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Fifty years ago President Truman signed into law the
Enpl oynent Act that conmitted the U 'S. governnment to the goal of
enpl oynent opportunities for all Anericans. The Act represented a
pl edge to avoid another G eat Depression. It acknow edged t hat
governnment has a vital role to play in establishing nationa
econom c stability and prosperity.

U.S. economc performance during the past fifty years can be
divided into two periods of roughly equal duration. The first was
characterized by a successful econonmy: cyclical instability was
controlled; resource creation was supported; and flaws in selected
markets were corrected. It was a period of robust econom c grow h,
rising worker incones and falling inequality.

The second period has brought a reversal of fortune. V¥ have
avoi ded anot her depression, but suffer froma return of financial
instability. Econom c growth has been sustained but famly
earnings are stagnant. Corporate profits have been stabilized but
econom c insecurity has grown considerably and now pervades the
wor kf or ce.

Qur current difficulties nmake it necessary to consider not
only how we neasure the success of an econony but also the
institutional prerequisites for a successful 21st-Century
capitalism But first we nust ask: what accounts for the split in

Arerica's econom c experience during the post-world War 11 era?



Money- Manager Capitalism

Nuner ous expl anations have been put forth to account for the
phenonena of falling worker incones and rising instability and
i nequal ity experienced during the past two decades. I ncreases in
governnent taxes, spending and regulation are not to blane. Incone
and distribution problens can be traced to pre-tax earnings, not
tax changes. Governnent shares of total enployment and expenditure
have not been growi ng since 1979, and regulatory costs have
declined (M shel 1995).

O her recent explanations focus on one or nore of the
foll owi ng devel opnents: the shift of jobs from goods-produci ng
sectors to the service sector; an acceleration of technol ogical
change (especially in the realm of information technol ogies);
publ i c-sect or privatization and corporate downsizing and
outsourcing; increased imigration; the erosion of the m ninum wage
and the decline of unions; the growh of contingent work; the
appear ance of persistent trade deficits; and increased capital
nmobi lity, trade liberalization, and global conpetition. Wile sone
have sought to calculate the relative inpact of these devel opnents,
Barry Bl uestone (1995) seens to enphasize the nobst essential aspect
of the matter when he suggests that the solution to this nystery is
the same is in Agatha Christie's Murder crthe Orient Express --
they all didit.

Despite the rel evance of the aforenmentioned factors, one
crucial elenent has been left out -- the evolution of the financial

structure. Capitalismis a dynamc, evolving systemthat cones in
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many formns. Nowhere is this dynamism nore evident than in its
financial structure. The financial structure of the American
econony has undergone significant evolution over the history of the
republic. Fromits initial stage of "commercial" capitalism
during which external finance was used mainly for trade, this
structure has evolved into its present stage of "noney-manager"”
capitalism where financial narkets and arrangements are dom nated
by managers of funds.

Two financi al st ages, "industrial" capitalism and
"paternalistic" capitalism were dom nant between the eras of
commer ci al and noney- nanager capitalism The shift away from
comrercial capitalismcanme as financing for trade purposes becane
dwarfed by reliance on external funds to finance long-term capita
devel opnent. The econom c contraction and eventual collapse in the
period 1929-1933 brought this second stage to an end and led to the
New Deal restructuring that ushered in the paternalistic era.

| nportant aspects of the financial systemin the era of
paternalistic capitalism included: countercyclical fiscal policy,
whi ch sustained profits when the econony faltered: |ow interest
rates and interventions by the Federal Reserve unconstrai ned by
gol d-standard considerations; deposit insurance for banks and
thrifts; establishnment of a tenporary, national investment bank
(the Reconstruction Finance Corporation) to infuse governnent
equity into transportation, industry and finance; and interventions
by specialized organi zations created to address sectoral concerns

(such as those in housing and agriculture).
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From 1933 through the end of Wrld War 1Il, governnent

represented the main source of external financing for the econony.
By 1946, a broad set of households owned financial assets nmainly in
the formof governnent debt or as interests in insurance policies
and bank deposits which were in turn |argely offset by governnent
debt s. Busi ness i ndebtedness was mnimal -- indeed, many of the
great corporations had |arge net positions in government debts --
as was househol d i ndebt edness.

