian policies are unlikely to be able to permanently restore aggregate
demand. Instead, their sustained application is likely to produce rising
government deficits and debt, persistent trade deficits, and financial tur-
moil resulting from capital flight. These are the hallmarks of the last
twenty years, and they have prompted a retreat from the policies of de-
mand management. Rather than retreat, the appropriate response should
have been to refashion the system so as to restore the feasibility and effec-
tiveness of demand management.

Such considerations link with the observation in chapter 1 that capital-
ist economies come in a range of forms, and the real problem lies in
fashioning the form that works best for the average person. The metaphor
of a corridor can be used to describe the economic system.7 The walls of
the corridor are analogous to the institutions, laws, and regulations that
constrain economic activity, and economic activity takes place within the
corridor. The goal of policy should be twofold. Structural policy should
see to it that the corridor is designed such that it is wide enough and
pointed in the right direction: demand-management policy should ensure
an appropriate level of economic activity within the corridor.

Further reflection reveals that the situation is even more complicated.
The walls of the corridor constrain the activities and choices of business.
Because these constraints are binding, business has an incentive to try and
get around them. This is where the process of creative destruction enters,
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because business will seek to introduce innovations that mitigate the
constraints of the corridor. Thus, if unchanged, over time the corridor is
likely to become increasingly ineffective at guiding economic activity. The
increase in capital mobility, the decline in transactions costs, and the in-
crease in the power of business relative to government and labor corre-
spond to a gradual erosion of the corridor. This reveals that policy design
must be an ongoing process that responds to developments brought
about by the process of creative destruction.

Restoring prosperity requires rebuilding the corridors governing eco-
nomic activity and seeing that they are again pointed in a direction that
promotes social well-being. This is what is meant by restoring structural
conditions favorable to Keynesian demand-management policies. Unfor-
tunately, conventional economics, which dominates the counsels of eco-
nomic policy making, has actively sought to demolish the existing corri-
dors. The policies of orthodoxy have therefore exacerbated an already
difficult situation, and these policies threaten to entrench deep structural
changes in the domestic and international economy that will be difficult
and perhaps impossible to reverse.
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The Triumph of Wall Street: Finance
and the Federal Reserve

CCHAPTERS 5 and 6 emphasized the role of economic policy in contrib-
uting to the dismantling of prosperity. Economic policy is important be-
cause of the impact of laws and regulations on business' transactions costs,
which in turn affects the bargaining power of business. A second way in
which policy matters is through its effect on demand for output, which
then affects employment conditions. Figure 7.1 shows the now-familiar
diagram detailing these channels of influence.

In the period of the Golden Age, policymakers were committed to
running the economy with low unemployment. However, in the late
1970s there was an abrupt policy U-turn, and inflation was suddenly
public enemy number one. This policy U-turn was spearheaded by the
Federal Reserve.

The Fed's shift of priorities represents a return to the more traditional
stance of central bankers, among whom there is a long-standing history of
opposition to inflation. This opposition is justified under the rhetoric of
sound money, and no distinction is drawn between stable rates of low
inflation and massive hyperinflation associated with economic and politi-
cal instability. All inflation is viewed as a disease, and it is an article of faith
that low inflation inevitably results in hyperinflation. Though there is ab-
solutely no evidence supporting this belief, the disease metaphor has
proved persuasive, and zero-inflation is now the sanctioned goal of policy.

The argument developed in this chapter is that it is not danger to soci-
ety's economic health that motivates central bankers' opposition to infla-
tion; rather, it is their own political and economic self-interest. The pre-
disposition against inflation reflects the sociological origins of central
bankers, who are usually drawn from the ranks of financiers. Inflation is
anathema to this group because it erodes the value of financial assets.
Today, the Federal Reserve is firmly under the control of financial inter-
ests, and it is engaged in a crusade against inflation that disregards the
consequences for unemployment and the distribution of income.

This shift in Federal Reserve policy can only be understood by reference
to the deeper intellectual and political forces that have shaped the current

104



TRIUMPH OF WALL STREET

Laws and Regulations

-> Bargaining Power

Economic Activity/
Unemployment

Income
Distribution

Demand for Output < -
I,

Monetary Policy

Fig. 7.1. The economic system and the influence of government regulation and
monetary policy.

policy climate. The argument developed below is that the Federal Reserve
has committed itself to monetary policy with a deflationary bias. This pol-
icy shift has also occurred in Western Europe and Canada. Moreover, in
all countries, there is an emerging policy agenda that seeks to institution-
alize this committment permanently by making central banks completely
independent and thereby freeing them of public accountability. Because
central bankers tend to be drawn from the ranks of financiers, such inde-
pendence will effectively institutionalize a deflationary policy bias.

Explaining these developments involves a complicated train of thought
that shows how conservative economic theory has been used to justify
deflationary policy and shows that deflationary policy furthers the eco-
nomic interests of Wall Street and finance capital. This is the subject mat-
ter of the current chapter.
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T H E ORIGINS OF DEFLATIONARY POLICY BIAS

Evidence regarding the dominance of zero-inflation policy is now abun-
dantly available. For instance, E. Gerald Corrigan, the former President of
the influential Federal Reserve Bank of New York, writes in the 1992
Annual report:

[E]ven today, with the outlook for inflation seeming to be so benign, we
must remain vigilant and we must staunchly resist those voices that
would suggest that a "little more" inflation may not be all that bad, espe-
cially if it brings a lot more growth. . . .The battle against inflation is
never over and the very minute that a society declares victory in that
battle is likely to be the very minute that the seeds of the next round of
inflation are sown, with all of their painful and inevitable consequences
for the future. . . .(M)onetary policy and the effort to control inflation
rightly stand at the center of the trilogy [of central banking activities and
responsibilities].1

These comments were written at the height of the last recession, and they
are representative of the thinking of the Federal Reserve in general. They
might just as easily have come from Alan Greenspan, the current Chair-
man of the Federal Reserve.

Across the the ranks of the Federal Reserve system, there is now a wide-
spread official consensus that the Fed's preeminent goal should be zero
inflation, that inflation is bad for society's economic well-being, and that
zero inflation should be pursued independent of its effect on unemploy-
ment. Indeed, since the underlying theoretical belief is that inflation has
no effect on economic activity, the Fed claims that systematic pursuit of a
zero-inflation target cannot cause unemployment. This is a wonderful
tautological line of defense against critics of the Fed who blame it for
higher unemployment.

The dominance of deflationary bias within the counsels of the Federal
Reserve is the result of a theoretical counterrevolution in economics that
has gone under the banner of "new classical" macroeconomics. The eco-
nomics profession used to view mild inflation as an economic lubricant
that greased the wheels of adjustment in labor markets, thereby reducing
unemployment.2 However, new classical macroeconomics has accom-
plished an intellectual transformation that has rendered inflation an un-
mitigated evil with no palliative effect on unemployment. Today, it is
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Fig. 7.2. The Phillips curve showing the trade-off between inflation and unem-
ployment.

the assumptions and policy prescriptions of this new paradigm that pro-
vide the rationale for the Federal Reserve's pursuit of deflationary mone-
tary policy.

How did this transformation come about? The 1960s marked the high-
wrater point of Keynesian economic policy. During this decade there was
a widespread belief that monetary and fiscal policy could be successfully
used to permanently achieve full employment. However, even then econ-
omists were aware that higher rates of employment automatically involved
accepting a little more inflation. This was the inescapable trade-off be-
tween inflation and unemployment that was made famous by the "Phillips
curve" (fig. 7.2). According to the logic of the Phillips curve, any attempt
to reduce unemployment will involve a leftward movement along the
curve and will increase inflation.

Beginning in the late 1960s, and continuing through the 1970s, U.S.
inflation began to worsen. This worsening was the result of a combination
of multiple events, including excessive demand pressure from the Vietnam
war mobilization, social conflict in society that spilled over into economic
conflict over income distribution, the 1972 world commodity price ex-
plosion caused by a worldwide economic boom, a decline in the trend
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Fig. 7.3. The new classical vertical Phillips curve showing that unemployment
is fixed at the natural rate, and that there is no trade-off between inflation and
unemployment.

rate of productivity growth, and three successive oil price shocks in 1973,
1976, and 1979. However, rather than supplementing existing inflation
theory with a multicausal theory of inflation, the economics profession
adopted a novel monocausal theory known as the "natural rate" of un-
employment.

The argument behind natural-rate theory is that if unemployment falls
below its natural rate, inflation will increase and accelerate as long as
unemployment remains below that rate.3 Because ever higher and acceler-
ating rates of inflation are unacceptable, the policy message flowing
from natural-rate theory is clear: the unemployment rate should not be
allowed to fall below its natural rate. As a result, economic policy is rigidly
bound by an inflation constraint that is determined by the natural rate of
unemployment.

According to new classical natural-rate theory, the Phillips curve is ver-
tical and fixed at the natural rate of unemployment (fig. 7.3). There is no
inflation-unemployment trade-off, and the Fed cannot affect the rate of
unemployment; all it can do is control the rate of inflation. Any attempt to
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lower the unemployment rate below the natural rate will just cause a
movement up the vertical Phillips curve and increase inflation. Given the
claim of a binding inflation constraint, the best thing that the Fed can do
is aim for zero inflation. If we are going to end up at the natural rate
anyway, it is best to end up there with zero inflation.

CONSEQUENCES OF THE TRIUMPH OF
NATURAL-RATE THEORY

Introduced by Edmund Phelps (1967) and Milton Friedman (1968), the
theory of the natural rate was initially confined to laissez-faire academic
economists and conservative think tanks.4 Since then, it has spread into
the highest counsels of economic policy making. This spread is captured
in the Economic Report of the President, a document drafted each year by
the President's Council of Economic Advisers.5 In 1970, the report de-
clared 3.8% unemployment as the definition of full employment, and used
3.8% unemployment as the basis for computing the economy's maximum
"potential output." In the 1979 Economic Reportthc official definition of
full employment was revised to 5.1% (1979, pp. 72-74). By 1983, the
triumph of natural-rate theory was so complete, that the new term "infla-
tion threshold unemployment rate" (1983, p. 37) was introduced, and
this new inflation threshold unemployment rate was declared to "proba-
bly lie(s) between 6 and 7 percent" (1983, p. 37).

The intellectual arguments for the natural-rate hypothesis have been
bolstered by its rhetorical adoption of the natural metaphor, which
implies that anything other than the natural rate is "unnatural." If the
natural rate were identified with rates of 1% or 2% unemployment, adop-
tion of the theory would be of little significance. However, once the natu-
ral rate is defined as 6% to 7% unemployment, its adoption implies
significantly higher unemployment with huge and unnecessary social and
economic costs.

Worse than that, by adopting the language of free markets and perfect
competition, natural-rate theory subtly entraps policy makers into the
belief that the actual rate is the natural rate. Thus, as economic perfor-
mance has faltered over the last two decades, this has led to the notion of
a rising natural rate. In the face of persistently rising unemployment,
policymakers have been enjoined to do nothing. The defense is that
actual unemployment is the outcome of the natural working of the free
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market, and trying to reduce unemployment would only contribute to
higher inflation.

The argument that the actual rate is the natural rate protects the
Fed from having to intervene to bring down unemployment. However,
natural-rate economics is even more insidious. Thus, supporters of the
natural rate argue that inflation is an evil that must always be eliminated,
and this then justifies the Fed undertaking an activist anti-inflation policy.
The policy U-turn is complete; from having been previously engaged
in activist employment policy, the Fed is now enaged in activist anti-
inflation policy.

This commitment to activist anti-inflation policy has had dire conse-
quences for working Americans. Inflation can be the temporary result of
an economic boom produced entirely by private-sector forces, or it can be
the result of conflict between business and workers over wages and the
distribution of income. Mild inflation is often an indication that workers
have some bargaining strength and may even have the upper hand. Yet, it
is at exactly this stage that the Fed now intervenes owing to its anti-
inflation commitment, and this intervention raises interest rates and un-
employment. Thus, far from being neutral, the Fed's anti-inflation policy
implies siding with business in the ever-present conflict between labor and
capital over distribution of the fruits of economic activity. Just as the
Golden Age policy goal of low unemployment meant implicitly siding
with labor, the Fed's current policy of zero inflation means implicitly sid-
ing with business. Of course, natural-rate rhetoric means that the policy of
zero inflation is never presented in this light, and the public does not
recognize its consequences. In this fashion, natural-rate theory serves as
the perfect cloak for a pro-business policy stance.

MONETARY POLICY AS SURROGATE INCOMES POLICY

The Federal Reserve's belief in natural-rate theory, combined with its ob-
sessive fears about inflation, have served to lock monetary policy into a
permanently contractionary mode. This is illustrated in figure 7.4, which
shows the short-term level of real interest rates, measured as the three-
month treasury bill rate minus the Consumer Price Index inflation rate.
The average real interest rate for the period 1948-73 was 0.88%; the aver-
age for the period 1974-79 was-1.31%; the average for the period 1980-
95 was 2.73%. This is a 200% increase over the Golden Age, and it has
resulted in the economy operating with persistently more unemployment
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Fig. 7.4. Real three-month interest rate and period averages. Source: Author's
calculations based on CITIBASE data.

than necessary. As a result, American workers have been placed in a more
defensive position, and this helps explain why wages have stagnated over
the last fifteen years.

Under the guise of conducting anti-inflation policy, the Fed has kept
real interest rates at a permanently higher level, and it has been willing to
further raise rates whenever there is a hint of robustness in labor markets.
In effect, the Federal Reserve has been using monetary policy as a form of
surrogate incomes policy, and this surrogate policy has been tilted against
wages in favor of profits.

The Fed's surrogate incomes policy has been vividly evident over the
course of the current business cycle. Toward the end of 1993, almost two
years after the last recession was supposed to have ended, the economy
began to experience significant job creation. With the unemployment rate
falling from 6.8% to 6.4% during the last quarter of 1993 and the job
market showing evidence of a long-awaited recovery, the Federal Reserve
proceeded to respond by doubling short-term interest rates in the space of
a year. Beginning in January 1994, the Federal Reserve raised the federal
funds six times over the course of the year so that the federal funds rate
rose from 3% in January 1994 to 5.9% in February 1995. The nominal
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justification for these rate hikes was that the economy was approaching
the natural rate of unemployment, and inflation was about to take off.
However, there was no evidence to this effect other than speculative asser-
tion, and despite continued modest job growth, inflation subsequently
fell in 1995 and 1996 from its 1994 level.

The Fed's surrogate incomes policy was again evident at the beginning
of 1997 when the federal funds rate was raised from 5.25% to 5.5%.
Though there was again no evidence of an acceleration in inflation, the
Fed claimed that an acceleration was imminent. In the absence of evi-
dence, the Fed now resorts to the defense that monetary policy must be
forward looking and preemptive with regard to inflation, and this gives it
a license to do anything.

The most explicit evidence regarding the Federal Reserve's surrogate
incomes policy comes from testimony that Chairman Greenspan gave be-
fore the Senate Budget Committee on January 21, 1997. In this testi-
mony, Greenspan announced:

As I see it, heightened job insecurity explains a significant part of the
restraint on compensation and the consequent muted price inflation. . . .
The continued reluctance of workers to leave their jobs to seek other
employment as the labor market has tightened provides further evidence
of such concern, as does the tendency toward longer labor union con-
tracts. . . .The low level of work stoppages of recent years also attests to
concern about job security.

[However] we must recognize that. . . suppressed wage cost growth as
a consequence of job insecurity can be carried only so far. At some point
in the future, the trade-off of subdued wage growth for job security has
to come to an end. . . .[E]ven if the level of real wages remains perma-
nently lower as a result of the experience of the past few years, the rela-
tively modest wage gains we've seen are a transitional rather than a lasting
phenomenon. The unknown is how long the transition will last. Indeed,
the recent pick-up in some measures ofwages suggests that the transition
may already be coming to an end.

Such testimony leaves little doubt that the Fed's goal is to hold the lid on
wages, and it is willing to run the economy with higher rates of unemploy-
ment and greater job insecurity if necessary.

In effect, the Fed has unilaterally taken on the role of regulating the
distribution of income and seeks to do so in a manner favorable to busi-
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ness. This stance is evident in the most recent business cycle, during which
profits have reached record levels. The 1996 before-tax profit rate was
11.39%; the previous peak was 11.29% in 1966. The massive scale of the
increase in profit rates can be seen by comparing current profit rates with
those obtaining at the peak of the last business cycle in 1988. In that year,
the before-tax profit rate was 7.29%. Thus, there has been a 50% increase
in profit rates over the space of eight years.

The Fed has felt no need to step on the brakes when profit incomes
have been growing. Indeed, since rising profits are good for investment
spending, they have been deemed a good to be encouraged. It is only
when labor incomes have started to show indications of rising that the Fed
has felt the need to step on the economic brakes. By arguing that rising
capital incomes are good for the economy, while rising labor incomes are
inflationary, the Fed has constructed a position that justifies using mone-
tary policy to further profit growth but restrict the economy whenever
there is any prospective indication of wage growth.

Chapter 3 showed how the growth of real wages (i.e., purchasing
power wages) depends on the growth of dollar wages and the rate of price
inflation. This relation is reproduced in equation (7.1). The Fed is now
committed to holding dollar wage growth equal to the rate of inflation,

Real wage growth = growth of dollar wages — inflation (7.1)

and this policy effectively locks American workers into stagnant wages.
This in turn means that all the benefits of productivity growth are accruing
to profits.

The increase in capital mobility combined with the decline in unions
would have produced a shift in income distribution toward profit anyway.
However, the Fed's policy stance over the last eighteen years has exacer-
bated this shift, and the Fed remains vigilant in the interest of business
through its conduct of svirrogate incomes policy.

Inflation is a matter of rising prices. Stagnant real wages refers to a
situation in which prices rise faster than dollar wages, thereby causing the
purchasing power of wages to fall. We are currently in an era of very low
inflation, bordering on deflation (falling prices). However, real wages are
stagnant, and prices are rising faster than dollar wages. Unfortunately, the
public mistakenly labels such a situation one of excessive inflation. This
has helped the Fed by giving public support to the goal of lowering infla-
tion. However, the reality is that inflation is not the problem; the problem
is stagnant wages, and the Fed has contributed to this.
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THE VERITIES OF INFLATION

The theory of the natural rate now dominates the mainstream of the eco-
nomics profession, and since the counsels of the Federal Reserve are ex-
clusively drawn from this mainstream, such thinking also dominates the
Federal Reserve. The intellectual capture of the economics profession and
the Federal Reserve explains how anti-inflation policy has come to be the
officially sanctioned credo of monetary policy. Perhaps what is most sur-
prising is that this intellectual revolution has been accomplished despite
lack of persuasive evidence. Thus, statistical work on the effects of mone-
tary policy consistently reveals that systematic monetary policy impacts
output and unemployment.6 This finding is completely inconsistent with
natural-rate theory, which argues that monetary policy cannot affect out-
put and employment and only affects inflation. Moreover, this work has
been explicitly conducted on the theoretical grovinds defined by new clas-
sical macroeconomics and using the empirical methodology developed by
new classical macroeconomists.

Whereas new classical macroeconomics adopts a monocausal approach
to inflation, the reality is that inflation is multicausal. A significant distinc-
tion is that between "demand-pull" and "cost-push" inflation. The me-
chanics of demand-pull inflation are shown in figure 7.5. The driving
mechanism is the growth of nominal demand which decreases (—) unem-
ployment and increases (+) inflation, thereby generating a Phillips curve.
The reduction in unemployment in turn raises real wages. The theoretical
rationale for this inflation-unemployment relationship is that, in a
multisector economy, faster demand growth raises inflation in sectors
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Fig. 7.6. The mechanics of cost-push inflation; - = decrease; + = increase.

with full employment, but reduces unemployment in depressed sectors.
This is the theoretical foundation of the Phillips curve trade-off illustrated
in figure 7.2.7

The mechanics of cost-push inflation are shown in figure 7.6, and rest
on a price-wage spiral caused by conflict between business and labor over
the distribution of income. Such conflict may be caused by domestic
economic disturbances, or it may be caused by shocks from outside the
economy such as an increase in oil prices or imported goods prices. This
then triggers a struggle over which party is to bear the burden of the
shock. The initiating cost shock (such as an increase in oil prices) increases
(+) both inflation and unemployment, and the inflation is self-sustaining
as the price increase feeds into wages, which then feedback into costs
and prices.

How a cost-push inflation plays out depends very much on how the
central bank responds. If it holds the line on interest rates and expands
nominal demand, this mitigates unemployment but further increases in-
flation. If the central bank raises interest rates, this increases unemploy-
ment and reduces inflation. This second response is tantamount to siding
with business, because it raises unemployment and lowers real wages. This
reveals how central bank inflation policy is never politically neutral.

The existence of these patterns has been repeatedly confirmed in well-
specified economic models. The inflation-unemployment trade-off is con-
firmed in estimates of the Phillips curve provided by Gordon (1988),
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Rissman (1993), and Palley (1997a), while the existence of a relationship
between real wages and unemployment is confirmed in estimates of the
wage curve provided by Blanchflower and Oswald (1994).8 This wage-
curve relationship shows that real wages fall as unemployment increases.

T H E POLITICAL ECONOMY OF ECONOMIC
POLICY MAKING

Whereas the theory of the natural rate has provided the surface justifica-
tion for the implementation of deflationary monetary policy, understand-
ing the reality of deflationary policy requires the adoption of a political
economy perspective. Keynesian economics eschewed such an approach
to policy questions and instead adopted the idealized notion of a "benev-
olent" policymaker who always acted in the national interest. The assump-
tion of a commonly shared national interest can be labeled the "big happy
family" approach. Unfortunately, this approach denies and obscures the
conflictual dimensions to economic activity and economic policy making:
it is not for nothing that we have trade unions and political parties.

The new classical macroeconomics, associated with the conservative
revolution in economics, has attacked the "big happy family" view of eco-
nomic policy making. In principle, this represents an advance since the big
happy family is clearly inaccurate. However, rather than introducing
conflict, new classical macroeconomics adopts an antigovernment ap-
proach that views government as the villain. The public continues to be
described as one big happy family with a commonly shared national inter-
est, but it is frustrated in achieving its goals by government, which is self-
interested and therefore undermines the national interest. These differ-
ences between the Keynesian and new classical approaches to the political
economy of policy making are shown in figure 7'.7'.

When applied to the theory of inflation and unemployment, new classi-
cal macroeconomics views inflation as caused by the Federal Reserve
pushing the economy beyond the natural rate of unemployment in order
to generate more output and tax revenues. Since the natural rate of un-
employment represents the amount that the public actually wants to work
and produce, the Fed is effectively working against the public's best inter-
est. The policy prescription is clear: the Fed must be forced to stick to
the natural rate and follow a zero-inflation policy. In this fashion, new
classical macroeconomics claims that the Fed's high unemployment anti-
inflation policies are actually in the best interests of working Americans.
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Fig. 7.7. Different theoretical constructions of the political economy of policy
making.

This antigovernment characterization of the inflation problem is part of
a long history of antigovernment thinking in economics. In the modern
era, the leader of the attack on government has been Milton Friedman
who, early in his career, argued that the Federal Reserve caused the Great
Depression of the 1930s. Thus, the worst economic downturn in the his-
tory of capitalism was not the result of anything internal to the economic
system; rather, it was the result of misguided policy on the part of the
Federal Reserve.

Friedman's monetarist attack on government rested on its proclivity to
create macroeconomic instability: the focus was government's capacity to
conduct economic policy. In particular, monetarists argued that there are
long and variable lags in the implementation of policy, and these lags
mean that policy can be destabilizing.

Whereas governments' capacity and judgment were the basis of the
monetarist critique, new classical macroeconomics questions govern-
ment's motives. The central assumption of the new paradigm is that there
exists a divide between us and government. New classical macroeconom-
ics therefore discards the notion of a benevolent public policymaker and
replaces it with a political economy that retains a unified public interest
but introduces a self-interested government.

This antigovernment stance derives from an even earlier attack on
government predicated on the theory of bureaucratic and governmental
failure.9 Bureaucratic-failure theory emphasizes incentives regarding dif-
ferent choices and behaviors. It was initially used as an argument against
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government interventions to correct market failures related to environ-
mental pollution and inadequate provision of public goods such as de-
fense. The bureaucratic-failure theorists acknowledged that the market
tended to overpollute because business treated the environment as free
and therefore used it without regard to environmental consequence. They
also acknowledged that the market cannot provide defense because every-
one would have an incentive to get a free ride, and not pay his share.
However, given that, they argued against government attempts to correct
these problems (except notably defense) because bureaucrats had their
own private interests and would not act in the national interest. They also
argued that bureaucrats might be bought off by special interests (i.e.,
through lobbying) and again not follow national interests. Either way, the
implication was to keep government out of the picture as much as possible
because the cure was worse than the problem.

This view of political economy and government is the one that now
dominates the economics profession and economics textbooks, and it has
spread throughout society. Through such teaching, doctoral students in
economics are socialized into an antigovernment predisposition. More
importantly, so, too, are the hundreds of thousands of undergraduates
and M.B.A. students who each year take economics courses. Because
economics has become a prerequisite for a career in business, law, or gov-
ernment, we are producing an elite who are educated to adopt an anti-
government stance, and construct our political problems in terms of an
"us" versus "government" divide. Inevitably, this view has percolated
throughout American society, and it is now the dominant construction of
American political economy.

New classical political economy borrows from bureaucratic-failure
theory and casts government as the enemy, while retaining a unified
"happy family" public interest. The reality is that, not only is there no
benevolent public policymaker, but there is also no unified public interest.
Instead, the economy is riven by different economic interests, the clearest
manifestation of which is the conflict between business and labor over the
distribution of income. This economic conflict in turn is represented in
the political process through the existence of political parties. However,
political parties also represent more than just the narrowly economic,
and they also pursue the selfish interest of politicians. This situation is
illustrated in figure 7.7 by the lower right-hand box labeled "Structural
Keynesian."

