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During the past couple of years, I’ve learned a lot about other schools of
public affairs around the country, and about other schools and colleges
at UT. What I’ve concluded is that the LBJ School is an extraordinary in-
stitution. We have high quality faculty, competent and dedicated staff,
and energetic, committed and intellectually vigorous students.

Our graduates are finding good career opportunities. This year, five
current LBJ School students and two recent graduates took the rigorous
Foreign Service exam; all seven were invited to join the Foreign Service.
Of the 18 LBJ School students nominated for the prestigious Presidential
Management Intern program, 16 were selected. These phenomenal suc-
cess rates indicate how well we prepare our students.

LBJ graduates from the 70s and 80s are attaining positions of great
power and prominence. Colorado Governor Bill Owens (’75) is the first
LBJ graduate elected to serve as a state’s chief executive. Jan Hart Black
(’75) just became President of the Greater Dallas Chamber of Commerce,
after compiling a record of success in local government and private busi-
ness. Social Security Commissioner Ken Apfel (’78) is the recipient of the
first UT Graduate School Distinguished Alumnus Award. And invest-
ment banker Kim Goodwin (’86 M.P.Aff. and M.B.A.) is a recipient of this
year’s Outstanding Young Texas Ex Award.

The LBJ School’s success is traceable to three distinctive features of
our program. The first is our ability to provide students a rich mix of
academic rigor and practical experience—a mix personified by Profes-
sor Emeritus Ray Marshall, a distinguished economist and former Sec-
retary of Labor. Our graduates are highly marketable because employers
know that they can hit the ground running; they don’t have to spend
months learning to adjust to “real life.” Our second strength is the joint
degree programs—eight of them, all with partner colleges that are as
strong in their areas as we are in ours. It’s tough to beat a professional
degree that combines the strengths of the LBJ School with those of the
UT Graduate School of Business, or the Institute of Latin American Stud-
ies, for example. The mention of ILAS leads me to a third strength: Latin
America. UT has more experts on Latin America than any other US
university, and about a quarter of the LBJ School’s faculty have exper-
tise in that region.

The LBJ School is very good, but it can be better. We are working on
initiatives that can move us into the very top ranks. One initiative, cre-
ating a new Center for Ethical Leadership, is inspired by the example
and teaching of one of our most renowned professors, the late Barbara

LBJ SCHOOL OF PUBLIC AFFAIRS

The Lyndon B. Johnson School of
Public Affairs was established in
1970, fulfilling a long-held dream of
President Johnson for an academic
institution aimed specifically at
preparing talented men and women
for leadership positions in public
service.  The school offers a master’s
degree in public affairs and a Ph.D.
degree in public policy. For more
information, write to the Office of
Student and Alumni Programs, LBJ
School of Public Affairs, Box Y,
Austin, Texas 78713-8925, or visit
the school’s web site at http://
www.utexas.edu/lbj.
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Jordan. Another initiative involves developing a pro-
gram in nonprofit management, philanthropy and
volunteerism.

These and other ideas flow out of our basic purpose,
which is to prepare our graduates to shape and manage
the public’s business. The public’s business isn’t con-
ducted solely in government agencies; functions of great
public import also are carried out by private businesses
and nonprofit organizations. We want our graduates to
perform well in any of these environments.

In order to fulfill our potential, we must raise $30
million over the next five years. Raising that much

money will require, among other things, mobilizing
more of our graduates. I have met hundreds of LBJ
School alumni. They are enthusiastic about the School,
some of them have been very generous toward it, and
many others are looking for ways to help. We need to
do a better job of engaging them.

Thanks to all of you for your dedication to the LBJ
School, and for your support. This is a great place
because you care about it, and about one another.

Edwin Dorn
Dean

FROM THE DEAN
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The Spring 1999 volume of the LBJ Journal of Public Affairs marks the elev-
enth year of the Journal’s publication. In addition to producing the Jour-
nal, the Editorial Board has expanded its role in bringing student work
to public view through the inaugural edition of the LBJ Forum, an on-line
magazine and interactive Web site. The LBJ Forum features additional
policy research and analysis from members of the LBJ School community.
The articles and editorials of the LBJ Forum are updated periodically
throughout the school year. It can be found on the Journal’s regular Web
site (see sidebar).

In the Practitioner’s Corner of this year’s Journal, we are pleased to
include the Commencement Address from the LBJ School’s May 1999
Graduation Convocation. This year’s address was presented by the Hon-
orable Kenneth S. Apfel. Mr. Apfel is the Commissioner of the U.S. So-
cial Security Administration and a member of the LBJ School graduating
class of 1978.

The student articles in this year’s issue capture much of the diversity
of interests of the LBJ School student body. The authors apply their skills
of analysis to studies of globalization, metropolitan income inequality,
electronic commerce in the public sector, changing welfare politics of US
Presidents, the provision of insurance in blighted communities, and the
European Economic and Monetary Union. We hope that the breadth of
subjects addressed through this volume serve as the basis for stimulat-
ing discussion, and hopefully debate, over the role of government and
public policy in our lives.

The publication of this volume would not have been possible
without the resources and time of many people. We owe thanks for the
advice of Dean Edwin Dorn and our faculty advisor David C. Warner. We
are grateful to Bob Vargas and Don Wallace of the LBJ School Business
Office for their budgetary and logistical support, and Marilyn Duncan,
Doug Marshall, and María de la Luz Martínez of the Publications Office
for their invaluable production assistance. Most importantly, we thank
the LBJ Foundation for their continued financial support of the Journal.

H. Whitt Orsburn

FROM THE
MANAGING EDITOR

LBJ JOURNAL 1999

Managing Editor
H. WHITT ORSBURN

Associate Editors
JOSÉ LUIS DELATORRE

CARA DEVETSKI

KATHERINE FALISKI

SHARON H. MASTRACCI

ERIK PETERSON

JENNIFER L. SOMERS

EVA MARIE STAHL

REBECCA WHITE

ANTHONY WIER

Cover Design and Layout
DOUG MARSHALL

LBJ School Office of Publications

Faculty Advisor
DAVID C. WARNER

LBJ FORUM ONLINE

Visit the LBJ Forum on the
World Wide Web at:
http://uts.cc.utexas.edu~journal



LBJ JOURNAL OF PUBLIC AFFAIRS

PRACTITIONER’S CORNER

DEAN DORN, DEAN SHERMAN, DEAN ROSTOW,
faculty, staff, friends, guests—and espe-
cially graduates: It is an honor to receive

the University of Texas 1999 Distinguished Alumnus
Award. I feel doubly honored today to also have
been asked by the graduates of the LBJ School to
speak at their commencement, and to be here with
students who have chosen public service careers.

BY KENNETH S. APFEL,
COMMISSIONER OF SOCIAL SECURITY

Kenneth S. Apfel has served as the
Commissioner of the United States
Social Security Administration after
confirmation by the Senate on
September 19, 1997. Prior to
becoming Commissioner of Social
Security, Mr. Apfel served in the
Office of Management and Budget
in the Executive Office of the
President, the Department of Health
and Human Services, and the office
of U.S. Senator Bill Bradley. In
1970, Mr. Apfel received a
bachelor’s degree from the Univer-
sity of Massachusetts, and in 1973
earned a master’s degree in rehabili-
tation counseling from Northeast-
ern University. In 1978, Mr. Apfel
received a Master of Public Affairs
from the LBJ School, and was
among the first group of Presiden-
tial Management Interns to begin
working for the federal government.

FIND YOUR LIFE’S
PASSION IN
PUBLIC SERVICE
COMMENCEMENT ADDRESS DELIVERED

AT THE LBJ SCHOOL OF PUBLIC AFFAIRS

GRADUATION CONVOCATION ON

MAY 21, 1999

Almost a quarter century ago, I successfully convinced Dagmar
Hamilton and the Admissions Committee that the LBJ School experi-
ence was just what I needed to make a larger contribution. And twenty-
one years ago this month, Dean Rostow gave me that ticket when she
handed me my degree—a degree that I have been very, very proud of
ever since.

I have said dozens and dozens of times in my life that the LBJ School
was the real turning point for me—giving me the skills and the confidence
to make a contribution in the public arena. Whether it was struggling to
succeed in Lodis Rhodes’ policy research project, or learning about lead-
ing in Ken Tolo’s policy research project, or listening to Lady Bird Johnson
at the ranch talk about service, or spending hours and hours in my study
carrel - or hours and hours at El Rancho Restaurant with my future wife—
I left prepared.
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I’ve never for a second regretted my educational
choices, and neither—I think—will you.

Whether you want to be an administrator of public
programs, a policy wonk, a budget analyst, or a politi-
cian—whether you lean left or lean right—the rewards
and the challenges of public service are real, and the
capacity to make a real difference is unequaled.

Harry Truman once said, “We can never tell what
is in store for us.” I can tell you that while I came to
the LBJ School with a passion for social policy, I
wouldn’t have dreamed that one day I would be cus-
todian of what I believe to be the most important
legacy of the New Deal.

It has been an enormous honor and challenge to
serve as Commissioner of Social Security, particularly
now, as we stand on the edge of a new century. Par-
ticularly now, when our government institutions face
such real challenges. And particularly now, as we
debate—again—what our collective responsibilities
are to one another.

The future of Social Security is again at the center
of our national discussion, just as it was over a half-
century ago.

Today, I am not here to quote line and verse on how
to strengthen the Social Security program for future
generations. But I will tell you that my own life’s les-
sons as a public official have made clear that one way
to strengthen the fabric of our country is by strength-
ening our government institutions, such as Social Se-
curity␣ .␣ .␣ . and I will tell you about the pivotal role that
skilled and committed individuals—such as you—can
play in our national life.

President Johnson once said that “you will find
meaning only by sharing in the responsibilities, the
dangers and the passions of your time.” The history
of this century has largely been written by those who
have passionately believed in an idea, in a cause, and
by those who have devoted their energies to realizing
their ideals.

Social Security was created by women and men
with that passion for change.

At the turn of this century, in my own home town
of Worcester, Massachusetts—a factory town—there
was a young woman who, when she enrolled in col-
lege, thought that she would take the easier courses
offered, have a good time and enjoy campus social life.

But she was touched by the struggles of ordinary
Americans and the poverty of older Americans, and
it didn’t take long until she found that issues larger
than herself were paramount. She graduated as class
president and went on to become our first female cabi-
net member and the driving force behind the creation
of the Social Security program. That woman was
Frances Perkins.

Now, during the very first year that Frances
Perkins was Labor Secretary, there was a young col-
lege student in Wisconsin with a passion born of the
economic struggles of the working class that he grew
up with. After college, he went to Washington as a
research assistant to the Congressional Committee
that was then drafting the original Social Security Act.

In later years, he liked to say that he was the very
first employee of the Social Security Administration.
That young man was Wilbur Cohen. And, by happen-
stance, he found his life’s passion. He became the most
articulate, most respected spokesperson for progres-
sive social policy in the country. He went on to be-
come Secretary of Health, Education and Welfare, and
later in life to serve as Professor here at the LBJ School.
He left an enduring mark—not only on Social Secu-
rity, but in helping President Johnson build the Great
Society.

Well, Frances and Wilbur helped to create one heck
of an institution for America. Our very first field of-
fice in the country opened up in 1936 right here in
Austin. It was in the old Post Office Building. We were
still four years away from paying the first monthly
benefit, and there were only a half dozen, curious visi-
tors to our first office, that very first day in Austin,
Texas.

Sixty-three years later, more than 44 million Ameri-
cans receive monthly Social Security benefits. And
each year 26 million Americans visit one of our 1,300
field offices, including our office still located in down-
town Austin.

The fabric of the country has been changed by So-
cial Security, as it has by all of our key institutions.
And that monthly Social Security check has become
the mainstay behind the near eradication of poverty
among most of the elderly. It is—unquestionably—the
most important antipoverty program in our Nation’s
history. Indeed, if Social Security were gone today,
half of all older Americans would be living in poverty
tomorrow.