Money- manager capitalism enmerged out of this initial post-
Wrld war Il position. In part it was the result of the evolution
of financial practices toward nore specul ative endeavors. But
noney- manager capitalismwas also partly a consequence of the
emergence of plans that supplenented social security with private
pensi ons. As the label "noney-manager" capitalism suggests,
central to this new stage are institutions that manage | arge
portfolios of financial instrunments.

Economi c activity in the early postwar setting began with a
cautious use of debt. But as the period over which the econony did
wel | began to |lengthen, nargins of safety in indebtedness decreased
and the system evolved toward a greater reliance on debt relative
to internal finance, as well as toward the use of debt to acquire
exi sting assets. As a result, the once robust financial system
became increasingly fragile (M nsky 1986).

The first twenty years after Wrld War Il were characterized
by financial tranquility. No serious threat of a financial crisis

t ook pl ace. Since the "credit crunch" of 1966, however, the
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anplitude of the business cycle has increased and financial crises
have becone regul ar occurrences.! Another Geat Depression has
been prevented, but the same actions that stabilize the econony
al so validate specul ative financial practices. I n addition,
instability has been exacerbated by the Federal Reserve's fight

agai nst inflation (M nsky 1986)

In the current era, the largest proportion of the liabilities
of corporations are held either by financial institutions such as

bank trust departnents and insurance conpanies or by pension or

mutual funds that are restricted in their holdings only by
contract. Money- manager capitalism introduces a new | ayer of

intermediation into the financial structure. The stated ai m of

t hese noney-managers -- and the sole criterion by which they are
judged -- is the maximzation of the value of the investnents nade
by the fund hol ders. This is neasured by the total return on

assets: the conbination of dividends and interest received and the
appreciation in per share val ue.

A consequence of the rise of these funds is that business
| eaders have become increasingly sensitive to the stock-mnmarket
valuation of their firm In the early postwar period w despread
caution in finance, conmbined with Anerica's dom nance in the globa
econonry, allowed managers a degree of freedom from stockhol der
i nfl uence. Today, however, top managenent is often subject to
rel entl ess sharehol der pressure.

Wien one considers the pressures due to both the rapidly

evol ving financial system and the econony's other structural



changes, it is no surprise that economc insecurity is w despread.
Wth the passing of the paternalistic financial structure
corporate paternalism has also faded. Wrkers at nearly all levels
are insecure, as entire divisions are bought and sold and as
corporate boards exhibit a chronic need to downsi ze overhead and to
seek out the |east expensive set of variable inputs.
Econom ¢ Success

In the early postwar period, Anmerican policymakers neasured
econom ¢ success primarily by two aggregate statistics -- the Goss
Nati onal Product (the Goss Donestic Product, nore recently) and
the unenpl oyment rate. Price stability and greater incone equality
were additional objectives, but inflation was not a significant
problemuntil the late-1960s and a direct assault on inequality
seemed of little necessity since the trend was toward a nore
equitabl e distribution of incone. There appeared to be nuch truth
to the expression "arising tide lifts all boats."

Rel i ance upon these particular neasures of success was partly
a product of history: the main economc difficulty of the
century's early decades was considered to be capitalisnis tendency
to generate severe depressions. These were also neasures that
required only a mninor reconsideration of standard economi cs.
Countercyclical fiscal and nonetary policies could be easily
reconciled with traditional theory through the "neoclassica
synthesis;" a focus on aggregates nmade it possible to ignore the
need for an institutional foundation for evolving econonic

structures. These gauges of success were also pragmatic. For the
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first two decades of the postwar era -- despite valid concerns
about perennial matters such as how national output ignores
environnental costs and how the wunenploynent rate ignores
di scouraged job seekers (persons counted as not in the |abor force)
-- overall output and enploynent functioned as useful indicators of
citizen well-being.