The upshot of this situation is that different economic interests com-
pete to control the policymaker. The policy choices of policymakers are
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determined within the political environment and primarily reflect the pref-
erences of the group that currently has political dominance. Within this
world, there is no divide between "us" and "government": rather,
government is "us"—or at least government is the representative of the
winners of the political process as constituted by the electoral and lobby-
ing process.10

This structural Keynesian approach to economic policy recognizes that
the domain of economic policy making is a "contested terrain."11 It con-
trasts with both the Keynesian "benevolent policymaker" approach, and
the new classical "us versus government" approach. The most frequent
construction of the contested terrain view has been in terms of a divide
between labor and capital. However, this representation can be refined by
distinguishing among labor, industrial capital, and financial capital.12 In-
troducing a distinction between industrial and financial capital then adds
a significant dimension that is important for understanding the turn to
deflationary policy.

THE POLITICAL ECONOMY OF DEFLATIONARY
MONETARY POLICY

We are now in a position to provide a structural Keynesian account of the
emergence of deflationary monetary policy. Economic policymakers face
a Phillips curve trade-off between inflation and unemployment such as
that illustrated in figure 7.2. The exact shape of this trade-off is deter-
mined by the structural particulars of each economy, but the logic is clear:
if policymakers want to reduce unemployment, then they will have to tol-
erate a little more inflation.

Given the possibilities determined by the Phillips curve, labor would
prefer the economy to operate in a region with low unemployment and
higher inflation, corresponding to the far-left region of the Phillips curve.
Low rates of unemployment increase labor's welfare by increasing the
availability of jobs, reducing the insecurity of unemployment, and by rais-
ing real wages. This latter effect arises because labor is in a position to
bargain for more.

Industrial capital's preferred region of economic activity is character-
ized by moderate unemployment and moderate inflation, corresponding
to the middle region of the Phillips curve. When unemployment is too
low, profits are depressed because labor is too strong. When unemploy-
ment is too high, profits are depressed because consumption demand is
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weak. Consequently, industrial capital's profits are maximized when un-
employment is moderate.

Lastly, finance capital's preferred region of economic activity is charac-
terized by low inflation and high unemployment, corresponding to the far
right region of the Phillips curve. Finance capital strongly dislikes inflation
because it erodes the value of financial assets, and finance capital is there-
fore willing to tolerate more unemployment to offset this danger. How-
ever, even finance capital has an aversion to extreme rates of unemploy-
ment as this gives rise to increased rates of default and bankruptcy.

In addition, there is another reason why finance capital prefers the low
inflation-high employment region. Achieving such an outcome requires
tight monetary policy and higher interest rates. Once in place, this results
in large transfers of income from borrowers to lenders, so that finance
capital benefits. Working families lack financial wealth, and they therefore
must borrow to pay for purchases of homes, education, cars, and con-
sumer durables. High interest rates mean higher debt-service payments,
so that their incomes are effectively reduced, while the income of finance
capital is increased. Through this channel, the Federal Reserve profoundly
affects the distribution of income.

In which region the Fed chooses to operate the economy depends on
the configuration of political power. If labor is the dominant political
force, the Fed will push the economy toward the region of low unemploy-
ment and higher inflation. If industrial capital is dominant, the economy
will be pushed toward the region of moderate unemployment and moder-
ate inflation. Lastly, if finance capital is dominant, the Fed will tend to
operate in the region with low inflation and high unemployment.

In this light, the current triumph of zero-inflation policy within the
Federal Reserve can be interpreted as a reflection of the political triumph
of financial capital in the wider political process. Policy also will be biased
toward low inflation and high unemployment—the region preferred by
finance capital—when bureaucratic failure matters and Federal Reserve
policy is influenced by the private concerns of its officers. This is because
central bankers are usually drawn from the financial community and there-
fore share finance capital's preference for low inflation.

Because finance capital has a stronger interest in low inflation and high
unemployment than does industrial capital, these two groups can some-
times part ways. Indeed, this consideration helps explain why a number of
leading industrial capitalists supported President Clinton in the 1992
election. This group included John Scully, then CEO of Apple Computer,
and the late Michael Walsh, then CEO of Tenneco. The same considera-
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tion is also present in other countries. For instance, in the United King-
dom, the Confederation of British Industry has frequently opposed hard-
line Conservative economic policy that has raised interest rates and unem-
ployment in Britain. More recently, many British industrialists supported
the British Labor Party under Tony Blair in the May 1997 election. Their
thinking was that Blair would pursue a more expansionary policy, which
would be good for profits.

CENTRAL BANK INDEPENDENCE AND
THE INSTITUTIONALIZATION OF

DEFLATIONARY POLICY BIAS

When viewed from the above perspective, natural-rate theory and its
accompanying notion of a binding inflation constraint are revealed as a
Trojan horse that has been used to capture economic policy. The reality
behind the shift to deflationary monetary policy is that it has served to
advance the interests of finance and industrial capital at the expense of
labor. The pursuit of zero inflation and the willingness to accept high
unemployment rates reflect the triumph of Wall Street, and Federal Re-
serve policy is now largely determined by the dictates of finance capital. A
similar policy shift has also taken place in almost every major industrialized
country, albeit this shift has been more politically contested in Europe
than in North America.

At this stage, an emerging new agenda seeks to permanently institu-
tionalize this triumph by making central banks independent of political
control. Such a development would render the conduct of monetary pol-
icy free from any public accountability or control. Central bank indepen-
dence, which is advocated by new classical economists, represents a means
of institutionalizing Wall Street's triumph because central bankers are
largely drawn from the ranks of financiers, and they therefore tend to
favor the interests of finance. Democratically controlled central banks
constantly struggle against this bankers' bias. The granting of central bank
independence would institutionalize this bias by insulating the bank and
disenfranchising outsiders in the making of monetary policy. The game
plan is clear: natural-rate theory has provided the justification for zero-
inflation monetary policy; central bank independence promises to institu-
tionalize it.

This is not a figment of paranoid liberal imagination: rather, the process
is already underway. However, it has received little public attention be-
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cause it involves dry and technical economic issues. Italy, New Zealand,
and Australia have already inaugurated independent central banking.
Most importantly, the issue of central bank independence has repeatedly
asserted itself in discussions within the European Community regarding
the creation of a European currency. Thus, at this important time of re-
designing Europe's monetary institutions, the conservative theories
promulgated by the mainstream of the economics profession threaten to
provide the tool for undermining the European tradition of strong demo-
cratic control over the instruments of economic policy making.

In the United States, the Federal Reserve is already quasi-independent.
Within the American setting, the new theory of central bank indepen-
dence is being used to ward off those critics who have called for greater
accountability and public control. The new theories therefore reinforce
the Fed's existing autonomy. In this connection, it should be noted that
neither the President nor Congress has the right to instruct the Fed re-
garding the conduct of monetary policy. Moreover, neither Fed Gover-
nors nor the Fed Chairman are subject to dismissal by either the Congress
or the President. Fed decision making is highly secretive, and and the
Fed's exemption from public accountability is compounded by a tendency
among the financial press to lionize the Fed and its chairman, while pre-
senting criticism of the Fed as "whining."

REFORMING THE FEDERAL RESERVE BANK,
OR D I D YOU KNOW THAT THE FED

WAS OWNED BY CITICORP?

The tendency of central bankers to favor finance capital is reinforced
within the United States by the institutional structure of the Federal Re-
serve. To most people's amazement, the Federal Reserve Bank is not a
government agency but is in fact privately owned by the commercial banks
that are members of the Federal Reserve system. The name Federal Re-
serve gives the impression of a government agency, but in fact the Fed is
a private corporation whose stockholders are private commercial banks. In
effect, the Federal Reserve is a bankers' club.

These private banks profoundly influence the Fed. In addition to the
Board of Governors which is located in Washington, D.C., twelve re-
gional Federal Reserve Banks are located in Boston, New York, Philadel-
phia, Richmond, Atlanta, Dallas, Denver, St. Louis, Kansas City, Chi-
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cago, Minnesota, and San Francisco. The twelve district banks are locally
owned and controlled. The President of each of these banks is appointed
by its board of directors, of which one third are from the regional banking
community and one third are from the regional business community. In
this fashion, finance and industry control the regional Federal Reserve
banks.

The Board of Governors, which has overall responsibility for the Fed-
eral Reserve System, consists of seven members, nominated by the Presi-
dent of the United States and confirmed by the U.S. Senate. However,
these seven have fourteen-year terms and cannot be dismissed except for
criminal behavior or gross incompetence. Thus, any sitting President can
only expect to appoint two or three governors.

Interest rates and the direction of monetary policy are set by the Federal
Open Market Committee (FOMC), comprising twelve members, seven of
whom are from the Board of Governors, and five of whom are presidents
of the regional Federal banks. The fact that five are regional Presidents
gives the financial community enormous direct influence over Federal Re-
serve policy. Moreover, members of the Board of Governors also tend to
be drawn from the financial community, thereby reinforcing this influ-
ence. Consequently, the institutional structure of the Fed imbues mone-
tary policy with a bias that favors the bond market and works against
families and small business.

CHANGING DIRECTION: AMERICA NEEDS
A FAMILY-FRIENDLY FEDERAL RESERVE

Monetary policy and interest rates vitally affect the economic well-being
of American families. Interest rates affect families' cost of living by im-
pacting payments on variable-rate mortgages and consumer debt. They
affect the ability of working families to own their own homes, which is an
essential part of the American dream. Interest rates also affect job oppor-
tunities by impacting the level of economic activity: higher rates lower
activity, which means fewer jobs. Moreover, this affects wages, because
a robust economy means that employers must pay a little more to get
and retain workers. It also means that employers may be forced to
share some of the fruits of productivity growth with workers. Finally, in-
terest rates likely affect the rate of economic growth. Lower interest
rates encourage investment, whereas higher economic activity means that
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factories are using all their capacity, which acts as an incentive to build
more capacity.

For all of these reasons, monetary policy profoundly affects the well-
being of American families. It should therefore be conducted in a fashion
that puts families first. Yet, far from this, the Federal Reserve actually con-
ducts monetary policy with an almost total disregard for the interests of
American families. Though deeply affected by monetary policy, the Amer-
ican family has no place at the table. A change of direction is needed.

It is not enough to trail behind the Fed constantly trying to persuade it,
on technical grounds, not to raise rates. What is needed is a change of
mentality that has the Fed place American families first. The Federal Re-
serve Reform Act of 1977 explicitly requires the Fed "to promote effec-
tively the goals of maximum employment, stable prices and moderate
long-term interest rates." However, the Fed has abandoned these respon-
sibilities, and now focuses on only price stability. Its defense is the doc-
trine of the natural rate of unemployment (alias NAIRU) which maintains
that the Fed cannot permanently lower the unemployment rate and the
only thing it can really control is the inflation rate.

The Fed must relinquish its obsession with inflation and abandon the
notion of a natural rate of unemployment. In its place, it must adopt a
pragmatic monetary policy that consistently prods the economy toward
higher employment, subject to maintaining a reasonable rate of inflation.
Accomplishing this requires that employment and growth be given
greater weight in its decision making. There is always a danger that infla-
tion may accelerate when one pushes for full employment and growth.
However, the Fed currently weights this risk excessively. The Fed can al-
ways tighten controls if inflation reaches an unacceptable level.

The above goal of getting the Fed to change its outlook can be comple-
mented by a second agenda directed to reform of the Federal Reserve. The
Federal Reserve is marked by profound institutional bias that works in
favor of Wall Street and against working families and small business. Insti-
tutional reform could help reverse this bias. Such reform should focus on
Federal Reserve appointments and their term and calendar. Thus, regional
Federal Reserve Presidents and members of the Fed's Board of Governors
should be nominated by the President, subjected to Senate confirmation,
and serve four-year staggered terms. This simple measure would eliminate
any proprietary influence of commercial banks over monetary policy,
while staggered terms would prevent presidential packing.

The procedure for appointing the Fed Chairman should remain un-
changed, as should his term. However, the calendar of appointment
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should coincide with the inauguration of the President of the United
States. This would eliminate pressures such as occurred in 1996, when
Chairman Greenspan's reappointment before the presidential election
gave President Clinton a strong incentive to placate Wall Street by staying
with Mr. Greenspan.

Lastly, the President and the Congress should expand the breadth of
representation at the Fed. Others besides bankers and economists have
the capabilities and the judgment to serve responsibly and effectively as
governors of the Federal Reserve. Their skills and point of view are needed
if the well-being of American families is to be the center of monetary
policy.
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From New Deal to Raw Deal:
The Attack on Government

G/HAPTER 7 described how monetary policy has been captured by fi-
nancial interests, and how this capture has given monetary policy a defla-
tionary bias. The new stance of monetary policy contrasts with the expan-
sionary stance of the Golden Age, and the change is visible in the much
higher level of real interest rates that has prevailed over the last fifteen
years. Monetary policy now works for the benefit of bondholders. The
cover for this new stance is provided by the theory of the natural rate of
unemployment, which maintains that monetary policy is handcuffed by a
binding employment constraint.

Along with the capture of monetary policy, there has been an attack on
government. This assault is two-pronged. First, it seeks to take govern-
ment out of labor markets by reducing the scale and scope of the social
safety net: the goal is to undermine the wage floor. Second, it seeks to end
activist fiscal policy, which has government using its tax and spending
powers to affect income distribution and the level of employment. Here,
the goal is to put an end to government's attempts to equalize income
distribution and achieve stable high levels of employment.

The push to shrink the social safety net and neutralize fiscal policy
represents an attempt to roll back the New Deal. At the beginning of this
century, Theodore Roosevelt gave America the Square Deal: its focus
was regulating the power of corporate America and guarding against
monopoly. In mid-century, Franklin Roosevelt bequeathed the New
Deal, and Harry Truman gave America the Fair Deal. The goals were
full employment, high wages, and income security; together, the New
Deal and the Fair Deal constituted a combination that democratized the
American Dream. The 1980s saw the inauguration of the Raw Deal,
the goal of which has been the restoration of nineteenth-century laissez-
faire economics.

126



FROM NEW DEAL TO RAW DEAL

UNDERMINING THE WAGE FLOOR: TAKING GOVERNMENT
O U T OF THE LABOR MARKET

One prong of the attack on government aims to take government out of
the labor market by reducing the scale and scope of the social safety net.
This process has links with the push for deregulation that started in the
1970s. Deregulation was initially confined to consumer product markets,
but its logic is now being applied in labor markets. The original purpose
of deregulation was to put prices in competition. Applied to labor mar-
kets, its purpose is to put wages in competition by making workers com-
pete with one another in a new environment that is stripped of govern-
ment supports for workers and their families.

As with the attack on unions described in chapter 3, the belief is that
there exists a natural market, and the social safety net is a distortion of this
market; hence, the justification for repealing it. However, removing the
safety net will not create a natural market; it will only create a market
where workers are vulnerable and business strong.

The significance of these supports is illustrated in figure 8.1. Govern-
ment is important to the labor market, owing to its impact on the relative
bargaining strength of workers and firms. This impact operates through
many channels, including laws governing the right to collective bargain-
ing and the right to form unions free from employer intimidation; protec-
tions against employer lockouts and unfair dismissal; and protections
against employers bargaining in bad faith as a means of seeking permanent
replacement of existing workers.

Another channel is the minimum wage, which sets a floor to market
wages. The system of unemployment insurance and welfare also affects
labor market outcomes by ensuring that unemployed and laid-off workers
are not destitute. Lastly, labor market outcomes are affected by fair labor
standards and occupational health and safety laws that limit working
hours, ensure that working conditions are safe, and require that workers
are appropriately trained and protected against the hazards that go with
particular jobs.

The reason why this system of government oversight and regulation of
labor markets matters is that it increases the bargaining power of workers
vis-a-vis firms. Such measures limit the ability of firms to replace existing
workers with unemployed workers, while also giving workers means of
support that mitigate the threat of unemployment. By setting wage floors,
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Fig. 8.1. The significance of the social safety net and government labor-market
involvement for labor-market bargaining.

minimum wage laws and welfare entitlements prevent the forces of wage
competition from fully exploiting the relative vulnerability of working
families. Workplace safety protections and limitations on hours restrict the
ways in which firms can place workers in competition with one another,
while training requirements raise the cost to firms of firing experienced
workers.

In terms of the analysis of the logic of economic power in chapter 5, the
system of government oversight and regulation of labor markets raises
firms' transactions costs, while also raising the value of workers' alterna-
tive options. The net result has been to increase worker bargaining
strength, thereby raising wages and improving the distribution of income.

The implications of taking government out of labor markets are clear:
workers lose, while business gains. The Raw Deal promotes such an
agenda. Figure 8.2 shows the falling value of the minimum wage and aver-
age hourly wages. Between 1955 and 1969, the minimum wage rose by
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Fig. 8.2. Real value of the minimum wage and average hourly wage, 1955-95.
Source: Author's calculation based on Statistical Abstract, 1993, table 675,
deflated by Consumer Price Index, and CITIRASE.

almost 56% from $4.27 per hour (in 1995 spending power) to $6.65.
Between 1969 and 1995 the minimum wage fell back to $4.25 per hour,
below the 1955 level. The minimum wage contributes to setting the
"wage floor." When the minimum wage was increasing throughout the
1950s and 1960s, so too were average hourly wages: when the minimum
wage started falling after 1969, average hourly wages started to decline
shortly thereafter. In 1950, a full-time worker earning the minimum wage
would have earned 80% of the poverty level income for a family of three.
In 1968, the same worker would have earned 118%. By 1995, full-time
working at the minimum wage would have earned only 72% of the poverty
level income for a family of three.1 Though an increase in the minimum
wage was legislated in 1996, this increase does not come close to restoring
the minimum wage to its earlier levels. Moreover, it came as part of the
welfare reform package that reduced welfare protections. Consequently,
the policy of putting wages in competition remains intact.

A similar picture emerges from consideration of welfare payments made
through Aid to Families with Dependent Children (APDC). Figure 8.3
charts average hourly wages and the purchasing power of average monthly
AFDC payments (measured in 1995 purchasing power). In 1955, average
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Fig. 8.3. Real value of monthly AFDC payments, average hourly wage, 1955-
90. Source: Author's calculation based on data provided by D. M. Gordon and
CITIBASE.

monthly AFDC payments were $486.34, and they rose to $738.14 by
1968, a 52% increase. By 1990, they had fallen back to $457.18. As with
the minimum wage, this was below the 1955 level. AFDC payments also
contribute to establishing the wage floor. When AFDC payments were
rising, average hourly wages also rose: when they started to fall, average
hourly wages started falling shortly thereafter. The minimum wage and
welfare both act to support market wages, and eroding these two supports
has contributed to the erosion of average hourly wages.

A 1996 report by the House Ways and Means Committee shows that
states have not increased benefits nearly enough to keep up with inflation.
As of January 1996, the maximum cash assistance within the forty-eight
contiguous states for a family of three ranged from $120 a month in
Mississippi, to $703 in $uffolk County, New York. In the median state
(the one exactly in the middle), the payment was up from $184 in 1970
to $389. However, adjusted for inflation, the payment had actually de-
clined 51%. The decline was 43% in Connecticut, 59% in Illinois, 47% in
Massachusetts and Michigan, 65% in New Jersey, 48% in New York City,
60% in Pennsylvania, and 68% in Texas.2 These findings make a mockery
of the claim that rising welfare payments have been the cause of America's
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rising poverty. However, they do support the claim that undercutting
support for workers has contributed to declining wages and increased in-
come inequality.

The declining value of welfare payments has been continuing apace for
twenty-five years. The recent 1996 welfare legislation adds a new dimen-
sion by removing lifetime entitlement and replacing it with a five-year
entitlement. It also seeks to replace welfare with workfare by requiring
welfare recipients to work for their benefits. There are already indications
that state and local governments will use this new requirement to replace
low-skilled unionized public-sector employees with welfare recipients.
This concern emerged in New York city during the 1996 contract negoti-
ations with the transit workers. Workfare therefore potentially represents
the thin edge of a wedge undermining public-sector wages and unions.

Mishel and Schmitt (1996) have examined the wage and employment
implications of the recent welfare reform legislation.3 If those currently on
welfare are to be absorbed into the ranks of the employed, as is the goal
stated by Congress, then wages of low-wage workers (defined as the bot-
tom 30%) will have to fall 11.9%. Wages for low-wage workers in states
with large welfare populations will have to fall even more. In California, a
17.8% decline is needed; in New York, the decline is 17.1%. Workfare
therefore threatens to exacerbate the trend toward putting wages in com-
petition by reducing welfare benefits and increasing the supply of low-
wage workers who have no alternative means of support. Anecdotal evi-
dence to this effect is now starting to accumulate rapidly.4

Another area where the wage foor has been undercut is unemployment
insurance (UI). Here, there has been a long-term decline in recipiency
rates. The wage-replacement rate has remained steady, with UI replacing
roughly 40% of wages. The duration of receipt has also remained steady at
approximately twenty-four weeks. What has changed, however, is the per-
centage of unemployed persons receiving UI. This change is captured in
figure 8.4. The UI recipiency rate was 75% of total unemployed in 1975;
by 1995, it had fallen to 36%. In effect, changing the rules regarding qual-
ification for UI has excluded more and more unemployed persons. Quali-
fying for UI has become increasingly dependent on a history of high-wage
stable employment, whereas the economy has been producing more low-
wage and contingent jobs. Hence, the increased exclusion rate.

The forces promoting the above developments are multiple. The push
to put wages in competition rests on superficial similarity with the argu-
ments that have driven the push for deregulation in the trucking, airlines,
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Fig. 8.4. Percentage of unemployed receiving unemployment insurance. Source:
U.S. Department of Labor, Unemployment Insurance Service.

banking, communications, and the electric utilities industries. In those
industries, the goal has been to put prices in competition and improve
efficiency, but the benefits appear somewhat ambiguous.5 In labor mar-
kets, the issue is not one of improving productive efficiency or getting
firms to lower profit margins. Rather, it is a matter of putting workers in
competition with each other in order to drive down wages and shift the
distribution of income in favor of profits.

A second push for taking government out of labor markets comes from
supply-side economics (see below). The supply-side argument is that gov-
ernment intervention has destroyed the incentive to work and has pro-
moted an outbreak of shirking by both rich and poor. To get the rich to
work, we need to increase incentives by cutting taxes. Similarly, to get the
poor to work, we need to increase incentives by cutting benefits. To para-
phrase John Kenneth Galbraith, the logic of supply-side economics is that
the rich are not working hard enough because they are not being paid
enough, while the poor are not working hard enough because they are
being paid too much.6 However, the reality is that the purchasing power
of both the minimum wage and welfare payments have been falling, and
this is inconsistent with the supplysider's shirking hypothesis.

"Reform" is the rhetoric that surrounds discussions ofwelfare; "repeal"
is the true subtext. Real reform would involve providing support and
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training for welfare recipients, while also ensuring the availability of jobs
that pay at least the minimum wage and do not involve displacing existing
low-wage workers. However, the true goal is to accelerate the process of
putting wages in competition, while also saving on government outlays so
as to enable further upper-end income-tax cuts that get the underpaid rich
to work harder.

HANDCUFFING FISCAL POLICY: THE
SAVING-SHORTAGE HYPOTHESIS

Taking government out of labor markets and putting wages back in com-
petition is one goal of the attack on government. The other is handcuffing
fiscal policy by limiting government's ability to use its powers of taxation
and spending. Figure 8.5 illustrates how fiscal policy impacts the eco-
nomic system through its effect on the level of demand. Government pur-
chases of goods and services directly increase demand, while transfer pay-
ments (such as social security) put income in households' pockets, thereby
enabling them to spend more. Conversely, taxation takes income out of
households' pockets. This illustrates how government can affect the dis-
tribution of income by taking from some households and giving to others.
Lastly, corporate tax policy affects corporate investment spending on
plant and machinery, and this also affects demand.

The centerpiece of the attack on fiscal policy is the "saving-shortage
hypothesis." The claim is that the U.S. economy suffers from a shortage
of saving as a result of excessive government spending and excessive con-
sumption by households. This shortage has supposedly restrained the
level of investment and capital formation. As such, it poses a dire threat to
future American prosperity, because investment and capital formation are
the backbone of a rising standard of living. Remedying this situation
therefore calls for cutting both private consumption and government
spending.

The saving-shortage hypothesis asserts that saving causes investment.
That is, if we increased saving, then we would increase investment in plant
and equipment. However, the empirical evidence is that investment
causes saving. Thus, firms first undertake spending on plant and equip-
ment, and, once this spending takes place, it gets counted as saving in the
form of capital accumulation. Consequently policies of austerity aimed at
cutting consumption and government spending will not increase invest-
ment and growth. Indeed, they may actually reduce investment because
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Fig. 8.5. Significance of government fiscal policy, based on government pur-
chases, taxation, and transfer payments, for the level of demand for goods and

such policies reduce consumer demand so that firms no longer need to
build additional productive capacity.

The fact that investment causes saving is deeply misunderstood by both
the public and the economics profession because of a confusion between
financial saving and real saving. Financial saving represents the accumula-
tion of money assets, and it is accomplished by households not spending
all their money income on consumption; reducing consumption does in-
deed increase financial saving. Real saving represents the accumlation of
buildings, plant, and machinery that can be used to produce output in the
future. Real saving is brought about by firms undertaking investment
spending. Hence, investment causes real saving, and it is investment and
real saving that are important for future prosperity. Attempts to increase
financial saving may actually backfire with regard to investment and real
saving by reducing demand for output, and eliminating firms' need for
additional production capacity.
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TABLE 8.1

Gross Investment and Its Components, as Shares of Gross
Domestic Product

Share of GDP

Fixed investment
Producer equipment
Business structures
Residential structures

1955.1-1979.4

15.46
6.51
3.92
5.03

1980.1-1995.2

15.62
7.35
4.00
4.26

Change

0.16
0.84
0.08

-0.77

Source: CITIBASE and author's calculations.

