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Introduction: America
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Ever since the Second World War, economists and the American government have trumpeted the benefits of free trade. Various administrations, Democratic as well as Republican, have championed laissez-faire in foreign commerce. Slowly but steadily, most trade barriers have been eliminated, and today America’s dependence on international commerce, particularly its addiction to imports, is the highest ever in its history.

By now the idea of free trade has acquired a myth of its own. To be for laissez-faire is to be for progress, prosperity, and peace; to be against it is to invite the wrath of economists, Wall Street, political pundits, and much of the press. Baby boomers of the 1950s grew up with the gospel of free trade; in fact, the idea is now embraced as economic theology around the world.

In an increasingly global economy interlinked by satellites and multinational corporations, international trade undoubtedly deserves the attention it gets. It touches all of our lives. Americans today enjoy Sonys, Toyotas, BMWs, and Armanis, amid countless quality brands coming from abroad. Similarly, foreigners travel around in Boeings and Cadillacs, among products exported by the United States. Time and again, famines and global starvation have been averted because of bountiful American agriculture. International commerce thus plays a monumental role in the U.S. and global economy today, thanks to the postwar American policy of free trade.

The widely publicized North American Free Trade Agreement (NAFTA), signed by Canada, Mexico, and the United States in August 1992, is just the latest manifestation of laissez-faire. NAFTA seeks to eliminate trade and investment hurdles among signatories. It is yet to be ratified by legislatures in the three countries, but it has a tidal wave of political support behind it.

The opposite of free trade is protectionism, which means that domestic industries should be shielded from foreign competition through a variety of barriers such as tariffs and quotas. For a long time economists have denounced protectionism as a bankrupt idea devoid of logic and common sense. Protectionists have been proclaimed champions of a few vested interests who jeopardize the broader interest of the nation. Some even castigate protectionism as isolationist and immoral, suggesting it promotes monopolies and lazy unionized workers.

This book challenges the gospel of free trade. As in two of my other works, The Downfall of Capitalism and Communism and The Great Depression of 1990, I am once again throwing down a gauntlet to economic orthodoxy. In Downfall, published in 1978, I predicted the collapse of both capitalism and Communism by the year 2000. In Great Depression, published in 1985, I prophesied a global economic crisis beginning as a recession in 1990.

Two of my seemingly farfetched forecasts have unfolded before your very eyes: to the utter surprise of my vociferous critics, Soviet Communism has ended, and the United States is now in the midst of the longest recession since the cataclysmic 1930s. When I wrote these books, I knew my career was on the line, but I had no choice. It is a tremendous burden and responsibility to have information and foresight that you know could shape the destiny of nations. How can you then remain silent? Once I discovered that we could face cataclysmic events in our lifetime, I had to share my knowledge with you. For me, then, there was no turning back.

In hindsight, if my words in Downfall had not been ignored, America need not have squandered countless billions on defense buildup to bring about the collapse of Communism: the Soviet empire, plagued by internal contradictions, was headed toward extinction anyway. The current work, which opposes the view cherished by conventional economists over the last two centuries, is offered to you in the same spirit as my previous volumes. Once again I am privy to knowledge and information crucial to the economic survival of our nation as well as our planet. This time I find fault with the orthodox view of free trade.

Economists generally sing the melodies of laissez-faire but slight its costs in terms of layoffs, lost wages, and environmental destruction. In the pages that follow I will show you that every country except America has benefited from the American policy of free trade. Laissez-faire has wrecked U.S. industry and shattered the American dream.

There is a bit of irony in this, because I have been a free trader all my life. In fact, in the early 1970s, I wrote two volumes promoting the idea of trade liberalization. But my recent analysis of the American economy has shaken my belief. I now find that trade liberalization in the United States has produced a sharp drop in inflation-adjusted wages for as much as 80 percent of the population.

When a person changes his long-held beliefs, there must be overwhelming evidence to justify the change. Briefly, my thesis is as follows:

The experience of most countries shows that prosperity lies in the expansion of manufacturing rather than agriculture and services. This is because manufacturing has much higher worker productivity than other sectors, so that its salaries tend to be 150 to 200 percent of those in other areas. When freer trade promotes manufacturing, it raises overall productivity as well as the general standard of living; but when it fosters services at the expense of manufacturing, productivity growth as well as real earnings decline.

Manufacturing, not trade, is the main source of prosperity. And history, recent and past, confirms this resoundingly. It is no secret that ever since the 1970s, services have far outpaced manufacturing in the United States. As a result, the entire economic landscape has been transformed. Trade liberalization turns out to be the main cause of this transformation, which is unprecedented in the American chronicle.

Today only 17 percent of the labor force is employed in the industrial sector, the rest being in services and agriculture. Therefore, it is not surprising that inflation-adjusted wages have declined by 19 percent since 1972, while the volume of trade has doubled and tariffs have plummeted to 5 percent. In retailing, real after-tax earnings now match those of the Great Depression.