Today's econony is different. Many famlies cannot

di stinguish recession from recovery. Despite strong profits and
recent productivity gains, chief econom st Stephen Roach of Morgan
Stanl ey sumari zes the view of nost Anmericans when he wites,

"Recovery or not, the 1990s are still all about downsizing, |onger
wor kdays, white-collar shock and relatively limted opportunities

for new enpl oynent" (Roach 1995).

Today's W despread insecurity requires economsts and
policymakers to | ook beyond a few aggregate statistics. The
aggregates  conceal not just income stagnation and other

difficulties nmentioned above but al so | onger enpl oynent searches,
i ncreased fanmily dependence on multiple job holdings, and an
expl osive growh in part-tine and contingent work. Al so conceal ed
is the anxiety that acconmpanies the fact that since early 1994
private firms have announced plans to cut nore than a half-mllion
jobs, many in conpani es (AT&T, for exanple) that once referred to
their workforce as "family" (Challenger, Gay and Christnmas 1996).
Polls released in early 1996 indicate approximtely one-third
of Anerica's famlies fears job loss in the near future (Herbert

1996; Montague 1996). Perhaps even nore striking are findings from



a | ate-1994 survey conducted for U S. News and Wrld Report,
findings that indicate "a major shift" fromAnerica's historic
optimsm According to the survey, 57 percent of those asked said
the Anmerican Dreamis out of reach for nost famlies, while nore
than two thirds were worried that their children will not live as

well as they do (Roberts 1994, 32).

In the current era, econonic success requires nore than
econom ¢ growth, |ow unenploynent, and mininmal inflation. It
requires that every citizen has the opportunity to devel op and
utilize his or her talents and capacities, an econony that rewards
workers with rising standards of living and the prospect of an even
better life for their children. It requires that economc
Insecurity be reduced and that prosperity be available to the whole
of society. Wthout these, Anmerican capitalismwll not be
successful by any nmeasure for very long in the 21st Century.

I nstitutional Prerequisites for Successful Capitalism

Econonies evolve, and so too nust econom c policy. The
institutional innovations of the New Deal were valuable in their
time but have becone insufficient in the present. The task before
today' s econonists and policynmakers is to neet the challenges of
the comng mllennium wthout forgetting the valuable |essons of
the past, |essons that include: 1) capitalismcones in nany
varieties; 2) the institutions established through public policy
play a vital role in determning what form capitalismtakes; and 3)

| ai ssez-faire is a prescription for econom c disaster.
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It is easy to envision two alternate futures for Anerican
capitalism The pessimstic future involves a hostile and
uncivilized "fortress" capitalism the optimstic future is an open
and hunmane "shared-prosperity" capitalism Fortress capitalism --

a systemw th declining fortunes for all but a few who nust seek

protection behind walled and gated communities -- is the result of
a return to laissez-faire.? Institutional prerequisites for a
successful, shared-prosperity capitalism are outlined below A

conceptual starting point is provided by a brief discussion of the
rel ati onship between econom c security and progress.
. Security and Progress

Capitalism can be successful only if economsts and
pol i cymakers recognize that people have a limted tol erance for
uncertainty and insecurity. Evidence of this |imted tolerance is
provi ded by insurance, which is purchased to provide protection
agai nst |arge contingent |osses. When del eterious consequences
nount for uncertainty outside the reach of private insurance,
soci ety nust respond through public action.

Many have | ong mai ntai ned that the reduction of economc
insecurity is inconsistent with econom c progress under capitalism
But as John Kenneth Gal braith observed decades ago, insecurity is
cherished "alnost exclusively in the second person or in the
abstract" (Galbraith 1958,98). Reducing econonmi c uncertainty has
been a central objective of corporations, |abor unions, and

associ ations of farners since their inception.
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Econom c progress may be threatened by private or collective
efforts to reduce insecurity. The central |esson of the era of
paternalistic capitalism however, is that security and progress
can also be mutually reinforcing. Indeed, when one takes off the
blinders of conventional economcs it becones «clear that
countercyclical stabilization policy was only one elenent in the
strengthening of capitalism by reducing insecurity.