The key claim of the saving-shortage hypothesis is that there is a signif-
icant shortage of saving within the U.S. economy, and this has in turn
reduced investment spending. However, examination of the data on in-
vestment spending show that this is not the case. At a casual level, the
saving-shortage hypothesis is confounded by the run up in stock prices
and the Dow Jones index. Wall Street is awash in cash as a result of retire-
ment saving by households, and this has driven up stock prices to record
highs. Firms are also awash with cash and have been using their surplus
cash to repurchase their equity at record rates. These are not the signs of
a saving shortage.

Table 8.1 displays data on the average gross domestic product (GDP)
share of gross investment and its contributory components, for the period
1955.1-1979.4 and 1980.1-1995.2.7 The later subperiod corresponds to
the period of the supposed saving shortage. However, the average share of
GDP devoted to fixed investment actually rose slightly from 15.45% to
15.62% in this period. Fixed investment can be divided into three compo-
nents: producer equipment, business structures, and residential struc-
tures. Producer equipment represents business spending on machinery,
and it is vital to the process of economic growth. Yet, this category of
investment spending also increased, averaging 7.35% of GDP in the sec-
ond subperiod, compared with 6.51% in the first subperiod. Spending on
business structures as a share of GDP was essentially unchanged, whereas
residential structures spending fell slightly.

Table 8.1 shows the relative constancy of the share of GDP devoted to
fixed investment. Given this, why has the saving-shortage hypothesis
gained such widespread acceptance? Its internal logic recommends shrink-
ing government and reducing the burden of taxes on profits and interest
income. Thus, the saving-shortage hypothesis serves as a Trojan horse
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promoting a political agenda aimed at shifting the distribution of income
in favor of upper-income groups and diminishing the economic role of
government. This Trojan horse character becomes evident when we ex-
amine its specific policy recommendations for households, business, and
governments.

BLAMING HOUSEHOLDS

The saving-shortage hypothesis maintains that households are not saving
enough. The obverse of this is that households are consuming too much
and have been engaged in a consumption binge. Robert Blecker (1990)
has provided comprehensive empirical evidence rejecting the consump-
tion-binge hypothesis, but despite this it has still gained widespread ac-
ceptance. The consumption-binge hypothesis contributes to the creation
of a political climate justifying policies of austerity. In effect, it represents
households as undisciplined and indulgent, and as having failed to exer-
cise appropriate restraint on consumption spending. The slow growth of
income that has afflicted most U.S. households can then be blamed on
their own improvidence, while policies of austerity that seek to increase
national saving can be argued to be in households' best interest.

Whereas the consumption-binge hypothesis serves to create a climate
justifying policies of austerity, the saving-shortage hypothesis gives direc-
tion to these policies; in this fashion, the two complement each other.
Because shortage of savings is the problem, policy should be directed to
increasing saving. This justifies replacing income taxes with consumption
taxes. The argument is that such taxes increase the cost of consumption
today and therefore encourage households to postpone consumption and
save more.

Whereas income taxes tend to be progressive, consumption taxes are
regressive and fall disproportionately on lower-income groups. The re-
gressivity of consumption taxes, be they excise taxes or value-added taxes,
has been documented by Anderson (1989). His findings are summarized
in tables 8.2 and 8.3, which show tax burdens as a percentage of income.
Excise and value-added taxes fall more heavily on lower-income groups
because they spend a larger share of their income. This contrasts with the
current income tax, under which marginal rates of taxation rise with in-
come so that higher-income households pay proportionately more. In-
deed, even a flat tax with a fixed exemption is progressive because a greater
proportion of poorer households' income is covered by the exemption. In
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TABLE 8.2

The Effect of a Value-Addcd Tax (VAT) on 1986 Income and Expenditure (U.S. dollars)

After-tax income
Average annual

expenditures
5% VAT
VAT as percent of income
Average annual

expenditures minus food
5% VAT with food

exemption
VAT as percent of income

Lowest
20%

3,665

10,923
546

14.9%

8,864

443
12.1%

Second
20%

10,371

13,073
654

6.3%

10,668

533
5.1%

Third
20%

18,143

18,240
912

5.0%

15,231

762
4.2%

Fourth
20%

28,753

23,570
1,179
4.1%

19,802

990
3.4%

Highest
20%

54,868

37,889
1,894
3.5%

32,411

1,621
5.0%

Source: Anderson (1989, p. 24).

sum, the adoption of a system of consumption taxes as advocated by pro-
ponents of the saving-shortage hypothesis would amount to a tax increase
on lower-income households and a tax cut for upper-income households.

The claimed saving shortage has also prompted calls for exempting div-
idend and interest income from taxation. The argument is that dividends
and interest provide the incentive to save, and making them tax exempt
would encourage further saving. In fact, economic theory suggests that
saving could equally decrease, while empirical evidence shows saving to be
unresponsive to interest rates. Such exemptions would clearly provide a
significant tax cut for upper-income households, because the private own-
ership of stocks and bonds is heavily skewed toward the top 10% of upper-
income households (table 4.3). This concentration is particularly marked
with regard to holdings of stocks, bonds, trusts, business equity, and non-
home real estate, which are the principal asset categories that earn interest
and profits.

Another policy suggestion that follows from the saving-shortage hy-
pothesis is reduction of the capital gains tax rate. The argument is that
such a reduction would also increase the overall return to saving and
therefore encourage saving. As with dividend and interest tax exemptions,
there are theoretical and empirical objections. However, it is again clear
that capital gains tax reductions would provide a tax cut heavily concen-
trated among upper-income households because these households own
the vast majority of stocks and bonds on which capital gains have accrued.
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TABLK 8.3
Effective Tax Rates for 1988 (joint return, one dependent)

Adjusted Gross Income
(U.S. Dollars)

0-10,000
10-20,000
20-30,000
30-50,000
50-100,000
100-200,000
200-500,000
500-1,000,000
1,000,000 +

Average

Actual Tax
Rate (percent)

0
4.3
8.3

11.0
16.0
21.8
25.0
26.8
26.6
13.4

Actual as % of the
Average Tax Kate

0
32.1
61.9
82.1

119.4
162.7
186.6
200.0
198.5

Source: Andersen (1989, p. 14).

Lastly, the saving-shortage hypothesis promotes a view whereby in-
creased inequality of income distribution is seen as a good thing rather
than a cause for worry, because higher-income households tend to save
more out of each additional dollar of income than do low-income house-
holds. Consequently, shifts in the distribution of income toward upper-
income households increase total saving, to the benefit of all. This is the
economic rationale of "trickle down" theory, which John Kenneth Gal-
braith has labeled "horse and sparrow" economics: feed enough oats to
the horse, and some will pass through on to the road to feed the sparrow.

In sum, the consumption-binge hypothesis blames American house-
holds for stagnating real wages and low income growth, and argues for
policies of economic austerity. Its twin, the saving-shortage hypothesis,
has been used to advance an agenda that seeks to cut taxes on upper-
income groups and redistribute income toward these groups.

In the early 1980s, supply-side economics and the Laffer curve pro-
vided the rationalization for redistributing income toward the wealthy.
The logic of supply-side economics was that the rich were not working
hard enough because they were not being paid enough, whereas the poor
were not working hard enough because they were being paid too much.8

The saving-shortage hypothesis is the 1990s analogue of supply-side eco-
nomics and embodies a similar perverse logic. Now, the rich are not saving
enough because they are not being paid enough, whereas the poor are
consuming too much because they are being paid excessively.
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In the 1980s, most economists rejected supply-side economics and saw
it for what it was, namely, an attempt to redistribute income. However,
many liberal economists have bought into the saving-shortage hypothesis
(see, e.g., Friedman 1988) even though an agenda of upward redistribu-
tion of income lies at its core. The history of supply-side economics sug-
gests that the tax policies advocated by proponents of the saving-shortage
hypothesis are unlikely to increase saving, but they will result in significant
tax cuts for upper-income households and a worsening of income inequal-
ity. Moreover, to the extent that tax cuts increase the government deficit,
they may actually decrease national saving.

THE GOVERNMENT DEFTCIT AND
THE ATTACK ON GOVERNMENT

Throughout the 1980s and 1990s, the federal government has persis-
tently run budget deficits, and this has provided fertile ground for attack-
ing government. By exploiting simple analogies with ordinary house-
holds, conservative critics have been able to claim that government has
been squandering the nation's seed capital

The saving-shortage hypothesis plays an important role in the conserva-
tive argument, because deficits are accounted for as negative saving by the
government, so that government is notionally reducing national saving.
Because a shortage of national saving supposedly constrains investment
and capital accumulation, the government is implicitly responsible for
slowing economic growth. In this fashion, the saving-shortage hypothesis
casts government as part of the problem.

Not only is government cast as part of the problem, but the saving-
shortage hypothesis then recommends fixing the problem by cutting taxes
for the rich, cutting government spending, and cutting benefits for the
poor. In this policy prescription, the saving-shortage hypothesis finds a
sympathetic echo in supply-side economics, which argues for lower in-
come taxes on the rich to increase entrepreneurial effort and reduced ben-
efits for the poor to get them to work harder.

The saving-shortage hypothesis and supply-side economics represent
two prongs of the attack on government. Supply-siders want to cut taxes
on the rich and cut benefits for the poor to increase effort. The savings-
shortage school wants to cut taxes on the rich to increase savings. It
also wants to balance the budget to increase savings, and since taxes are
to be cut (which increases the deficit), government spending must be re-
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duced. In this fashion, the saving-shortage hypothesis implicitly promotes
an agenda that seeks to shrink government and its involvement in the
economy.

However, the reality is that the saving-shortage attack on government
rests on a combination of faulty measurement of the deficit and misunder-
standing of the economic effects of the deficit. The deficit is overstated
owing to incorrect accounting, while government spending and the defi-
cit only constrain capital accumulation when the economy is at full em-
ployment. The substantive foundation of the saving-shortage hypothesis
is political and ideological.

Chapter 7 examined how the attack on activist monetary policy and the
push for independent central banks is driven by a long-standing anti-
government tradition in economics. This same tradition informs the anti-
government character of the saving-shortage hypothesis and its attack on
activist fiscal policy. In the 1960s, Milton Friedman and the monetarists
attacked government countercyclical stabilization policy and argued that
such policy was destabilizing. Friedman argued that mistaken contrac-
tionary policy by the Federal Reserve had actually been the principal cause
of the Great Depression: "The fact is that the Great Depression, like most
other periods of severe unemployment, was produced by government
mismanagement rather than by inherent instability of the private economy
(Friedman 1962, p. 38)." This view informed his critique of Keynesian
macroeconomic stabilization policy. His formal argument was that at-
tempts to stabilize the economy were counterproductive owing to long
and variable lags in the implementation process.9 This meant that govern-
ment would likely be stepping on the brake just as the economy was slow-
ing down, and stepping on the gas just as it was speeding up.

Behind these technical objections to stabilization policy lay a profound
philosophical opposition to government. Thus, Friedman argued that
government and the New Deal had been counterproductive with regard
to the entire cause of social progress.

The greater part of the new ventures undertaken by government in the
past few decades have failed to achcive their objectives. The United
States has continued to progress; its citizens have become better fed,
better clothed, better housed, and better transported; class and social
distinctions have narrowed; minority groups have become less disad-
vantaged; popular culture has advanced by leaps and bounds. All this
has has been the product of the initiative and drive of individuals cooper-
ating through the free market. Government measures have hampered
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not helped this development. We have been able to afford and surmount
these measures only because of the extraordinary fecundity of the market.
The invisible hand has been more potent for progress than the visible
hand for retrogression" (Friedman 1962, pp. 199-200).

The saving-shortage hypothesis draws on this antigovernment tradi-
tion. Its principle argument is "crowding-out" theory. Crowding-out
theory maintains that government spending displaces private investment
spending. This is an old argument that dates back to the Great Depres-
sion. In the 1930s, it was referred to as the "Treasury view" because the
British Treasury opposed suggestions for public works programs on the
grounds that government spending on such programs would displace
an equal amount of private-sector investment spending. The Treasury
maintained its stance despite mass unemployment and underutilization of
factory capacity, which meant resources were idly sitting by and going
to waste.

In modern economics, higher interest rates represent the formal mech-
anism through which crowding-out operates. The claim is that increased
government spending drives up interest rates, thereby reducing private
investment spending. The exact details of why interest rates rise differ by
school of thought, but the policy recommendation is the same: namely,
reduce government spending and benefit payments. In this fashion,
crowding-out theory provides support for the political agenda of shrink-
ing government.

The saving-shortage hypothesis casts government as part of the prob-
lem. It justifies this characterization by reference to the negative effects of
government deficits on national saving, and crowding-out effects of gov-
ernment spending on private investment. However, this characterization
suffers from profound problems which include inadequate theoretical
logic, mismeasurement of the deficit, and misrepresentation of the charac-
ter of government spending.

Economic Logic. The theoretical logic of crowding-out is extremely
doubtful. First, because the Federal Reserve can use monetary policy to
hold down interest rates there is no automatic need for interest rates to
rise because of government spending. Indeed, chapter 7 showed how the
Federal Reserve has been responsible for the rise in real interest rates.

Second, investment is not constrained by saving; rather, investment
causes saving. Once firms have completed investment expenditures on
buildings and machines, these expenditures then get counted as saving.
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This means that an increase in the government deficit need have no ad-
verse effect on investment. Indeed, increased government spending may
actually increase investment spending through its positive effect on out-
put. Government spending adds to demand and stimulates economic ac-
tivity, which may encourage firms to build more productive capacity.10

The one occasion when deficits and government spending crowd out
investment is when the economy is at full employment. In this event, the
economy no longer has spare capacity and workers with which to produce
extra output. If firms want to invest (i.e., buy machines and buildings), no
resources are available to produce the additional machines and buildings.
At this stage, cutting government spending can make resources available.
If the government reduces the amount of output it buys or reduces the
number of persons it employs, this releases manufacturing capacity and
people to produce investment goods (buildings and machines). In these
circumstances, government spending and deficits crowd out investment.
However, the problem for proponents of the saving-shortage hypothesis
is that the United States economy has not been at full employment these
last twenty years.

Mismeasurement of the Deficit. With regard to "measurement" issues,
Robert Eisner (1986) has noted that the deficit is significantly overstated
because of the effect of inflation in reducing the national debt. Inflation
reduces the value of debts. Financial markets recognize this, and interest
rates therefore rise in inflationary times to compensate for this erosion. In
effect, higher interest rates compensate lenders for loan principal erosion
and are tantamount to an early repayment of loans. From an accounting
standpoint, this means that the portion of interest rates attributable to
inflation should be treated as loan repayment rather than spending. Such
repayments represent government saving and should be accounted for as
such.11 Failure to do so therefore overstates the deficit and understates
national saving.

A second criticism made by Eisner is that much government spending
represents public investment spending on infrastructure such as roads, air-
ports, and public buildings. There is also a case for treating part of educa-
tion and health spending as investment in human capital. However, the
national income accounts treat all government spending as consumption,
thereby misrepresenting its character and giving government the air of
profligacy. If these expenditures are accounted for correctly, the publicy
recorded government deficit no longer provides a measure of government
"dissaving," and national saving is again understated. The current ac-
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counting proceedures for recording government outlays therefore over-
state the deficit, promote the hoax of a saving shortage, and encourage
people to blame government.

Misrepresentation of Government Spending. The above failure to treat
government infrastructure expenditures as public investment obscures the
role of public capital in promoting economic growth. Public investment
in infrastructure capital makes a significant positive contribution to the
economy. It earns a high rate of return, both in terms of increasing the
productivity of private business, and in terms of improved quality of life.
Thus, better school facilities improve education, which raises worker pro-
ductivity as well as improving the nation's citizenry. Similarly, better high-
ways help business, while also making travel safer and saving on automo-
bile wear and tear. This high rate of return to public investment has been
documented by Aschauer (1991) and Munnell (1990). Proponents of the
saving-shortage hypothesis, who point to the government deficit as reason
for reducing government spending, may actually be reducing national in-
vestment and saving.

W H Y IT MATTERS: UNDERSTANDING CURRENT
BUDGETARY POLICY

The saving-shortage hypothesis is beset with theoretical difficulties, and
its arguments are built on faulty measures of government saving. How-
ever, it is not an arcane theoretical controversy. Rather, it has critical pol-
icy implications. Once hooked by its putative logic, one is compelled to
adopt a political agenda that seeks to shrink government and redistribute
income upward.

This agenda is evident in its policies for eliminating the government
budget deficit. The government budget deficit is given by:

Government deficit = tax revenues — government purchases
— transfer payments

Deficit reduction can be acheived either by increasing tax revenues or de-
creasing government purchases and transfer payments (e.g., social security
and welfare).

Proponents of the saving-shortage hypothesis argue for cutting pur-
chases and transfer payments. They also argue for tax reductions so as to
increase the private incentive to produce and save. Transfer payments tend
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TABLE 8.4
Average Income Distribution by Household, 1986

11,734
10,749
15,258
3,524

7.6
8.4
10.6
3.0

23,391
20,218
23,186
-205

15.1
15.8
16.0
0.9

37,064
31,149
33,213
-3,851

23.9
24.4
23.0
-0.9

81,813
64,352
66,107

-15,706

52.5
50.3
45.7
-6.8

Lowest Second Third Fourth
Income by Definition Fifth Fifth Fifth Fifth Top Fifth

Distribution of Income in Dollars
Market income 1,563

After-tax income 1,445
Net income 6,805
Net change 5,242

Distribution of Income in Percent
Market income 1.0

After-tax income 1.1
Net income 4.7
Net change 3.7

Source: Bureau of the Census, Current Population Reports, ser. P-60, no. 164-RD-l,
Measuring the Effect of Benefits and Taxes on Income and Poverty: 1986, December 1988, pp.
18-19, table 2.

to be relatively more skewed toward those at the bottom of the income
distribution and are the most important way in which the Federal govern-
ment helps equalize the distribution of income. Contrastingly, tax reduc-
tions are of value to those with income and are therefore of correspond-
ingly greater value to upper-income households where the distribution of
income is concentrated.

Table 8.4 contains data from a 1986 study by the Census Bureau,
which shows how government helps equalize income distribution. Market
income refers to income generated in the private sector; after-tax income
is income net of all federal, state and social security taxes; net income is
after-tax income plus all federal cash and noncash benefits. The table re-
veals how the income tax is mildly progressive because it increases the
percentage share of income of those at the bottom. More importantly, it
shows how transfer payments are heavily concentrated among lowest-in-
come groups, so that cutting them reduces the deficit while minimally
affecting upper-income groups.

Such considerations reveal how the 1996 welfare reform legislation is
consistent with the political agenda underlying the saving-shortage hy-
pothesis. By reducing welfare, it reduces transfers and reduces the deficit.
At the same time, it implements the second stage of supply-side econom-
ics. The first stage was getting the rich to work harder by paying them
more (i.e., cutting their taxes). However, the poor are still not working
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hard enough because they are being paid too much. The second stage
therefore reduces welfare, which directly reduces the incomes of the poor.
It will also likely lower wages for low-income workers by forcing welfare
recipients to take work at any wage (Mishel and Schmitt 1996).

Lastly, just as the saving-shortage hypothesis promotes a view favoring
tax cuts and reductions in government purchases and transfers, it also has
a proclivity to exempt tax expenditures. Tax expenditures refer to tax de-
ductions and allowances. In effect, there are two ways of spending tax
revenues. One is to collect taxes, and then spend the revenues in the form
of purchases and transfer payments; the other is to forgive agents their tax
obligations. The de facto impact of tax expenditures is to increase the
budget deficit. This impact is obscured because tax expenditures are not
visible as an explicit expenditure. At the same time, the benefits of tax
expenditures tend to accrue heavily to upper-income groups as they have
the income against which deductions can be applied. Consequently, tax
expenditures serve to redistribute income to these groups.

Even though tax expenditures increase the deficit, supply-siders and
saving-shortage proponents tend to exempt them and even argue for their
extension. The argument is that since tax expenditures accrue dispropor-
tionately to upper-income groups who have a high marginal propensity to
save, cutting them would reduce private saving.

Such reasoning also favors extensive tax deductions for corporations
(alias corporate welfare) in the form of accelerated depreciation allow-
ances. Here, the logic is that total private saving consists of household
saving and corporate saving, with the latter being financed by profits. To
the extent that corporate tax expenditures increase corporate profits, it
can be argued that they increase corporate saving. It is also true that own-
ership of corporations (i.e., stock ownership) is heavily concentrated
among upper-income groups, so that increased profits resulting from cor-
porate welfare accrue largely to this group.

BLAMING GOVERNMENT FOR
THE TRADE DEFICIT

A third focal point of the saving shortage hypothesis is the trade deficit. The
trade balance corresponds to the gap between exports and imports, and can
be interpreted as net foreign saving. If there is a trade surplus, the United
States is building up claims on the rest of the world: if there is a trade
deficit, the rest of the world is building up claims against the United States.
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Over the last fifteen years, the United States has run large and persistent
trade deficits so that net foreign saving has been negative. The saving-
shortage hypothesis attributes these deficits to insufficient saving, and ar-
gues that they would have been lower if private and government saving
had been higher. The claim is that there is a fixed amount of national
income, and if government increases spending so that total spending ex-
ceeds national income, than this excess has to be imported. In this fashion,
the government deficit causes the trade deficit.

Such reasoning appears logical and watertight, However, there is a crit-
ical unflagged assumption, which is that there is a fixed amount of income.
If the economy has unemployment and unused industrial capacity, then
the economy has the means to produce more output. This means that
extra government spending can be satisfied by increased domestic produc-
tion. National income is fixed only if the economy is at full employment
and industrial capacity is fully utilized. Only then will increased govern-
ment spending cause a one-for-one increase in imports. Over the last
twenty years, the United States economy has not been at full employment,
and this is the critical flaw in the twin-deficits argument.

With regard to policy, the trade deficit has been used to push two com-
plementary agendas. In the early 1980s, the trade deficit was used to pro-
mote the notion of a competitiveness crisis, which was invoked to push
for a new lean and mean workplace. Thus, the competitiveness crisis
provided the window of entry for such developments as downsizing, sub-
contracting and outsourcing, and the replacement of permanent staff with
temporary workers. In addition, the competitiveness crisis was also used
to launch an attack on regulation of the workplace and environment,
the argument being that these mandates made American industry uncom-
petitive internationally. In this fashion, the competitiveness crisis pro-
vided the justification for an assault on wages, work conditions, and
worker protections.

Initially invoked in connection with the competitiveness crisis, the
trade deficit has subsequently been invoked to attack government. Here,
the vehicle has been the "twin deficits" version of the saving-shortage
hypothesis, which maintains that the government deficit is responsible for
the trade deficit (i.e., negative foreign saving). Proponents of the twin-
deficits hypothesis therefore argue for reducing the government deficit, so
as to reduce the trade deficit. In this regard, it is a variation of the saving-
shortage hypothesis and shares the same political agenda of shrinking gov-
ernment and reducing transfer payments.

As with the debate over the relation between private saving and invest-
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ment, the twin-deficits hypothesis raises issues concerning counting of the
trade deficit, and issues of causation. Issues of counting arise because a
significant portion of international trade (approximately 40%) involves
intracompany trade.12 Because the United States has the most extensive
multinational production network, intracompany trade is relatively more
concentrated among American entities. For instance, Nike is an American
company that has extensive shoe manufacturing operations in Indonesia,
and shoes from those plants are imported into the United States. Such
transactions raise questions regarding the significance of the trade deficit.
Rather than revealing a shortage of saving, it may simply be the artifact of
transfer-pricing decisions that have multinationals allocate profits to
countries where profit taxes are lowest.

With regard to causality, the twin-deficits hypothesis dogmatically as-
serts that the government deficit is the cause of the trade deficit. This is
tantamount to saying that every dollar of government spending directly
causes an additional dollar of imports. No economic model has ever come
close to producing this type of finding. Despite this, the twin-deficits
hypothesis is able to survive because it is also true that government spend-
ing does increase imports owing to its positive impact on economic
activity. Consequently, a cut in the government deficit would indeed re-
duce the trade deficit. However, this reduction would be the result of
lower aggregate demand, increased unemployment, and depressed eco-
nomic activity, which together reduce prosperity and cause consumers to
spend less on imports.

An alternative account of the emergence of structural trade imbalance
is in terms of a combination of ill-guided monetary policy and problems
in specific industrial sectors. The shift to permanent trade-deficit status
occurred in the early 1980s, when the Federal Reserve adopted its current
policy of high interest rates. This caused the dollar to begin a five-year
appreciation (see fig. 8.6) that rendered large segments of American in-
dustry uncompetitive and provided an incentive to accelerate the transfer
of manufacturing operations overseas. It also provided the opportunity
for imports to gain a permanent beachhead in the American market.

A second element in the emergence of a structural trade deficit con-
cerns the energy and automobile sectors, which account for almost the
entire trade deficit in (fig. 8.7). These sector-specific deficits are the result
of failed energy policy and problems particular to the auto industry. The
conclusion is that the trade deficit is not the result of the government
deficit; the proof is the fact that it has continued despite government
moving into surplus.
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Just as the twin-deficits hypothesis misdiagnoses the causes of the trade
deficit, so, too, it misunderstands the economic consequences. The focus
of the twin-deficits hypothesis is foreign wealth accumulation, and it pays
no regard to issues of employment because it assumes full employment.
The reality is that the trade deficit is the result of a combination of produc-
tion being shifted overseas to take advantage of cheap foreign labor, inter-
national uncompetitiveness in particular sectors, and an overvalued ex-
change rate. In each of these instances, employment suffers, and this calls
for policy interventions in the form of a lower exchange rate and possibly
trade regulation.