Since the 1970s, cheap imports produced by foreign workers, sometimes laboring on pennies per day, have destroyed and even exterminated industry after industry in the United States, while the administrators, both Democrats and Republicans, have stood idly by. It’s an open secret that local firms producing steel, cameras, TVs, VCRs, textiles, and shoes, among many others, have fallen prey to imports from Japan, Taiwan, Korea, Singapore, China, and Hong Kong. And despite the anguish of the American poor and unemployed, the flood of imports continues at an alarming pace.

If this trend persists, then by the end of this decade, the American auto industry would be all but extinct; and computers, machine tools, and pharmaceuticals could suffer the same fate. The reason is that when foreign labor is so cheap, no matter how superior American technology is, U.S. industries just can’t compete with foreign products. Free trade has done to the United States what Hitler and Imperial Japan could not do during the war.

Despite such clear-cut evidence, why is free trade so popular and protectionism in disrepute? The United States is now in the midst of the longest recession since the war. Yet protectionist forces, which normally thrive in bad times, have found little political or academic support. In spite of so much industrial devastation, why have protectionists so little to show in terms of legislation that would impede the torrent of imports? It’s because protectionists have not offered a coherent case. They have always favored what may be called “monopolistic protectionism,” which means protecting domestic industries without altering their monopolistic structure. They have also failed to document the destructive impact of surging imports on the U.S. economy, while free traders have had a great propaganda lobby supported by the multinational firms and American elites.

This book is perhaps the first to produce a systematic and cogent case for protectionism. Not only do I demonstrate the irreversible damage done by trade liberalization, I also devise a proper protectionist policy to guard against the latter’s potential ill effects. I have utilized figures supplied by the president’s own economic report to show that the fruit of rising U.S. productivity has been reaped by foreign labor and the multinationals. If your wages sharply fall while you work harder and become more efficient, something is very wrong with the system. That is what free trade has done to America, and this book exposes the devastation wrought by this policy.

When trade hurts a country, protectionism alone cannot help. It has to be accompanied by increased domestic competition among firms and industries. Otherwise, local companies will simply raise prices, produce shoddy products, and pay their executives enormous bonuses. This is exactly what monopolistic protectionism does. However, this book calls for competitive protectionism, which means breaking up import-competing monopolies into smaller firms while at the same time vigorously protecting them from predatory foreign competition.

The benefits of protectionism today are not limited to the living standard. Few people realize that international trade is the worst polluter among all economic activities; in fact, trade uses more than twice the amount of energy utilized by equivalent local production. Foreign trade ravages the environment far more than manufacturing, agriculture, and services.

If America were to adopt competitive protectionism—that is, shield domestic monopolies from foreign competition while breaking them up into smaller units—it would be able to cure virtually all its economic ills in a short time. Productivity, wages, and real incomes would soar, while the budget deficit and energy prices would plummet. Similarly, the foreign trade deficit would vanish, and, above all, global pollution would come under control. All this from the simple step of raising the tariff rate from the current average of 5 percent to about 40 percent.

You are skeptical, to say the least. However, I am sure my argument and the supporting evidence will make a believer out of you.

This work appears at a time when the country is debating the free trade accord with Mexico and Canada. Let me state it bluntly: NAFTA would deal another crippling blow to America’s shrinking living standard. In Great Depression, I warned the government against its policy of financial deregulation and enrichment of the rich. My warning was unheeded, and now the nation is saddled with huge losses in the banking and thrift industries, an unprecedented social tumor of wealth concentration, and mass unemployment.

Time and again, the establishment has disregarded my critique of its policies. I can only hope that my current warnings about NAFTA are not greeted by deaf ears.

America today stands at a crossroads. The passionate debate stirred up by NAFTA suggests that the proposed accord could make or break the system. With our myriad socioeconomic ills, I feel strongly that the free trade agreement could be the straw that breaks America’s back.
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In Search of a Culprit
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Nineteen ninety-one was a year of ultimate irony for the United States. It began with a stunning American victory in the Gulf War and ended with the collapse of the Soviet Union, leaving the United States not only victorious in the long, bitter cold war but also the sole superpower in the world. Yet Americans were smitten with gloom. Instead of celebrating their victories, one unexpectedly swift and the other unexpected, they were moaning and groaning about the future. The general mood revealed at best apprehension and anxiety, at worst, a sense of impending doom.

What was wrong? Was it the recession that had begun in July 1990? Or was it some hidden cause, eluding experts and amateurs alike, that had its roots in distant years?

At the end of 1991, the pundits, normally locked in perpetual conflict, were in agreement on at least one point: the recession that had begun a year before was too shallow and mild to create the general American mood of gloom. It was, after all, not all that unexpected. Economists had looked for it throughout the 1980s. In fact, it had come after an eight-year-long expansion, unprecedented in U.S. history.