New Deal agricultural programs, by setting mninmum prices and
by providing crop insurance, had the effect of setting floors to
farmers' incones. These stabilized inconmes nmade it possible for
farmers to finance investnent in new technol ogy. Furt her nor e,
agricul tural extension services and experinment stations served to
socialize research costs and dissemnate information on scientific
br eakt hroughs. What followed was a period of unparalleled advance
and productivity growh in agriculture.

Conventional economsts often worry that security will reduce
econom ¢ "efficiency." But the experience of U S. agriculture
denonstrates that security can ignite an advantageous dynamc --
one that permanently inproves the technol ogical conditions which
determ ne the very meaning of "efficient."”

Moreover, as Henry Sinons suggested |ong ago, economc
efficiency -- even when considered froma dynam c perspective --
should not be the sole aim of economc policy. Rat her, policy
should strive to assure the civilized standards of an open and
denocratic society. A humane society should not be sacrificed on

the altar of narrow econom c efficiency (Sinmons 1948).
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Il.  Enpl oynent
The Enpl oyment Act of 1946 committed the federal governnent to
pronot e nmaxi num enpl oynent, production and purchasi ng power. The
Ful | Enpl oynent and Bal anced Gowm h Act of 1978 reiterated these
obj ectives and put greater enphasis on enploynment by identifying a
particul ar goal, four percent, for the overall unenployment rate.
Today it is necessary to go beyond a statement of objectives and
goals. It is time to fulfill President Franklin Roosevelt's cal
for enployment to be not merely a responsibility of the able-bodied

but also as a right, one guaranteed by a public-sector enployer of

| ast resort.

The economnic and human costs of unenpl oynent -- to individuals
and to the nation -- are too great to be tolerated in a society
replete wth unnet needs. Using the Depression era' s Wrks

Progress Administration (wpA), National Youth Adm nistration (NYA),
and Gvilian Conservation Corps (CCC) as prototypes, federal, state
and local officials could easily design programs that would enable
unenpl oyed citizens to support thenselves by naking useful
contributions to their comunities.

IIl. Economi c and Soci al Progress

In the short run, societies can choose between two routes to
conpetitiveness: @ "high-performance" path and a "low-wage" path.

The forner involves encouraging firns to conpete on the basis of

i nnovation, product quality, and the devel opment of new markets.
In the United States a policy vacuum has caused nost firns to

follow the | owwage path -- a strategy that ultinately leads to an
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econom ¢ disaster as firns engage in a "race to the bottom"
| nstead of the unsustainable vicious cycle of the |owwage path,
Arerica's public policies and institutions nust support a virtuous
cycle that |eads to econom c and social progress (Mrshall 1995;
Harrison 1995).

Pursuit of a high-performance path requires incentives for
private investment, but it also requires public investnent in
education and training, science and technol ogy, and infrastructure.
Taxes and subsi dies should be used to encourage individuals and
firns to enhance productivity through training and the upgrading of
skills. In addition, we nust develop national business-assistance
networks nodel ed after our agricultural extension service. Public
investnment, a crucial conplenent to private investnent, nust be
revitalized as well.

The U.S. budget is not structured to engender rationa
i nvest ment deci si ons. Al t hough there have been periods during
whi ch Washington officials conmtted thenmselves to inproving public
capital, federal non-defense investments as both a share of budget
outlays and as a share of CDP peaked in the m d-1960s. Today our
nation has the |lowest ratio of public-capital investment to GDP of
any of our major industrial conpetitors (Joint Econonmic Conmittee
1994, 62).

| nvestnents in education can be inproved not nerely by nore
noney (to upgrade facilities, provide supplies, and reduce class
sizes, for exanple) but also by closer collaboration both across

| evel s of government and anong busi ness, governnent and the
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educational community. Vouchers redeemable at private schools are
not what's needed; rather, we nust have high educational-
performance standards, national «certificates of nmastery, and
i nprovenents in apprenticeship prograns and ot her organizations and
services that facilitate the transition from school to work
(Marshal |l and Tucker 1992; Marshall 1996).