The trade deficit is one of the most difficult issues to understand, not
least because it quickly becomes engulfed in issues of nationalism. The
deficit does mean that the United States is building up obligations to the
rest of the world. However, foreigners will in due course seek to spend
these debts, and that will be good for the U.S. economy. In sum, the
twin-deficits hypothesis seeks to use the trade deficit as a reason to cut
back government spending; the competitiveness crisis hypothesis seeks
to use it to downsize the workplace in the spirit of lean and mean. Both
are wrong regarding the cause of the deficit; both push the agenda of the
Raw Deal.

THE BALANCED-BUDGET AMENDMENT

No discussion of the attempt to handcuff fiscal policy and shrink govern-
ment would be complete without a discussion of the balanced budget
amendment (BBA).13 The saving-shortage hypothesis, the consumption-
binge hypothesis, supply-side economics, crowding-out theory, and the
twin-deficits hypothesis provide the theoretical ammunition for the attack
on government. The BBA is the institutional mechanism for locking in the
Raw Deal. It bears the same relation to fiscal policy that central bank inde-
pendence has to monetary policy: both seek to entrench the dominance of
business interests institutionally.

Not only does the BBA lock in the Raw Deal, but it does so using a
misleading indicator of federal fiscal integrity. In effect, it seeks to balance
a deeply flawed accounting measure. Earlier, it was noted that the federal
budget fails to distinguish between operating and capital expenditures on
public investment. This failure to distinguish these expenditures is at odds
with accepted accounting practice. The result is to overstate spending and
give government an air of profligacy.
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Second, the budget incorrectly accounts for the effects of inflation. As
noted earlier, a proper treatment of interest on the national debt whould
treat that portion of interest attributable to inflation as loan repayment
rather than expenditures. In 1996, inflation was 3%, and the publicly held
portion of the national debt was $3.6 trillion. Appropriate treatment of
inflation would have reduced the 1996 deficit by $108 billion, so that the
federal budget would have been in balance.

Passage of a BBA would likely have a range of deleterious effects, in-
cluding possibly causing a recession in the initial implementation period
and aggravating the swings of the business cycle thereafter. The BBA
would also likely lower the economy's growth rate as well as cause a return
of old-style financial crises.

Implementation Effects: Risking a Recession. In the first instance, there
would be negative "implementation" effects. The federal budget is in def-
icit, so conforming to the amendment would require significant spending
cuts. Aside from the political problem of getting agreement on what
spending would be cut, there is a danger of such cuts causing a recession.
Spending cuts would generate a large negative demand shock, and this
could be sufficient to tip the economy into recession.

Destabilization Effects: Aggravating the Business Cycle. In addition to
negative implementation effects, a BBA would aggravate the business
cycle and turn mild recessions into severe economic downturns and possi-
bly worse. One widely recognized source of destabilization concerns
the conduct of fiscal policy. Recessions cause tax revenues to fall and
welfare spending to rise, so that government either would have to cut
spending or raise taxes to maintain budget balance; thereby lowering de-
mand and aggravating recessions. An analogous logic applies for booms:
tax revenues go up, so that government would increase spending to bal-
ance the budget. This would increase demand and aggravate inflationary
pressures.

Less widely recognized are the destabilizing implications for monetary
policy. To offset the destabilizing character of fiscal policy, the Federal
Reserve would be obliged to move interest rates up and down like a yo-yo.
In recessions, it would have to lower interest rates further; in booms, it
would have to raise them further. Such interest-rate volatility would hin-
der business planning and likely lower investment spending.
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Moreover, financial markets would come to expect interest rates to rise
significantly after recessions. To avoid incurring losses, financial investors
would not bid down rates on longer-term bonds in recessions, and the
economy could get stuck in recessions with high long-term rates. In ef-
fect, the economy could get locked into a self-fulfilling high-interest-rate
trap in which expectations of future high interest rates keep current inter-
est rates high.

Keynesian economists emphasize the destabilizing demand effects of
the BBA. Supply-siders emphasize the destabilizing effect of volatile tax
rates. Paradoxically, both agree that the BBA is destabilizing. Under a
BBA, the government would lower tax rates in booms and increase
them in recessions so as to maintain budget balance. This would make
tax rates more volatile. For supply-siders, optimal tax policy calls for con-
stant tax rates, which help business planning. The BBA produces the op-
posite result.

Growth Effects: Public Investment and America's Third Deficit. The BBA
would also have adverse growth effects. Over time, the economy is grow-
ing as a result of the effects of technological innovation, investment,
education, and population growth. This growth manifests itself in higher
national income. If passed, the BBA would require government to run a
zero deficit, and the national debt would cease growing. The publicly held
share of the national debt currently stands at 50% of GDP. Over time,
with national income growing and the debt constant, this percentage
would steadily fall.

In an economy with no growth, budget balance requires a zero deficit,
this being the only way to stop the debt/GDP ratio from exploding. In
a growing economy, the debt must also grow to stop the debt/GDP
ratio from going to zero. This implies that a growing economy should
run deficits. The meaning of budget balance depends on whether the
economy is static or growing; this subtle point has been lost in the BBA
hysteria.

If government is unable to borrow, this will negatively impact public
investment, which will in turn hurt growth. When private-sector business
wants to expand, it does so by bank borrowing or by selling equity on Wall
Street. This provides the finance to buy the plant and machinery necessary
for growth. Thus, business is not forced to rely exclusively on its existing
profits. If it were, start-up companies that have no profits could never get
going. Instead, business borrows to finance expansion and then uses the
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resulting profits to redeem its debt. In a growing economy, this is an un-
ending process, and it means that the total amount of business debt is
always increasing.

The same logic applies to the government, which is in the business of
being U.S.A., Inc. Government helps the economy grow by expanding
the highway network, which facilitates commerce; by funding education,
which educates our children and generates technical advances and higher
productivity; and by providing the infrastucture that supports business
operations. By growing the economy, these expenditures generate the tax
revenue to pay back the initial borrowing. In effect, U.S.A., Inc. is just like
private business, and needs to be able to borrow if the economy is to grow
at its maximum rate.

The BBA prevents government from borrowing to finance public in-
vestment. Instead, such projects will have to be financed out of current
revenues or by tax increases. Whatever they are, politicians are not stupid.
They know that taxes are unpopular and hurt the voters who pay them
today. They also know that the benefits from capital spending accrue to
the future, and the future does not vote today. The logic is clear: the BBA
establishes an unambiguous incentive to cut back on public investment
spending, with adverse consequences for economic growth and the qual-
ity of life.

America's low rate of public investment has been termed "America's
third deficit" (i.e., in addition to the budget and trade deficits). Public
investment has a high rate of return, both in terms of improved quality of
life, and in terms of increased business productivity. The existing low rates
of public investment have been blamed for much of the post-1973 slow-
down in economic growth. By further lowering such spending, a BBA
would compound this problem.

Reduced public investment is also at odds with the problems posed by
the graying of America and the need to fund social security. The putative
problem is that twenty years hence, baby-boom demographics will pro-
duce a surge in retirement, and the nation will have to devote much of its
resources to supporting this elderly population. Far-sighted policy should
anticipate this scenario by ensuring that the needed resources are in place.
Unfortunately, one cannot build the needed factories today since they will
be outmoded by then.

However, public infrastructure is extremely long-lived and offers a
means of anticipating these needs. The nation is still benefiting from the
interstate highway system and airports that were built in the 1950s.
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Though many schools buildings are deteriorating and require improve-
ment, they were built over sixty years ago. Thus, they have been long-
lasting, and new schools can be equally so. Public infrastructure invest-
ment is one of the best ways to prepare for the aging of America, yet this
is exactly what the BBA will inhibit.

Financial Instability Effects: Restoring Old,-Style Financial Crises. The
late Hyman Minsky argued that another serious effect of a BBA would be
its impact on financial markets. Government bonds occupy an important
place in private portfolios. They are safe and earn a reasonable rate of
return while the markets in which they are traded are healthy. The BBA
would put an end to new supplies of government bonds. For financial
institutions, particularly banks, this would have serious consequences.
Banks park their excess liquidity in government bonds because they are
both safe and earn a return: when they have excess liquidity, they buy
bonds; when they are short of liquidity, they sell bonds. In this fashion,
government bonds help the financial system buffer business demands
for credit.

If the supply of government bonds were to dry up, banks would look
for other financial assets in which to park their liquidity. They would likely
start increasing their holdings of corporate bonds. However, such bonds
are risky, and their prices can fall in economic downturns owing to in-
creased bankruptcy risk. Consequently, such a portfolio shift would inject
more risk into the financial system. In the 1980s, the savings and loan
(S&L) crisis cost the American taxpayer $500 billion, the banking system
nearly went belly up, and the Federal Deposit Insurance Corporation was
close to insolvent. The system just managed to weather that storm: there
is a risk that future storms may be unmanageable if government bonds,
which are the bedrock of the financial system, are replaced by corporate
bonds in private portfolios.

Lastly, the BBA would effectively put an end to the Federal Reserve's
ability to have the money supply grow, and for the Federal Reserve to
conduct monetary policy. As the economy grows, there is a need for the
money supply to grow in order to finance the increased level of transact-
ing. The Fed grows the money supply by buying government bonds from
banks and households and paying for these bonds with money. If there
were no budget deficit, then households would have no government
bonds, and the Fed would be unable to grow the money supply. The
result would be a deflationary stagnation.
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The BBA Is Bad Policy. For all of the above reasons, the BBA risks seri-
ously harming the long-term health of the American economy. Economic
theory, both Keynesian and supply-side, provides no support for it. In
1996, over one thousand economists, including eleven Nobel Prize
winners, signed a statement declaring it to be bad for America. In his
commencement address at Yale University on June 11, 1962, President
Kennedy spoke about fiscal policy and the national debt.

The great enemy of the truth is very often not the lie—deliberate, con-
trived and dishonest—but the myth—persistent, persuasive, and un-
realistic. Too often we hold fast to the cliches of our forebears. We
subject all facts to a prefabricated set of interpretations. We enjoy the
comfort of opinion without the discomfort of thought. . . .

There are myths also about our public debt. It is widely supposed that
this debt is growing at a dangerously rapid rate. In fact, both the debt per
person and the debt as a proportion of gross national product have de-
clined sharply since the Second World War . . . debts, public and private,
are neither good nor bad, in and of themselves. Borrowing can lead to
overextension and collapse—but it can also lead to expansion and
strength. There is no single, simple slogan in this field that we can trust.

CONCLUSION

Government is currently under attack. This attack represents an attempt
to repeal the Square Deal, the New Deal, and the Fair Deal, which to-
gether provided the basis of the American dream in the twentieth century.
The goal is to institute a Raw Deal that undercuts the wage floor in labor
markets, eliminates government's role in ensuring a fair distribution of
income, and handcuffs fiscal policy so that it cannot be used to manage
demand and ensure full employment.

The claim is that government-sponsored interventions in labor markets
are a distortion of "natural" markets and should therefore be eliminated.
Side-by-side, it is claimed that there is a shortage of saving that has re-
duced investment and capital accumulation and, in turn, lowered growth.
Moreover, the structure of taxes supposedly discourages enterprise while
encouraging shirking. Eliminating government interventions, cutting
taxes, and cutting government spending are the proposed solutions, and
these solutions are to be institutionalized through a balanced-budget
amendment.
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The reality is that these policies are an attempt to turn the clock back to
the nineteenth century. In doing so, they will destroy the American dream
and will bring back the deep business cycles of that bygone era. There is
no such thing as a natural market: undercutting the wage floor will simply
create a labor market in which business dominates labor, and will increase
profits at the expense of wages. Meanwhile, cutting government spend-
ing, cutting benefit payments, and cutting upper-income tax rates will
shift income from the poor and the middle to the rich. This is the true face
of the Raw Deal.
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Free Trade and the Race to the Bottom

A. CENTRAL theme in this book has been the relationship between the
increase in business power and the dismantling of prosperity. The sources
of this increased power are multiple, and this has served to obscure what
has been going on. However, one instance where the public has grasped
the connection between power and wages is free trade. On this issue, there
has been consistent popular opposition against business-sponsored poli-
cies promoting globalized free trade.1

The bottom line is that workers know, through their experience and
common sense, that free trade can expose them to the winds of job losses
and lower wages. Though free trade may also lower prices, its effect on
employment security and wages can be sufficiently severe that, at the end
of the day, workers are worse off. For these reasons, trade policy is too
important to get wrong.

Despite massive popular opposition, both the North American Free
Trade Agreement (NAFTA) and the General Agreement on Tariffs and
Trade (GATT) were passed by the Congress. Their passage reflects the
political and economic dominance of business. These measures constitute
the foundation for the establishment of a pro-business international trad-
ing structure that will apply into the twenty-first century. This process of
institutionalization is not so advanced that it cannot be sensibly reformed.
However, the longer we wait, the more entrenched it will become.

For these reasons, debate over the consequences of free trade is of vital
import. Yet, despite this evident importance, the monolithic probusiness
character of conventional economics has prevented a sensibly nuanced
debate from developing. Mainstream economists simply chant their man-
tra of free trade and label as "protectionist" all who want a subtler ap-
proach to trade.

This response reflects the ideological character of conventional trade
theory, the basis of which is derived exclusively from laissez-faire eco-
nomic theory. It is noteworthy that the political debate over NAFTA was
much more contested than the debate among economists. The latter was
characterized by almost uniform support for NAFTA. If the economist's
guiding principle of the rational pursuit of self-interest is to be believed,
the extent of opposition to NAFTA should itself have been sufficient to
cast doubt on the claim that the agreement would benefit the public.
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FREE TRADE AS SYSTEMS COMPETITION

The monopolization of the trade debate by free-trade theorists has had
enormous ramifications for policy. The theoretical model underlying
economists' rosy prognostications about free trade assumes full employ-
ment and has workers being paid an amount equal to their contribution to
the value of production. These assumptions contrast with a structural
Keynesian view in which unemployment is the rule and wages depend on
conditions of power underlying the wage bargain. Depending on which
perspective is right, there are enormously different consequences to free
trade. If the bargaining-power approach is correct, reliance on orthodox
analysis will produce misguided and damaging policy.

Behind these two perspectives lie fundamentally different views of the
way international trade works. The orthodox view can be labeled the
"market competition" approach, while the bargaining-power view can be
labeled the "systems competition" approach. Orthodox economists treat
international trade as if it were just an extension of domestic trade, the
sole difference being that goods cross international borders. If domestic
trade is beneficial because it increases competition and variety, then inter-
national trade must also be beneficial.2

However, there is a huge difference between domestic and inter-
national trade that is overlooked in the orthodox story. "Domestic" trade
takes place within a common economic and social system. "International"
trade often (though not always) takes place across different systems.
Thus, whereas German-American trade takes place within an essentially
shared system, Mexican-American trade takes place across very different
systems.

These differences in system significantly affect the pattern of produc-
tion costs and confer a competitive advantage on firms in one country.
Thus, to stay competitive, firms in the country with higher systems costs
will have to lower costs by such measures as cutting wages, worker ben-
efits, and expenditures on worker safety and the environment. In this fash-
ion, international trade implicitly pits system against system, and it ulti-
mately serves to export the system with lower costs. Where one country's
lower costs are the result of superior productive efficiency, all is well and
good. However, where lower costs are the result of pauperized wages,
oppressed workers, and an absence of concern for social and environ-
mental well-being, the result is disastorous. In this case, systems competi-
tion becomes the law of the lowest standard, because it forces countries
with high standards to lower them in order to stay competitive.
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COUNTRY A
Maintain Standards Cut Standards

Common Markets
"Race to the top"

Free Trade
"Race to the bottom"

Maintain Standards

COUNTRY B

Cut Standards

Fig. 9.1. Systems competition as a prisoner's dilemma problem.

This problem of systems competition is another example of the pris-
oner's dilemma (fig. 9.1). There are two countries, A and B. Each country
can either maintain standards or cut standards. The social optimum is for
both to maintain standards, in which case there is trade with fair work
conditions and well-paid employment. However, each country faces an
incentive to cut standards a little so as to gain a competitive advantage
over its rival. The result is that both countries cut standards, resulting in
a race to the bottom.

As always, the only way out of the prisoner's dilemma is some form of
institutional arrangement that gets both countries to adopt the socially
optimal outcome, which is why the international trading system needs to
be appropriately regulated. Free trade is not the answer; nor is protection-
ism. The answer is a globally enforced trade charter that prevents a race to
the bottom and turns international trade into a race to the top. Such an
approach corresponds to a common-markets approach, which is discussed
below.

H o w IMPORTANT IS TRADE?

Before delving into a formal analysis of the trade question, it is worth
asking, how important is trade? Many conventional economists maintain
that trade is simply too small to have a significant effect on the economy.
After all only, 17% of U.S. employment is in manufacturing, whereas the
rest is in the "nontraded" (i.e., service and government) sectors of the
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TABLE 9.1
International Trade Characteristics

1970 1990

U.S. exports plus imports as
percent of GDP 12 22

Percent of U.S. imports that
come from LDCs 14 35

Percent of European Union
imports from LDCs 5 12

Percent of LDC exports that
are manufactured goods 1955 = 5% 1992 = 58%

Source: Freeman (1995).

economy. Parenthetically, it should also be noted that these same econo-
mists also make the somewhat inconsistent claim that free trade will bring
major economic benefits.

It is clear that trade has been steadily and rapidly growing in impor-
tance (table 9.1). Trade has increased as a percentage of GDP, and trade
with less-developed countries (LDCs) has increased in both the United
States and Europe. Moreover, there has been a big shift toward importing
manufactured goods rather than primary commodities from LDCs.

Total trade flows are clearly large and significant. However, trade flows
with LDCs are smaller. That said, in a bargaining-power framework, trade
may be small compared to the economy, yet still exert significant leverage
at the margin. This leverage can have a large impact on wages and income
distribution. If business wants wage and benefit concessions, it is not nec-
essary to close plants and shift production abroad; all that is needed is the
"credible threat" of movement. In this case, workers will be forced into
making concessions to keep their jobs. The threat of importing produc-
tion is sufficient, and actual imports may never materialize. This does not
mean that trade is insignificant.

Wood (1995) also argued that the threat of imports from foreign pro-
ducers has gotten domestic producers to adopt defensive innovations to
prevent imports. This defensive response has taken the form of increasing
the extent of automation and the capital intensity of production. As a
result, workers are fired. In the process, they suffer a wage cut because
these jobs are in the higher-paying manufacturing sector.

Trade with developing countries is also increasingly concentrated in
manufacturing, and this gives trade a significance over and above that
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captured by measuring trade as a percentage of GDP. First, manufactur-
ing has traditionally been the center of high-paying jobs and has provided
a lead to the rest of the economy regarding the setting of wages. Trade
therefore has a direct effect on manufacturing wages and an indirect effect
on wages in the rest of the economy. Second, manufacturing has tradi-
tionally been a heavily unionized sector, and unions are good for wages in
both unionized and nonunionized firms. To the extent that trade shrinks
the manufacturing sector, it also shrinks unions, and in doing so contrib-
utes a second blow against wages.

In 1983, 19.1 million workers were in manufacturing, constituting
28% of total employment. Of these, 5.3 million were unionized, making
for a union density of 30% in manufacturing. In 1996,19.7 million work-
ers were in manufacturing, constituting 17% of total employment. Of
these, 3.4 million were unionized, making for a union density of 21%.
Trade is at the forefront of these numbers. It has slowed total employment
growth in manufacturing, while simultaneously undermining the strength
of unions in manufacturing. This has been vividly confirmed with regard
to NAFTA (see below).

A FRAMEWORK FOR ANALYZING FREE TRADE

An immediate difficulty in assessing the welfare effects of free-trade re-
forms concerns the questions of (1) whose welfare, and (2) trade reform
with whom. A theme throughout this book has been that there exists an
ever-present conflict of interest between business and labor. This conflict
determines how the fruits of economic activity are divided, and it is mani-
fested in the struggle over the division of national income between wages
and profit. Another feature of the real world is that countries differ in their
level of economic development and prosperity.

These two features are central to any assesment of the effects of free
trade. Consequently, a valid analysis of free trade must identify its effects
on wage income versus profit income; and distinguish between free trade
with developed (high wage/high employment) economies, and free trade
with underdeveloped (low wage/surplus labor) economies.

The significance of recognizing the distinction between wages and
profits is that it deconstructs the myth of a unified national interest. The
vast majority of people rely exclusively on wages for their income. Con-
trastingly, profit income largely accrues to a small minority who represent
the wealthiest segment of society. Given that wage income represents the
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only source of income for the vast majority of people, the contention of
this chapter is that the welfare effects of free trade can largely be analyzed
by reference to its impact on employment and wages.

This contrasts with orthodox trade analysis in which no weight is placed
on the distinction between wage and profit income because of the as-
sumption that all persons are identical and share equally in profits and
wages.3 Moreover, employment is not an issue, owing to the assumption
of full employment. Given these assumptions, for orthodox theory, the
measure of free trade becomes its effect on total national income. The
argument is that if total national income is increased, then the each person
must be better off; therefore, free trade is beneficial.4 The assumptions of
full employment and equally shared profits are therefore central to under-
standing why the views of expert economists are so different from popular
readings of free trade.

Recognizing that economies are different is also critical for assessing
the impact of free trade, because the effects of free trade depend impor-
tantly on the mix of economies being linked. From a structural Keynesian
perspective, free trade is often best when conducted between countries
that share common characteristics. Once again, this contrasts with ortho-
dox analysis in which the greatest gains to trade arise when countries have
the greatest dissimilarities.

A minimalist taxonomy therefore involves distinguishing between what
may be termed developed (high wage/high employment) economies and
underdeveloped (low wage/labor surplus economies). Developed econo-
mies may be identified with economies such as the U.S economy, the
Japanese economy, and the economies of Western Europe; they are also
sometimes referred to as the Northern economies or as the industrialized
economies. Underdeveloped economies may be identified with countries
such as China, Mexico, and Indonesia, and they are frequently referred to
as the Southern economies.

This categorization has features in common with the distinction be-
tween capital-abundant and capital-scarce economies, which characterizes
the orthodox trade theory. However, the capital-abundant/capital-scarce
distinction is a narrow economic taxonomy. The developed/underdevel-
oped distinction is intended to be more encompassing, capturing the no-
tion that economies are social systems and that multiple facets of these
systems are relevant for understanding the impact of free trade.

The above developed/underdeveloped taxonomy recognizes that the
pattern of trade depends on a range of socioeconomic characteristics.
These characteristics include business' health and social welfare obliga-
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tions, business' rights to pollute and obligations to prevent pollution, em-
ployee-protection laws, and worker-safety laws. In general, developed
countries tend to impose heavier obligations on firms, have stronger an-
tipollution laws, and have stonger worker-protection laws than do under-
developed countries. These differences reflect the stronger position that
workers in developed countries have secured for themselves by political
action and historical good fortune.

The critical economic importance of these socioeconomic characteris-
tics is that they alter countries' costs of production. In doing so, they
change the international structure of comparative costs. In a world with
free trade between developed and underdeveloped countries, these char-
acteristics can determine the pattern of international production and
trade. In this fashion, they affect employment and wages.

T H E IMPACT OF FREE TRADE ON THE ECONOMY

The previous section outlined the need to (1) identify the effects of free
trade on wage and profit and (2) to recognize developmental differences
across countries when analyzing the welfare implications of the effects of
free-trade. This section uses the above framework to analyze the potential
impact of free-trade reforms on the U.S. economy.

To understand this impact, recall the characterization of the economy
provided in chapter 5. This characterization rested on four principles.

1. The level of output (GNP) and employment depends on the level
of demand for goods and services. Shortages of demand will tend to
lower output and employment; brisk demand will tend to produce infla-
tionary pressures on prices and wages.

2. The level of demand depends importantly on the distribution of
income between wages and profits. High wages tend to stimulate de-
mand because of their effect on the level of consumption. However, to
the extent that higher wages reduce the profit rate, they can adversely
affect investment spending, which reduces aggregate demand. If the
former effect dominates, then higher wages are expansionary.5

3. The distribution of income between wages and profits depends
on bargaining bewtween workers and firms. The relative bargaining
positions of workers and firms depends importantly on the state of the
economy, with increases in the rate of unemployment serving to weaken
worker bargaining power. Worker power is also affected by the ease
with which firms can replace existing workers, and by labor legislation
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Free trade increases the
attractiveness of foreign production

- > Bargaining Power
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Free trade increases both the
demand for exports and imports

Fig. 9.2. The effect of free trade on the economic system.

providing benefits for workers and protection against employer sanctions
and layoffs.

4. Firms are driven by the search for profits, and will therefore shift
production to sites earning the highest profits.

In Chapter 5, this analytical framework was used to show how increases in
business power had affected the distribution of income and the level of
economic activity. The same framework can be used to analyze the impact
of free trade.

The potential channels of effect of free trade are shown in figure 9.2.
Free trade impacts the bargaining power of labor by affecting the relative
profitability of overseas production. The elimination of tariffs eliminates
an important cost that protects American workers from being placed in
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competition with pauperized Third World workers, and from being
placed in competition with economic systems in which there are no social
welfare and environmental mandates.

Free trade also impacts the demand for output. To the extent that it
leads to an increase in exports, this increases demand. To the extent that
it leads to an increase in imports, this shifts spending away from domesti-
cally produced goods and reduces demand. Through these two channels,
bargaining power and the demand for output, free trade affects income
distribution and employment.

From an American perspective, there are potentially two types of re-
form. The first concerns trade liberalizations involving another developed
country; the second concerns trade liberalizations involving an underde-
veloped economy.

Developed-Developed Free Trade

This type of reform places countries which have common economic sys-
tems with broadly similar socioeconomic characteristics (i.e., employ-
ment conditions, social security laws, pollution rights, etc.) in a free-trade
relationship. The similarity of systems is of critical significance, because it
means that systems costs are broadly similar. As a result, the impact of
these on costs is neutral, and free trade confers no competitive advan-
tage or disadvantage on either party. In terms of figure 9.1, it means
that free trade has no effect on bargaining power. The costs of produc-
tion abroad are similar to those of domestic production, so that firms
gain no extra leverage over labor in the form of a threat to move produc-
tion abroad.