The street panic at the end of 1991 easily bested that of the deep recession of 1974-75; it even dwarfed the panic of 1981-82, when the United States suffered the worst slump since the Second World War. In no respect was the recession of 1990-91 as severe as the preceding downturn.

In a cover story, Time was moved to ask, “Well, why are Americans so gloomy, fearful and even panicked about the current economic slump? … Inflation is at the lowest level in five years, and home mortgages are available at interest rates not seen since 1974…. The official unemployment rate is nowhere as severe as it was at the depth of the 1981-82 recession, and the contraction in the gross national product (so far 1.4%) has been far less sharp.”1

Between 1990 and 1991, 1.7 million jobs were lost, but during 1981-82, the loss approached 3 million. Moreover, the New York Stock Exchange broke six records in a row at the end of 1991, whereas in the previous recession the stock market had repeatedly hit lows for the period. Yet all these statistics, to paraphrase Mark Twain, were damn lies. “In one of history’s most painful paradoxes,” Time continued on the same page, “U.S. consumers suddenly seem disillusioned with the American dream of rising prosperity even as capitalism and democracy have consigned the Soviet Union to history’s trash heap.”2

The American gloom of 1991 was more deep seated than indicated by that year’s mild and seemingly innocuous slump. A number of negative trends that had been nagging the public for years had now come to the surface. Debt among consumers, corporations, and the government had been rising; educational standards and achievements had been on the decline; productivity growth had been stagnant.

Inequality had begun a slow but steady rise, shrinking the middle class; soaring imports had decimated industry after industry in many parts of the United States; millions of Americans were without health insurance and medical care; the environment was suffering increasing abuse and pollution; urban roads and bridges were full of potholes; families were breaking apart; drugs and violence pervaded the schools and the streets. To top it all, the government was all but paralyzed, unable to lead the country out of the spreading morass.

All these festering wounds were hidden just beneath the skin as long as Americans had hopes about their legendary dream. Despite increasingly ominous signs, the official propaganda, reminiscent of the behavior of the former Soviet Union, quieted the simmering anxiety of the public during the 1980s.

The histrionics and communicative skills of President Reagan had kept American hopes alive. The gross national product, after all, was still growing; per capita GNP continued its upward trend; the U.S. economic machine regularly churned out millions of new jobs. Foreigners found America to be so attractive that they poured hundreds of billions of dollars into U.S. assets. What else could you ask for?

Never mind that the prosperity was bought by record debt, or that the foreign fondness for America was sudden and thus suspicious, or that billionaires and centimillionaires, along with the homeless, were mushrooming, or that banks and savings and loan associations were straining, or that the manufacturing hub was rapidly shrinking. Never mind all that.

As long as people had jobs, even at subsistence wages, nothing else—debt, deficits, productivity slack, family breakdown, political corruption—mattered. America was still a great country in the mind of its public. The winners of the Super Bowl still called themselves world champions, even though American-style football is limited to North America; the victors of the World Series were still the world conquerors.

Politicians continued to brag about America’s superiority throughout the 1980s, and the public was seduced by all the rhetoric. But the slump of 1990 shattered the fake cocoon of job security.

Around Christmas 1991 General Motors announced it would lay off 75,000 workers over the next four years; International Business Machines put its new layoffs at 20,000, in addition to the same number it had laid off before. These firings seemed to be endless and created the feeling that few had a secure job. That’s when the American anxiety, heretofore drowned by shrill official trumpets, erupted in a floodtide. The endless optimism of the roaring 1980s gave way to the endless pessimism of the 1990s, despite, as mentioned earlier, the richly deserved American triumphs in the Gulf War and the cold war.

Today, few doubt that the United States has been in a long period of economic decline. Official statistics, numerous and self-contradictory, cannot mask what the general public feels. The gloom is too widespread to be silenced by barren averages such as GNP and per capita income, which confuse the prosperity of the few with the mediocre living of the masses. Even those who in their self-interest have to tout the government optimism now concede that the country has slid into a long economic malaise. The productivity slump, after all, is not a sudden development.

Some believe that the U.S. economic erosion began in 1973. Time quoted Allen Sinai, chief economist of the Boston Company, as saying that “the 1973 period marked the beginning of the decline of the American standard of living.”3 This statement is a shock to all those who have been led to believe that the 1980s were a decade of unprecedented boom; yet it contains a germ of truth. Despite vast official propaganda to the contrary, the reality, as subsequently made clear, is that the so-called prosperity of the 1980s was a mirage, a façade, and a big lie. Thus, on the eve of the 1992 election, the country had suffered twenty years of steady economic erosion.4 In a nation of free press and full freedom of speech, it is a great credit to the government’s statistical machine that this ugly phenomenon took two decades to surface.

What is the cause of this long decline? Why is something happening in America that has never occurred in its history extending over three centuries? The question actually contains the seeds of the answer.