Science and technology policies and institutions are also
required. A role for governnment has always existed here due to the
soci al benefits, large-scale risks, and long tinme horizons
associated with research and devel opnent. But today this role is
more inportant than ever due to the rise of "brain-power"
I ndustries -- industries such as mcroel ectronics and biotechnol ogy
that can be | ocated wherever the necessary talents are coordinated.
As in Europe, consortiunms for particular projects should be
est abl i shed not by governnent alone but through public-private
partnerships that require matching funds from participating firns
(Thurow 1996).

According to Wallace Peterson, Anmerica's neglect of public
infrastructure has left us with nmore than a trillion dollars in
necessary construction, repairs and renovations (Peterson 1994,
200-201). A study just released by the Manhattan-based Regiona
Pl an Association indicates that the New York netropolitan region
alone requires $75 billion in transportation and other inprovenents
over 25 years to save it from outright decline (Johnson 1996).
Institutions and policies that renew the nation's commtnent to

infrastructure 1 nvestment cannot be avoided if Anerica is to
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prosper in the 21st Century.

Perhaps the nost significant obstacle to greater public
investment is an approach to budgeting that treats biotechnol ogy
research no differently than a Wiite House dinner party. To enable
pol i cymakers and the public to make sound judgnents on budget
matters, Anmerica needs nore useful accounting techniques. A ful
bal ance-sheet approach -- listing, as do private organizations,
both assets and liabilities -- is worth exploring. At the very
| east, federal officials should follow the |ead of the states and
establish a capital budget for tangible investnents in public
facilities and in civilian systens such as comruni cati ons and
transportati on.

V.  The Good Financial Society

An essential prerequisite for establishnment of a "good
financial society" (the termwas used first by Henry Simons) in the
early 21st Century is a Federal Reserve that continues to prevent
debt deflations through its |ender-of-last-resort powers. In
addition, the Federal Reserve needs to focus nore attention on
qualitative credit controls (i.e., refusing to guarantee or
prohi biting purchase of certain types of assets, particularly those
likely to experience speculative price swngs) than on quantitative
controls. Level s of central bank supervision and regul atory
requi rements should vary according to the types of assets
purchased.' These steps provide an opportunity not only to reduce
the riskiness of bank |ending but also to encourage credit to be

directed toward socially-desirable activities (Wray 1996).
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During the 1992 el ection canpaign Bill Cdinton advocated a
national network of Community Devel opnent Banks, designed to neet
t he needs of comunities and citizens not well served by existing
banks. The idea takes on increasing inport because of the
hei ght ened uncertainty associated w th noney-manager capitalism
The attractiveness of investnment in small businesses increases with
the uncertainty attached to jobs in firns whose future is dependent
on the vagaries of noney-nanager eval uations. Conmuni ty
devel opnent banks should evolve into full-service conmmunity
financial institutions (Mnsky et al. 1993; Papadimtriou et al.
1993; M nsky 1993).

The sole focus on inflation by the Federal Reserve is
m sqgui ded. Contenporary wage-setting patterns and institutiona
structures have created an environnment in which |ow unenpl oynent
has not brought on the threat of high inflation (London 1995
R ssman 1988; Bennett 1995). Moreover, the consuner price index is
a flawed tool for those seeking to control inflation (Papadimtriou
and Way 1996). Shared-prosperity capitalism requires that the
current nonetary-policy goal of "zero inflation" be replaced by a
return to the early postwar policy of |ow and stable interest rates
(Papadimtriou and Way 1994).

Finally, the good financial society also requires
institutional adjustnent in the sphere of international finance.
The current flexible exchange-rate system di scourages forward
contracts, encourages speculation, and exerts a stagnationist

i nfluence on the world econony (as nations inpose austerity
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neasures to deal with trade inbal ances). Essential features of a
nore secure and prosperous international-finance system include:
stabl e exchange rates; an acconmodative nono-reserve setup; and an
international |ender of last resort. A starting point for the
devel opnent of this type of world-w de financial structure can be
found in the witings of John Maynard Keynes (Keynes 1980; Davi dson
1992; Way 1996).
V. Shared Prosperity