In goods markets, the abolition of tariffs and quotas lowers the price of
imports: this is a source of increased well-being for all consumers, includ-
ing wage earners. The opening of domestic markets to foreign producers
also serves to strengthen product market competition, which promotes
lower prices and improved quality on domestically produced goods. This
is another source of benefit. Moreover, to the extent that firms' profit
markups are driven down, prices are lowered and the purchasing power of
wages increased. Finally, by creating a larger unified market, trade allows
for large-scale production and spreading of fixed costs, which lowers
prices and also allows a greater range of product variety.

The removal of foreign tariffs and protections increases the demand for
exports. Because export demand is part of total demand, this stimulates
employment and output and strengthens the position of labor in the wage
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bargain. However, elimination of tariffs and quotas increases imports. Be-
cause imports represent a diminuition of demand for domestically pro-
duced goods, this reduces employment and weakens the position of labor.
The net effect on total demand therefore depends on the relative size of
demand diversion into imports, compared to the creation of new export
demand. If the net effect on demand is positive, then employment and
output will increase.

The extent of export demand creation depends importantly on the
availability of international finance to pay for expanded international
trade. Without this finance, realizing the putative gains from free-trade
reform is problematic. Developed countries like the United States have
easy access to international finance because of their good standing in in-
ternational credit markets. As a result, finance does not appear to be a
significant obstacle to an expansion of trade.

In sum, free trade between developed countries appears to carry signifi-
cant benefits. Inevitably, there is some dislocation in particular industries,
because enhanced product market competition leads to an elimination of
inefficient domestic producers. This dislocation adversely impacts specific
groups of workers, but, for workers as a whole, the liberalization appears
beneficial.6 Prices and profit markups are reduced owing to increased
competition, which increases the purchasing power of wages. Easy avail-
ability of international finance means that paying for the expansion of
trade is not problematic. The net result is likely to be an expansion of
demand, employment, and output in the participating countries. Had the
acronym NAFTA stood for North Atlantic Free Trade Agreement, its pas-
sage would have been unopposed. Far from being protectionist, a sys-
tems-competition approach strongly advocates free trade between devel-
oped economies. When countries share common systems, free trade
brings forth the full benefits of market competition, resulting in a higher
standard of living for all.

Developed-Underdeveloped Free Trade

Whereas free trade among developed economies is not problematic, a sys-
tems-competition perspective suggests the opposite for free trade between
developed and underdeveloped economies. Now, the economies have
radically different wage levels and socioeconomic structures, which means
that these factors significantly affect comparative costs. Here, the differ-
ences between the systems-competition and orthodox approaches be-
come important.
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Once again, trade opens the possibility for both increased exports
and increased imports, and the demand effects of this are potentially the
same as before. However, a significant difference concerns access to
international finance. By and large, developed economies have unlimited
access to international finance, so that financing imports from under-
developed countries is not problematic. The same is not true of underde-
veloped countries, whose low levels of wealth, high levels of debt, and
generally lower standing within international financial markets limit their
ability to finance purchases from developed countries. Given this finance
constraint, the positive demand effects of higher exports may be quite
doubtful.

So much for the demand effects, What about the bargaining power
effects? Underdeveloped countries tend to have massive surpluses of
labor, while being relatively short of capital (i.e., factories and machines).
The reverse situation characterizes developed countries. These differences
will set up incentives to relocate production. In particular, there will be an
incentive to transfer production of labor-intensive goods to underdevel-
oped countries where labor is abundant and wages are low. The net effect
of this rearrangement of global production is to reduce the demand for
labor in the developed country, and this causes the share of output paid to
labor (i.e., the wage share) to fall, while increasing the share paid to capital
(i.e., the profit share).7 In effect, free trade serves to unify the labor mar-
kets of developed and under-developed countries, and this puts strong
downward pressure on wages in the developed country (i.e., the United
States). In this fashion, free trade worsens income distribution. It is for
this reason that the expansion of free trade is partly responsible for the
deterioration of income distribution in the United States that was docu-
mented in chapter 4.

Apart from increasing wage competition by increasing the effective sup-
ply of labor, free trade with developing economies also hurts workers'
bargaining power. Workers' power depends on their ability to find other
jobs and ration their work effort. Firms' bargaining power depends on
their ability to hire replacement workers at lower wages, balanced by
the costs of firing existing workers and hiring and training new workers.
Free trade increases firms' bargaining power by increasing the threat of
employment termination, because costs of production are lower in under-
developed countries owing to lower wages and lower costs associated
with fewer environmental protection, worker safety, and social welfare
mandates.8 This is where cross-country differences in systems plays an im-
portant role.
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It is also true that workers in underdeveloped countries may be less
productive owing to lower levels of education and training and owing to
differences in the extent of public "infrastructure" capital. However, these
productivity differences are often more than offset by the scale of the wage
and social overhead cost advantages, so that the net result is that firms'
replacement threat is credibly enhanced by trade liberalizations. In terms
of figure 9.1, free trade with underdeveloped countries increases firms'
bargaining power, which promotes a shift in the distribution of income
from wages to profits.

How real is this bargaining threat? Within the United States, regional
cost disparities have certainly operated on worker-firm relations. Thus, a
consequence of capital's increased mobility has been the establishment of
competition between workers in the Sun Belt and the Rust Belt. This
competition has weakened the position of workers, and it is no accident
that the lion's share of productivity growth now accrues to capital. If such
effects can operate within national economies, there is no reason to be-
lieve they will not operate between economies. International trade is just
trade with the added feature of goods being transported across national
boundaries.

NAFTA

NAFTA represents a unique example of free trade between a developed
and underdeveloped economy.9 The above analysis therefore clearly ap-
plies.10 Thus, the import-export effects, the issue of a finance constraint on
Mexico, the threat of job replacement and deterioration in workers' bar-
gaining position, and the problem of differential social overhead costs are
all present.

However, some additional issues are raised by Mexico's geographic con-
tiguity to the United States. This is likely to strengthen the threat of job
replacement because transportation costs from Mexican plants to the U.S.
market are lower. Such costs represent an important source of protection
to workers in developed countries, and the decline of these costs in recent
years contributes to an explanation of the deterioration in labor's position.

The contiguity of Mexico raises issues related to the nature of Mexico's
demand for U.S. exports. Because Mexican incomes are so low, it is un-
likely that there will be significant exports of consumption goods. Instead,
for the forseeable future, exports are likely to be made up of (1) semi-
finished goods shipped for finishing and reexport to the United States and
(2) capital goods to build new factories.
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TABLE 9.2
United States-Mexico Merchandise Trade:

Customs Value (millions U.S. dollars)

Tear

1992
1993
1994
1995
1996

Imports

35,184
39,930
49,493
61,705
72,963

Exports

40,597
41,635
50,840
46,312
56,761

Balance

5,413
1,705
1,348

-15,393
-16,202

Source: Department of Commerce.

Semifinished goods first show up as a U.S. export and then show up as
a U.S. import, so that they increase the volume of both U.S. exports and
imports. This is exactly what has happened since NAFTA went into effect,
as shown in table 9.2. However, to the extent that value is added in Mex-
ico, this must ultimately give rise to a worsening of the trade balance since
the value of the final import exceeds that of the initial export. More im-
portantly, such semifinished exports represent stripping out a stage of pro-
duction from the U.S. economy and a transfer of that stage to Mexico.
This new semifinished trade is evident in statistics showing that almost
half of United States-Mexican trade is between subsidiaries of the same
company or between firms with strategic alliances.11

With regard to U.S. exports of capital goods, the benefits are also tem-
porary. Thus, the U.S. economy gets a short-term benefit as it exports
machines to fill new Mexican factories. However, once a factory is built
the capital exports cease; at that stage, the factory starts displacing U.S.
production by exporting to the U.S. market.

The export of capital goods also raises the issue of investment diver-
sion.12 Such diversion arises if exports of capital goods to Mexico are the
result of substitution of investment in Mexico for investment in the
United States. Thus, U.S. and foreign corporations may decide to build
plants in Mexico to take advantage of the lower production costs and
correspondingly reduce investment in the United States. To the extent
that this occurs, the gain in U.S. exports is offset by a decline in invest-
ment in the United States. Moreover, the United States loses the lasting
benefits of job creation and permanently enhanced production capabilities
that would have occurred in the absence of such diversion. This problem
is likely very strong with NAFTA owing to Mexico's contiguity.
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NAFTA has now been in effect for almost three years, and the indica-
tions are that it is having the negative effect that a structural Keynesian
analysis would predict.13 In 1992, the last year before NAFTA was ap-
proved, the U.S. trade surplus with Mexico peaked at $5.4 billion. By
1994, it had fallen to $1.3 billion, and by the end of 1996, it had become
a deficit of $16.2 billion. This marks a four-year deterioration of $21.6
billion. Boosters of NAFTA claimed that every billion dollars of exports
would create 19,000 jobs.14 On that basis, NAFTA has cost 410,400 jobs.
A more realistic number is 15,000 jobs per billion, which translates into a
job loss of 324,000. Any which way, the number is massive. Moreover,
these jobs are all in the higher-paying manufacturing sector, making the
effect even more negative.

Defenders of NAFTA claim that the Mexican peso crisis of 1995 and
the ensuing devaluation are responsible for these adverse developments. It
is noteworthy, however, that the U.S. trade balance with Mexico had al-
ready turned into a deficit of $448 billion in the fourth quarter of 1994—
before the peso crisis! Moreover, the peso was purposely pushed up as part
of the selling of NAFTA to show how strong the Mexican economy was.
In that fashion, the media could relay stories about the new Mexican mid-
dle class shopping at Wal-Mart in Mexico City. It is also the case that
Mexico has repeatedly had such currency crises. All knew they would hap-
pen again, and the 1995 crisis is unlikely to be the last.

There is now abundant evidence of production shifting to Mexico.
General Motors (GM) operates fifty-four factories in twenty-seven Mexi-
can cities, most of them close to the border. It employs 74,500 workers,
and its Mexican maquilaAorn workers gross around seventy cents an hour.
Hours after NAFTA was signed, GM informed Detroit Steel of Indiana
that it was shifting spring production to Mexico, thereby saving forty
cents per spring.15 GM continues to try to shift production to Mexico.
The most recent instance concerns 2,700 workers at the Rochester, New
York plant who make fuel injectors.16 Goodyear is another company that
has shifted production to Mexico, and between January 1995 and August
1995, its tire exports from the Mexico to the United States rose from
79,000 to 126,000.17 More recently, Goodyear used its Mexican tire-pro-
duction facilities to strengthen its bargaining position vis-a-vis its workers
in the brief strike over a new employment contract in April 1997. Exam-
ples of transfers abound, and the process continues today. Osram Sylva-
nia, Inc. plans to move its light production from Massachusetts to Mexico
City to stay competitive.18 Johnson Controls, Inc. moved production
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from its Milwaukee plant to Mexico.19 As of 1997, on the Texas-Mexico
border alone, there have been a total of 517 new factories set up in Mexico
since NAFTA went into effect.20

The chilling effect of NAFTA on bargaining power has also been for-
mally documented. In a powerful study, Kate Bronfenbrenner (1996)
looked at union elections between 1993 and 1995. She found that over
50% of all employers made threats to close all or part of a plant during the
organizing drive. The threat rate is significantly higher (62%) in mobile
industries such as manufacturing. Twelve percent of firms actually shut
down plants immediately following a union victory, and a further 3% do
so before a second contract: is reached. This 15% shutdown rate is triple
that of the late 1980s, before NAFTA went into effect.

The findings of the Bronfenbrenner study have been confirmed by a
report of the Secretariat created under NAFTA's labor side accord, which
studied the problem of plant closings.21 This report, released in June
1997, found that U.S. firms use the illegal threat of plant closings to
thwart union organizing. The Secretariat reviewed more than 400 federal
court and National Labor Relations Board decisions from 1989 through
1995 involving plant closings or threats thereof. It found that the employ-
ers' actions were illegal in 90% of the cases.. The Secretariat also surveyed
union representatives about such activities, and the survey found a greater
incidence of threats in industries more susceptible to closing, such as man-
ufacturing, trucking, and warehousing. In effect, NAFTA has become a
new union-busting weapon and has created a climate of worker intimida-
tion that ripples throughout the labor market.

SYSTEMS COMPETITION, FREE TRADE, AND
THE RACE TO THE BOTTOM

From a wider social welfare standpoint, not only do trade liberalizations
with underdeveloped economies potentially disadvantage labor, they may
also have adverse consequences for the socioeconomic structure. This ef-
fect can be termed the law of the lowest stundnvi. Thus, to the extent that
high costs of environmental protection mandates, worker-safety stan-
dards, health-care mandates, or employer social security contributions are
seen as the cause of job losses or reduced wages, this will unleash political
pressure to lower these politically determined costs. In this fashion, free
trade can become a force for remodeling the socioeconomic system. In-
deed, there is evidence that this is already happening, with business com-
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plaining about enviromental and safety mandates that make the United
States internationally uncompetitive. The implication is clear: if the
United States is to be competitive in the free-trade market place, these
mandates will have to go. Business is already actively engaged in advanc-
ing this project.

COMMON MARKETS

The above analysis shows how the welfare effects depends on whether
trade is with a developed or underdeveloped country. This contrasts with
orthodox trade theory, which makes makes no such distinctions and treats
free trade as unambiguously beneficial. Indeed, orthodox theory deems
the greatest benefits come from free trade between developed and under-
developed countries.

Free trade is not the solution, nor is protectionism. Instead, a systems
approach to the problem of international trade suggests the adoption of
common markets. By common markets is meant the establishment of bind-
ing and enforceable agreements that have trading partners adopt common
environmental standards, common rights of free association for workers,
common prohibitions against forced and child labor, and common prohi-
bitions against workplace discrimination. Such requirements are often
referred to as core labor standards. Amazingly, though the rights of intel-
lectual property are guaranteed under NAFTA and GATT, core labor
standards, which address fundamental human rights, are not.

There is also a need for core workplace standards that regulate condi-
tions at work. Countries must establish basic standards regarding hours of
work, minimum wages, and pension and health benefits. Core labor stan-
dards are matters of fundamental principle that can never be made con-
tingent. Core workplace standards will inevitably reflect that state of
productivity and development in a country and are therefore contingent.
Establishing core workplace standards is a much trickier task, but it is one
that needs to be confronted.

The United States is a common market, with states being bound by
common core labor and workplace standards imposed by the Federal gov-
ernment. This prevents systems competition between the states and makes
domestic trade a race to the top rather than a race to the bottom. It is also
the case that the states right's movement—as applied to environmental
standards, minimum wages, welfare, and labor laws—threatens to undo
this. The European Economic Community (EEC) is also a common mar-
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ket, and the rules governing the EEC also keep systems competition at
bay, while allowing trade to take place on the basis of productive effi-
ciency. This is what should drive trade. The goal of U.S. policy should be
to foster the development of a global common market.

Given the above, some core policy conclusions begin to emerge.

1. All trade agreements should embody core labor standards.
2. Free trade between developed countries that have similar wage

levels and socioeconomic structures is desirable.
3. Free trade between developed and underdeveloped countries

which have fundamentally different wage levels and socioeconomic
structures is problematic. Such trade requires case by case evaluation,
according to the principles enumerated in 4 to 6 below.

4. Where there are differences in technical ability to produce goods,
trade should be free on the grounds of technical efficiency. Thus, it
makes no sense for the United States to produce coffee when climatic
differences confer natural a technical advantage in the production of
coffee on Latin America. This is the traditional Ricardian theory of com-
parative advantage, which emphasizes differences in technology as the
basis for trade.

5. Where there are conditions of domestic monopoly, there should
be free trade as a means of enforcing competitive behavior. In this case,
free trade serves to prevent: domestic monopolists from earning monop-
oly profits at the expense of consumers.

6. Where the only reason for trade is the low wage structure and ab-
sence of social overhead costs, then trade should be managed through
imposition of a social tariff. The purpose of this tariff is to compensate
for low wages and lack of commitment to social goals regarding the envi-
ronment, worker health and safety, and social welfare. Where countries
meet these minimum standards, there should be no tariff: where they do
not, the social tariff should be imposed.

The revenues from this social tariff could be paid to the U.S. Treasury,
or, alternatively, they could be paid into a fund for distribution back to the
developing countries. This fund could work in many ways: revenues could
be paid to the World Bank or some like organization; alternatively, reve-
nues could be used to provide free export credits, thereby actually stimu-
lating U.S. exports while furthering the economic development of under-
developed countries.

The social tariff system would also provide a self-interest incentive
mechanism for underdeveloped countries to improve wages and socio-
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economic structures, because it would offer the prospect of unrestricted
market access if they did so. Correcting the foul inequalities of develop-
ment has long been one of the most intransigent policy problems; the
social tariff is a policy tool that offers a plausible and efficient means of
doing so.

Underlying these principles of trade is the fundamental notion that it is
unacceptable for trade to be based exclusively on wage competition or
competition over social welfare standards. Trade should not serve as a
means of undermining the bargaining position of American workers, nor
should it serve as a force for rolling back the laws and regulations govern-
ing the environment, worker safety, and social security. The goal of trade
should be to export American prosperity, rather than import developing-
country poverty. This is the core moral principle guiding a systems-
competition approach. It contrasts with the orthodox position, in which
competition that sets foreign workers against domestic workers as a means
of lowering domestic wages is deemed a good.

The deception in orthodox trade theory is that it begins with the per-
suasive Ricardian theory of trade based on differences in technical effi-
ciency, attributable to differences in climatic and natural resource endow-
ments, but then ends up justifying trade on the basis of relative wages.
This is classic bait and switch.

Economics is a contested social science, and there are few areas of wide-
spread agreement. One such area of agreement is the law of one price,
which states that where commodities are traded in an open market, there
will be a tendency for similar commodities to trade at a single uniform
price. Applied to free trade between the developed and underdeveloped
world, it is labor that is implicitly being traded in the global market, and
the pressure for price equalization will be felt on wages, conditions of
employment, and attitudes toward environmental pollution in produc-
tion. In a systems-competition framework, the law of one price gets ex-
pressed as the "law of the lowest standard."

THIRD WORLD ASSISTANCE AND THE DEBT TRAP

Unrestricted free trade will undermine the well-being of American work-
ers. A common-markets approach will enhance it. One dilemma concerns
the well-being of the Third World. It is quite possible that a common-
markets approach would enhance the well-being of Third World workers
by raising their domestic bargaining power. However, more is needed.
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It is all too easy to talk about the economic problems of U.S. workers
and their families, yet these are dwarfed by the misery that confronts most
Third World workers. A strong case can be made that the rich industrial-
ized nations have a moral responsibility to help these workers. However,
foreign aid is politically unpopular given the climate of economic auster-
ity. Consequently, if a successful case is to be made for substantive Third
World assistance, it will have to be made on positive economic grounds.
Appeals to moral responsibility are not sufficient, particularly if policies
also result in a transfer from "have nots" in the industrialized world to the
"haves" of the Third World.

That said, there is an economic case for Third World assistance that can
also help workers in the First World. Helping the Third World is a win-
win situation. Just as the principle of divide and rule applies in the domes-
tic economy, so, too, it applies in the international economy. If Main
Street, U.S.A. is unwilling to help Third World economies, then those
economies will seek help elsewhere. All too often, this means providing
multinational corporations with immunity from labor standards, work-
place health and safety standards, and enviromental protection standards.
In this fashion, Third World countries are able to attract industrial capital.
However, in doing so they siphon jobs out of the United States and give
American business the opportunity to obtain wage concessions by threat-
ening to move. Consequently, American firms are given the incentive to
take the low road, and globalization becomes a race to the bottom.

Assisting the Third World by giving them aid that is contingent on on
the adoption of appropriate labor, workplace, and environmental stan-
dards, could become a means of closing off the low road. Moral and eco-
nomic imperatives therefore suggest we give greater assistance. When
these countries are hit by economic shocks over which they have no con-
trol, we should help them adjust to the new situation by making liquidity
available. However, their difficulties should not be exploited to impose
vicious labor market flexibility that eliminates the social wage, as has been
International Monetary Fund practice.

The industrialized economies should also ensure that the Third World
is given appropiate access to credit to finance development, and this credit
must be given on reasonable terms. It is unjust that the Third World has
had to pay the higher interest rates brought about by the Federal Re-
serve's crusade against inflation, itself designed to appease Wall Street.

Lastly, the Third World should be given debt relief. Loan forgiveness is
unlikely to be popular, and policy should not focus on relief of principal:
anyone who borrows should pay back what they borrow. However, for
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over fifteen years, the Third World has been burdened by massive debt-
service payments, brought about by high real interest rates engineered by
the First World's central banks. In many ways, these central banks have
acted as a financial version of OPEC: just as the OPEC oil price increases
sent the industrialized world into prolonged recession, so, too, have the
high interest rates charged the Third World.

Giving the Third World debt-service relief would make for two types of
gain. First, if given on the condition that Third World countries adopt
certain standards, it would be a powerful inducement for them to sign on
with enforceable core labor and environmental standards. This would fa-
cilitate the creation of a global common market, thereby helping trans-
form globalization into a race to the top. Second, it would provide a
strong economic boost to demand in industrialized countries. With re-
duced debt-service burdens, Third World countries would be able to use
their income to purchase goods from U.S. and European factories. Ex-
ports would rise, thereby stimulating employment and raising wages. The
implication is clear: appropriately designed Third World debt relief can be
a win-win situation.
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International Money: Who Governs?

-L INTERNATIONAL trade concerns the exchange of goods and services
across national borders. Chapter 9 argued that trade policy needs to be
considered carefully. On one hand, trade can bring benefits of lower prices
and greater product diversity; on the other hand, it can give rise to a race
to the bottom if it is driven purely by differences in wages or the absence
of labor and environmental standards. In this event, trade unleashes the
destructive forces of systems competition, whereby the need to retain inter-
national competitiveness forces countries to seek out the lowest common
denominator regarding wages and labor, social welfare, and environ-
mental standards.

Along with the issue of international trade is that of international
money markets. These markets are where people buy and sell currencies.
Such markets have always been needed in order to pay for international
trade. If a person wants to buy something from a German company, then
they need to acquire deutsche marks to pay for it. To do so, they use the
foreign exchange (FX) market, and sell dollars in exchange for deutsche
marks. As long as there is international trade, there will always be a need
for international money markets to pay for trade.

However, there are now grounds for believing that the current system
of international money markets has become dysfunctional. The construc-
tive contribution to trade finance is being overshadowed by destabilizing
speculation and the creation of a deflationary economic environment. In-
ternational money markets have become less concerned about the
mundane matter of financing trade and more concerned with speculative
dealing in pursuit of financial gain. This new focus represents an extension
of the dominance of finance from the domestic to the international
sphere.

Two critical consequences follow from this new orientation of inter-
national money markets. First, these markets are increasingly prone to
bouts of speculation that cause exchange rates to undergo dramatic
swings that disrupt both international trade and employment. In this con-
nection, there seem to be two types of speculation. One is the sudden
sharp type, whereby a currency is subjected to a burst of speculative sell-
ing. The other involves a gradual persistent revaluation of a currency that
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occurs over a couple of years, and this revaluation is then reversed a couple
of years later.

Second, international money markets now discipline government eco-
nomic policy in a way that favors the interests of financial capital. Chapter
7 explored how Wall Street and the bond market have come to dominate
the Federal Reserve, a dominance reflected in the Fed's fifteen-year-long
crusade against inflation. The new orientation of international money
markets reinforces financial capital's dominance over economic policy.

In effect, financial capital can veto policy by voting with its feet. If
policy is not to the liking of wealth holders, then they can shift their
holdings abroad. Selling out causes domestic interest rates to rise and
the exchange rate to fall, and governments are thereby forced to reverse
policy direction. In this fashion, international money has been able to
discipline governments and contribute to the establishment of a contrac-
tionary economic regime that is global in scope. The problem of who
governs is real.

SPECULATION AND THE N E W FACE OF
INTERNATIONAL MONEY MARKETS

Behind the new focus of international money markets lie dramatic
changes in computer and electronic communication technologies. These
changes have linked financial markets around the world and have lowered
the cost of transferring funds between financial centers. International
banks operate foreign-currency trading desks in Hong Kong, London,
and New York. Dealers working for these banks continuously buy and sell
currencies and shift funds between countries. These shifts may be in re-
sponse to fractional differences in country interest rates or in response to
speculative hunches that one currency is about to appreciate and another
depreciate. On their own, these technological and organizational changes
would have had an enormous impact. However, their impact has been
magnified by government policies eliminating controls on the interna-
tional movement of money.

The changed character of international money markets is visible in both
the volume and character of dealings. An indication of the scope of these
changes is contained in figure 10.1, which shows the volume of dealings
on the New York Stock Exchange. In 1947, the monthly volume of shares
traded was 21.1 million; by 1970, it was 244.8 million; by 1980, it was
946 million; and by 1995, it had reached 7,268.1 million. Though these
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Fig. 10.1. NYSE monthly average stock market volume, 1947-95. Source: Au-
thor's calculations based on CITIBASE data.

numbers concern domestic stock market dealings, they are indicative of
the tremendous change affecting asset market transacting.

Turning to the FX market, in 1973 daily FX trading varied between
$10 billion and $20 billion per day. By 1980, the Bank of International
Settlements (1993) reports that FX trading had reached a daily average of
$80 billion, and the ratio of FX trading to world trade was 10:1. By 1992,
daily FX trading averaged $880 billion, representing a ratio of FX trading
to world trade of 50:1. In 1995, daily FX trading averaged $1260 billion,
and the ratio of FX trading to world trade was nearly 70:1. The total value
of the entire holdings of gold and foreign exchange held by the world's
central banks was $1,500 billion, which was slightly more than one day's
worth of FX trading.