Never in its history has the United States faced declining prosperity over two decades. Even during the Great Depression, so cataclysmic in its sweep and effect, the country suffered for only one decade. Nothing like the Great Depression has afflicted the nation again; but the steady erosion of the living standard since 1973 has moved some economists such as Wallace Peterson to call it the “silent depression.”5 Silent or not, it is clear that something occurred in the recent past that sparked a long period of economic decline, beginning in 1973. Moreover, this “something” must have never happened before, because it is the first time in history that Americans have suffered such a long slide with no end in sight.

So here’s the puzzle. What is this “something” that is a totally new phenomenon in American annals? Since the two-decade decline is unique in history, its cause must also be unique. The theories offered by economists and pundits to explain the erosion must pass this test of uniqueness; otherwise, these explanations are self-serving, misleading, or incomplete.

Traditional Explanations

Let us briefly examine the reasons often cited for the declining living standard. You may rest assured that in the next chapter I will offer you decisive proof of this decline. Let’s take for granted for the moment that at least half, and as much as 80 percent, of the population today is worse off than in 1973.

It is now commonplace to compare the United States with Germany and Japan. Even those doubtful of U.S. decline acknowledge that these nations, which were in a shambles in the aftermath of the Second World War, have caught up with the United States and may even have surpassed it in some areas.

Germany and Japan have become highly competitive in world markets, and many are afraid that the United States has either lost its once formidable competitive edge or is about to lose it forever. Others like to use a military metaphor. “We may have won the Gulf War and the cold war,” they say, “but we are badly losing the war of competitiveness.”

This feeling is pervasive in America today. It spreads across the ideological spectrum. Americans of all persuasions—Democrats and Republicans, whites, African Americans, and ethnic minorities—are alarmed about the growing industrial might, especially of Japan, which over the last decade has had a huge surplus in its trade with the United States.

The reason America has lost its competitive edge is said to be the slow growth of productivity in its economy. Both Germany and Japan enjoyed astounding growth in national output per hour during the 1960s, 1970s, and 1980s, as displayed in Figure 1.1.

As Steven Greenhouse writes, “Overall, the United States still leads in productivity, but its rate of productivity growth continues to lag competitors’.”6 Using 1960 as the base year, Figure 1.1 shows that the gross domestic product (GDP) per employee rose from 100 to about 155 in the United States, whereas in Germany it rose to more than 240 and in Japan to over 460. In other words, in thirty years, productivity grew by 55 percent in America, 140 percent in Germany, and a staggering 360 percent in Japan. Other measures of productivity, such as the output per hour in the business sector, are somewhat more favorable to the United States. But even there productivity grew by no more than 70 percent.

Before reacting to these shocking numbers, you must remember that both Germany and Japan were devastated by the war and were starting from a very low base. They are also in a slump at this time. In spite of these caveats, both countries have undoubtedly enjoyed astonishing gains. Britain, France, and Italy, other parties to the war, have, like the United States, been laggards in the productivity race.

What are the reasons behind the U.S. productivity slide? Not only has the nation lagged behind Germany and Japan, its productivity growth during the 1980s was just a third of its own rate during the 1960s. And for some years in the 1970s, the growth was actually negative. Some of the reasons commonly cited for the productivity debacle are as follows:7


	The rate of saving is abysmally low in the United States, at less than 5 percent of disposable income, as opposed to over 14 percent in both Germany and Japan.

	Since savings are the backbone of investment, the rate of investment is also much lower in America than in other nations.

	Since investment is the backbone of productivity, the productivity gain in the United States is much smaller than in Germany and Japan.


	
For a long time U.S. wages were higher than German or Japanese wages. This gave an additional cost advantage to America’s competitors. (However, this is no longer true. German wages were $20 per hour in 1992, whereas in both the United States and Japan, wages approximated $15 per hour).

	American education has suffered a long-term decline; U.S. workers are not being trained to handle increasingly sophisticated technologies and equipment.

	Some have argued that the United States had a great baby boom following the war; those babies came of age during the 1970s and 1980s, and while the economy was able to provide them jobs, their lower skills and education caused productivity growth to slacken.

	Huge federal deficits and debt kept the interest rates higher in the United States than in Germany and Japan. As a result, American companies were at a disadvantage in borrowing for investment vis-à-vis their competitors.

	In the 1980s, while Germany and Japan were busy investing in their future, American companies were frantically buying up other companies; consequently, corporate debt in the United States soared, while corporate spending on research and development plummeted.

	The standard of living has been declining since 1973, the year when the Organization of Petroleum Exporting Countries (OPEC) quadrupled the price of oil. This price soared again in 1979 after the revolution in Iran. In order to pay for high energy costs, firms all over the world had to cut back on investment; but since the low-taxed American oil was much cheaper than in other nations, U.S. companies suffered far more than their competitors, which were already used to the higher energy burden.