We can and should rejoice in our successes. But this
is 1999, not 1936, and Social Security faces some very
real pressures, born of continuing demographic
changes. When the Social Security program was cre-
ated in 1935, the average life expectancy of a 65-year-
old was 12 and one-half years; today it’s 17 and one
half—and rising.

Within the next thirty years, the number of older
Americans will double, placing very real strains on
our retirement system.

Will Social Security be there in the future as a solid
foundation that can be counted on in retirement? Of
course it will, and our Nation’s economic strength
gives us a real opportunity to strengthen Social Secu-

PRACTITIONER’S CORNER
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rity. But change won’t just happen. For those who are
serious about governing, we have to confront chal-
lenges honestly and directly. And doing so raises
tough questions. Will current retirees and members of
my generation enjoy a secure retirement? How can we
ensure that we don’t unfairly burden younger genera-
tions? And how do we do so in ways that strengthen
the fabric of our society?

And, pragmatically, how do we get from here to
there? How do we make sure that we don’t just “kick
the can down the road” 20 years and wait for those of
your generation to handle it?

Not easy questions—but those are the public ques-
tions for our generations to answer.

In any democratic society, the establishment and
continuance of any major public institution depends
on its ability to win and maintain public support. For
a program as important as Social Security, we need
broad-based legitimacy—across generations, across
income groups and over time. Our institutions have
to be able to deliver on the big issues of the day.

It’s a challenge to each and every one of us in pub-
lic service, and to all of those who will enter public
service careers: how to ensure that our institutions
work. That is as true of Social Security as it is for the
Texas public school system, or the city of Austin’s
electric department and all other major public insti-
tutions.

I believe all of us in public service need to focus on
a number of key areas to strengthen our public insti-
tutions:

First, we need the public to be part of our process.
Barbara Jordan once observed, “The stakes are much
too high for government to be a spectator sport.”

She couldn’t have been more right. And she
couldn’t have been more profound.

Supreme Court Justice Stephen Breyer recently
noted that “the Constitution creates a method for
making decisions; it then leaves decision-making to
the democracy that it creates. For this reason, the Con-
stitution demands participation by the public. And
without trust and participation, the Constitution can-
not work.”

Rey Rodriguez, who is graduating here today, saw
public participation firsthand. On his internship last
summer, he went with me to Albuquerque, New
Mexico to participate in one of President Clinton’s
national—and bipartisan—town hall meetings on the
future of Social Security. Americans need to be in-
volved in discussions about the future of our nation’s
retirement system and our collective responsibilities.

And that’s why we at Social Security have held
more than 5,000 public education events and media
opportunities on the future of Social Security—joined

by people on all sides of the philosophical and age
spectrum— to involve Americans in their future.

Government institutions need to be active in edu-
cating the public about critical issues, and encourag-
ing their active participation in the process. But that
doesn’t happen automatically. It takes hard work, by
many people.

Second, our institutions need to meet real needs.
And to do so we need an openness to new ideas and
a cadre of highly skilled professionals, not only with
passion for their field, but also with the skills and
abilities to objectively assess options for change to
better meet the needs of our citizens.

It reminds me of a young Social Security employee,
Sophia Wright, who came to Washington as a Presi-
dential Management Intern after graduating two
years ago from the LBJ School. Sophia came to the LBJ
School after working with the elderly and the disabled
as a claims rep in that little Social Security office in
downtown Austin. She is now using the skills that she
learned here at the LBJ School to help define how con-
tinuing demographic and economic changes affect the
role that Social Security plays in the lives of women.
And her work has helped define the policy options
available on this issue.

I hope that through our collective efforts—and her
analysis—that future Social Security Commissioners
won’t have to say that one in five widows in America
still lives in poverty.

So we need the right structure for our programs for
the times, designed by skilled people who help to
define policy, and we need the public to be part of the
process␣ .␣ .␣ . but we also need more.

Another key to legitimizing our government insti-
tutions is quality service to the public. There is a
strong correlation between performance and public
confidence in government. When we make govern-
ment work, public confidence and trust in govern-
ment rises.

Over the last few years, confidence in our institutions
has been on the rise. But we still have a long, long way
to go. The graduates of public policy and public admin-
istration schools have helped agencies strengthen the
activities which improve government efficiency, ac-
countability and public service.

That’s part of our public trust.
Frankly, we have to provide good service at Social

Security. When you get more than 60 million phone
calls a year on our 800 number, you’d better be able
to answer questions quickly and accurately, and have
accountable managers focused on customer service
and results.

When you have 44 million Americans counting on
that monthly Social Security check to be there—many

PRACTITIONER’S CORNER
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who are living month-to-month—you’d better make
darn sure that the Y2K bug won’t interrupt those pay-
ments, even by a day.

When a million severely disabled children rely on
your agency for support, you need to be able to ensure
fair, courteous and responsive service to meet their
needs.

And with 150 million Americans paying into the
system, you need to develop tough but fair anti-fraud
and program integrity measures to assure account-
ability of scarce public resources. And somehow you
must find a way to do it all without breaking the bank.
That’s also part of our public trust.

There is one last area that I believe we need to con-
tinue to address. We need to do all that we can to see
that our institutions reflect the people that we serve. By
the middle of the 21st century, our country will not only
be older, it will also have no racial or ethnic majority.
No other nation in the world will go through demo-
graphic changes of this magnitude in so short a time.

Last year, I participated in a naturalization cer-
emony in San Antonio. Hundreds of Asians, Africans,
Hispanics, Europeans, all becoming Americans. I re-
member the faces glimmering as a 100-year-old
woman from rural Mexico rose—with assistance from
her family—to take the oath and become America’s
newest citizen. I was deeply moved.

It really is a wonder that for hundreds of years
people from so many different parts of the world can
dream of, and then actually become, Americans.

This diverse America is our service population.
Whether we are Social Security, the Texas public
school system or the city of Austin’s electric depart-
ment, we need our institutions to serve our changing
population. And to better serve a more diverse popu-
lation, we need to become more diverse organiza-
tions␣ .␣ .␣ . to look like America.

I have a picture in my office of President Johnson
visiting Social Security headquarters in Baltimore.
He’s surrounded by a dozen of SSA’s top executives,
including Wilbur Cohen and Robert Ball. Every one
a male, every one white, and every one at least
middle-aged.

The picture of my agency’s leadership is changing.
And so are my senior managers and my workforce.
But such change does not “just happen.” It only hap-
pens when men and women of skills and passion and
conviction make it happen.

We all need to strengthen our institutions, whether
we are administrators of public programs, policy
wonks, budget analysts or politicians. Whether we
lean left or right. Even if we are private citizens.

A few moments earlier I noted that we now stand
on the edge of a new century. I’m sure that the 21st

century will prove to be as uncertain as the past cen-
tury has been. But this I know to be certain: the com-
ing century is your century.

I’ll be counting on your generation. We all here will
be counting on your generation, to provide the skills
and passion and conviction needed to shape the fu-
ture, to strengthen our institutions, and to serve the
public.

In closing, let me again quote President Truman:
“We can never tell what is in store for us.” When I
walked across this stage 21 years ago, I could not
have predicted my future—or my country’s future.
But I knew I wanted to share in, as President Johnson
said, “the responsibilities, the dangers and the pas-
sions of our time.” And my degree unlocked that
door.

Of course, no one can tell what your century holds
in store. But when America last stood on the brink of
a new century, no one could know that such individu-
als as Frances Perkins, Wilbur Cohen, Lyndon
Johnson, Barbara Jordan—and so many others—
would follow their life’s passion into the public arena
and write the destiny of the 20th century.

You can do the same in the coming century. And
you will.

To the graduates here today: I’m so proud that you
have chosen a life in public service. And to the guests
of the graduates here today—parents, spouses, loved
ones, children—be very proud of them. They have
chosen a path to benefit you—to benefit all of us. We
all thank you, the graduates, for choosing this path.

LBJ

PRACTITIONER’S CORNER
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In the opening phrases of his first major presidential address on wel-
fare, Nixon remained true to form: “The present welfare system has failed
us—it has fostered family breakup, has provided very little help in many

BY ADAM THOMAS

Adam Thomas is a second-year
student at the LBJ School of Public
Affairs. He graduated magna cum
laude in 1995 with a Bachelor of
Arts in political science from
Birmingham-Southern College. His
academic interests include research
methods, welfare and education
policy.

POVERTY, POLICY AND
PRESIDENTIAL POWER:
AN EXAMINATION OF THE WELFARE

REFORM POLICIES OF THE NIXON

AND CLINTON ADMINISTRATIONS

IN JANUARY OF 1969, RICHARD M. NIXON WAS INAU-
gurated as the 37th President of the United
States. In an essay published that month in The

Progressive, Professor Reo Christenson of Miami
University predicted that, “with Richard Nixon as
president, the nation can expect few significant
initiatives on the poverty front.”1 Indeed, if any-
thing, one might have expected a scaling back of
the programs already in place. During his presi-
dential campaign, Nixon proclaimed that, “for
those who are able to help themselves—what we
need are not more millions on welfare rolls—but
more millions on the payrolls in the United States
of America.”2 A number of dramatic approaches to
welfare reform were being discussed, including a
guaranteed income and a negative income tax, but
Nixon dismissed all of them, stating that he saw
no “reasonable prospect” that he would advocate
any such reform.3
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states and has even deepened dependency by all too
often making it more attractive to go on welfare than
to go to work.” 4 It was only a few sentences later,
however, that the President heralded a startling “new
approach” to welfare policy. The cornerstone of this
approach was the proposition that the federal govern-
ment ought, in Nixon’s words, to “pay a basic income
to welfare families who cannot care for themselves.␣ .␣ .␣ .
I propose that we make available an addition to the
incomes of the ‘working poor.’” 5 Thus did the Presi-
dent who had once claimed that “what we need are
not more millions on welfare rolls—but more millions
on the payrolls” come to advocate the Family Assis-
tance Plan (FAP), a welfare reform proposal which, by
the estimate of his own staff, would have added 7
million people to the welfare rolls.6

Almost a quarter-century after Professor Chris–
tenson’s pessimistic prognostications, Tom Bethell of
the National Review asserted that “there is not likely to
be any welfare reform in the Clinton Administration.”
Despite Bill Clinton’s repeated campaign pledges to
“end welfare as we know it,” Bethell predicted that
any welfare legislation passed during the Clinton
presidency would simply be “one more expansion of
the welfare system” rather than a meaningful reform
of it.7 Others had already expressed similar premoni-
tions. An October 1992 article in The New York Times
claimed that then-candidate Clinton “has not commit-
ted himself on the crucial details that will spell the
difference between significant and cosmetic change.
And it is doubtful that the changes would be as bold
as Mr. Clinton suggests once Congress, the bureau-
cracy and the budget weigh in.”8

Notwithstanding these predictions, President
Clinton signed a welfare reform bill on August 22,
1996 that, in his own words, “requires work of recipi-
ents, limits the time they can stay on welfare␣ .␣ .␣ . de-
mands personal responsibility, and puts in place
tough child support enforcement measures.”9 Thus
did the President from whom many expected nothing
more than “cosmetic” reforms come to sign into law
the Personal Responsibility and Work Opportunity
Reconciliation Act, a bill which, according to Time
magazine, “reversed 61 years of social policy by con-
verting an open-ended guarantee of federal assis-
tance␣ .␣ .␣ . into a largely state-administered program
with time limits on benefits designed to push most of
the recipients into work.”10

How is it that two of the most dramatic welfare
reform proposals of the last half century drew the
support of presidents who were expected to make
little progress on the welfare front? More importantly,
why is it that the Republican President advocated a
sweepingly expansionist proposal, while the Demo-

cratic President signed a bill that marked the reversal
of policies his party had supported for sixty years?
The answers to these questions, when considered in
tandem, paint a compelling portrait of presidential
power in the late twentieth century. An examination
of the welfare reform policies of the Nixon and
Clinton eras teaches us two particularly valuable les-
sons. The first is that the influence of the modern
presidency in the policymaking process is, to say the
least, limited. The second is that a president’s success
as a policymaker and political tactician may be af-
fected by his capacity to recognize these limitations
and work within them in order to maximize the
power of his office.