The lion's share of FX dealings are no longer to finance trade: instead,
they are of a short-term speculative nature. Table 10.1 shows the time to
maturity of foreign exchange transactions; the bulk of these transactions
are for settlement within two days. Given that these transactions are not
trade-related, the implication is that they were undertaken with an eye to
making a quick gain from changes in exchange rates and financial asset
prices. Essentially they were speculative. The low cost of transacting
means that such transactions are worthwhile even for very short holding
periods and for miniscule changes in exchange rates and asset prices.

178



INTERNATIONAL MONEY

TABLE 10.1
Maturity Structure of Net Global Foreign Exchange Transactions

Year

1992
1995

Spot
Days < 2

47.3%
43.5%

Days to maturity

Forward^

2 < Days < 7 7< Days < 365

33.9% 18.2%
38.1% 17.5%

365 < Days

0.6%
0.8%

Source: Bank of International Settlements, 1993, 1996; cited in Eatwell
1996.

* Currency exchanges with cash settlement within two business days.
Excludes the spot leg of swaps.

•f Swaps, outright forwards traded on exchanges or "customized" and cur-
rency options at their notional value. Cross-country swaps of interest and/or
amortization installments not included.

OVERVIEW: T H E CURRENT SYSTEM

The current system of international money markets has emerged gradually
over time and is characterized by a combination of flexible exchange rates
and capital mobility. Why did the current system emerge? What are its
problems, and what would make for a better system? These are the ques-
tions that concern the current chapter. However, before getting into the
details, a little terminology.

A. flexible exchange rate system is one in which market forces determine
exchange rates, in the same way that the stock market determines stock
prices: buying pressure pushes up the exchange rate, whereas selling pres-
sure pushes it down. A fixed exchange rate system has governments fixing
exchange rates and then intervening in international money markets to
maintain them.

A system with capital mobility allows finance to freely move between
countries: wealth holders can convert domestic money into foreign
money and use the proceeds to purchase foreign financial assets. A system
with capital controls restricts wealth holders abilities to convert domestic
money into foreign financial assets.

Fixed versus flexible exchange rates and capital mobility versus capital
controls are the key issues in the debate over international money markets.
The evolution of the current system is shown in figure 10.2. In the 1950s
and 1960s, the system was characterized by fixed exchange rates/capital
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Fig. 10.2. Configuration of different policy regimes.

controls. In the 1970s, the system changed to flexible exchange rates/
capital controls. Then, in the 1980s, the system became one of flexible
exchange rates/capital mobility, and that system remains today.

In an age of globally integrated economies, exchange rates affect eco-
nomic performance, as illustrated in figure 10.3, in which the exchange
rate affects the level of demand. If the dollar exchange rate is overvalued,
U.S. goods will be internationally uncompetitive. As a result, U.S. exports
will fall, while imports into the U.S. will rise as they displace purchases of
American-produced goods. The net effect will be a decline in demand for
American-made goods, which will cause a reduction of output in Ameri-
can factories, thereby causing employment to fall. Falling employment
will put downward pressure on wages.

Additionally, exchange rates may affect bargaining power. When the
dollar is overvalued, production abroad is more attractive, enhancing the
credibility of firms' threats to relocate production. This has certainly hap-
pened in connection with Mexico, where the collapse of the peso in 1995
made it very attractive to shift production south of the border.

When there was little international trade and limited economic integra-
tion among countries, exchange rates were of reduced significance. Now
that globalization is upon us, exchange rates are of much increased signif-
icance. In 1960, the combined value of U.S. imports and exports was 7%
of GDP; in 1995, their combined value was 19% of GDP. Getting the
exchange rate right has therefore become a matter of major importance
for jobs and wages.
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Exchange Rates
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Exchange Rates

Fig. 10.3. The economic system and the influence of exchange rates.

The system of exchange rates between 1945 and the late 1970s gave
preeminence to job considerations and focused on the problem of balanc-
ing exports and imports. The current system allows exchange rates to be
determined by speculative financial flows. Instead of the exchange rate
being determined by the real economy (i.e., the world of jobs and produc-
tion), it is driven by the speculative actions of wealth holders in interna-
tional money markets. Just as the stock market can be subject to booms,
so, too, can individual currencies in international money markets. This
means that exchange rates can be severely misaligned, giving rise to major
adverse consequences for the jobs and livelihoods of ordinary people.

Worse than that, the new system allows financial capital to discipline
national economic policy by threatening to move if policy is not to its
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liking. Thus, not only can international money markets get exchange rates
wrong, but they can also prevent governments from pursuing policies to
fix the effects. International money markets are the tail that should wag in
response to the real forces of sensibly organized production and trade. All
too often, the current system has the tail (international money markets)
wagging the dog (production and trade).

WHY EXCHANGE RATES MATTER

Exchange rates are a crucial economic variable for all countries, and, for
this reason, international money markets matter. The dollar exchange rate
critically affects whether American industry is internationally competitive.
This impact is captured in figure 10.3. If the dollar is overvalued, foreign
goods become relatively cheap compared to American-produced goods.
United States consumers will start to buy foreign goods and reduce
purchases of American goods; foreign consumers will also reduce their
purchases of American-made goods. The net result is that sales of Ameri-
can-made goods fall, which reduces employment in American factories.
Imports rise, and exports fall, so that the trade deficit worsens.

The exchange rate affects the international competitiveness of U.S. in-
dustry. If the exchange rate is set too high, entire industries can be made
uncompetitive and wiped out. Free traders continually exhort countries to
specialize in the production of goods in which they have a comparative
advantage over other countries. However, if international money markets
misprice the exchange rate, then industries can be rendered internation-
ally uncompetitive, no matter how efficient they are.

Just as international money markets can cause exchange rates to be
mispriced, so, too, can policy. Thus, in the early 1980s the Federal Re-
serve's anti-inflation strategy caused a massive appreciation of the dollar
(fig. 8.6). Large chunks of American industry become internationally un-
competitive, and the trade deficit exploded. Overvaluation of the dollar
persisted for almost five years, and many companies went out of business
or transferred production overseas. After 1985, the dollar began to depre-
ciate, but by then the damage had been done, with the U.S. economy
having suffered lasting deindustrialization.

A similar episode occurred in Britain. Over the period 1979-1981,
Mrs. Thatcher's Conservative government engineered a massive apprecia-
tion of the pound, again as part of an anti-inflation strategy. The result
was similar: large parts of British manufacturing industry became interna-
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tionally uncompetitive and were forced to close down. British manufac-
turing output fell 25%, and the British economy underwent a process of
deindustrialization from which it has only just fully recovered.

The important lesson is that overvalued exchange rates matter. Even if
ultimately reversed, an extended overvaluation of the exchange rate can
cause significant deindustrialization, which causes a permanent loss of
high-paying industrial jobs. In both the U.S. and British cases, deindustri-
alization was not driven by a fundamental loss of competitiveness on the
factory floor. Instead, it was driven by developments in international
money markets, in part prompted by misguided anti-inflation policy.

Overvalued exchange rates negatively affect a county's international
competitiveness. Undervalued exchange rates can cause inflation. Global-
ization is making countries ever more interdependent. Countries rely on
imported raw materials, while the growth of trade means that they also
import more manufactured goods. No country produces everything. In-
stead, each produces something and then trades for what it does not have.
When the exchange rate falls, imported goods become more expensive,
which can cause inflation by triggering a price-wage spiral. The lower ex-
change rate raises import prices, and workers respond by seeking wage
increases in order to protect their standard of living. With imports more
expensive and less competitive, domestic firms can also raise their prices.

HISTORY: HOW FINANCE CAPITAL CAME TO DOMINATE
THE INTERNATIONAL MONETARY SYSTEM

The Bretton Woods System: Fixed Exchange Rates/Capital Controls

Figure 10.2 provides a useful means of analyzing the recent history of
international money markets. In the 1950s and 1960s, the international
financial system was characterized by the combination fixed exchange
rates/capital controls. This was the system established by the Bretton
Woods agreement of 1944.

Capital controls meant that financial capital was unable to move be-
tween countries at will, and this freed governments from the fear of capital
flight. The importance of these controls was noted by Keynes, who was
the principal architect of the Bretton Woods agreement, and who wrote,
"In my view the whole management of the domestic economy depends
upon being free to have the appropriate rate of interest without reference
to the rates prevailing elsewhere in the world. Capital control is the corrol-
lary of this."1 Keynes recognized that preventing financial capital from
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moving around the globe in search of the highest interest rate keeps inter-
est rates from being driven up in those countries that need low interest
rates for full employment. In the absence of controls, financial capital will
arbitrage any interest-rate gap by leaving low-interest rate countries and
moving to high-interest-rate countries, thereby driving up rates in the
low-interest-rate country.

The ability to arbitrage and move between financial centers is the
foundation of financial capital's economic power; it fits with the logic of
economic power analyzed in chapter 5. Keynes realized that freedom of
international capital movement means that countries must inevitably lose
control over their domestic interest rate. This can prevent full employ-
ment because countries may require different interest rate settings owing
to different local economic conditions.

The Breakdown ofBretton Woods

The system of capital controls that obtained in the 1950s and 1960s al-
lowed countries to have different interest-rate settings, and there was
full employment during this period. However, fixed exchange rates be-
came a problem.

Keynes had pushed for fixed exchange rates as part of the Bretton
Woods agreement in order to counter the problems of the 1930s. During
the Great Depression, countries had tried to combat unemployment by
devaluing their exchange rates in the hope of gaining international com-
petitiveness. Each country had hoped to make its goods relatively cheaper,
thereby reviving demand and economic activity. However, when all tried
this strategy, it merely resulted in competitive devaluations in which no
country gained an advantage.

Competitive devaluation is another instance of the prisoner's dilemma:
if country A devalues and country B does not, A gains a competitive ad-
vantage. Analogous reasoning applies regarding B's incentive to devalue,
and, as a result, all devalue. Keynes hoped to guard against this possibility
in the post-World War II era by fixing exchange rates.

However, once in place, the problems with fixed exchange rates were
twofold. First, countries differ in their rates of productivity growth; thus
over time, some countries gain international competitiveness, while oth-
ers lose. To prevent the emergence of permanent trade deficits owing to
unequal competitiveness, exchange rates need to be adjusted.

Second, fixed exchange rates cannot handle inflation. If exchange rates
are to be sustainable, then all countries must have the same inflation rates.
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In the absence of this, prices will be rising faster in some countries than in
others, and these countries will quickly lose competitiveness. Countries
must therefore run the same inflation rate. However, this effectively
means surrendering national control over monetary policy, and surren-
dering the ability to choose the most desired feasible unemployment-in-
flation combination.

These two problems surfaced in the late 1960s and early 1970s. During
the 1960s, the U.S. economy was at full employment and was running
persistent trade deficits. Meanwhile, Europe was at full employment and
running persistent trade surpluses. These surpluses were the result of im-
proved European competitiveness that followed from the rebuilding of
European industry after World War II. Owing to the U.S. trade deficits,
the dollar was under continuous selling pressure, and the Federal Reserve
had to intervene in international money markets to buy dollars. This
meant selling gold and foreign currency held by the Fed.

Eventually, the Fed decided it could no longer do this because it risked
running out of gold and foreign currency. Meanwhile, European coun-
tries were unwilling to buy dollars, because this would have meant selling
their own currencies and increasing their money supplies. Since they were
already at full employment, this would have increased European inflation.
Thus, neither the United States nor Europe was willing to maintain the
existing exchange rate, and the system collapsed in 1973.

Flexible Exchange Kates/Capital Controls

Following the end of fixed exchange rates, international money markets
were characterized by flexible exchange rates with continued capital
controls. Capital controls meant that countries could run independent
monetary policies with different interest rates because financial capital still
could not freely move between countries to force an equalization of inter-
est rates.

The new system also allowed countries to have different inflation rates,
because the exchange rate could adjust to restore any loss of international
competitiveness. Countries with higher rates of inflation would find their
currencies depreciating, thereby offseting any loss of international com-
petitiveness caused by higher inflation. Consequently, countries could
choose to trade off a little less unemployment at the cost of a little bit
more inflation.

The combination of flexible exchange rates and capital controls is the
most desirable policy configuration and is one that we should aim to re-
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turn to. It allows countries to follow independent monetary policies
whereby interest rates are targeted to specific country conditions. Mean-
while, the exchange rate is set by the needs of international trade. Given
capital controls, foreign exchange is bought and sold principally to finance
trade. Hence, trade conditions dominate in the setting of exchange rates.

However, during the 1970s this system failed for five reasons. First, the
1970s was the period of the OPEC oil shocks, and the increase in im-
ported oil prices caused almost all countries to experience balance-of-
trade deficits. Moreover, countries were differentially affected by the oil
shock, which necessitated differential exchange rate adjustments. The
scale of the adjustments, their differential nature, the resulting oil and
imported price inflation, and the fact that government policy responses to
the oil shock differed across countries, all contributed to uncertainty and
volatility in the foreign exchange markets. Rather than being seen as the
product of disequilibrium generated by the oil shock, these developments
were seen as reason to further change the system and get rid of capital
controls.

Many countries also felt that the best way to adjust to these trade defi-
cits was to borrow. Rather than having exchange rates adjust to equalize
the balance of trade, countries would run temporary deficits that would be
financed by international borrowing. This was particularly true of the
Third World, and it laid the foundation for the debt crisis of the early
1980s. Such borrowing required that financial capital be internationally
mobile, which in turn required relaxation of controls.

A third reason for the breakdown of the system was the gradual ability
of financial capital to evade the existing system of capital controls. Capital
controls represented a form of binding regulation. The fact that they were
binding meant that they were successful and stopped financial capital from
doing what it would have preferred to do. However, as discussed in chap-
ter 1, this in turn set up an incentive for financial capital to innovate in
order to get around the controls. The process of creative destruction op-
erates in financial markets, just as as it does in industry.

Throughout the 1960s, there was continuous financial innovation, as
evidenced by the emergence of the Eurodollar and Eurocurrency markets.
To escape national jurisdictions and their associated regulations, business
started placing deposits overseas. Thus, General Electric might place a
dollar deposit with the London branch of Chase, and because the de-
posit was in London, it was free of all U.S. financial restrictions. This
deposit could then be converted into deutsche marks if sentiment was
that the dollar was going to fall, or it could be used to buy a German
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bond if interest rates in Germany were higher. In this fashion, an interna-
tional money market that was free of capital controls began to emerge on
its own.

As this new market emerged, it began to have larger effects on the ex-
change rate and domestic interest rates, because funds were increasingly
channeled into it and away from national markets. The appropriate re-
sponse should have been to update the system of international financial
regulation to include the Eurodollar and Eurocurrency markets. This is
what a structural Keynesian perspective would have advocated. Instead,
policymakers decided that since the existing system was not working as
well as it used to, the system of controls on capital mobility should be
abolished.

The fourth reason for the ending of the system of contols on interna-
tional capital mobility is the political and intellectual triumph of laissez-
faire economics, with its philosophy of economic naturalism. The 1970s
were a period of rising unemployment and inflation, which were both
caused by the dislocation of the great OPEC oil shock. This disloca-
tion came on top of the breakdown of the Bretton Woods agreement,
which itself had been caused by a persistent U.S. trade deficit. In this
environment, conservatives argued that government restrictions were
the cause of the problem and should be abolished. Just as there was a need
to recover natural markets in the domestic sphere, so, too, there was a
need to recover them in the international sphere. This meant replacing
fixed exchange rates with flexible exchange rates and eliminating capital
controls.

The conservative argument marks a complete break with Keynesian
economics. Keynes had argued that economies need capital controls so as
to retain control over the domestic interest rate, and this control is needed
because the interest rate is important for ensuring full employment. Lais-
sez-faire economics breaks with this argument entirely by claiming that
the interest rate is irrelevant for determining the level of employment.
Instead, employment is determined by the free-market process operating
in the labor market, and it is unaffected by interest rates. The implication
is clear: there is no need for a country to control the level of interest rates,
and controls on capital mobility can therefore be eliminated without ad-
verse consequence.

More than that, eliminating controls is a good thing because owners of
financial wealth can then move their wealth around the globe to get the
highest rate of return. Indeed, by doing so, they earn greater foreign in-
come to the benefit of the national economy. Thus, the new conservative
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economics argues that financial capital mobility actually enhances the na-
tional interest, whereas capital controls are detrimental to it.

A fifth and final reason for the elimination of capital controls concerns
the need to discipline governments. As noted in chapter 7, financial capi-
tal dislikes inflation because it erodes the value of financial assets. How-
ever, flexible exchange rates allow governments to pursue independent
monetary policies with differential inflation rates. Consequently, financial
capital needs a means of preventing governments from pursuing inflation-
ary policies. Capital mobility is that means, since it empowers capital to
vote with its feet and escape the effects of inflation; hence another reason
for financial capital to support the elimination of capital controls.

The Current System: Flexible Exchange Rates/Capital Mobility

The above arguments explain how we have arrived at our current system.
This system, with its absence of capital controls, has had significant nega-
tive effects and is an important factor explaining the emergence of global
economic stagnation.

From a structural Keynesian perspective, interest rates affect employ-
ment by affecting level of demand. The abolition of capital controls means
that countries have lost control of their interest rates, which are now set by
international money markets. In its global search for highest rates, finan-
cial capital now sets domestic interest rates. In countries around the
world, interest rates have been pushed too high for full employment; this
is evident from Canada to Western Europe to Australia.

The combination of exchange rate flexibility and capital mobility has
also turned international money markets into asset markets, so that they
are now dominated by speculative forces. When capital controls are in
place, the needs of trade finance are the dominant force determining the
exchange rate. When financial capital is free to move, the dominant force
becomes the portfolio decisions of wealth holders. Investors now con-
stantly switch between currencies, looking to make a quick buck. The
international money market becomes like the stock market, and thus it,
too, can be roiled by speculative fevers and bubbles.

As argued earlier, the exchange rate affects industrial competitiveness.
If seriously misaligned, it can cause permanent deindustrialization that is
unwarranted by the underlying reality of shop-floor productivity. Yet the
current system allows exactly this possibility, and it is the direct result of
the abolition of controls on capital mobility.
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Fig. 10.4. The prisoner's dilemma and macroeconomic policy.

Lastly, the abolition of controls has contributed to locking countries
into deflationary economic policies. This compounds the problems associ-
ated with exchange rates being driven by asset market speculation. Once
again, the problem is one of the prisoner's dilemma (fig. 10.4). Two
countries (A and B) can follow expansionary or contractionary policies.
Countries are best off if both expand, in which case they both have full
employment. However, international capital mobility gives them a per-
verse incentive to contract.

Countries that pursvie expansionary policies are likely to experience
capital flight because financial capital dislikes inflation. Capital therefore
moves to countries where there is less risk of inflation. Such flight pushes
interest rates higher and depreciates the exchange rate. Instead, to curry
favor with the bond market, countries may pursue policies of fiscal auster-
ity. Meanwhile, central banks may raise their domestic interest rates
fractionally to reduce the likelihood of capital flight. However, when all
central banks do this, the net result is higher global interest rates, which
are contractionary.

In effect, the threat of capital flight gives financial capital a veto over
policy, and the result is a tendency toward contractionary policy. No
country can escape this trap acting alone. If one decides to expand alone,
it suffers from capital flight. A structural Keynesian perspective recognizes
that institutional reform is needed to induce countries to opt for expan-
sion. Restricting international capital mobility and coordinating eco-
nomic policy can solve the problem. If both countries pursue coordinated
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moderate expansions, then each has full employment with balanced trade
and a balanced budget. Countries import from each other, thereby pro-
ducing balanced trade; full employment raises tax revenues and lowers
welfare payments, thereby balancing the government budget.

WHERE NEXT? WHAT IS THE RIGHT WAY TO ORGANIZE
INTERNATIONAL MONEY MARKETS?

We have now completed an examination of the the different systems of
international money that have prevailed over the last forty years. Where is
the system headed, and what is the right way to go? These are the ques-
tions addressed in the balance of this chapter.

The Wrong Way: Fixed Exchange Rates/Capital Mobility

The combination of flexible exchange-rates and capital mobility has trans-
formed the process of exchange-rate determination into one resembling a
speculative asset market. As a result, exchange rates are highly volatile, and
the exchange rate can diverge from real world fundamentals for long peri-
ods of time. These divergences carry major economic costs in the form of
lost jobs and even permanent deindustrialization.

This high level of volatility is being used to make a case for returning to
fixed exchange rates. However, such a change would aggravate the situa-
tion and further entrench the dominance of financial capital. It would
force countries to follow strict zero-inflation policies in order to maintain
their fixed exchange parity, and this would create higher unemployment
according to the logic of the Phillips curve.

Fixed exchange rates with capital mobility represents the worst possible
combination. It would lock countries into following tight money policies
that keep the lid on inflation in order to preserve the exchange rate. Any-
time financial interests disliked policy, they could sell out, thereby causing
an exchange-rate crisis and forcing governments to reverse policy. Such a
combination also risks globalizing the problems that have afflicted South-
east Asia. Finance capital can be expected to speculate against weaker cen-
tral banks, thereby generating rolling financial crises. To defend them-
selves, these banks will be forced to raise interest rates, thereby potentially
causing a global deflationary economic spiral.

In effect, the fixed exchange rate/capital mobility arrangement is the
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modern descendant of the gold standard. The only difference is that gov-
ernments are not obliged to convert their monies into gold. However,
each government is obliged to convert its money into foreign currency.
Given limited government holdings of foreign currency, this is analogous
to a gold supply constraint. The gold standard was one of the principal
factors contributing to the Great Depression. It did so by locking coun-
tries into deflationary regimes in which monetary policy was tied up pro-
tecting the exchange rate and could not be used to lower interest rates to
achieve full employment. A fixed exchange rate/capital mobility system
would do the same.

The Right Way: Flexible Exchange Rates/Capital Controls

The right way is to maintain the existing system of flexible exchange rates,
but limit financial capital mobility. This was the system that applied in the
1970s. It was mistakenly done away with because of the problems of that
decade. However, these problems were the result of the OPEC oil crisis
rather than the system.

Foreign exchange market speculation and volatility is not the result of
flexible exchange rates. Rather, it is the result of capital mobility, which
has allowed financial capital to flow around the world in search of quick
speculative gains. This has transformed FX markets into financial asset
markets, so that exchange rates are no longer driven by the needs of trade
finance.

Similarly, the incentive for governments to pursue contractionary poli-
cies is not driven by flexible exchange rates. Once again, capital mobility
is the problem: it exposes governments that pursue expansionary policies
to the risk of being chastized by capital flight and facing a sell off in bond
and foreign exchange markets.

Restoring controls on financial capital mobility would put an end to
many of these problems. At the same time, retaining flexible exchange
rates would mean that there is an automatic system for correcting trade
imbalances. This adjustment mechanism would not be contractionary, be-
cause it would merely involve a change in the price at which one money
exchanged for another. Moreover, governments could pursue expansion-
ary policies without risking punishment by capital flight.

The dominance of economic naturalism has mistakenly led us to believe
that capital controls are wrong and unnatural. The abolition of these con-
trols has not created natural international financial markets; they have
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merely created markets in which financial capital is dominant. Capital con-
trols are feasible. Financial capital moves through the banking system, and
wherever it moves, it leaves a footprint in the form of a transactions rec-
ord. Consequently, it can be controlled. What is needed is a rediscovery of
political will.

Some policy suggestions are as follows.

1. Domestic residents could be subjected to restrictions on the quan-
tity of financial capital they can export. Each taxpayer could be allocated
a capital export license, and they could then be allowed to buy and sell
these licenses. A market for such licenses would develop, and those
without capital to invest abroad would be able to sell their licenses. This
means that the private gain of capital exports would not accrue to only
the rich.

2. The destabilizing influence of foreign inflows of hot money could
be neutralized by imposing a minimum required stay, perhaps six
months. This is a regulation that Chile has successfully imposed. Forcing
capital inflows to commit to a stay discourages purely speculative inflows.
At the same time, it has no effect on long-term inflows and therefore does
no harm to long-term inward foreign investment.

3. Short sales of currency by individuals and corporate nationals
could be subject to a requirement that they be accompanied by a non-
interest-bearing deposit with the central bank equal to 50% of the short
sale.2 Having sellers make a noninterest-bearing deposit would raise
the cost of speculating against a currency and therefore discourage
speculation.

This regulation would apply to foreign subsidiaries located in a coun-
try, as well as to subsidiaries and affiliates of corporate nationals located
abroad. There are good reasons to believe that the preponderance of
short sales of domestic currency come from domestic nationals, because
their income flows are denoted in the currency, and their exchange risk
is therefore significantly curtailed.

4. Finally, governments could impose aTobin (1978) transaction tax.
This tax, perhaps equal to 0.125% of the value transacted, would be
placed on every FX transaction. Raising the cost of buying and selling
currency would serve to discourage speculation. Those investing in a
country for the long haul would not find this small tax onerous. Those
planning an in-and-out trip in the hope of a quick speculative gain would
find it a burden. Thus, speculative transacting would be discouraged,
while long-term investing would be unaffected. At the same time, a lot of
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tax revenue would be raised owing to the magnitude of international
financial capital flows. This revenue could either go to funding produc-
tive public investment, or it could be used for purposes of debt relief in
the Third World.

The major problem with the Tobin tax is that it needs to be imposed
globally. In the absence of global enforcement, the geographical location
of dealings will simply shift to those countries without the tax. Conse-
quently, countries imposing the tax would lose financial sector business,
without diminishing speculation. A successful Tobin tax therefore re-
quires cross-country policy coordination.3
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Structural Keynesianism
and Globalization

T,HROUGHOUT the last ten chapters, three key concepts have repeat-
edly appeared. The first is the Keynesian concept of aggregate demand.
The level of aggregate demand for goods and services determines the level
of output, and the level of demand is itself affected by the distribution
of income.

The second is the concept of bargaining power. The distribution of
bargaining power between business and labor determines the distribution
of income between wages and profits.