	Finally, the deindustrialization of America, in the face of cheap imports from abroad, has caused a sharp drop in productivity growth as more and more Americans have had to seek jobs in service industries, which have much lower productivity than manufacturing.8




Incomplete Answers

The ten reasons presented above are commonly cited to explain the American productivity slide of the 1970s and 1980s. Do they explain the longest decline in U.S. prosperity? Do they pass the uniqueness test that I proposed above. The answer is no. At best, they offer incomplete explanations; at worst, they are incorrect and misleading. However, they are not self-serving explanations such as American taxes are too high or capital gains are overly taxed. U.S. tax rates are much lower than those in competing nations.

At the risk of repetition, let me state this again: the slide in the living standard since 1973 has been the longest in three centuries of U.S. history. It is therefore a unique phenomenon that calls for a unique explanation.

Among the ten reasons offered above, there are only two that stand the test of uniqueness. Our giant peacetime federal deficit is one, the deindustrialization of America the other. Yet they are both partial answers. First, the federal debt and deficit began to soar only after 1980, whereas the slide in prosperity began in 1973. The deindustrialization process began even before 1970, as the proportion of the labor force employed in manufacturing began a long-term decline. But the authors of the deindustrialization hypothesis failed to look at its root cause.

Deindustrialization is indeed new in the U.S. chronicle, but what is its true cause? Volumes have been written on this hypothesis, but hardly anyone has discovered the culprit.

Before I name the culprit, let me examine the rest of the conventional explanations for the productivity slide. The low savings rate in the United States is as much an effect as a cause. When a person faces downward mobility, as most Americans did after 1973, savings fall faster than incomes. Once acclimated to a high standard of living, people try to maintain their lifestyle even with an income slide either by borrowing or by consuming their past savings.

Second, the U.S. rate of investment, as measured by the investment/GNP ratio, has been steady since the 1950s. It even crept upward during the 1980s. Why, then, didn’t the productivity slide begin in the 1950s? Why did it wait until the 1970s?

Third, American wages have been higher than wages in other nations for much of U.S. history. Why have they become a significant factor now?

About U.S. education; it is well known that the United States is a nation of immigrants. Time and again the country has been hit by waves of immigrants who were often illiterate and unskilled. But the nation was able to train them and convert them into skilled workers. The educational problem is not a new factor.

About the baby boom; the United States has experienced far greater baby booms before in its history. Again, nothing new.

About the 1980s merger mania: such manias have afflicted the United States many times before. There was a great merger wave in the 1870s, another in the 1920s, and yet another in the 1950s. There were, of course, harmful consequences from these waves, but none generated a two-decade-long slide.9

About the price of oil; this is nothing new either. Energy prices rose sharply during the 1910s as well as the 1940s but failed to make a big dent in the economy. They also rose periodically in the nineteenth century without creating extraordinarily ill effects. Furthermore, the price of oil fell sharply during the second half of the 1980s without reversing the U.S. economic decline. At the end of 1991, the inflation-adjusted price of oil was back about where it had been in 1973, the year of the first oil price shock.

Thus the only valid explanations left are the gargantuan federal deficit and the deindustrialization of America. As suggested earlier, the federal deficit is only a partial answer to the puzzle of the productivity slide, whereas the deindustrialization hypothesis has failed to finger the true culprit.

The deindustrialization of America is justly blamed on competition from Germany and Japan; but the presence of foreign competitors is also nothing new to the U.S. economy. During the nineteenth century, U.S. products faced stiff competition from Britain, France, and Germany, whereas during the years leading up to the Second World War, competition came from these countries as well as—yes—Japan. Thus, the fact that today the United States faces strong competitors abroad is also not new. What is new is the game plan—the ease with which foreigners have been allowed to compete on U.S. turf since the 1950s. What is new is America’s commerical policy. The culprit, dear reader, is free trade.

However, before describing the villain in detail, I must turn to the question of the long slide in the U.S. living standard. Despite frequent reports of rising poverty, hunger, and homelessness, some still believe that at least the 1980s saw an unprecedented boom and affluence. Back then the government and the conservative media constantly reminded us of the eight-year-long economic expansion, supposed to be the longest in history.10 Is prosperity truly a legacy of the Reagan-Bush years? So it appears at the superficial level, but an in-depth analysis exposes the lie.
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The Shattered Dream
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What is the legendary dream that has been the folklore of U.S. society for two centuries? The great American dream is a cliché that is too often used or abused by people of all stripes. The media speak about it, scholars write about it, politicians gripe about it.

Those in office commonly say their actions brought the American dream within reach; those out of office, on the contrary, say the American dream is increasingly inaccessible. To an outsider this would be an exercise in futility; for why worry about a dream?