RICHARD NIXON AND THE
FAMILY ASSISTANCE PLAN (FAP)

When Richard Nixon took office in 1969, the primary
vehicle for providing subsidies to the poor was (and
remained throughout his administration) the Aid to
Families with Dependent Children program (AFDC).
Although the program was funded federally, it was
largely administered at the state level. State govern-
ments had a great deal of latitude in determining who
would receive benefits, and in what form. In nearly
half the states, assistance was denied to families in
which the father was a member of the household. In
other states, payments were disbursed only if the fa-
ther was unemployed. These practices led to the ac-
cusation that AFDC encouraged fathers to abandon
their families so that they could receive benefits.11

Another criticism of the program related to the
wide disparities in benefits between states. Monthly
payments at that time ranged from $720 in Mississippi
to $4,332 in Michigan.12 Consequently, critics claimed
that the program was severely inequitable. Nixon ac-
knowledged this problem in his speech introducing
FAP, saying that, “In many areas, benefits are so low
that we have hardly begun to take care of the depen-
dent.”13 The President’s plan sought to replace the
AFDC system with direct payments undergirded by
a minimum requirement of $1600 for all states.14 The
proposal also entailed stricter work requirements and
an expansion of the food stamp program. The in-
creases in total benefits (including food stamps) were
designed to ensure that subsidies for a family of four
totaled at least $2,464 per year.15 The payments were
to be disbursed to both the unemployed and the work-
ing poor. All families earning below $720 a year were
to have received the full benefit, while half of any in-
come earned above that threshold was to be applied
to a reduction in additional benefits.16
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Inherent in this proposal was the marked expansion
of welfare provision in the United States. Three times
as many children, for instance, would have been eli-
gible for AFDC payments than was the case under the
current system.17 Historian Tom Wicker has written
that, despite past promises to the contrary, “for the first
time in American history, a president was proposing—
though he carefully avoided the term—a guaranteed
annual income.”18 The expansionist tenor and sweep-
ing scope of the plan were a surprise to a great many
people. According to historian Stephen A. Ambrose,
when Nixon told his own cabinet about FAP, “nearly
all were opposed, skeptical, shocked, or sat in stunned
silence.”19 The benefit of historical hindsight sheds
some light on this matter, indi-
cating that the President de-
cided to support FAP in part
because he sincerely believed in
the merits of the proposal, and
in part because of the limitations
inherent to his office.

One of the most important
reasons for Nixon’s decision to
support FAP was that it ap-
pealed to his genuine sense of
sympathy for the poor, which was based at least par-
tially upon his own experience. In a 1968 campaign
film, he declared that “We were poor␣ .␣ .␣ . We had
very little.␣ .␣ .␣ . We had to learn the value of money.”20

In a memorandum to speechwriter Ray Price, he re-
called the challenges his family faced in his youth:
“In the depression years I remember when my
brother had tuberculosis for five years and we had
to keep him in a hospital, my mother didn’t buy a
new dress for five years. We were really quite des-
perately poor.”21 Thus, writes Wicker, Richard Nixon
“brought to the White House—though it was largely
unrealized by the public␣ .␣ .␣ . a considerable empathy
for the poor.”22

Although he empathized with the poor, Nixon de-
spised the “bureaucratic class” whom he perceived to
advocate their interests. This post-materialist class—
well educated, well off, and politically active—bore
the brunt of some of Nixon’s most savage vitriol. The
following quote, in which Nixon talks about social
workers, exemplifies his penchant for dividing people
into two clearly differentiable groups - one meriting
compassion, and the other warranting reproach:

They earn very good livings making the black
poor feel put upon, when they are, which is of-
ten the case, and also when they are not.␣ .␣ .␣ . On
average, I would suppose, for example, that
white women who teach Head Start children

earn about three times as much per hour as the
black men who fathered the children.23

The Family Assistance Plan allowed Nixon to give ev-
eryone what he perceived to be his or her just rewards.
First, it entailed a substantial increase in funding for the
poor, and second, to the extent that it streamlined and
standardized the allocation of benefits, it limited the
power of the bureaucracy. In the President’s words, the
plan was designed to “eliminate social workers’ snoop-
ing which is essentially berating.”24

The fact remains, however, that Nixon had once dis-
missed outright the possibility of pursuing anything so
bold as FAP, and it is hard to believe that his empathy

for the poor and his distrust of
the bureaucracy were so com-
pelling as to convince him spon-
taneously to change his mind.
Rather, it seems more likely that
his decision was affected by an
array of factors of which these
were only a few. Any examina-
tion of this affair would be in-
complete, for instance, without
considering the instrumental

role played by the President’s advisers. One of the most
influential of those advisers was Daniel Patrick
Moynihan, a Harvard professor whose work was intro-
duced to Nixon by domestic policy adviser Martin
Anderson.25 A liberal Ivy League scholar with ties to
both the Kennedy and Johnson administrations,
Moynihan was not exactly the prototypical Nixon ad-
ministration official. Nixon’s original attraction to him
was rooted in Moynihan’s strident criticism of the
welfare establishment and of the consensus upon
which it was built.26 Ultimately, however, Ambrose
attributes the hiring of Moynihan to his personal
charm: “Nixon, like most people, was drawn by
Moynihan’s gift for gab, by the brilliance of his mind,
by his uncompromising honesty, by his pixie qualities,
and the originality of his thought.”27

Nixon appointed Moynihan to the chairmanship of
the Urban Affairs Council (UAC), where he quickly
forged an alliance with Robert Finch, Nixon’s Secre-
tary of Health, Education and Welfare (HEW). A fac-
tion formed within the administration in opposition
to Moynihan and Finch’s relatively liberal coalition.
That faction was headed by economist Arthur
Burns—Counselor to the President—and, ironically,
Martin Anderson. Brookings Institution analyst A.
James Reichley maintains that Nixon “deliberately set
up competition between Burns and Moynihan as an
administrative technique—like Franklin Roosevelt’s
practice of playing one adviser off against another.”28

“Although he empathized
with the poor, Nixon
despised the “bureaucratic
class” whom he perceived to
advocate their interests.”
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Moynihan and Finch began formulating plans to
craft a welfare reform proposal involving a negative
income tax. In March of 1969, Moynihan presented the
Family Security System proposal to the UAC. A mas-
ter rhetorician, he was able to pass off his sweeping
proposal as moderate and uncontroversial. Anderson,
who was present at the meeting, recalled that
“Moynihan laid out this plan which was contrary to
the whole thrust of the campaign and the administra-
tion, as I understood it. To my astonishment, all of the
people sitting around the table␣ .␣ .␣ . began nodding in
agreement. They simply did not grasp that what he
was talking about was a negative income tax.”29

Burns formulated a rival proposal that established
national welfare standards, mandated federal revenue
sharing with state governments, and
pushed for the expansion of federal
work-training programs. The pro-
posal represented a far less substan-
tive break with precedent than did
Moynihan’s, and Secretary of De-
fense Melvin Laird criticized it as
“an affirmation of the past.”30 In the
end, Nixon turned to Secretary of
Labor George Schultz for a final rec-
ommendation as to which of the two
plans to select. Schultz recom-
mended that the President adopt
Moynihan’s position while incorpo-
rating elements of the Burns plan
into the final draft. Nixon agreed with Schultz’s rec-
ommendation and gave the order to proceed as such.
In its final form, the proposal, whose name was
changed to the “Family Assistance Plan” in an effort
to present it in more benign terms, involved both in-
come support and national standards; it was both a
reformation and an affirmation of the system already
in place.31

Moynihan’s role was pivotal throughout this pro-
cess. He was, to a large extent, responsible for Nixon’s
decision. He submitted numerous missives skillfully
stroking Nixon’s ego. He told Nixon that it was his
destiny to play the role of an American Disraeli—a
“Tory man with liberal policies.”32 He convinced the
President that FAP would “strike a hard blow at the
welfare bureaucracy.”33 He appealed in one memo to
what Wicker describes as “the President’s well-docu-
mented love for the big, jaw-dropping gesture” by
writing in all capital letters that supporting FAP was
“THE SINGLE MOST DRAMATIC MOVE YOU
COULD MAKE.”34

It is entirely possible that Nixon was too dependent
upon the advice of his staff. Historian Joan Hoff-Wil-
son asserts that, by the time the debate over welfare

reform reached its most contentious stage, “it had
become impossible for the President to distinguish
between impressionistic and substantive advice from
his own staff.”35 Reflecting on his time in the Nixon
administration, Arthur Burns claims that he was
sometimes uncomfortable with the readiness with
which the President embraced his opinion without
prolonged consideration: “The President sometimes
would accept my arguments without hearing them
out.␣ .␣ .␣ . This bothered me.␣ .␣ .␣ . It was wrong of the
President to make decisions without being fully ac-
quainted with the problem.”36

Burns’ statement illustrates one of the limitations
of the modern presidency and illuminates one of the
traps into which contemporary presidents sometimes

fall. Presidents must make deci-
sions on a wide range of issues and
are often compelled to rely heavily
on others for information and
analysis. Their authority is dimin-
ished to the extent that they stray
from the fine line that separates ef-
fective delegation of decision mak-
ing power from abdication of one’s
personal investment in those deci-
sions. In this instance, it is clear that
Moynihan played a significant role
in Nixon’s decision making process.
It is an open question as to whether
that role was too significant.

While Nixon’s position on welfare reform may
have been affected by those around him, the prin-
ciples underlying FAP were not entirely out of sync
with his own overarching conservatism. After all, the
notion of a negative income tax was first forwarded
by Milton Friedman, the patriarch of conservative
thought in post-war America.37 It is also important to
remember, however, that President Nixon came to
power during a period of dramatic public sector
growth. The argument between Nixon and his politi-
cal opponents was rarely about whether the govern-
ment ought to expand or shrink; few questioned the
merits (or at least the inevitability) of government
growth. Rather, the debate more often centered on the
question as to how much the government should
grow, and at what rate. In response to FAP, for ex-
ample, Democratic presidential nominee George
McGovern proposed an even more expansive pro-
gram with even higher subsidy levels.38 One could
argue, then, that to be a conservative during the Nixon
era was to argue not for the dismantling of the wel-
fare state, but for a different and more tempered in-
carnation of expansionism. Unable to recast the
fundamental terms of the political debate of his day,

“Clinton’s critics
pointed out that, for
all the apparent
specificity of his
proposals, he had left
himself considerable
room within which
to maneuver.”
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Nixon was constrained instead to work within its
parameters. In this respect, his support for FAP was
as much a simple acceptance of the political center of
gravity as it was a bold stroke of leadership.

In the end, of course, President Nixon is not best
remembered for his innovations in welfare policy. His
historical legacy was of a different nature than he had
either hoped or anticipated. Even had the scandal of
Watergate not darkened his presidency, FAP was
never destined to have been regarded as one of the
highlights of Nixon’s tenure in the White House, be-
cause it was never enacted. It was twice passed by the
House and held up by the Senate Finance Committee,
which refused to send it to the Senate floor for a vote.
The full Senate then deleted a compromise version of
the plan from a larger spending bill, effectively mark-
ing the end of the legislative life of the Family Assis-
tance Plan.39

According to Wicker, “the overriding barrier to con-
gressional approval [of FAP] was a strange but potent
liberal-conservative alliance that sprang from the na-
ture of the proposal.”40 Conservatives, he said, had
numerous reasons to oppose FAP. Not least among
them was the argument—forwarded fervently by Gov-
ernor Ronald Reagan of California—that it was far too
expensive and would encourage idleness among the
program’s beneficiaries.41 Liberals, meanwhile, com-
plained that the work requirement was too stiff, and
that the subsidies were too small.42 This odd coalition
of Democrats and Republicans was strong enough to
defeat the President’s plan by ensuring that it never
made it on to the Senate floor in a palatable form.