The third concept is that of the prisoner's dilemma, a situation that
repeatedly afflicts both individuals and governments. It generates a per-
verse set of incentives that induces individuals and policymakers to make
choices that result in everybody being less well-off than they could be.

Chapter 1 introduced a distinction between the philosophies of eco-
nomic naturalism and structural Keynesianism. Economic naturalism rep-
resents the economy as if it were "natural"; hence, the notion of a natural
rate of unemployment, a natural rate of interest, and a natural rate of
growth. The significance of the appeal to nature is that it creates a mental-
ity of economic fatalism. If the economy is fixed by nature, then there is
nothing we can do about it, and the role of economic policy is corre-
spondingly diminished.

Structural Keynesianism fundamentally contests the mentality of eco-
nomic fatalism. Aggregate demand is subject to management through
monetary and fiscal policy. Bargaining power is affected by labor laws, by
the extent of unionization, by laws governing workplace safety standards,
by welfare and unemployment insurance arrangements, and by trade pol-
icy: all of these are the product of design. Lastly, outcomes in situations
marked by the prisoner's dilemma depend on institutional arrangements.
If the right institutions are in place, the good outcome can be achieved.
Hence, tax treaties can prevent corporate tax auction frenzies; common
markets can prevent international trade from becoming a race to the bot-
tom; and economic policy coordination can encourage countries to pur-
sue the path of expansion rather than that of contraction.
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GLOBALIZATION AND THE PROBLEM OF
ECONOMIC LEAKINESS

Globalization has recently become a popular term used to describe our
new economic condition. Globalization refers to the process promoting
increased international trade, increased integration of financial markets,
and the development of mobile multinational methods of production.

With globalization has come increased integration of national econo-
mies, which poses real problems for achieving an expansionary economic
climate. Each country now has an incentive to rely on other countries to
stimulate economic activity and then piggyback on their expansion. When
all pursue this strategy, however, no country expands, and all get caught
in a deflationary trap. Once again, the prisoner's dilemma is visible.

Globalization has fundamentally changed the economic landscape, and
the policies that were successful in the Golden Age (1945-1970) will no
longer suffice. Structural Keynesianism recognizes this, for globalization
is merely a catchword for profound structural change brought about by
the process of creative destruction. Economic policy must now operate in
an economic environment in which national economies are becoming in-
creasingly integrated through international trade, while production has
become highly mobile and multinational in character.

Increased trade gives rise to macroeconomic leakiness, whereby demand
leaks out of national economies through an increased propensity to im-
port. Increased integration of international money markets gives rise to
financial leakiness, whereby financial capital flees at the prospect of lower
unemployment and marginally higher inflation. Increased mobility of
production gives rise to microeconomic leakiness, whereby jobs leak out of
an economy if labor markets are not sufficiently flexible or profit taxes are
relatively unfavorable. The ongoing process of globalization means that
the scale of these leaks is increasing, and new sources of leakiness are being
introduced.

The increased integration of the United States in the global economy
is captured in table 11.1. This shows the degree of openness, as measured
by the ratio of imports plus exports to total gross domestic product. A
measure of zero corresponds to a totally closed economy that has no
imports or exports. Economic openness has increased almost everywhere:
in the United States, the measure of openness has increased 152%, but
even now the United States remains relatively closed compared to Euro-
pean economies.
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TABLE 11.1
Openness of OECD Countries,

Country or Region

United States
Canada
Japan
Germany
United Kingdom
France
Italy
Austria
Belgium
Denmark
Finland
Netherlands
Norway
Portugal
Spain
Sweden
Switzerland
G-7
Europe

1966

9.9
39.1
19.4
51.lt
37.8
25.0
28.1
51.4
73.5
58.5
41.3
89.8
83.2
54.1
20.2
43.8
58.7
30.1
51.2

l

1966-95

1995

23.6
72.3
16.8*
63.4*
57.3
44.5
43.2*
76.2

137.2*
63.3
67.5

100.0
70.6
61.0*
47.3
75.3
66.9
45.9
69.6

(percent)

Change
1966-95

138
95

-13
24
52
78
54
48
87

8
63
11

-15
13

134
72
14
53
36

Source: Author's calculations using IMF statistics. G-7 and Europe
computed as simple averages.

Note: Openness = (Exports + Imports)/Gross Domestic Product.
* 1994 data, f 1979 data.

The significance of openness is that it makes economies sensitive to im-
ported price inflation resulting from exchange-rate depreciation, and it
makes economies subject to large leakages of demand through import
spending. Both of these features encourage contractionary policies. Fear of
imported inflation keeps countries from pushing for lower interest rates;
fear of trade deficits keeps them from pursuing full-employment policies.

T H E STRUCTURAL KEYNESIAN RESPONSE TO GLOBALIZATION

Guided by the philosophy of economic naturalism, policymakers have
concluded wrongly that it is impossible to sustain activist growth promot-
ing economic policy in this new environment. Instead, they have adopted
a model of economic austerity, the hallmarks of which are zero tolerance
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of inflation, high interest rates, lower fiscal deficits, elimination of public
investment, and an attack on the social wage.

In response to macroeconomic leakiness, policymakers have cut back
on government spending and operated the economy with more unem-
ployment. In response to financial leakiness, they have raised interest rates
and placed a floor under the unemployment rate (the natural rate) to pre-
vent inflation. Lastly, in response to microeconomic leakiness they have
pushed labor market flexibility by undercutting unions, reducing the
value and accessibility of welfare and unemployment insurance, and de-
basing the minimum wage. The specific mix of policy varies by country.

This austerity model poses real risks. In the absence of an expansionary
environment, the Schumpeterian process of creative destruction described
in chapter 2 will promote a steady increase in productive capacity that is
unmatched by growth of demand. This will produce unemployment, and
it will also give firms an incentive to retain market share by cutting costs
through squeezing wages. In this fashion, the focus of private economic
activity will be subtly shifted to distributional conflict rather than growth.
Moreover, unemployment will likely foster protectionism.

Structural Keynesianism suggests an alternative set of policies for deal-
ing with the new situations posed by globalization. These policies are
predicated on an understanding of the economic significance of aggregate
demand, bargaining power, and the problem of the prisoner's dilemma.

Figure 11.1 is a two-by-two matrix in which policies are described as
"maintenance of the wage floor" and "expansionary macroeconomic pol-
icy." Box B corresponds to the U.S economy, where the wage floor has
been undermined through the adoption of labor-market flexibility, but
macroeconomic policy has been comparatively expansionary. The result
has been increased income inequality, accompanied by job creation. Box
C corresponds to Europe, where the wage floor has been maintained, and
labor-market flexibility has been resisted (at least up until now). However,
macroeconomic policy has been contractionary owing to extensive macro-
economic and financial leakiness. The result has been unchanged income
inequality but massively increased unemployment.1

Structural Keynesianism identifies box A (maintained wage floor/ex-
pansionary macroeconomic policy) as the right policy combination. Un-
fortunately, guided by economic naturalism, the current direction of pol-
icy is the exact opposite. Thus, policymakers around the world are
pushing toward box D, with its combination of undermined wage floor/
contractionary macroeconomic policy.

In Europe, the push is to lower the wage floor and reduce worker pro-
tections under the guise of creating greater labor-market flexibility.2 In
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Yes

EXPANSIONARY
MACRO POLICY

No

WAGE FLOOR MAINTAINED
Yes No

A.

Structural
Keynesianism

C.
Europe

B.

U.S.

D.
Economic
Naturalism

Fig. 11.1. Taxonomy of policy configurations.

addition, the provisions of the Maastricht Treaty, which govern the crea-
tion of a single European currency, demand that governments reduce
their budget deficits to below 3% of GDP. This is contractionary at a time
when Europe is in deep recession.

The United States is pushing for tighter fiscal policy through a reduced
budget deficit, while the Federal Reserve remains under the influence of
the theory of the natural rate of unemployment and is inclined to tighten
monetary policy.

This push toward box D also reflects the prisoner's dilemma character
of today's globalized economic environment. Increased competition in
international trade exerts a persistent pressure to improve competitive-
ness, and this has encouraged countries to implement policies that lower
the social wage. Greater economic integration means that economies are
becoming more open and characterized by greater import demand leak-
ages. This means that domestic macroeconomic policy has become less
capable of stimulating domestic employment, because a greater propor-
tion of any domestic demand stimulus now leaks abroad as imports.
Consequently, countries that try to expand domestic demand are left bur-
dened with both trade and fiscal deficits. This is the principal lesson of the
failed Mitterrand government economic experiment in the early 1980s,
and it explains why European governments have been unwilling to adopt
sufficiently expansionary policies.3

Given this adverse environment, there is no single policy that can re-
store high-wage full employment. Instead, a successful program will have
to be multidimensional. The outline of such a program is as follows.
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1. Labor Market Reform. Rather than aiming for increased labor-mar-
ket flexibility and lower wages predicated upon reduced worker protec-
tions, labor market reform should focus on raising wages by restoring the
balance of power between business and labor. This balance has tilted in
favor of business owing to technological and organizational innovations.
It has also been affected by the decline of unions and by free trade, which
has increased firms' threat to shift production abroad. In the face of these
structural changes, policy should aim to rectify this imbalance by
strengthening the wage floor through higher minimum wages and im-
proved unemployment benefits and coverage. In addition, labor laws
should be amended to level the labor-market playing field regarding
workers' ability to form and join unions.

2. Monetary Policy. The doctrine of the natural rate of unemploy-
ment, which maintains that monetary policy is handcuffed by a binding
employment constraint, should be abandoned. In its place, monetary
policy should be guided by a pragmatic stance, that seeks to lower unem-
ployment, while experimenting to locate where inflation actually starts to
accelerate. Given the high level of corporate profitability and continued
productivity growth in manufacturing, there is room for noninflationary
wage increases. The bond market's implicit domination of monetary pol-
icy, which is evidenced by the policy goal of zero inflation, should be
replaced by an outlook that balances concerns with employment, wages,
and inflation.

3. Fiscal Policy. The notion of a saving shortage, which has fueled the
push for fiscal austerity, should be rejected. Industrialized economies are
awash with savings, as evidenced by the increase in stock prices and other
financial asset prices. Saving does not cause investment; rather, invest-
ment causes saving. Increasing investment in turn calls for easier mone-
tary policy and lower interest rates. Public investment is important for
both growth and the quality of life; it should be funded for both reasons.
A more progressive system of taxation, combined with the elimination of
corporate welfare, can help restore income equality as well as fund in-
creased public investment.

4. International Trade Policy. International trade is in principle good,
conferring the benefits of product diversity, economies of scale, and
increased product market competition. However, where trade is ex-
clusively driven by low wages or by the absence of environmental regula-
tions and labor standards, it should be carefully managed. This is the
only means of preventing international trade from undercutting domes-
tic wages. Free trade is the wrong approach to international trade; so,
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too, is protectionism. What is needed is a common-markets approach
that has countries adopting common environmental standards, common
rights of free association for workers, common prohibitions against
forced and child labor, and common prohibitions against workplace dis-
crimination.

5. International Money Markets. International money markets also
need to be regulated through the imposition of appropriately designed
capital controls, trading taxes, and trading requirements. This would re-
duce speculative distortions of the exchange rate and prevent financial
capital from exercising a veto over domestic economic policy. This prob-
lem has been particularly severe in Europe, where policy has been held
hostage by the threat of speculative attacks against the exchange rate.

6. International Economic Policy Coordination. Increased openness
has increased the size of import demand leakages, while increased inte-
gration of international money markets has made financial capital more
mobile and skittish in response to policies it dislikes. Economic policy
coordination has therefore become a necessary condition for acheiving
sustained economic prosperity in the new globalized economic environ-
ment. By ensuring concurrent economic expansion across countries,
coordination can mitigate the problems of trade deficits and capital
flight. Countries will import from one another, thereby reducing the
problem of trade deficits. Concurrent expansion means that interest rates
and inflation will follow similar trends in all countries, thereby reducing
the incentive for capital flight. Coordination enables countries to stay
the expansionary course. In its absence, the forces promoting the eco-
nomics of austerity and lowering of the wage floor must inevitably assert
themselves.

C O N C L U S I O N

Economic policy is now being driven by the notion of a natural economy
and being designed to recapture that economy by shrinldng government,
eliminating labor-market protections, and eliminating all controls on
trade and international movements of financial capital. The notion of a
natural economy is a dangerous illusion. It promises to create markets in
which business dominates labor and governments. This will exacerbate
the problem of income inequality and force governments to adopt policies
of economic austerity that lead to higher unemployment. Such policies
may even ultimately prove bad for business and profits.
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Contributing to these developments is the new world of globalization.
Globalization is not a natural process. It is an economic process prompted
by technical and organizational innovations driven by the search for
profit. Globalization can be a positive force if managed and directed prop-
erly. Left to its own devices, however, the economic leakiness that it cre-
ates can become a highly destructive force.

Countries are afflicted in different degrees by each type of leakiness. For
the United States, microeconomic job leakiness has been a problem. At
the moment, the U.S. economy is in the midst of a sustained economic
expansion. A combination of relief that downsizing has slowed, an opti-
mistic psychological disposition, and a tendency to short-term memory
have together contributed to a belief that all is well and that there is no
need to change course.

Despite the expansion, the U.S. economic bottle remains half full.
Wage growth is extremely fragile, and wages remain significantly below
levels of twenty years ago. Recalling the corridor analogy of chapter 6, the
task confronting economic policymakers is to construct spacious and
strong corridors, while fostering a robust economic environment that al-
lows market forces to fill those corridors with productive economic activ-
ity. At the moment, technological and organizational innovation, deregu-
lation, and the corporate capture of economic policy are contributing to
pulling down the existing corridors for the benefit of some and the disad-
vantage of many. This act of demolition has even prompted an economic
boom, albeit one marked by wage stagnation.

What if we do not rebuild our economic corridors? One possibility
is that the existing situation of full employment with substantial income
inequality will prove durable. If it does not, a combination of unem-
ployment and income inequality could prove socially and politically com-
bustible.
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Recipe for a Depression

E./CONOMISTS are hardly renowned for their ability to predict the
course of economic activity.1 In 1929, Irving Fisher, the greatest of all
American economists, confidently predicted that the stock market would
go on to new record highs and that there was no end in sight to the
expansion of economic prosperity. Two months later, Wall Street experi-
enced the Great Crash, and the economy had already entered what was to
become the Great Depression.

As of the moment of writing, the U.S. economy is in the midst of an
economic boom that has generated a new sense of well-being. Thus, in
May 1997, Time magazine ran the story "Too Good To Be True? By
Almost Any Measure, Life Is Swell in the U.S. What Went Right?" Part of
this new well-being is plain old-fashioned business-cycle euphoria, which
always sweeps up people in the last stages of the cycle. Part is the result of
diminished expectations, combined with relief that employment down-
sizing has finally slowed. Thus, wage and income growth that would have
been deemed totally unsatisfactory a decade ago are now embraced as
outstanding economic performance. Finally, the U.S. economy has
pushed the unemployment rate down to 4.9%. Even if pay is much more
unequal than it used to be, jobs are at least plentiful, and that is a source
of psychological relief.

Challenging the current euphoria has the appearance of raining on the
parade. However, without seeking to predict when the next recession
will occur, there are grounds for believing that it will prove deep, to the
point of potentially becoming a depression. The changes associated with
the move from Main Street to Mean Street capitalism have been of suf-
ficient magnitude, and the stabilizing structures associated with the
Golden Age of 1950-70 have been so eroded, that the economy is now
vulnerable to the types of seismic shock that generated the Great Depres-
sion. Rather than retreating from the edge, policy continues to disem-
bowel the economy's automatic stabilizers that were put in place by New
Deal legislation and the Keynesian revolution in economic policy that fol-
lowed World War II.
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HOUSEHOLD DEBT AND THE DANGER
OF WAGE DEFLATION

One indication of the return to an era of dangerous economic fragility is
the recession of 1990. In many regards this recession remains very poorly
accounted for. The commonly told story is that the Iraqi invasion of Ku-
wait and the ensuing spike in oil prices gave a nasty sudden shock to the
confidence of American consumers, and this caused a decline in consumer
spending that pushed the economy into recession. This recessionary shock
was then amplified by the large debt that American households and cor-
porations had built up during the 1980s.

The household debt part of this story concerns structural developments
associated with the emergence of the Mean Street economy (the growth
of debt as a means of sustaining living standards), and it is indeed impor-
tant for understanding our new fragility. However, the consumer shock
story has all the hallmarks of the snowball theory of avalanches. Moreover,
it illustrates the complete confusion that characterizes modern econom-
ics. On the one hand, consumers are told to spend, spend, spend! On the
other, they are told to save, save, save!

Chapters 3 and 4 documented how the Golden Age of the period
1945-70 has been replaced by a new Leaden Age. Whereas the economy
used to be characterized by rapid productivity growth and rising standards
of living for all, it is now characterized by slow productivity growth and
increased income inequality. This waning of prosperity reflects a shift from
Main Street capitalism to Mean Street capitalism. The hallmark of the
former was that it generally worked for the benefit of the average citizen
by sharing the fruits of productivity growth. The hallmark of the latter is
an economic environment that pits citizen against citizen for the benefit
of those who own and manage America. This change is a direct result of
the refashioning of the nation's economic architecture, and a reversal of
the policies associated with the Golden Age. It has opened the possibility
of another depression.

Since the Second World War, the U.S. economy has had nine reces-
sions, defined as two consecutive quarters of declining output. The nor-
mal pattern has involved an increase in the unemployment rate accompa-
nied by "disinflation," a decrease in the rate of inflation. The most severe
of these recessions was that of 1981-2, when unemployment exceeded
10% for the first time since the 1930s.
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The last recession, which began in 1990, appears to be qualitatively
different from preceding recessions in that the process of disinflation has
continued throughout the recovery period. Thus, rather than picking up,
inflation has continued to fall during the recovery, and we now have close
to zero inflation. Even as the unemployment rate was hitting a twenty-
three year low of 4.9% in April 1997, the annual rate of inflation was only
2.5% and dropping. Thus, if the economy were to enter a new recession,
it would likely experience deflation: prices and wages would actually fall.

Falling prices and wages are now a real possibility. The globalization of
the economy means intense import competition which exerts downward
pressure on prices. The decline in union strength means that unions no
longer protect most workers against pay cuts. Many households increas-
ingly rely on overtime earnings (average manufacturing overtime hours
hit an all-time high in 1997), and such earnings will quickly shrink in a
recession. Finally, many companies have now shifted to bonus and other
incentive pay schemes that are contingent on profitability, and recession-
ary effects that adversely impact profits will now be magnified through
their impact on wages.

If prices and wages start to fall, the burden of interest payments on the
debts of consumers and business would increase enormously, thereby
causing a collapse of consumer spending and capital spending by business.
For this reason, deflation has historically been associated with periods of
economic depression. A reasonable definition of depression is a period of
prolonged unemployment in excess of 10% accompanied by deflation.
The recession of 1981-82 showed that rates of unemployment in excess
of 10% are again possible, while the most recent recession has raised the
specter of deflation. The twin characteristics of depression are therefore
now potentially in place.

The high-level of indebtedness in the U.S. economy implies that if
prices and wages start falling, spending and fresh borrowing will most
likely collapse, and bankruptcies will rocket. The economy could then find
itself in a contractionary spiral, with wage deflation feeding a collapse in
spending, and collapsing spending feeding further wage deflation.

PROLONGED RECESSIONS, FRAGILE RECOVERIES

Just as the causes of the recession have been poorly explained, the subse-
quent prolonged recession and weak recovery also give cause for concern.
Though some economists have dated the end of the recession in the third
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Fig. 12.1. The strength of economic recoveries.

quarter of 1990, substantive recovery did not really begin until the second
half of 1993, and for a full three years the economy was effectively dead in
the water. This type of prolonged recession has been absent from U.S.
economic experience since World War II and marks a return to an earlier
history of the business cycle.

Much has been made of the strength of the current recovery. However,
job creation during the current expansion has actually been very weak
(figs. 12.1, 12.2). Figure 12.1 shows the percentage growth in private-
sector jobs since the beginning of economic recovery for the last seven
expansions. Expansions are of different length, and longer expansions can
be expected to create more jobs. Figure 12.2 therefore shows a measure
of standardized job creation: this is obtained by taking the percentage
growth in jobs and dividing it by the number of months in the expansion.
According to this standardized measure, the current expansion has the
lowest rate of job creation of all.

Throughout this period of putative recovery, consumer confidence has
exhibited considerable fragility. As of the moment, consumer confidence
is again riding high. This can be attributed to diminished expectations and
relief that employment downsizing has slowed. However, even though
the employment front looks good, wages are below the level of the last
business cycle peak: measured in 1996 dollars, the average hourly wage
for a nonsupervisory worker was $12.14 in 1989 versus $11.82 in 1996.
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Fig. 12.2. Economic recovery strength standardized for recovery duration.

Median family income (measured in 1995 dollars) was $42,049 in 1989
versus $40,611 in 1995. As in the 1980s, there are indications that the
sense of prosperity is being created by borrowing. In 1994, household
financial debt grew 8.7%; in 1995, it grew 8.2%; and in 1996, it grew
7.8%. This creates a temporary sense of affluence, but ultimately the debt
has to be paid back with interest.

T H E FRAGILE HOUSEHOLD

The above description of the prolonged 1990 recession and its subse-
quent weak recovery are the symptomology of the new fragile economy.
Behind this propensity to fragility lie the decisive structural changes that
have been identified and examined in earlier chapters of the book. First,
and foremost is the underlying deterioration in the robustness of product
market conditions. Ultimately, a system of mass production requires
steady stable demand conditions predicated upon mass consumption.
However, this fundamental requirement has been persistently under-
mined by the developments of the last twenty-five years.

The silent depression that has embraced ordinary American households
during this period has eroded the purchasing power of wages, and shifted
the distribution of income away from wages toward profits and the salaries
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of executives. More than anything else this has created structural weakness
in demand. This development has been obscured, and its impact delayed,
by the tremendous growth of household debt that began in the 1980s. As
a result, debt served to fill the gap in demand that would otherwise have
emerged.

Expansion of household debt has always been an important source of
demand growth in the U.S. economy, paving the way for expansion of the
mass market. However, in past decades, household borrowing was predi-
cated on the confident presumption of rising incomes to pay it back and
was therefore "demand leading." Today, with declining wages, debt is
being incurred to maintain existing living standards and fill the gap in
demand that would otherwise emerge. Debt has therefore changed from
being "demand leading" to being "demand maintaining."

However, this demand-maintaining capacity of new borrowing has
been increasingly undermined by the cumulative expansion of household
indebtedness, because debt involves debtor households making interest
payments to creditor households. In general, low- and middle-income
households are net debtors, while high-income households (of which
there are few) are net creditors. Consequently, over time, the process of
demand-maintaining borrowing has the paradoxical effect of aggravating
the underlying problem of deteriorating income distribution.

Unfortunately, even this process of demand-maintaining borrowing
must ultimately come to an end as households run into their debt ceilings.
The end of this process can be temporarily delayed by either raising debt
ceilings and allowing greater household leverage, or by lowering credit
requirements and lending to less credit-worthy households. Indeed, both
features have been at work, as is evidenced by the flood of invitations to
obtain credit cards and by the lowering of mortgage lending ceilings from
the old "four times gross income" to the new "three times gross income."
However, even this process of delay is fragile, because households may put
a voluntary end to it when they realize the financial vulnerability to which
they are exposing themselves. It is this feature, rather than the invasion of
Iraq, that likely explains the onset of the recession of 1990.

Once households run out of income to service existing debt and bor-
rowing stops, the problem of maintaining demand becomes immediately
apparent. Unfortunately, this then produces destabilizing feedbacks,
which amplify the problem. Thus, reduction in borrowing lowers de-
mand, which then causes firms to reduce output and employment. This
lowers wage income and further undermines households willingness and
ability to borrow, thereby amplifying the underlying problem of demand.
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These problems would be bad enough in an economy with strong labor
markets. They are likely to be compounded in an economy in which labor
is weak, because there is the danger that firms will be able to force wage
concessions, which would worsen the financial conditions of households
and raise debt burdens. If such a wage deflation gets started, it could gen-
erate a total collapse in demand and employment. Exactly these type of
conditions (which are discussed in detail below) now characterize the
U.S. economy, and, for this reason, we all have cause to worry about the
next recession.

THE END OF AUTOMATIC STABILIZATION POLICY

Just as household borrowing can sustain the economy, so can borrowing
by the Federal government. During the 1980s, the Federal government
ran massive deficits that were financed by borrowing, and this borrowing
served to fund government spending and employment of which contrib-
uted significantly to demand. A large component of this spending was the
defense buildup which was a classic example of military Keynesianism (by
no means the best sort of Keynesianism!) at work. The impact of this
spending was also augmented by the large tax cuts that were given to the
wealthiest households in the country, though a better policy would have
been to give the tax cuts to ordinary households who spend a greater share
of their income. Aside from issues of equity, this would have achieved the
same economic outcome with with less expenditure and smaller deficits.

This period of maintaining demand through Federal deficit spending is
also coming to an end, and there are now political pressures to contract
government spending, which will have a negative effect on demand. Thus,
there is a risk that both the household sector and the government sector
may be forced into a deflationary posture at the same time. The pressure
for this move is largely political and related to misunderstanding ofgoven-
ment deficits. Though deficits can be extreme and dangerous, there are
little grounds for believing this to be the current case in the U.S. economy
in which the deficit has fallen to less than 2% of gross national product.

Just as individual households borrow to finance home and car pur-
chases, and total household borrowing has grown as the economy has
grown, we should expect government to borrow to finance expenditures
on public infrastructure such as highways, sewers, schools, airports, and
public buildings. Moreover, the government plays a critical role in provid-
ing banks and the financial sector with liquid financial instruments to hold
as part of their portfolios. In a growing economy with a growing financial
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system, we should therefore expect government to borrow both to fund
its expenditures and to lubricate the financial system.