The American dream has been the subject of endless debates in U.S. history, and the present is no exception. But what is the dream? Michael Wolff et al. explain it better than I can. The American dream, in modern terms, means “a home of your own, money in the bank, a big car, appliances galore, all provided by a single wage earner.”1

This is not just an American dream; it’s a global dream. But it is associated with the United States, because for as long as I can remember, the country has been called a land of opportunity. America is a nation of immigrants. A pauper from abroad could come here and, with education, hard work, and some luck, even become a millionaire. This rarely happened in any other nation, and even today it rarely happens in other nations.

The dream meant upward mobility not only for the generations born in the United States, but also for swarms of immigrants. So productive was the country’s economy that it provided rising incomes not only to natives but also to the millions coming from abroad. As a result the poor could join first the middle class, then the upper middle class, and finally the realm of the rich.

Compared to other peoples, the American poor were filthy rich. While elsewhere poverty meant hunger, illiteracy, and homelessness, for some in America it meant not owning a new car or a home. While the poor in other nations could not imagine having a telephone, a refrigerator, a heated house, hot running water, an electric oven, even a flush toilet, those in the United States took these amenities for granted. The American poor griped mostly about inadequate health care, insufficient educational opportunities, lack of air-conditioned cars; to the foreign poor such gripes were laughable—if comprehensible.

Every new generation in the United States, including the one that lived through the Great Depression, was better off than its predecessor. The nation indeed had its moments of poverty during numerous recessions and occasional depressions. But no episode of deprivation lasted beyond a decade; most recessions ended within two years and depressions within seven years.

Incomes kept growing, sometimes at breakneck speed, sometimes at a crawl. Every recession and depression was followed by a stronger boom. Individuals at times suffered from shrinking incomes, but a whole generation never did. And prosperity meant upward mobility for a vast majority of the population, not just for the privileged few. Such is the legend of the American dream.

Alas, the dream no longer exists. The amenities that Americans enjoyed during the 1950s and 1960s gradually slipped away from the grasp of the baby boomers. Initially the slippage was imperceptible—in fact, invisible. More and more women joined the labor force, so that the single-earner family gave way to the two-earner family. At first family income grew sharply, and even though family expenses also grew, income outpaced costs. Thus, in spite of the productivity slide, the American dream remained alive during the 1970s.

Social friction, of course, began to rise as families committed to their dreams had to spend an increasing number of hours to maintain their living standard. Less time was left for children, personal intimacy, elderly parents, and leisure. Families crumbled and the divorce rate soared. Yet the dream, though more difficult to achieve, endured.

However, productivity growth continued to fall, and when the 1980s came, everyone—consumers, corporations, and the government—sought to fulfill the dream through borrowing. Debt soared like never before, and even though the productivity slide was arrested, the erosion of the living standard was not reversed.

Today, the American dream stands shattered. The people and politicians are all perplexed; they are groping for answers. However, the politicians are not ready to admit the mistakes of their past policies. The facts are there, but often facts don’t kill theories; only a new theory can eradicate old ideas.

Has the Living Standard Really Declined?

In spite of overwhelming anecdotal evidence, few economists believe that the living standard in the United States has been declining since 1973. It’s not that they are unaware of the soaring homelessness, growing urban decay, crumbling roads and bridges, declining home ownership, and shriveling middle class, it is just that they pin their faith on a statistic called the gross national product (or gross domestic product) to measure the nation’s well-being. Those who concede that GNP has its flaws then look to per capita income as a gauge of the living standard.

According to these two measures, the U.S. living standard has continued to rise in spite of the productivity debacle. Table 2.1 and its counterpart, Figure 2.1, reveal an upward trend in real or inflation-adjusted GNP as well as per capita income. Real GNP grew from $1,204 billion in 1950 to $4,156 billion in 1990, or roughly 3½ times. Its growth between 1950 and 1960 was 38 percent, which was close to its growth rates of 32 percent between 1970 and 1980 and 30 percent during the 1980s. According to this measure, growth did slow down but not by much, because the performance of the 1960s, when GNP grew by a huge 45 percent, was an aberration that the economy could not be expected to duplicate decade after decade.

TABLE 2.1
Real GNP and Per Capita Income, 1950-1990*



	Year

	GNP (Billions of Dollars)

	GNP Growth (%)

	Per Capita Income†

	Per Capita Income Growth (%)




	1950

	1,203.7

	 
	5,220

	 



	1960

	1,665.3

	38

	6,036

	
15.6





	1970

	2,416.2

	45

	8,134

	
34.8





	1980

	3,187.1

	32

	9,722

	
19.5





	1990

	4,155.8

	30

	11,508

	18.0




	*In 1982 dollars.




	† Personal disposable income divided by the population.





SOURCE: Council of Economic Advisers, Economic Report of the President (Washington, D.C.: U.S. Government Fruiting Office, 1991).

Per capita income, defined as after-tax income per person, also rose sharply between 1950 and 1990, although here too growth slowed somewhat during the 1970s and the 1980s. Clearly, according to both these measures, the standard of living continued to rise despite the productivity slide. This is the view adopted by various administrations as well as mainstream economists. In this view, while the income statistics are disturbing, there is no cause for alarm.