Nevertheless, political scientist Carl Lieberman
maintains that, above and beyond the obstructive
machinations of the bill’s opponents, one must con-
sider the wider context in which Nixon was attempt-
ing to make policy:

If a president has a good working relationship
with major constituencies - the electorate, his
party organization, the news media, Congress,
and the bureaucracy - he probably stands a bet-
ter chance of overcoming the structural, politi-
cal, and ideological obstacles that stand in his
way. Unfortunately for Richard Nixon, either
the relationships were never good, or they de-
teriorated during his second term as a result of
Watergate.43

If Lieberman’s claim is true, then the successful real-
ization of an undertaking as momentous as FAP re-
quired more than the simple support of the Oval
Office. Richard Nixon—a conservative President who
had, throughout his political career, made enemies at

a remarkable rate—had little hope of passing a major
reform premised at least partly upon distinctly liberal
dispositions.

BILL CLINTON AND THE PERSONAL
RESPONSIBILITY AND WORK OPPORTUNITY

RECONCILIATION ACT

Despite the Nixon administration’s failure to secure
the passage of FAP, the number of AFDC recipients
remained relatively stable from 1971 to 1989. Never-
theless, that number swelled by 30 percent over the
subsequent five years, and, by the time Bill Clinton
took office in 1993, nearly one in every seven children
was receiving welfare benefits. In total, fourteen mil-
lion people were on the welfare rolls, and the annual
cost of the program had grown to almost $26 billion.
Congressional Quarterly reported that a broad consen-
sus was developing among Democrats and Republi-
cans alike that the system was broken and that “the
time is ripe to attempt welfare reform.”44

That President Clinton at least ostensibly embraced
this consensus should have come as no great surprise.
As a candidate, he promised to fulfill his pledge to
“end welfare as we know it” by placing time limits on
welfare benefits, expanding job training programs,
sanctioning recipients who did not find work once
their time limits had expired, and guaranteeing jobs
to welfare recipients by offering them community
service jobs in the absence of offers from the private
sector. One could even find in Clinton’s plans a dis-
tant echo of FAP—he proposed to guarantee all work-
ers a minimum income by expanding the Earned
Income Tax Credit (a tax credit for the working poor)
in order to raise the earnings of all full time workers
to at least $13,924.45

Later on in the campaign, though, he admitted that
his proposals, which carried with them an estimated
price tag of six billion dollars, might not be afford-
able.46 Some critics pointed out that for all the appar-
ent specificity of his proposals, he had left himself
considerable room within which to maneuver. For
example, he did not specifically define what “sanc-
tions” he would impose upon recipients who did not
find work within the allotted period of time. Nor did
he say who might be exempt from the work require-
ments, or whether the job training programs would be
mandatory for all AFDC recipients.47

President Clinton did little to assuage his critics’
concerns during the early part of his first term. The
five-year budget plan he released in April of 1993 was
devoid of any mention of welfare reform.48 The ad-
ministration focused most of its attention during its
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first two years on the ill-fated health care initiative
rather than on welfare, prompting loud protests from
Senator Daniel Patrick Moynihan (D-NY), who as
chairman of the Senate Finance Committee (the very
committee that had prevented the passage of the Fam-
ily Assistance Plan), threatened to “hold health care
hostage” until the administration produced a welfare
reform bill.49 “We don’t have a health care crisis in this
country,” asserted Moynihan. “We do have a welfare
crisis. And we can do both.”50

The President did eventually formulate a welfare
reform plan, which he unveiled in June of 1994. It was
similar to the one he had proposed during his cam-
paign, with a two-year time limit on benefits and an
aggressive jobs program. The Economist claimed that
the President’s proposal amounted to “one of the most
radical welfare plans ever proposed by an American
president.”51 However, many conservatives were dis-
satisfied with it. The National Review complained that
the work requirement amounted to only fifteen hours
per week, and that it would apply to barely six per-
cent of AFDC recipients because it was so riddled
with loopholes.52 Moreover, the proposal entailed
spending increases that were unacceptable to many
Republicans. According to Congressional Quarterly,
“helping move people from welfare to jobs—with
training, child-care help and other assistance—prom-
ised to cost the federal government more, not less.␣ .␣ .␣ .
And Republicans were looking at welfare reform as
a way to save billions of dollars in federal spending.”53

The President’s plan made no legislative progress
that year. After the midterm elections of 1994, the
political landscape—and the nature of the debate over
welfare - had shifted dramatically. Having assumed
a majority in both houses of Congress, the Republi-
cans made welfare reform a high priority. In late 1995,
Congress passed the Personal Responsibility and
Work Opportunity Reconciliation Act on largely party
line votes. The bill imposed time limits on benefits,
and via the mechanism of block grant funding, de-
volved to the states all responsibility for the provision
of welfare services. Among the bill’s more contentious
components were provisions denying services to non-
citizens, drug addicts, children, and the disabled.54

Clinton vetoed the bill twice, first as part of a budget
reconciliation bill, and then as a stand-alone bill
passed by Congress after the initial veto.55 In a state-
ment accompanying his second veto, the President
said that, while the bill contained many elements
which he supported (such as time limits and work
requirements), it also included unacceptable cuts in
health care, food stamps, tax credits for the working
poor, and benefits for children and immigrants.56

The President delivered his second veto on Janu-

ary 6, 1996. Congress took up the question of welfare
reform again in May of that year and added provi-
sions to the bill addressing the President’s concerns.
These changes included the elimination of a proposed
cap in annual spending on food stamps and a partial
restoration of services for children and the disabled.
Nevertheless, the bill still contained substantial cuts
in welfare programs, and it retained the provision
denying benefits to legal immigrants.57 It was eventu-
ally passed by both houses of Congress with the sup-
port of all congressional Republicans and about half
of the Democrats.58

After weeks of irresolution, the President an-
nounced on July 22 that he had decided to sign the bill.
In so doing, however, he pursued the unique tack of
praising and condemning simultaneously the legisla-
tion to which he had just put his name: “This act hon-
ors my basic principles of real welfare reform.␣ .␣ .␣ . I am
proud to have signed this legislation.␣ .␣ .␣ . I am doing
so, however, with strong objections to certain provi-
sions.”59 Among the provisions to which the President
objected were the cuts to the food stamp program (al-
though the cuts were not as deep as in the original bill)
and the denial of provisions to legal immigrants.60

Nonetheless, he declared that the bill represented “not
simply the ending of a system which too often hurts
those it is supposed to help, but the beginning of a
new era in which welfare will become what it was
meant to be: a second chance, not a way of life.”61

Congressional Quarterly projected that the bill was
going to create about $54.6 billion in savings by 2002—
a far cry from six billion dollars in increased spending
that candidate Clinton had advocated in 1992. Senator
Moynihan decried the bill’s passage, declaring that
“this is not welfare reform, but a welfare repeal. It is the
first step in dismantling the social contract that has been
in place in the United States since at least the 1930s.”62

How was it that a president from Moynihan’s own
party—the party largely responsible for the creation
and growth of social welfare programs in the United
States—came to sign a retractive Republican welfare
reform bill?

One oft-cited explanation is that of political expe-
diency. His campaign pledge to “end welfare as we
know it” had contributed powerfully to the image of
Bill Clinton as a “New Democrat,” which, in turn,
helped him win the White House. He was up for re-
election in 1996, and he needed to be able to demon-
strate to the public that he was capable of making
good on his promise, and so he did. Clinton’s signing
of the welfare reform bill was regarded by many as the
final nail in the coffin of the Dole campaign. In fact,
Bob Dole was actually hoping for a veto from the Presi-
dent on the very bill which he, as Senate Majority
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Leader, had helped to craft.63 “Bill Clinton’s signature
on the Republican-drafted welfare-reform bill turned
out to be so popular,” wrote journalist George
Church, “that the President bragged about it over and
over to enthusiastic crowds.”64 The Economist claimed
that, to the extent that the President’s decision was to
be a defining one, “it is most likely to prove, once and
for all, not that he is a New Democrat␣ .␣ .␣ . but that he
is what everyone knew him to be all along: a consum-
mate politician.”65

Nevertheless, it would be difficult to ascribe the
President’s decision solely to callous political maneu-
vering. By the time he signed the bill, he was already
well ahead of Dole in the polls, and many believe that
his signature was not necessary to secure reelection.66

His decision was surely based at least in part on the fact
that he actually agreed with much of the substance of
the legislation, just as Nixon genuinely approved of
many elements of FAP. Clinton had always advocated
transforming the system in order to make it incumbent
upon able-bodied recipi-
ents to find work within
a specified period of time.
In this respect, the end
(and even some of the
means) of the bill were
not unlike those that the
President had always
advocated. With the Re-
publicans comfortably
ensconced in the majority in Congress, he may have
perceived this to be his final opportunity to enact real
reform, flawed though it might be. This was the ex-
planation that the President himself offered when he
said upon signing the bill that, despite his strong ob-
jection to certain provisions, he was doing so, be-
cause “the current welfare system is fundamentally
broken, and this may be our last best chance to set it
straight.”67

Another parallel with the circumstances surround-
ing FAP is the crucial importance of the President’s
staff in his decision to sign the bill. Just as Daniel
Patrick Moynihan had been a gadfly for reform for the
Nixon administration, so was Dick Morris for the
Clinton administration. Morris was a political consult-
ant from Connecticut who had first worked for
Clinton during his initial gubernatorial campaign.
Like Moynihan, Morris was more often associated
with the President’s opponents than he was with the
President. He worked almost exclusively for Repub-
licans, and like Moynihan, he had a keen ability to
channel the President’s longing for renown into spe-
cific policy stances.68

He had cautioned the President that the Democrats

were going to suffer heavy losses in the midterm elec-
tions of 1994, and his prediction turned out to be true.
“It was in this fallow stage of his presidency,” writes
journalist John Hohenberg, “that he decided to experi-
ment with some␣ .␣ .␣ . Republican ideas.”69 Put another
way, it was at this stage of his presidency that Clinton
turned to Dick Morris. Morris warned the President
that he had drifted too far to the left. The liberal con-
sensus that had once dominated the political debate
had dissipated, and the President could not govern
effectively until he accepted this reality. He encour-
aged the President to adopt a political strategy called
“triangulation”: the appropriation and synthesis of
the best elements of traditional liberal and conserva-
tive thought in order to create a new ideological para-
digm. This notion appealed to Clinton, who thought
of himself as an innovative and transformational
leader. In order for this strategy to succeed, Morris
told the President, he was going to have to rethink his
approach to welfare, which, he said, had become a

loser for Democrats.70

He stressed this point
to Clinton at every turn.
Journalist Bob Wood-
ward writes that Morris
was at one point “liter-
ally begging him” to sign
the Republican welfare
reform bill.71 Senior
Presidential Adviser

George Stephanopoulos and Deputy Chief of Staff
Harold Ickes, two of the most liberal members of the
White House staff, took up the mantle of Martin
Anderson and Arthur Burns. They became foils for
Morris in much the same way that Anderson and
Burns had done for Moynihan. Stephanopoulos,
writes Woodward, “was going through hell with␣ .␣ .␣ .
Dick Morris␣ .␣ .␣ . Clinton obviously trusted Morris’s
instincts on how to position himself.␣ .␣ . . Previously,
instincts had been part of the Stephanopoulos portfo-
lio.72 Stephanopoulos and Ickes urged the President
not to sign the welfare reform bill, arguing that it was
bad policy, and that signing it could only enhance his
reputation for waffling on controversial issues.73

After vetoing the first two versions of the bill, the
President put off his decision on the third iteration for
months. When it became evident that the bill’s pas-
sage was imminent—a vote was possible within a
number of hours - he convened a meeting of five cabi-
net secretaries and five key advisers. He gave each one
the opportunity to voice his or her opinions on the bill.
Secretary of Treasury Robert Rubin, Secretary of
Health and Human Services Donna Shalala, and
Housing Secretary Henry Cisneros all counseled a

“Just as Daniel Patrick Moynihan had
been a gadfly for reform for the Nixon
Administration, so was Dick Morris
for the Clinton Administration.”
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veto, while Secretary of Commerce Mickey Kantor
and policy adviser Bruce Reed recommended that he
sign it. Shortly after the meeting ended, he told Vice
President Gore that he had decided to sign the bill. He
formally announced his decision shortly thereafter.74

Some of the meeting’s attendees thought that the
President had already made up his mind by the time
they were convened, while others were convinced
that, despite Morris’s admonitions, he had been as yet
undecided. Regardless, it seems that at the very least,
Morris had a meaningful impact on the President’s
decision to sign the bill, just as Moynihan had been
instrumental in Nixon’s decision to support FAP.