Wiile the arrangenents identified so far provide a foundation
for an affluent future, ensuring shared prosperity requires
additional institutional elenents. These include an enhanced
m ni mum wage; stronger trade unions and enpl oyee associations; an
expanded Earned Income Tax Credit; portable pensions; and a health-
care systemthat provides basic care to all Americans. Al so needed
are tax incentives and other inducenents that lead firnms to: share
productivity and profitability gains with their workers; offer
famly-friendly enployment benefits and work arrangenents; and
foster enployee participation fromthe workplace to the boardroom

Private noney inconmes -- such as wages, salaries, dividends,
interest, and transfer paynents -- are not the sole source of
personal and fanmily incone. Some of our "income" is independent of
these private sources and is the result of publicly-provided goods
and servi ces. It is ambience income -- public consunption. Just
as both rich and poor were once free to sleep under the bridges of
Paris, today's rich and poor are equally free to "enjoy" safe

streets. Public investnents that pronote econom c growth and
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enhance the efficiency of privately-owed capital are certainly
important, but inprovenments in public consunption --in urban parks
and other public spaces, and in public health and safety, for
exanple -- are also essential in a civilized society. Mor eover,
such endeavors can easily be made conpatible with the full-
enpl oynment obj ective discussed earlier.

Finally, the public sector needs a tax system adequate to
support its various operational, enployment, resource-creation,
consunption, and debt-validation needs. The explosion of federal
debt relative to GDP during the Reagan-Bush era was due largely to
an irresponsible fiscal policy that underm ned the revenue system
whi | e increasing defense spending and failing to control rising
transfer costs, particularly in health care. As Amrerica prepares
for the 21st Century, tax and spending policies should be used to

reduce the ratio of federal debt to GP fromits current |evel of

70 percent to approximately 50 percent. \Vile there are a wde
range of revenue alternatives -- including incone, consunption,
i nheritance, wealth, and value-added taxes -- sone elenent of

progressivity is warranted due to the increased incone inequality
produced by today's capitalism.®
Concl usi on
Capitalismwas a failed economc order in the winter of 1933.
The Enploynent Act synbolizes a change in national outl ook, one
that produced an institutional structure for successful capitalism
in the wake of the 1929-1933 disaster. Perhaps the first two

decades followi ng enactrment of that l|egislation were not a "Gol den
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Age" but they stand as a historical and practical best.

Capitalism wevolves and so too nust the legislated
institutional structure. The evolution of the private sector's
institutional structure is market driven -- driven by agents acting
in their own self interest. This evolution can underm ne the
barriers to instability and dynamc inefficiency. Such underm ning
has to be offset fromtine to time by changes in the governnent's
institutional structure. These dynamic institutional changes
preserve the dynamc efficiency of capitalism

The institutional structure of paternalistic capitalism
reduced econom c insecurity and enhanced the performance of the
econony so that a failed economc systemwas transforned into a
successful order. Simlarly apt institutional changes are needed
to transform the insecurity-breeding nmoney-manager capitalisminto
a new structure conducive to successful capitalism

The fiftieth anniversary of the Enploynent Act should be

cel ebrated by | ooking back and congratul ating ourselves for many

acconpl i shnent s. But we should al so commenorate the occasion by
| ooking ahead -- toward a new era of institution building.
Econom ¢ systens are not natural systems. |t is possible not only

to reduce present-day economc insecurity without sacrificing
econom ¢ progress but also to frame and establish the institutional

prerequisites for a successful 21st Century capitalism The goals
of the Enploynent Act are best honored by working to achieve a new

age of shared prosperity.
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Notes
1. At the center of the 1966 "credit crunch" was a "run" Oon bank-
negotiable certificates of deposit (Wolfson 1994, 31-39).
2. For nore on fortress capitalism see Thurow (1995).
3. The need to vary bank supervision according to the types of
assets purchased is especially true in the case of institutions
deened "too big to fail." As L. Randall Way suggested recently,
such an institution "should be subject to increasingly close
supervision as it engages in activities thought to be risky" (Way
1996, 143).
4,  For one approach to the revenue system see M nsky (1996).
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