Economists concede that GNP and per capita income are not ideal measures of national prosperity. The president’s economic report for 1992, for instance, makes this statement: “Growth in real GNP or GDP does not ensure an increase in the standard of living. If real GDP grew less rapidly than the population, for example, real GDP per person would fall. But even real GDP per person is not a perfect measure of economic well-being because some transactions are not recorded in GDP.”2

FIGURE 2.1
Growth Rates of Real GNP and Per Capita Income per Decade,
1950-1990

[image: Image]

Despite this caveat, mainstream economists have not abandoned GNP or GDP as a measure of prosperity. If such statistics are to be believed, the United States in 1990 enjoyed the highest living standard in its history. Anyone taking an objective look at the state of the country would simply laugh at this claim. Both GNP and per capita GNP were at an all-time high in 1992. Can you believe that a nation with the highest-ever debt per person is actually at the peak of its prosperity? American households are the world’s biggest borrowers. Yet the GNP figure would have us believe that historically they are now at the zenith of affluence. How myopic can you be? What about the homeless millions, urban blight, crumbling roads and bridges, declining test scores, unaffordable homes, desolate factory towns and parking lots? None of that matters to the GNP figures.

Thus, real GNP (or GDP) and per capita GNP or income measures can be extremely misleading, especially in an economy with growing inequality. In times of declining inequality, GNP and per capita income may accurately measure a country’s well-being, but certainly not when inequality rises.

What is the difference between GNP and GDP? Not much, especially in the formulation of policy with which this work is concerned. GNP, or gross national product, is the yearly value of goods and services produced by all Americans here and abroad, whereas GDP, or gross domestic product, is the annual value of goods and services produced inside U.S. borders. For instance, if you worked anywhere outside America last year, your income would be included in GNP but not in GDP. Both GNP and GDP are normally within 1 percent of each other and are standard measures of economic activity.

Most countries use the GDP accounting system, whereas the United States used the GNP framework until 1991. But for all practical purposes, the two frameworks are identical.

Study after study shows that income disparity has grown steadily since 1970. Under these circumstances, aggregate measures such as GNP and per capita income can be highly misleading, because they lump the rising prosperity of a few rich families with other people’s incomes, which may or may not have risen. Thus the aggregate average can rise when the incomes of a large majority actually decline.

The aggregate income measures also become suspect when higher numbers of people join the labor force or employees have to work longer hours. For instance, suppose your income stays constant but you need to work only half as many hours as before. You are now easily better off. You are in a position to enjoy the good life. But suppose your income rises by 5 percent while your working hours rise by 20 percent. You will not be amiss in thinking you are worse off than before even though your income has grown.

During the 1970s and 1980s, women in increasing numbers left their household work behind and began to work in a variety of occupations.3 A per capita income rise under these conditions does not necessarily reflect rising prosperity, because the value of household work is not included in GNP figures, whereas a woman’s wages from outside work are. For all these reasons, a country’s average wage adjusted for inflation is a far better gauge of well-being than either GNP or per capita income. Even though the average wage is also an aggregate measure and may still distort perceptions in times of rising inequality, it is free from the aggregate bias resulting from declining leisure time or growing family participation in the labor force.

There is an official statistic called “average weekly earnings” that applies to production or nonsupervisory workers, who, according to the Bureau of Labor Statistics, constitute some 80 percent of all employees. These statistics exclude executives, managers, and professionals such as doctors and lawyers but include the vast majority of the labor force. For this reason the behavior of real (inflation-adjusted) average weekly earnings, which are not completely aggregated as they exclude supervisory workers, is the best available measure for the standard of living.

Let’s now examine Table 2.2 and Figure 2.2, which graphs real average weekly earnings from 1950 to 1991. Table 2.2 presents these data for every fifth year plus 1991, which is the latest year for which figures are available, and for 1973, the year that marks a turning point in U.S. history. Real earnings peaked at 315 that year, after rising from 213 in 1950, amounting to a growth of 48 percent. Since 1973 they have been on the decline. This is what moved economist Wallace Peterson to call 1973 a watershed year that marked the beginning of the “silent depression.” As he puts it: “It is silent because the deterioration is slow and insidious like a cancer, hardly noticed by either the press or policy-makers. It is depression because it has continued for so long.”4

When a mainstream economist is confronted with these data, his first response is one of staunch denial: “It just can’t be.” His second response is to question your patriotism. When that doesn’t work, he questions the veracity of your data. But the figures in Table 2.2 came out of the president’s own economic report. They are as reliable as all those the government constantly used to trumpet the eight-year-long, debt-driven expansion of the 1980s.