Ultimately, it was probably a mixture of the influ-
ence of the President’s staff, the weight of political
considerations, and the impact of Clinton’s own
policy priorities that led him to sign the bill. The leg-
islation contained enough appealing elements that he
was unable to dismiss it out of hand. Additionally,
Morris had convinced him that signing it would guar-
antee him reelection and provide him with an oppor-
tunity to move the Democratic Party closer to the
political center. As Hohenberg put it, “with the aid of
Dick Morris␣ .␣ .␣ . he had brought his party back from
the dismal swamp of defeat in the 1994 congressional
elections. Could so promising a trend now be aban-
doned?”75 Apparently not.

RICHARD NIXON AND BILL CLINTON:
CONTRASTING ARCHETYPES OF

CONSTRAINED LEADERSHIP

From now on, any comparisons of Bill Clinton and
Richard Nixon will almost inevitably begin with the
observation that both their presidencies were marred
by debilitating political scandals. They have much
more in common, however, than this singularly un-
fortunate distinction. Both men struggled to reconcile
their own ideological predisposition with the prevail-
ing views of their time. Both were forced to work with
a legislative branch controlled by the opposition
party. Both yearned to leave a lasting mark on their
nation’s history, in the hope that those who record
that history might look favorably upon their legacies.
In endeavoring to create lasting legacies for them-
selves, both Clinton and Nixon found that their abil-
ity to lead was circumscribed by a set of inalterable
parameters. They could not govern without working
with a hostile Congress. They could not make deci-
sions without relying on the counsel of advisers who
measured their success according to the extent to
which they were able to sway the President to their
own point of view. And they could not act without

first considering political ramifications of their ac-
tions—to do otherwise would surely doom their ef-
forts to failure, as was the case with FAP.

Political scientist Stephen Skrowronek has exam-
ined the boundaries that constrain all modern Presi-
dents. Hearkening back to Lieberman’s discussion of
the “structural, political, and ideological obstacles”
with which Nixon had to deal, Skrowronek contends
that presidential leadership has become stifled by all
the “systems and processes” that now represent the
interests of those who have a stake in the activities of
the federal government. He asserts that these barriers
are so imposing as to have brought about “the prac-
tical disintegration” of Presidents’ authority to gov-
ern in the latter part of the twentieth century.76 If
Skrowronek is correct, then we cannot attribute to
Presidents Nixon and Clinton a great deal of respon-
sibility for the policies of their administrations. Those
policies were, instead, the inevitable result of “sys-
tems and processes” over which they had little—if
any—control.

In a certain sense, this is true. President Nixon ul-
timately failed to reform the system, and, for all Presi-
dent Clinton’s languished soul-searching, the simple
fact of the matter is that the final vote on the Republi-
can bill was decisive enough to override a presiden-
tial veto.77 Moynihan and Morris serve as powerful
metaphors for the forces that confined these Presi-
dents. Moynihan was, for Nixon, the voice of the lib-
eral consensus of the day, and Morris was Clinton’s
anchor to the political center. Moynihan’s portrait of
Nixon as a “Tory man with liberal policies” and
Morris’s grandiose talk of ideological triangulation
were, once distilled, nothing more than injunctions to
embrace boldly the institutional and political bound-
aries within which the modern presidency must op-
erate. Upon embracing them, a Republican may
suddenly find himself fighting for guaranteed annual
income, and a Democrat might hear himself herald-
ing proudly the rewriting of the social contract to
which his party has staked its legitimacy for over half
a century.

Yet, having embarked upon this course, Presidents
Clinton and Nixon met with differing degrees of suc-
cess. In the simplest terms, it was Bill Clinton, not
Richard Nixon, who actually signed sweeping welfare
reform legislation. Once Nixon’s FAP failed, he opted
not to pursue further any major welfare legislation,
and he directed his staff to “Flush it. Blame it on the
budget.”78 But Clinton, having made no progress on
his own proposal and having already vetoed two
Republican welfare bills, elected to sign the 1996 bill
because, he said, it was the country’s “last, best hope”
for real welfare reform.

POVERTY, POLICY AND PRESIDENTIAL POWER
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Furthermore, it was Clinton, not Nixon, who was
able to capitalize politically upon the difficult situa-
tion in which he found himself. After the death of
FAP, Nixon just blamed “the damn social workers,”
and resigned himself to failure, reasoning that “politi-
cally, I wasn’t going to pick up by reason of my sup-
port of FAP␣ .␣ .␣ . a substantial number of the liberal
democrats.”79 Clinton, however, ever the political
animal, was able to turn the systemic weaknesses of
his office into a political asset by signing a bill for
which he claimed to have only partial responsibility.
He took credit for the creditable elements of the bill
and disavowed the rest. Having done so, he enhanced
his own popularity (thereby improving his chances
for reelection) and he furthered the Morris strategy of
repositioning his party closer to the middle of the
political spectrum. To the extent that the President’s
victory in 1996 and the Congressional Democrats’
surprising success in 1998 can be attributed to the
party’s having successfully rehabilitated itself, Bill
Clinton’s decision to sign the welfare reform bill
stands as a testament to his political mastery. Unlike
Nixon, he recognized his limits and worked within
them, endorsing a reform of welfare policy that was
far from “cosmetic” and scoring a political victory for
himself and his party.

This is not in any way to say that the Personal Re-
sponsibility and Work Opportunity Reconciliation
Act was necessarily a good thing for the country, or
for those to whom the President and Congressional
Republicans claimed it would extend a “second
chance.” It remains to be seen whether the now-fall-
ing welfare rolls truly reflect an amelioration in the
lives of the nation’s poor. Nor is it yet apparent
whether the President will be able to keep his prom-
ise to soften the impact of the harshest elements of the
bill. President Clinton is to be respected for his politi-
cal prowess; it remains to be seen whether he is like-
wise to be commended for his policy leadership. In
either case, however, he was at least successful in
achieving some sort of reform, and in turning the situ-
ation to his political advantage. Nixon, meanwhile,
deserves credit for the fact that, despite the enormous
controversy it generated even within his own admin-
istration, he was bold enough to support truly pro-
gressive and transformational welfare legislation,
largely, it seems, because he simply believed that it
was the right thing to do.

The welfare reform policies of the Nixon and
Clinton administrations provide us with a number of
insights into the distinctive nature of the modern
presidency, and into the distinct natures of two mod-
ern presidents. Richard Nixon and Bill Clinton faced
many of the same institutional and systemic con-

straints, but they dealt with them in different ways.
In many respects, Clinton comes across as the more
savvy of the two presidents, and Nixon (perhaps sur-
prisingly) as the more principled. Ultimately, the sto-
ries of the Family Assistance Plan and the Personal
Responsibility and Work Opportunity Reconciliation
Act demonstrate that the presidency is but one cog in
the complex policymaking machinery of the federal
government. It is for each individual occupant of that
office to determine how best to utilize his or her con-
strained policymaking and political authority. It will
be the task of future presidents to take up the mantle
of their predecessors and continue the struggle to
unlock the full potential of the modern presidency.
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FROM THE
1920S TO 1990S:
THE CONTINUING CRISES OF CAPITALISM

“And yet␣ .␣ .␣ .␣ it moves.”
Galileo, 1633

“The sky is falling␣ .␣ .␣ .␣ the sky is falling!”
Chicken Little

Galileo forcefully whispered his famous observation after a heated ex-
change with soldiers of the Spanish Inquisition. The Catholic Church had
branded him a heretic for claiming that the sun, and not the Earth, was
the center of our solar system. After a fruitless interrogation, in which
Galileo’s scientific evidence and logic failed to convince the Inquisitors,
as he was being hauled away in chains he said, “And yet␣ .␣ .␣ . it moves.”
In that one statement, Galileo pierced the veil of ideology and revealed
the essence of how the world works, regardless of the Catholic Church’s
official position on the matter.

Recently, the attention of the world has become focused on the global
economy and its health in the wake of the onset of the economic “Asian
flu” and that phenomenon’s effect on emerging markets, and financial
markets in the United States.1 Many experts are now questioning the sta-
bility of the global economy and pontificating about ways to prevent
future crises or even possible market collapse.2 Until recently, those who
had criticized the global economy and its current structure as unjust and
unstable3 were relegated to the position of “Chicken Littles,” who mis-
understood the brilliance of the free market and stood in the way of
mankind’s progress.

Nevertheless, there now seems to be both an acknowledgement, and
a good amount of evidence from the financial community, that our glo-
bal and national economies are unstable, and possibly headed for severe
recession, depression, or collapse.4 Such a collapse, on a global scale,
would have profound political, social, and economic consequences. Na-
tions such as India and Pakistan possess the bomb. Nuclear weapons of
the former USSR are far from secure.5 Ethnic and political tensions remain
high in patches of Europe, Africa, and the Middle East. Access to eco-
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nomic and natural resources remain contentious is-
sues in many parts of the globe. In this type of envi-
ronment, a world-wide economic financial collapse
and depression could have catastrophic conse-
quences. Although such a collapse is far from inevi-
table, the social and economic conditions, as revealed
by history, point towards its possibility.

If one looks at the economic and social conditions
prior to the crash of 1929, and the conditions of the last
20 years, one sees some haunting similarities. The pre-
crash days of the 1920s were boom times born of Al-
lied victory in World War I, the creation of new
technologies, new industries, and production meth-
ods that spurred greater economic activity and the
search for new markets. The present day economy is
a boom time rooted in the “victory” of the Cold War,
the introduction of new technologies, industries and
production methods brought forth by the computer
and high-tech sectors, and the search for new global
markets. Both eras are marked by great inequality in
income, low union and worker strength compared to
capital, overvalued financial markets that outpace the
underlying productive economy, and an underlying
dilemma of overproduction and inadequate demand.

Both eras can also be characterized as periods when
the crude ideology of the omnipotence of free markets
dominates the day, within a global political environ-
ment that is sorely lacking in leadership. Economist
John Gray, a former adviser to the Thatcher govern-
ment in England, captures this truth, “Unfortunately,
in the nineties as well as in the twenties, the defeat of
one of the world’s great powers has been the occasion
of an exhibition of callow dogmatism and hubris.”6

In the 1920s, political leaders and economists be-
lieved that the answer to any downturn in economic
performance was to allow the market to fix itself, pos-
sibly with some reform to the banking and finance
systems, but certainly not with democratic interven-
tion into the sacred marketplace. John Kenneth
Galbraith stated this fact quite plainly: “The economic
advisors of the day had both the unanimity and the
authority to force the leaders of both parties to dis-
avow all available steps to check deflation and depres-
sion.”7 Only the desperation and despair of the Great
Depression unhinged and made untenable the ideo-
logical beliefs in a free-functioning marketplace.

Today, despite some calls for interest rate cuts and
a few solitary voices demanding reforms to the world-
wide regulation of finance and capital flows, the ma-
jor leaders and investors continue to place their faith
in a global economy ruled by market dominance.
Despite the recent crisis, free-market dominated re-
forms still represent the conventional wisdom.8 Cor-
porate entities and market financiers make their living

off investments and the possession of capital. Thus,
both groups are far removed from the medicine nec-
essary to resolve the Asian economic flu and global
malaria that threatens the health of our economic and
social order. They are like the Spanish Inquisitors
during the days of Galileo, blinded by the ideology of
society’s new god: “the free market,” while ignoring
history, past experience, and the evidence of social
science. The medicine lies not in better market mecha-
nisms or greater fiscal austerity or reform. The true
cure lies in history and in returning the economy to a
social institution used to ensure social prosperity and
stability.