Though it is impossible to say exactly what the optimal level of the
deficit should be, it was certainly too high during the Reagan era. How-
ever, we have now moved to the opposite extreme of deficit phobia, and
this phobia is being opportunistically and dangerously exploited to refash-
ion government in the spirit of Mean Street capitalism. The clearest exam-
ple of this is the call for a balanced budget amendment requiring zero
deficits. As chapter 8 showed, such an amendment would lock the Federal
government into dangerously destabilizing financial practices. Thus, in
recessions when tax revenues fall owing to lower economic activity, the
government would either have to cut spending or increase taxes to bal-
ance its budget, and both of these measures would reduce demand and
aggravate the recession.

Even if a balanced budget amendment is not passed, we are now em-
barked on a political trajectory (shared by Republicans and Democrats
alike) intended to diminish enormously the economic role of government.
This diminuition threatens to cannibalize the system of automatic stabiliz-
ers that was built into the economy in the period after World War II, as
well as reversing the process of putting a human face on capitalism, which
was accomplished through regulation of workplace conditions and terms
of employment. Over the last fifty years, government has been a progres-
sive force in labor markets, and as government employment has grown, it
has exerted a beneficial impact on wages and employment conditions
throughout the economy; shrinking the size of government will diminish
the impact of this effect.

Attempts to reform welfare by subcontracting the functions of the Fed-
eral government out to state governments are another source of threat to
the system of automatic stabilizers. The Federal government has run pro-
grams on the basis of defined standards, and it has been willing to fund
these programs independent of the number of claimants. However, the
proposed new arrangements are based on the principle of block grants to
the states, and it is therefore likely that they will be unresponsive to cyclical
fluctuations in need. In this case, the Federal government will no longer
automatically pump more welfare spending into the economy during re-
cessions, when need rises.

Lastly, these shifts to deflationary fiscal practice are occurring at a time
when the composition of the Federal outlays has become less effective at
maintaining demand. The principal reason for this is the massive increase
in the national debt attributable to the excessive Reagan-era deficits, which
in turn have caused an enormous increase in interest payments. This in-
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crease in interest service has been compounded by the Federal Reserve's
policy of high interest rates, which has been used to discipline labor and
shift income away from wages to profits. As a result, interest payments now
constitute 16% of Federal outlays, and since the debt is primarily held by
the most wealthy 1% of households, it has become the largest single trans-
fer program. The catch is that it is a transfer program based on the "reverse
Robin Hood" principle of transferring income from the poor to the rich.
The net effect is therefore deflationary, because ordinary Americans spend
most of their income, whereas the wealthy hoard most of theirs.

T H E DEFLATIONARY FED

The other great instrument of economic stabilization policy has been
monetary policy conducted by the Federal Reserve Bank. Monetary policy
involves using the Fed's control over the money supply and the availability
of credit to control the level of interest rates. In the past, the Fed used
this power to ensure high levels of employment. Chapter 7 showed how
there has been a retreat from this policy goal over the last twenty years,
and today the Fed is exclusively committed to achieving zero inflation.
Inflation rather than full employment has therefore become the goal of
Fed policy.

The Fed's changed policy stance has contributed to interest rates being
higher in the 1980s and 1990s than there were in the period 1950 to
1970. This has weakened the position of labor and contributed to the shift
in income distribution from profits to wages. The danger is that the Fed
is now inclined to interpret any signs of wage increases as a sign of infla-
tion, and responds by raising interest rates. Since wage increases are the
way labor gets to share in productivity growth, this policy is tantamount
to siding with corporate and financial capital. Moreover, when the Fed
raises interest rates, the higher debt burden of households means that this
causes additional economic pain for households.

The Fed now defends its tight money policies by saying that monetary
policy has to be forward looking and preemptive with regard to inflation.
Defenders of the Fed claim it is always criticized because the Fed's job is
to "take away the punch bowl just when the economic party is warming
up": the problem is that "most working Americans haven't been invited
to the party."

The preemption approach risks the Federal Reserve spooking itself into
a false belief that inflation is accelerating and thereby mistakenly raising
rates. This is a dangerous game that may trigger the next downturn. Given
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the current fragility of the economy, there is the risk of prematurely trun-
cating the recovery and sending the economy into a tailspin. Once the
amplifying effects of a downturn are in place, it is not clear that reversing
interest rates will be able to pull the economy back up. This is surely the
lesson of the last recession, which took three years of interest rate cuts to
produce a meaningful recovery.

A key factor in shaking off the last recession was the wave of mortgage
refinancings and household loan consolidations that took place in the
early 1990s. These refinancings reduced the amount of debt service that
households had to pay, and gave households a desperately needed shot in
the arm that helped stave off a deeper recession. However, this process of
refinancing is ultimately limited by the number of old mortgages and
debts taken on when interest rates were at their peak, and gradually this
stock has been exhausted. When this factor is combined with the shift to
variable-rate mortgages, on which rates have been lower so that refinanc-
ing is not worthwhile (except for reasons of rate lock-in), it is unlikely that
refinancing can continue to provide the same stimulative force. Conse-
quently, demand will be more fragile in the next recession, and recovery
harder to achieve.

There are also other barriers to refinancing and low rates. During the
last recession, house prices fell, and many homeowners saw their equity
wiped out. This elimination of equity is itself a barrier to refinancing be-
cause banks refinance without equity, and if housing prices fall in the next
recession, this will provide another obstacle. At the same time, the lower-
ing of credit standards by banks has raised the risk of default. This risk
must in turn be reflected in market rates, which means there are barriers
to how low the Fed will be able to push market rates in the event of an-
other recession.

DEMOGRAPHICS AND ECONOMIC DEPRESSION

Another factor making for increased likelihood of an economic depression
is the widely acknowledged aging of the baby-boom generation, and the
generalized graying of America. It is widely recognized that there is a life
cycle to household expenditure patterns, with people tending to borrow
and spend more than their income when they are young and while raising
children. In middle age, after child rearing is over, households begin to
save more to pay off their debts and to make provision for old age. Older
people are also significant savers, perhaps to cover against the risk of living
longer than their means will provide for and perhaps to leave bequests.
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The massive size of the baby-boomer cohort, combined with the fact
that baby-boomers delayed the starting of families, mean that these life-
cycle forces have worked in the economy's favor for the last twenty years.
This helps explain the enormous increase in household borrowing in the
1980s, and it served to mitigate the adverse consequences of the worsen-
ing of income distribution. However, this demographic effect is now
drawing to a close, and the inexorable force of demographics is now turn-
ing against the U.S. economy. Having been expansionary in nature,
demographics are now taking on a deflationary character. Moreover, this
demographic juggernaut is unlikely to be turned around by the influx of
young immigrants, because these immigrants enter on the lowest eco-
nomic rung. They therefore have low incomes, poor job prospects, and
little access to credit, so that their net contribution to demand will not
compensate for the aging of white middle-class America.

Finally, this demographic development is compounded by the system
of financing social security. Under current arrangements, contributions to
social security are paid into a trust fund, to be notionally held until retire-
ment. Given the current age distribution, payments into the fund vastly
exceed payments out owing to the large number of baby boomers who are
still working. This situation will to continue through the first decade of
the twenty-first century, and it means that payments into the fund will be
a net deflationary drain out of the economy. In recent years, this effect has
been countered by the huge government deficits that have more than off-
set them. However, recent moves to balance the Federal budget mean
that this deflationary effect will be increasingly felt, and it will impart a
deflationary bias to the underlying economic structure.

LABOR MARKETS AND BUSINESS DOMINATION

Perhaps the single most important factor in the growing fragility of the
American economy concerns developments in labor markets, which have
produced declining wages and a tremendous increase in job insecurity.
These developments represent the product of both structural change
within the economy and adverse economic policy. They have formed a
core part of the book. The adverse wage consequences of increased capital
mobility were examined in chapter 5, while the adverse wage effects of
unrestricted free trade were examined in chapter 9. Chapter 8 examined
the "Raw Deal," with its goal of removing government from the labor
market and undercutting the wage floor. Most important of all has been
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the decline of the extent of unionization in the American economy, which
was examined in chapter 3.

The net effect of these developments has been a significant weakening
of the position of American workers vis-a-vis firms. This weakening has
manifested itself in declining job security and declining wages, and the
trend shows no sign of abating. These structural changes mean that the
general level of wages is more likely to crumble in an economic downturn.

Businesses are increasingly willing to subcontract work and use low-
paid temporary (but in fact semipermanent) workers provided by firms
such as Manpower, Inc. In a downturn, the availability of large numbers
of unemployed workers, coupled with easy replacement, would make
wage concessions relatively easy to obtain. In this regard, the recession of
1982-3 is a significant harbinger, because it marked the first time in the
post-World War II era that concessions and givebacks were widespread.
Were this to happen on a larger scale, household debt burdens would
become intolerable, consumer spending would collapse, and financial
markets would be confronted by a wave of defaults. In such a scenario,
economic activity would plummet, and it is hard to see how policy could
turn the situation around.

CONCLUSION

The last twenty-five years have witnessed a persistent deterioration in the
constitution of demand in the U.S. economy. This weakening has been
predicated on structural changes in labor markets that have undermined
the position of American workers and given rise to a worsening of income
distribution and increased job insecurity. This outcome has also been fos-
tered by restrictive monetary policy, ill-considered free-trade arrange-
ments, and labor-market policies that have subverted unions. The effects
of these changes have been obscured by a debt binge by households and
government and by favorable demographic factors. However, households
now face increasing financial constraints, government faces political con-
straints that limit its economic freedom, and the favorable demographic
situation is reversing itself. Under such conditions, there are reasonable
grounds for believing that the next economic recession could spiral into a
depression.
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Epilogue: Ending Economic Fatalism

C,CHAPTER 1 introduced an economic philosophy that I called struc-
tural Keynesianism. Chapter 11 summarized some of the economic policy
implications of such an approach. Let me close by briefly addressing some
of the political implications.

Structural Keynesianism maintains that economic outcomes depend on
a combination of economic structure (i.e., rules, regulations, and institu-
tions), economic policy, and the enterprise and initiative of business and
individuals. Structure and policy are the province of collective action: only
enterprise and intitiative are the province of individual action.

The laissez-faire model of conservative economics emphasizes enterprise
and intiative. Structure is notionally absent, as evidenced by the appeal to
the fiction of natural markets. Policy is a matter of reestablishing these nat-
ural markets, which are really just markets in which business dominates
labor. This involves repealing existing policy and creating a minimalist lib-
ertarian government that enforces particular laws of property and contract.
Government is restricted to acting as policeman, judge, and jailer.

Structural Keynesianism's emphasis on designed structure and policy
highlights the necessity of collective action, which brings us back to the
political dimension behind our current stagnation. Developing the theo-
retical underpinnings and technical details of a policy agenda is one neces-
sary ingredient for fixing our disordered economy. The other is a massive
transformation of the way in which people understand and read the econ-
omy, and the creation of a willingness to collectively engage in a redesign.

There is a need for a new popular understanding that breaks with eco-
nomic naturalism and its prescription of fatalism. People should see insti-
tutions such as unions and minimum wages, not as unnatural distortions,
but as fundamental props to prosperity. Monetary policy and the Federal
Reserve should not be the private domain of bankers and economists.
Rather, our ordinary economic conversation should be informed by and
inform these matters.

With this new understanding must then come a popular engagement
with the political process that ensures that legislators and policymakers
craft the right structure and policy agenda. Rather than fatalistically ac-
cepting the economy we have, we can instead, within the constraints de-
fined by our knowledge and endowments, design a Main Street economy
that delivers for all. This is the political implication of structural Keynes-
ianism's identification of the need for designed structure and policy.
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Notes

CHAPTER 1
DEBUNKING ECONOMIC NATURALISM

1. For instance, The Washington Post business section led with the headline
"The Thriving Economy That Keeps Surprising: In Past Decade, U.S. Trans-
formed Itself," Saturday, May 3, 1997, p. HI.

2. See Mishel, Bernstein, and Schmitt, The State of Working America,
p. 140.

3. Keynes, The General Theory of Employment, Money and Interest, p. viii.
4. Quoted from Minsky, "Financial Integration and National Economic

Policy."
5. Firms may also lobby to get regulations repealed, lobbying being another

way of circumventing regulation. This explains why business has pushed so hard
for the emasculation of government's regulatory capacity.

6. See Fukuyama, The End of History and the Last Man.

CHAPTER 2
MAKING SENSE OF THE ECONOMY AND ECONOMICS

1. The process of creative destruction is outlined in chapter VII of Schumpe-
ter's Capitalism, Socialism, and Democracy.

2. See Gordon, Fat and Mean.
3. The term "Golden Age" is attributable to Marglin and Schor (eds.), The

Golden Age of Capitalism.
4. Keynes, The General Theory of Employment, Interest, and Money, p. 383.
5. This reasoning is embodied in the famous Stolper-Samuelson theorem:

Stolper and Samuelson, "Protection and Real Wages."
6. Smith, An Inquiry into the Nature and Causes of The Wealth of Nations, Vol.

I, chap. 8.
7. The term "silent depression" is drawn from Peterson, Silent Depression: The

Fate of the American Dream.

CHAPTER 3
PLENTY OF NOTHING: AN OVERVIEW

1. Statistic provided by Whalen, "The Anxious Society.
2. See Mishel, Bernstein, and Schmitt, pp. 200-202.
3. The number of instances in which there is actual replacement are relatively

few. The reason why the frequency of "actual" replacement is low, and why it is

215



NOTES TO CHAPTER 4

not a good indicator of the changed state of the game, is that replacement is
seldom needed by firms to achieve their goals. All that is needed is that firms have
a "credible threat" of replacement, which is enough to get workers to give in.

CHAPTER 4
THE STATE OF THE AMERICAN DREAM

1. All numbers are in constant 1987 dollars.
2. Average compensation was arrived at by taking average hourly wages and

multiplying by (Total compensation per the national income and product ac-
counts/total wages and salaries per the national income and product accounts).

3. "After 5,000 Years on the Job, You Too Could Earn This Much," Christian
Science Monitor, April 22, 1997.

4. New York Times, March 3, 1996. Recession Jan.-July, 1980. Recession
July-Dec, 1981. Recession Jan.-Nov. 1982. Recession July-Dec, 1990. Reces-
sion Jan.-March, 1991. 1994 and 1995 = estimated.

5. Data in the following paragraphs are drawn from Bluestone and Ghilarducci
1996b, "Still Working, Still Poor."

6. Reported in Danziger and Weinberg, "Market Income, Income Transfers,
and the Trend in Poverty."

7. Rose, "Declining Job Security and the Professionalization of Opportunity."
8. These data are reported in Bluestone and Ghilarducci 1996b.
9. Schor, The Overworked American.
10. See for instance, Baily, Burtless, and Litan, Growth with Equity.
11. Madrick, The End of Affluence.

CHAPTER 5
THE LOGIC OF ECONOMIC POWER, PART I:

DIAGNOSING THE PROBLEM

1. Much of this chapter derives from my article "Capital Mobility and the
Threat to American Prosperity" (Palley 1994c).

2. "Workers of the World, Get Smart," New York Times, July 20, 1993,
p. A19.

3. Keith Bradsher, "Productivity Is All, but It Doesn't Pay Well," New York
Times, June 25, 1995, News of the Week in Review, p. 4.

4. Howell and Weiler, "Explaining the Collapse of Low-Skill Earnings."
5. See Juhn and Murphy, "Inequality in Labor Market Outcomes."
6. Gordon, Fat and Mean.
7. Davis and Topel, "Comment."
8. Howell and Wolff, "Trends in the Growth and Distribution of Skills in the

U.S. Workplace."
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9. Wieler, "Can Technological Change Explain Increasing Inequality within
Age, Schooling, and Gender Groups?"

10. The conference proceedings were published in Economic Policy Review,
Federal Reserve Bank of New York, 1 (January 1995).

11. "Is VW's New Plant Lean, or Just Mean?" New York Times, November 11,
1996, p. Dl.

12. See "Choppy Waters Ahead," Financial Times, April 25, 1997, p. 16.
13. "Edging Up," Wall Street Journal, June 3, 1997.
14. See "Full Time, Part Time, Temp—All See the Job in a Different Light,"

Wall Street Journal, March 18, 1997, p. A10.
15. See "Many Firms Press States For Concessions," Wall Street Journal,

March 8, 1995, p. A2.

CHAPTER 6
THE LOGIC OF ECONOMIC POWER, PART II:

POLICIES FOR PROSPERITY

1. Material for this section is drawn from Friedman and Prosten, "How Come
One Team Still Has to Play with Its Shoelaces Tied Together?"

2. Weiler, "Promises to Keep."
3. Bronfenbrenner, Successful Union Strategies For Winning Certification Flec-

tions and First Contracts.
4. Nobile, "Yes, We Allow No Solicitation Today."
5. McDonough, "Maintain a Union-Free Status."
6. The source for the statistics cited here and in paragraphs below is Friedman

and Prosten, "How Come One Team Still Has to Play with Its Shoelaces Tied
Together?"

7. This metaphor is attributable to the late Hyman Minsky.

CHAPTER 7
THE TRIUMPH OF WALL STREET: FINANCE AND

THE FEDERAL RESERVE

1. Corrigan, "The Trilogy of Central Banking in a Contemporary Setting."
2. See Tobin, "Inflation and Unemployment." The argument is that moderate

inflation raises prices in sectors with full employment, thereby choking off demand
in those sectors. At the same time, this lowers relative prices in sectors with unem-
ployment, thereby increasing demand and employment in those sectors.

3. In later versions of natural-rate theory that include rational expectations,
there is no trade-off at all. Systematic monetary policy cannot lower the rate of
unemployment, and any attempts to do so produce higher inflation. See Lucas,
"Some International Evidence on Output-Inflation Trade-offs."
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4. See Friedman, M., "The Role of Monetary Policy" and Phelps, "Money
Wage Dynamics and Labor Market Equilibrium."

5. This section detailing the spread of natural-rate theory within the Economic
Report of the President is drawn from Gordon, "Six-Percent Unemployment Ain't
Natural."

6. See Mishkin, "Does Anticipated Policy Matter? An Econometric Investi-
gation."

7. See Palley, "Escalators and Elevators." A similar argument for the Phillips
curve has also been made by Akerloff et al., "The Macroeconomics of Low In-
flation."

8. See Gordon, "The Un-Natural Rate of Unemployment." Rissman, "Wage
Growth and Sectoral Shifts"; Palley, "Does Inflation Grease the Wheels of
Adjustment?"; Blanchflower and Oswald, The Wage Curve.

9. See Tullock, The Politics of Bureaucracy; Niskanen, Bureaucracy and
Representative Government.

10. Within this framework, government and bureaucratic corruption can cer-
tainly exist. However, it is more analogous to ordinary criminal economic activity
that affects the efficiency and efficacy of government, rather than class-based ac-
tion that affects the stance of government vis-a-vis society at large. The exception
to this would be the system of bureaucratic socialism associated with the former
Soviet Union, which brought into existence a new bureaucratic capitalist class. In
that society, government was identical with, and controlled by, that bureaucratic
capitalist class which jad effectively replaced the standard capitalist class.

11. An early statement of this point of view was provided by Boddy and Crotty,
"Class Conflict and Macro Policy."

12. This refinement is attributable to Epstein, "A Political Economy Model of
Comparative Central Banking."

CHAPTER 8
FROM NEW DEAL TO RAW DEAL: THE ATTACK ON GOVERNMENT

1. See Bluestone and Ghilarducci, "Making Pay Work: Wage Insurance for the
Working Poor."

2. Cited in The New York Times, November 18, 1996.
3. Mishel and Schmitt, "Cutting Wages by Cutting Welfare."
4. See "Welfare Recipients Taking Jobs Often Held by the Working Poor,"

Louis Uchitelle, New York Times, April 1, 1997.
5. At the end of the day, it is not clear that deregulation has produced signifi-

cant additional price reductions, because prices would have fallen anyway owing
to ongoing productivity growth and technological advance. Immediately follow-
ing deregulation there have been price reductions, but prices and industry concen-
tration have tended to increase once the dust has settled. Moreover, wages have
fallen in deregulated industries, as has union coverage of workers. With regard to
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banking deregulation, consumers as tax payers were forced to pick up the half
trillion dollar cost of the Savings and Loan collapse.

6. "Nothing Succeeds Like Excess," New York Times, August 28, 1988.
7. The base period is 1955.1 because the period 1947.1-1954.4 is economi-

cally unrepresentative. In the late 1940s, the U.S. economy was still adjusting to
the end of World War II, and this pushed the consumption share to artificially
high levels. The early 1950s were marked by the Korean War, which artificially
depressed the consumption share and massively increased the defense expenditure
share. By 1955, the defense expenditure share had begun falling and had attained
a level more representative of ordinary times.

8. "Nothing Succeeds Like Excess," New York Times, August 28, 1988.
9. Monetarists refer to "inside" and "outside" lags. Inside lags refer to the time

needed for government to adjust its policies; outside lags refer to the time needed
for policies to have an economic effect once they arc implemented.

10. The specific details of the crowding-out mechanism depend on the type of
macroeconomic model adopted. In the neo-Keynesian ISLM model, crowding
out works by assuming a positively sloped LM schedule, and assuming that invest-
ment spending depends negatively on interest rates and is independent of the level
of output. In the classical macro model, it is assumed that total output is fixed, so
that increases in government spending have to be accommodated by reduced pri-
vate consumption and investment spending.

11. If a private household repays its debts, these repayments are treated as
saving. The exact same logic applies to government repayment of debt.

12. Zeile, "U.S. Intrafirm Trade in Goods."
13. This section is drawn from Palley, "State of the Union."

CHAPTER 9
FREE TRADE AND THE RACE TO THE BOTTOM

1. This chapter is largely drawn from Palley, "The Free Trade Debate: A Left
Keynesian Gaze."

2. This argument is made by Richards, "Income Inequality and Trade: How to
think, What to Conclude."

3. This assumption is referred to as the "representative" consumer assumption.
4. If confronted by the distinctions between wage and profit income, the

response of orthodox economics is that, "in theory, lump-sum redistributions
can make everyone at least as well-off as they were before the reform." The fact
that such redistributions are not possible in the "real world" is deemed of no
consequence.

5. These conflicting tendencies of higher real wages are examined in Bhaduri
and Marglin, "Unemployment and the Real Wage."

6. The normative criterion used to assess the welfare effects of trade reforms is
well-being of workers. In some countries, it is harder to talk about a representative
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worker. This is particularly true of countries with large agricultural sectors, in
which case there may be a divide between the well-being of rural and urban
workers. In the United States, agricultural employment is a small fraction of total
employment, so that this problem is not salient.

7. See Stolper and Samuelson, "Protection and Real Wages."
8. Per orthodox trade theory, these differences can also matter. Thus, produc-

tion of goods that are pollution- or safety-intensive will be shifted to underdevel-
oped countries where the cost of pollution or safety is lower. Because there is
also full employment, developed countries derive an additional benefit to the ex-
tent that the "bads" associated with pollution and personal injury are shifted to
the underdeveloped country.

9. The economic impacts of NAFTA are extensively explored in the December
1993 issue of the Review of Radical Political Economics, which was exclusively
devoted to this subject.

10. The welfare effects of trade liberalizations for underdeveloped countries
are not the symmetric opposite of those for developed countries. In the case of
NAFTA and Mexico, there is a division between urban and rural workers, so
that the device of a representaive worker will not suffice for analyzing NAFTA's
welfare effects on Mexico. Urban workers potentially gain from NAFTA, whereas
rural workers lose owing to the liberalization of trade in agricultural products.
Moreover, an increase in urban-sector jobs does not mean that urban-sector
wages will increase. Mexico has a labor surplus and a rapidly growing workforce,
and the loss of jobs in the agricultural sector will compound the problem of urban
unemployment. The one clear winner is the oligarchy that owns Mexican in-
dustry. This illustrates the need to analyze trade liberalizations on a country-by-
country basis.

11. See "Trade Knits U.S. and Mexico Ever More Tightly," Los Angeles Times,
May 5, 1997.

12. This issue is emphasized by Koechlin in "NAFTA and the Location of
North American Investment."

13. An excellent survey of the misleading way in which NAFTA was sold to the
American public is provided by Lee, "False Prophets: The Selling of NAFTA."

14. See Hufbauer and Schott, "NAFTA: An Assessment."
15. Time, June 13, 1993, p. 18
16. See "GM Braces for Widening Disputes with Union," Wall Street Journal,

April 30, 1997.
17. See New Tork Times, September 26, 1995.
18. See Boston Globe, March 9, 1997.
19. See Milwaukee Journal Sentinel, March 9, 1997.
20. "Borderline Working Class: In Texas, Labor Is Feeling Trade Accord's

Pinch," New Tork Times, May 8, 1997.
21. The report is summarized in "Daily Labor Report," No. I l l , June 1997,

pp. A.l-2.

220



NOTES TO CHAPTER 12

CHAPTER 10
INTERNATIONAL MONEY: WHO GOVERNS?

1. Keynes, Letter to R. R Harrod, 19 April 1942.
2. This policy proposal is contained in Eichengreen and Wyplosz 1993.
3. In addition, the Tobin tax does not distinguish between speculative trades

and bona fide trades to finance international trade.

CHAPTER 11
STRUCTURAL KEYNESIANISM AND GLOBALIZATION

1. See Bernstein and Mishel, "A Comparison of Income, Wages and Employ-
ment Trends of the Advanced Industrial Economies."

2. This is the policy that the OECD has endorsed in its jobs strategy recom-
mendations. See OECD Economic Surveys, United States, 1996.

3. The Mitterrand economic experiment is examined in Lombard, "A Re-
examination of the Reasons for the Failure of Keynesian Expansionary Policies in
France, 1981-1983."

CHAPTER 12
RECIPE FOR A DEPRESSION

1. This chapter is drawn from my article, "The Forces Making for an Economic
Collapse."
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