TABLE 2.2
Real Wages in the United States, 1950-1991*



	Year

	Real Wage †

	Real Wage Growth (%)




	1950

	213

	 



	1955

	244

	
15





	1960

	262

	
7





	1965

	292

	
12





	1970

	298

	
2





	1973

	315

	
6





	1975

	293

	
−7





	1980

	275

	
−6





	1985

	271

	
−1





	1990

	260

	
−3





	1991

	256

	−2




	*In 1982 dollars.




	† Average weekly earnings of production or nonsupervisory workers.





SOURCE: Council of Economic Advisers, Economic Report of the President (Washington, D.C.: U.S. Government Printing Office, 1991 and 1992).

In the third column of the table, the earnings figures have been converted into percentages to measure the rate of growth or decline in real wages. Between 1950 and 1955, wages grew by 15 percent, by another 7 percent over the next five years, followed by a 12 percent growth between 1960 and 1965. That is when wage growth slackened, because it plummeted to 2 percent over the following five years. There was then a brief spurt, causing wages to peak in 1973. Since then earnings have been dropping.

At first the fall was sharp, 7 percent between 1973 and 1975 and then another 6 percent over the subsequent five years. The so-called roaring eighties only slowed the decline, and by the eve of the 1992 election, wages had plummeted by a whopping 19 percent from their peak.

FIGURE 2.2
Average Weekly Earnings in 1982 Dollars, 1950-1991

[image: Image]

Average weekly earnings data, as mentioned earlier, apply to 80 percent of America’s work force. Thus, for over three fourths of the nation, the living standard has declined by 19 percent, with no end in sight.

But this is not all. The decline mentioned above is before taxes. If rising Social Security taxes and sales taxes are taken into account, the earnings fall is even greater.

More shocking figures are displayed in Table 2.3 and Figure 2.3. Table 2.3 is a disaggregated version of aggregated average weekly earnings. In Table 2.3, real earnings figures are presented for three important sectors—manufacturing, construction, and retail trade. Construction was and is the highest-wage industry among the three. In all three, earnings rose consistently between 1950 and 1965, then slowed in their advance and finally peaked in the pivotal year of 1973. But by 1991, manufacturing wages, at $328 per week, had dropped below their 1965 level, whereas construction earnings had fallen close to their 1960 level. To top it all, real earnings in retail trade had plummeted even beyond their 1950 lows. In real terms, retail employees in 1991 earned nearly 12 percent less than what they had more than forty years ago.

TABLE 2.3
Real Average Weekly Earnings in Selected Sectors, 1950-1991*



	Year

	Manufacturing

	Construction

	Retail Trade†




	1950

	$233

	$279

	
$165





	1955

	271

	327

	
182





	1960

	291

	366

	
195





	1965

	329

	423

	
212





	1970

	332

	486

	
212





	1973

	361

	512

	
219





	1975

	342

	477

	
202





	1980

	337

	430

	
178





	1985

	350

	421

	
162





	1990

	338

	400

	
149





	1991

	328

	390

	146




	*In 1982 dollars.




	† Obtained by dividing current dollar figures by the consumer price index.





SOURCE: Council of Economic Advisers, Economic Report of the President (Washington, D.C.: U.S. Government Printing Office, 1991 and 1992); Bureau of Labor Statistics, Employment Hours and Earnings, 1909-90 (Washington, D.C.: U.S. Government Printing Office, 1991).

In 1991, the state sales tax rate averaged 7 percent, while the federal Social Security tax was 7.65 percent. In 1950 each of these taxes averaged about 2 percent. When such sharp tax rises are taken into account, the living standard of retail employees by the 1992 election had dropped more than 20 percent below the 1950 low. In fact, it is now approaching the 1939 level, when the country, with an unemployment rate of 15 percent, was still reeling under the Depression.

FIGURE 2.3
Average Weekly Earnings in 1982 Dollars in Construction,
Manufacturing, and Retail Trade, 1950-1991
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How many retail employees are there, anyway? Nineteen million, at last count. No wonder there is so much gloom in the country today. For millions of Americans, the current silent depression is as painful as the still-roaring Depression in 1939.

Rising Inequality

Those reared in the cradle of GNP or per capita income figures may still be unconvinced by all the evidence I have presented above. But there are other measures to corroborate that me American dream stands shattered with no cure in sight.

Just examine the data about the family distribution of income presented in Table 2.4. This distribution can be described by estimating the share of income received by families at different levels of income. Family income includes all income received from private channels as well as that received from the government.

Table 2.4 displays the income share received by families grouped by level of income. For instance, the second column shows the income share received by the poorest 20 percent of families from 1950 to 1989, whereas the last column reveals the income share enjoyed by the richest 5 percent.

The table confirms the earlier evidence of the declining trend in real earnings of 80 percent of Americans. Since real wages rose from 1950 to 1973, we should expect a fall in income disparity over these years. Then wages began to fall, which means that the disparity should have been rising since the mid-1970s. This is exactly what a close look at Table 2.4 reveals.
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