PRODUCTION AND THE CRISES OF CAPITALISM

Over a century ago, Karl Marx identified capitalism
as a system full of internal contradictions that he be-
lieved would lead to severe economic, political, and
social crises and the system’s eventual self-destruc-
tion.9 Capitalism’s internal tendencies toward mo-
nopoly and overcentralization of wealth, and its
structural necessities of poverty, inequality, and
wage-labor serve to undermine the basis upon which
its tremendous growth, productivity and expansion
are based.10 Marx believed that capitalism’s tremen-
dous ability to increase production, develop and use
new technology, and its need to continually expand
to new markets would lead to tremendous overpro-
duction, while its poverty, low wages, monopoliza-
tion, and inequality would leave inadequate economic
or political demand to sustain such production.11

Hence its eventual crises and collapse.
Since the times of Marx, capitalism has not, as of

yet, self-destructed. It has, however, consistently re-
newed itself in the form of “creative destruction,”
advancing to levels of new technology and production
by overcoming periods of severe crisis.12 Often this
“creative destruction” has had horrendous effects on
poor and working people and the value of human life.
De-industrialization and plant closings eliminate in-
comes, strain or destroy families, and virtually wipe
out entire towns, with long-term detrimental effects
to the social fabric and civic structure, as happened in
the Midwestern U.S. in the 1980s.13 These types of
changes allow for the transformation of the economy
(i.e. from an industrialized to an information-based
economy), but they also undermine the social, eco-
nomic, and political structure upon which the system
is built. Human intervention, usually in the form of
state action, has historically been required to save the
system and set it on course to a new form.14 Thus, this
“creative destruction” is almost always heavily influ-

CONTINUING CRISES OF CAPITALISM
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enced by government policy (or lack thereof) and the
relative power of political and economic actors.

Two of the major forces that have consistently
driven capitalism’s change have been technology and
the need for new markets and new growth. Whether
in the 1880s with U.S. Steel, in the 1920s with the de-
velopment of radio and improvements to auto manu-
facturing, or in the 1990s with the computer chip and
semiconductor, accelerating levels of production, due
to increased capital accumulation and improvements
in technology, coupled with the need for new markets
in which to sell this new production, have driven the
evolution of the economy.15 These forces also drive the
system to crisis or possible collapse. Capitalism must
therefore evolve and endure these periods where the
contradictions of the system and the necessity for new
markets under rapidly expanding new technologies
and industries must be confronted. The class struggle
and the relative level of political power between dif-
ferent sectors of human soci-
ety ultimately determine
who will benefit from such
transformations.

In the 1920s, this transfor-
mation resulted in American
companies facing a lack of
demand both at home and
within the global economy for
their excess production. This
lack of demand was due to
the productive capacities
made possible by new tech-
nologies and modes of production, which outpaced the
relative demand needed to sustain such production.16

The production and distribution of goods, capital, and
income were extremely concentrated in too few
hands.17 Wages for many working people were falling
or stagnant; unions were weak; financial speculators
and capital owners were gaining tremendous wealth
through the stock market and by overvaluing the re-
turns from the massive production made possible by
the new technologies.18 A steady diet of tight monetary
policy and fiscal austerity from the U.S. government
further contributed to a lack of income in the hands of
consumers and working people.19 All of these factors
exacerbated the problem of over-capacity.

In our current economy, over the past 20 years, a
similar phenomenon has been occurring, albeit on a
global scale with much wider implications. Like the
1920s, massive overproduction, high inequality, low
worker strength due to capital’s mobility, a large con-
centration of capital and wealth in very few hands,
and tremendous overvaluation of the stock market,
plague the economy.20 In addition, there is a definite

shift of power and politics from control on a national
scale by sovereign nations to control on a global scale
by corporate entities, large investors, and the most
powerful of developed nations. Corporate entities
attempt to spread themselves across the globe, search-
ing for higher returns and more markets, constantly
attempting to increase production with greater tech-
nology while cutting labor costs and ensuring enough
diversification to make the resulting effects of over-
capacity the problems of their competitors and poor
and working communities.21 Increasing concentration
of corporate activity and corporate power is evident
in the statistic that at least 40 percent of all global trade
in 1997 occurred “intra-firm,”22 and in the behavior of
sovereign nations as they implement policies of fiscal
austerity and rigid monetarism at the expense of their
working people.

What has resulted are lower wages for working
people across the globe, which thereby decreases de-

mand and contributes to over-
capacity. The lack of capital
and currency controls in the
new global economy leaves
nations in the lurch, forced to
raise interest rates to protect
their currencies and attract
capital.23 This rise in interest
rates, however, only serves to
dampen economic growth
(including wage growth) and
to increase the transfer of
wealth from working people

in debt to large creditors.24 The slower growth and
increasing wealth transfer only serve to exacerbate the
lack of demand in the global economy, which in turn
reinforce a vicious cycle of over-capacity, inadequate
demand, and accelerating new production across the
globe.

Since no one company is held responsible for the
effects that can occur from the dislocations of over-ca-
pacity, there is no easy way to stop the process.25 Ev-
eryone tries to continue to expand their market share
and their profits and to shift the costs of over-capac-
ity to other competitors, regardless of the economic,
social, or political consequences or effects on people
in their communities or countries. The hope is that the
market will work its magic and make Third World
workers into big consumers, but instead extreme in-
stability has arisen amid tremendous growth in glo-
bal wealth, most of it accruing to corporate interests.
As a result, financial markets continue to over-inflate,
demand continues to stagnate, inequality deepens,
and the global system hurtles toward crisis or collapse
economically and politically.

“Both eras can be characterized
as periods when the crude
ideology of the omnipotence of
free markets dominates the day,
within a global political
environment that is sorely
lacking in leadership.”

CONTINUING CRISES OF CAPITALISM
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The problem described reflects the contradictions
inherent in capitalism that were identified by Marx in
the late 1800s. It is capitalism in the throes of creative
destruction, in the throes of crisis. What is driving the
crisis? The answer is simple, and once again follows
from Marx’s original thoughts. It is class warfare on
a global scale.26 Specifically, the answer can be found
in looking more carefully at the three major character-
istics that describe both the last great capitalist crisis
in the twenties and our present economy. These three
areas are: inequality and the loss of worker power,
overproduction and inadequate demand, and over-
valued financial markets and the growth of the specu-
lative economy.

INEQUALITY AND LOSS OF WORKER POWER

From 1922 to 1928, gross national income rose from
$60 billion to $87 billion: each year GNP rose by an
average of about 5 percent, with the index of indus-
trial output reaching its highest point ever in 1929
thanks to more than 60 percent growth in industrial
output for the decade.27 Inflation was almost nonex-
istent, and official unemployment was extremely
low.28 Per capita income was increasing, and many
saw improved living standards.29 In 1928, Hoover
proudly proclaimed that, “We in America today are
nearer to the final triumph over poverty than ever
before in the history of the land.”30 Nevertheless, the
picture was not rosy for everyone.31

Many workers labored in poverty. The average
annual worker’s income lagged behind the earnings
necessary for a minimal standard of living, despite the
tremendous gains in productivity. Workers in mining,
textiles, and farming witnessed stagnation or de-
creases in their wages and living standards.32 Chronic,
hidden unemployment in areas such as farming, min-
ing, and textiles made life a tremendous struggle for
many and served to keep wages low despite a boom-
ing economy.33

Most discomforting and damaging of all, how-
ever, was the growing gap between rich and poor
created by the tremendous wealth generated
through speculative trade and inflated prospects for
new productive capabilities. Stocks in the new tech-
nologies and services of the day, such as radio and
railroads, were the speculative money-makers.34 In
the 1920s, the number of Americans making more
than $500,000 grew by 854 percent and corporate
profits reached record levels, while more than 70
percent of Americans made less than the recognized
minimal standard of living.35 According to the Fed-
eral Trade Commission, 1 percent of Americans

possessed 60 percent of the nation’s wealth.36 Right
before the Crash, the top 5 percent of the popula-
tion received one-third of all personal income.37

It is eerie to examine these statistics and senti-
ments from the 1920s, and then compare these sta-
tistics with the present reality. Today a supposedly
health economy exists, which according to all the
pundits, has eliminated or seriously addressed pov-
erty, unemployment, and inflation, while producing
massive amounts of wealth. President Clinton claims
that we are enjoying the best economy since the end
of World War II. Alan Greenspan, an unabashedly
staunch defender of big business and big banking, is
seen as the savior of the American economy. Econo-
mists and social commentators alike attribute pov-
erty and despair to individual failings, not a
marketplace in crisis.

In the last 25 years, a majority of the American
work force has seen its wages fall while the real per
capita gross domestic product has climbed by a third,
with the richest among us pocketing most of the
gain.38 Since 1973, average hourly wages have de-
clined by more than 13 percent (following a 79 percent
increase from 1947 to 1973) and real average weekly
earnings are down by more than 18 percent, while
productivity has increased by 24 percent and execu-
tive salaries are up 499 percent.39 Growth in real fam-
ily income has been slow, stagnant, or steadily falling
for the lowest 80 percent of the American popula-
tion.40 The percentage of U.S. families making pov-
erty-level wages has increased from 18.9 percent of the
population in 1979 to over 28 percent of the popula-
tion in 1998.41 Unemployment, though officially low,
remains stubbornly high in disinvested areas and
within low-wage sectors of the economy, and is
masked by massive underemployment due to low-
wage, part-time jobs that do not pay enough to live on,
and by structural unemployment.42 In order to stave
off low wages, lack of work, and stagnant livelihoods,
60 million American households have credit card
debt, with the average balance at $7,000; as a result,
personal bankruptcies hit a record high in 1997.43

In terms of inequality, the picture is even bleaker.
Currently, the top 1 percent of our nation’s house-
holds hold about 40 percent of the nation’s wealth
(having gained 62 percent of all wealth generated in
the U.S. over the past six years) and averages $7.8
million a piece in net worth.44 On average, CEOs now
make anywhere from 143 to 812 times as much as the
median income of workers.45 Since 1982, while child
poverty has worsened and now stands at over 20 per-
cent, the number of billionaires increased from 13 to
170.46 Meanwhile, the lowest 90 percent holds only 28
percent of the wealth.47 The bottom 40 percent has an
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average net worth of less than $1000 (in 1995 dollars)
and collectively holds less wealth than Bill Gates.48

Of course, not all income growth has been reserved
for the elite of the elite. The top 20 percent now take
home half of the nation’s total income yearly, despite
the fact that the average working family now works
an average of 163 hours more per year today than they
did in 1973.49 In fact, almost 99 percent of the growth
of the last six years has been claimed by the top 20
percent of all households.50 The result, by many mea-
surements, is the largest amount of income, wage, and
wealth inequality in the industrialized world and the
largest amount in the U.S. since the Great Depres-
sion.51 In fact, the percentage of Americans making
over $500,000 per year has been increasing at rates not
seen since the 1920s.52

Unions continue to decline. Despite renewed orga-
nizing efforts and a recent increase in the number of
union members, union membership as a share of the
U.S. workforce declined yet again last year to just un-
der 14 percent.53 The Service
Employees International
Union (SEIU) continues as
the only private sector union
experiencing large overall
growth.54 In short, wages
and income have been stag-
nant or falling for working
Americans. Job security and
benefits are extremely un-
certain. Poverty is increas-
ing. Unemployment and
underemployment are seri-
ous problems, and inequal-
ity throughout the economy
is growing despite great gains in wealth.55 This reality
caused MIT economist Lester Thurow to comment,
“Probably no country has ever had as large a shift in
the distribution of earnings without having gone
through a revolution or losing a major war.”56

Globally, the problem is even worse. Labor’s share
of production income has fallen both in the U.S. and
across the globe, while after tax corporate profits have
reached record levels and the distribution of wealth
and income has reached historically high rates of in-
equality.57 Corporate entities and the large financiers
to whom they owe their debt are taking back a greater
percentage of the benefits of economic activity to the
detriment of labor and consumers.58 As the corporate
financiers that bankroll global companies require
higher rates of interest to make up for the risks of
overproduction, and to satisfy their desire for higher
returns, corporations must find ways to squeeze
higher profits from labor.59 These higher interest rates

have a negative effect on income distribution as work-
ers who must turn to debt in order to survive trans-
fer greater amounts of their own income to the
creditors charging higher interest rates.

This combination of corporate take-backs and the
imposition of higher interest rates by global financiers
increases inequality across the globe. The net worth
of 10 billionaires is now worth 1.5 times the combined
national incomes of the 48 poorest countries.60 Despite
all the new wealth created in recent history due to the
global economy, 1.3 billion people still live on less
than a dollar a day.61 Even in the wealthiest nations,
not only is wage inequality growing, but poverty is
spreading as well. According to the UN Development
Programme’s Human Development Report, the run-
away consumption of goods and services across the
globe ($24 trillion in 1998) and the expansion of trade
and economic activity has not remedied the poor’s
need for access to basic items, much less a significant
income. In the industrialized world alone, at least 37

million people are unem-
ployed, 100 million are
homeless, and nearly 200
million have a life expect-
ancy of less than 60 years.62

Corporate entities are
taking back more from
workers and communities,
cutting wages and costs to
try to enhance profit mar-
gins and increase returns
to shareholders, and ne-
glecting the necessary in-
vestments in workers and
communities that would

increase productivity and ensure sustained and stable
growth.63 As wages decline and inequality increases
in the United States, the number of consumers to ab-
sorb the world’s excess capacity decreases. The wages
being paid in the new developing nations are not high
enough to create consumers capable of replacing the
U.S. workers that have lost their high-wage jobs.
While U.S. workers turn to credit, more work, and a
diminished quality of life, workers in the developing
world struggle to make ends meet. Owners and credi-
tors continue to capture a bigger share of the economic
pie in both locales and the global economy struggles
on, suffering from over-capacity and recurrent eco-
nomic and political dislocations. As a result, workers
lose. The system continues to spin out of control in a
downward spiral of wages and prices that neglects in-
vestments in labor or community. The companies
continue to profit, and the global financiers make a
killing and gain power in the new global order.

“Like the 1920s, massive
overproduction, high inequality,
low worker strength due to
capital’s mobility, a large
concentration of capital and
wealth in very few hands, and
tremendous overvaluation of the
stock market, plague the economy.”
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SLACK DEMAND AND OVERPRODUCTION

The loss of worker power and expanding inequality
means more than lower incomes for individuals and
families. It means less overall demand in the economy
and fewer consumers with the purchasing power to
buy goods produced. When this lack of purchasing
power is coupled with overproduction of goods, a
contradiction in the capitalist system and the pre-
dominant problem of both the 1920s and the 1990s
results: excess supply and inadequate demand. In the
1920s, this problem was illustrated through the auto,
steel, coal, and agricultural industries, which pro-
duced far more than the American economy or the
world economy following WWI could possibly con-
sume.64 Industry tried to attack this problem of over-
capacity and shrinking earnings by cutting costs and
lowering wages as the way to increase efficiency and
productivity, which only exacerbated the downward
spiral of wages and prices.65 Government tried to ad-
dress this problem with fiscal austerity, tight mon-
etary policy, and tax cuts for the wealthy.66 They
denied the possibility of any measures to stimulate
growth. Keynesian economics was not accepted and
certainly not considered to be in the interests of the
vast capital owners that were reaping huge amounts
of new wealth from the 1920s economy.67 Their denial
ended in the Great Depression.

As observed in The Progressive, today “the global
system is astride a great fault line: the wondrous new
technologies and globalizing strategies are able to
produce an abundance of goods, but fail to generate
the consumer incomes sufficient to buy them.”68 This
can be seen in the perverse reality of booming indus-
tries and companies being forced to constantly layoff
and restructure their production facilities because of
their continual over-capacity.69 The effects of this over-
capacity have been evident with the onset of the Asian
flu.70 But such a reality has been a permanent presence
in the global economy for the past six years in the air-
craft, auto, and steel industries. More recently, it has
been present in the communications, defense, and
computer chip and semiconductor industries.71 These
dislocations occur even as corporate entities prosper
and they cause social, political, and economic difficul-
ties.

Like the 1920s, companies have engaged in a “low-
road” path to economic profit.72 Corporate entities and
owners of capital have responded to the contradic-
tions of the global system by slashing wages and train-
ing, relocating to countries and locales that will not
impose labor or environmental restrictions, and using
diversification, cost cutting, and technology to in-
crease profit.73 On a policy level, both domestically—

and internationally in the form of the IMF—the re-
sponse to overproduction and slack demand has been
fiscal austerity in the form of balanced budgets and
the abandonment of spending policies to increase in-
vestment and to spur productivity. This fiscal auster-
ity is complemented by tight monetary policy that
strangles growth, and regressive economic policies
that give breaks to the wealthy and fail to ensure a
healthy distribution of incomes throughout society. In
short, the current response by business and policy
repeats the folly of Hoover and the frivolous 20s,
when our reality demands a responsible action to
ensure economic stimulation and the redistribution of
economic benefits.

OVERVALUED FINANCIAL MARKETS AND THE
GROWTH OF THE SPECULATIVE ECONOMY

Overvaluation of the stock and financial markets goes
hand in hand with the causes of overproduction in an
economy. As technological changes and new methods
of production induce companies to produce more and
to expand to more markets, the investors providing
the capital for such expansion develop overly optimis-
tic expectations of the return. As William Greider
notes, “In this atmosphere, investors develop rising
expectations of what their invested savings ought to
earn and the rising prices in financial markets gradu-
ally diverge from the underlying economic reality.”74

Without the necessary buying-power in the hands of
consumers and workers, there is no way to ever real-
ize the over-inflated expectations of the investors, and
a market correction must eventually occur.

In the 1920s, the overvaluation of the markets
amounted to 77 percent of GDP.75 Hubert H. Hum–
phrey, in a historical work on the times, commented
that “the shift from industrial capitalism to finance
capitalism” revealed the changed emphasis from “le-
gitimate business expansion” to “the exploitation of
investors and the consuming public.”76 An unregulated
and uncontrolled market boomed beyond the reach of
the underlying economy.77 Investors had overly opti-
mistic expectations in the wake of the technological
advances in high growth industries, such as autos, and
the productivity gains of the new scientific production
processes.78 As a result, the stock market boomed and
created much wealth. With interest rates high and
wages relatively low, however, working people did not
gain from this wealth, and did not possess the income
to sustain its high level of production or the expecta-
tions behind that production.79 With the rest of the
globe mired in recession, collapse ensued.80

Today, on a national level, the overvaluation has
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skyrocketed to 150 percent of GDP.81 On a global level,
the collapse of the Bretton-Woods system has released
capital and currency to the vicissitudes of market
forces.82 As a result, wealthy global financiers and
investment speculators chase profits in currency
speculation and new economic activity across the
globe, overvaluing the financial markets and driving
up interest rates.83 Investors become highly optimis-
tic about the prospects for returns based on the new
forms of technology and production that are driving
corporate activity across the globe. This leads to a
separation between the expectations in the financial
markets and the underlying productive economy.
Greider writes that “According to one estimate by
McKinsey & Company, a global consulting firm to
multinational banks and busi-
nesses, the total stock of finan-
cial assets from advanced
nations expanded in value by 6
percent a year from 1980 to
1992, more than twice as fast as
the underlying economies
were growing.”84 McKinsey
also estimated that in 1992, the
financial assets from OECD
countries totaled $35 trillion,
double their nation’s economic
output and 13 times the value
of the nations’ exports.85 By the
year 2000, McKinsey estimates
that the financial assets will
reach $53 trillion, triple the size
of their economic output and 19 times the value of
their exports.86

Nevertheless, the problem goes beyond overval-
ued markets. The free market reforms surrounding
currency and capital have left investors chasing
greater and greater profits across the globe, demand-
ing a higher premium for capital because of a global
economy in which overproduction is occurring at a
rapid pace.87 With overproduction, plants must fail
and operations must shut down. Those investors who
have supported such operations must take a loss as
well; thus they demand a higher interest rate.88 These
interest rates exacerbate the underlying problems of
the global economy by handcuffing nations to slow-
growth economic policies that contribute to higher
unemployment and lower wages, and by serving as
a continued income and wealth transfer between
debtor nations and debtor people to large, wealthy
creditors. As a result, less income is left in the hands
of possible consumers, which further dampens the
already inadequate demand in the global economy.
Massive growth in interest income as a percentage of

all U.S. income made in the past 20 years and the
growing percentage of debt as a portion of corporate
earnings prove this phenomenon to be true.89 Without
a decrease in the price of capital or a tremendous ac-
celeration of economic growth, wealth will continue
to be transferred to creditors, financial instability will
increase, and a larger number of panics, ruined debt-
ors, financial crises, or a collapse could occur.

SIMILAR ERAS

The similarities of the 1920s and the 1990s ring true.
Both represent historical periods of massive economic,
social, and political changes. The 1920s witnessed

enormous industrial changes
in which the American
economy was producing vast
amounts of new wealth due to
technological advancements
and improvements in produc-
tion. Investment was rampant
and extremely overvalued.
Wages were low and unions
were weak. When this lack of
purchasing power in the hands
of working people was
coupled with the large produc-
tion of new items and the mas-
sive amounts of financial
wealth being produced, tre-
mendous economic inequality,

massive financial overvaluation, and unmanageable
over-capacity resulted. It was a new industrial
economy, uncontrolled and working overtime for the
interests of the wealthy, on a collision course with
social, economic and political disaster.

Today, the global economy and the emergence of
the high-tech services and technology sectors have
served to produce enormous amounts of new wealth.
Like the 1920s, this new wealth and technology have
led to tremendous overproduction of goods and ex-
treme overvaluation of the financial markets. Unions
are weak, though struggling to come back, and wages
have only recently begun to recover after 20 years of
stagnation and decline. All of this has resulted in
massive inequality of both income and wealth, the
most inequality in the U.S. by many measurements,
since the 1920s.

In the global economy, the rules that once governed
capital flow and trade arrangements have been largely
shucked and replaced by the mantra of “free trade”
and economic liberalization.90 Fiscal austerity and
tight monetary policy squeeze out attempts to make

“Since 1973, average hourly
wages have declined by more
than 13 percent (following a
79 percent increase from 1947
to 1973) and real average
weekly earnings are down by
more than 18 percent, while
productivity has increased by
24 percent and executive
salaries are up 499 percent.”
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the economy grow faster or meet human needs. The
only popular “welfare” is “corporate welfare” to en-
sure that businesses locate in a particular country,
state, or locale. The only socialism is the global social-
ism of bailing out banks and institutions that have
collapsed amid the chaos known as global capitalism.

It is an economy that serves Wall Street better than
Main Street. It is an economy that produces massive
economic and social instability through its perpetua-
tion of overproduction, overvalued stock markets, un-
regulated capital flows, falling demand, wages and
livelihoods, and increasing economic and political
inequality between the haves and have nots across the
globe.

SOLUTIONS: CREATING A GLOBAL ECONOMY
TO SERVE MAIN ST., NOT JUST WALL ST.

Maybe the most disturbing similarity between the
1920s and the present day is the similar political
mindset toward the crisis. In the 1920s, despite signs
of overproduction and inadequate demand, almost
every economic and political leader from economist
Joseph Schumpeter to President Herbert Hoover saw
any difficulties as a simple market downturn, which
could only be fixed by market self-correction.91 U.S.
leadership clung stubbornly to this market obsession
until complete collapse and social disorder made it
untenable. Massive state intervention and the enact-
ment of government policy to ensure broadly shared
prosperity through both the New Deal programs and
World War II spending finally served to restructure
and revitalize the U.S. economy and usher in our
nation’s era of greatest economic prosperity.92

Today, President Clinton acknowledges that this
crisis represents “a stark challenge to economic free-
dom, which left unaddressed, could stem the rising
tide of political liberty as well.” 93 Acknowledgements
from the financial community include that “funda-
mental problems—global excess capacity and struc-
tural problems remain.”94 Despite these words, there
has been little call for reforms that depart from the
market-obsessed ideology that sees free-market glo-
balization as the natural progression of mankind.95

Although some leaders have expressed an interest in
regulating global capital to a certain extent, President
Clinton and most experts continue to insist on IMF
reforms and other banking reform measures that sub-
ject nations to the rigors of free market forces. The
potential for such reforms to exacerbate the problem
of inadequate demand and overproduction continue
to be ignored.96 They are caught in the box of free
market ideology. For example, Clinton has stated that

he wants nations to have social support systems, but
endorses IMF policies that require such support sys-
tems to be shredded through fiscal austerity and tight
monetary policy that slows growth, especially wage
growth.97 Even critics of the IMF fail to put forth re-
forms to address inadequate demand, oversupply,
capital flows, or the overvaluation and speculative
nature of the financial markets.98 Like the 1920s, the
leadership fails to see the true problem of overproduc-
tion and lack of demand as a flaw rooted in the fail-
ings of the market.

MIT Economist Paul Krugman recently stated,
“The problems of the 1990s have distinct similarities
with the problems of the 1930s; so do the solutions.
We had better all start relearning our Depression eco-
nomics.”99 Solving the crisis means recognizing and
understanding its major cause, not the ideological
appearance of the cause.100 The problem is a lack of
demand, which crudely put means that there is not
enough money in the hands of working people. The
cause of this problem is global class warfare, where
capital and the creditor class are continually taking a
greater percentage of the wealth created within the
global economy, leaving less income in the hands of
consumers and workers to buy the products produced.
Reversing class warfare on workers requires reassert-
ing control over capital, subordinating the impulses of
corporate activity to the fulfillment of human needs,
and restoring the economy to an institution that en-
sures broadly shared prosperity. Although inadequate
demand is not the only problem of the global economy,
it is the manifestation of the ultimate dilemma: wrest-
ing control of the new global economy away from
short-sighted corporate/capital interests and restruc-
turing relations to ensure broad and equitable growth
in a sustainable manner. The necessary cure or treat-
ment is broadly shared prosperity.101

SUSTAINABILITY, REDISTRIBUTION, AND
MODERN FORMS OF PRODUCTION

Any policy changes to ensure broadly shared prosper-
ity must deal with the three larger concerns of
sustainability, redistribution, and the structural forms
of modern corporate capitalism. Any New Deal for
the globe must be environmentally-sustainable. Any
economic model that aims for broadly-shared pros-
perity through increased growth and consumption of
economic production runs the risk of colliding with
environmental limits and wreaking havoc on our
natural habitats.102 It is no secret that modern corpo-
rate consumer capitalism has resulted in severe costs
to our environment and major damage to the natural

CONTINUING CRISES OF CAPITALISM



VOL. XI 29

LBJ JOURNAL OF PUBLIC AFFAIRS

resources that sustain human, plant, and animal life.103

It is highly questionable whether our current eco-
nomic system is environmentally sustainable over the
long haul if we wish to raise the living standards of
all people on the globe.104 Therefore, any serious
policy response to the global crisis must concurrently
address environmental/sustainability concerns by
challenging our notions about how much and what
kind of growth we want our economies to produce.
That in turn requires serious consideration of both
redistribution and changes to the methods of produc-
tion inherent in modern consumer capitalism.

For example, the resources necessary to restructure
many of the dynamics currently driving the develop-
ment of the Third World are available. Third World
nations want to satisfy
basic human needs and
obtain economic growth.
In order to get the
former, they all too often
must prostitute them-
selves to corporate enti-
ties in the service of the
latter, often at the ex-
pense of their poor and
working populations,
their environment, and
their natural resources.105 This dynamic could be al-
tered by the redistribution of a tiny fraction of the
world’s income. For example, it would only cost be-
tween $5.5 billion and $7.7 billion—the cost of a couple
of Stealth bombers—to provide full debt relief for the
top twenty debtor nations.106 It would cost only $40
billion a year for ten years—less than .2 percent of to-
tal world income and as much as the U.S. spends on
capital gains tax breaks for the wealthy each year (not
counting the mortgage interest tax deduction)—to de-
liver basic social services in all the developing na-
tions.107 Such investments could pave the way for
“human development,” not just economic develop-
ment. They could pave the way for development that
is politically, socially, and environmentally sustainable.
Redistribution must be entertained.

Beyond redistribution, serious creative efforts to
transform the nature, incentives, and ends of modern
capitalist production must also be seriously considered.
In a world where so many lack decent work and the
income to fulfill basic necessities, putting people to
work cleaning up and preserving our environment
through “green” industries would be a sensible first
step to establishing a sustainable world economy. Mark
Hertsgaard argues for a “Global Green Deal” where
debt relief, environmentally-sensitive technology trans-
fers, and the redirection of $500-$900 billion in environ-

mentally destructive public subsidies ensure sustain-
able and equitable human development.108

Equitable and sustainable changes are inherently
antithetical to the current paradigm of highly concen-
trated corporate power and excessive consumer cor-
porate capitalism. That is why creative changes to the
structure of modern capitalism itself must be enter-
tained as well. David Schweigart argues for a market
system of “economic democracy” in which employee
ownership and self-management, community deci-
sion-making in investment, and political democracy
are used to create a vibrant, high-growth economy
where the competitive and entrepreneurial spirits of
capitalism are effectively combined with egalitarian,
democratic principles.109 Under such a model, an

economy of broadly
shared prosperity and a
consumer culture based
on “green principles”
and “green” industries
is more possible and
probable.

Sustainability, redis-
tribution, and structural
transformations are key
to ensuring the success
of any policy prescrip-

tion to the global economic crisis. The idea is to free
nations from global market dependence and to create
a framework under which sovereign nations, work-
ers, and communities can assert democratic control
over capital to ensure broadly shared prosperity and
the fulfillment of human needs. The following five
steps are a start toward such an ideal. Although all of
the steps are highly interdependent and complemen-
tary in use, each has its own merit . The overall goal
through the five steps is to ensure lower interest rates,
high wage jobs, progressive taxation, strong social
safety nets, and effective fiscal spending policies to
protect the common good, redistribute income, in-
crease productivity, and spur sustainable and broadly
shared growth.

INTEREST RATES

Interest rates have become the key tool of class war-
fare in the new global economy. The rates provide a
huge wealth transfer to creditors and serve to depress
economic growth (for the stated goal of inflation con-
trol), thereby keeping the unemployment rate up and
the bargaining power of workers down. As a result,
economic growth creates tremendous wealth, but fails
to substantially raise the wages and incomes of work-

“When this lack of purchasing power is
coupled with overproduction of goods, a
contradiction in the capitalist system
and the predominant problem of both
the 1920s and 1990s results: excess
supply and inadequate demand.”
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ers. Interest rates must be lowered both here in the
U.S. and across the globe. Such a lowering would
decrease the transfer of wealth to creditors, increase
economic growth towards full employment, and give
workers some added strength to bargain for higher
wages.110

The past 20 years in the U.S. and across the globe
show that high interest rates have contributed to eco-
nomic inequality, historically high levels of unem-
ployment, and thus, inadequate demand.111 Despite
all the hype over recent low unemployment figures,
the U.S. record on unemployment is not impressive.112

In addition, there is a tremendous amount of evidence
that our current “low” U.S. unemployment figures are
grossly undercounted due to the amount of underem-
ployment in our low-wage labor sectors.113 Also un-
counted are the thousands of permanently displaced
workers who have lost their positions to de-industri-
alization and the corporatization and mechanization
of agriculture.114 A similar unemployment problem
exists in Europe, although it is not as bad in compari-
son to the U.S. as many would claim.115 In addition,
interest rates have served to increase inequality at
home and abroad.116 High interest rates create higher
inequality; depress economic growth; increase unem-
ployment; increase the U.S. trade deficit and suck
capital from developing nations; and regulate the
economy for the investor instead of the wage la-
borer.117 To increase demand and re-institute broadly
shared prosperity both in the U.S. and abroad, inter-
est rates must be lowered.

CONTROLLING CAPITAL FLOWS
AND GLOBAL SPECULATION

In order for a progressive interest rate policy to be
fully effective for all nations, and for any measure of
a progressive policy agenda to be economically and
politically feasible, rules must be re-established for the
global economy and capital flows. As Robert Kuttner
has recently argued, “completely free global capital
movements constrain both the economics and the
politics of a social market economy.”118 A global free
market in currency and capital movements prevents
national governments from following a high-growth,
high-employment strategy that spreads the benefits of
economic growth and ensures the preservation of the
social fabric of communities within the workings of
the market.

Furthermore, according to a number of economists,
capital and currency markets are not efficient and do
not tend toward equilibrium as other markets may,
resulting in inefficiency and overvaluation to the real

economy.119 Jeffrey Sachs, professor of international
trade at Harvard, has gone so far as to say, “almost all
observers now concede that premature liberalization
of capital markets (often pushed by the IMF itself) was
one cause of the current (economic) crisis.”120

The Tobin tax on capital transactions, capital con-
trols, and insurance deposits against capital invest-
ments, such as those imposed quite successfully in the
recent past by Chile, could all be first steps to reining
in overliberalized currency and capital markets. In
addition, a new global system of currency stabiliza-
tion and capital controls must be agreed upon in or-
der to limit currency instability, stop speculative runs,
and return capital investment and banking to the busi-
ness of supporting productive investment within poli-
cies that advance high-growth, high-employment
economies. Currently, many nations cannot lower
their interest rates or enact fiscal policies to benefit
their people or strengthen their nation’s economic or
social infrastructure without fear of a major with-
drawal of capital or a major challenge to the value of
their currency.121 Only by asserting control over capi-
tal flows, currency, and speculative investment can
one hope to fully liberate the democratic politics and
progressive policies necessary to ensure sustainable,
socially-enhancing, broadly-shared growth.

UNION GROWTH AND WORKER POWER

The formation and power of unions must be encour-
aged and enhanced to ensure that wages keep up with
economic growth in both the First and Third Worlds.
Without strong unions, capital will continue to take
a greater percentage of the world’s production income
for itself, and corporate power will go unchallenged
both in the workplace and on the political battlefield.
The organization of workers and consumers must be
enhanced to ensure an economy where benefits are
broadly shared and growth can be strong and sus-
tained. Interestingly enough, one of the few develop-
ing nations where the percentage of production
income going to labor has actually increased is South
Korea, where the trade union movement is the stron-
gest in Southeast Asia.122

Domestic labor law in the U.S. must change to al-
low for broader, more effective organizing efforts of
especially low-wage workers (repealing the Taft-
Hartley Act for example). A minimum livable wage
must be achieved both in the U.S. and abroad in or-
der to ensure a basic quality of life for all workers and
consumers and to provide a strong floor that enhances
worker bargaining power. More and more poor and
working families in the U.S. depend upon a minimum
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wage, but it has lost 30percent of its value since 1970
and fails to allow a family of three or four working
full-time to reach the poverty level.123 Ensuring a wage
floor that allows families to meet their basic needs
would go a long way to increasing the bargaining
power and relative well-being of all workers and con-
sumers across the globe and to ensuring broadly
shared prosperity of economic growth. Finally, global
agreements on trade and investment that serve to
strengthen the power of capital over labor or local
governmental control must be restructured. Setting
up trade and investment agreements for the new glo-
bal economy should not mean providing a universal
Magna Carta for Capital that frees them from local
governmental control and makes property rights su-
preme to the rights of labor to organize and demand
a just wage.124

NATIONAL SPENDING POLICIES

Budgets must be enacted on a national level that pre-
serve and provide for the common good and ensure
benefits for middle to lower income folks on a univer-
sal basis. The past twenty years have seen violent re-
trenchment in the U.S. and mild retrenchment in
Europe in public budgets. The imposition of “Wash-
ington Consensus” policies, World Bank Structural
Adjustment Programs, and stringent IMF reform
measures have extended this pattern of retrenchment
to developing nations, forcing those nations to cut
budgets, lower taxes, and eliminate social protections
in order to become more attractive to global investors.

In the U.S., this budget-cutting has meant that
much less of the economy’s growth has been directed
to public services and public areas (such as schools,
public transportation, parks, libraries, income sup-
ports, job training and job creation) that benefit the
broad population.125 In addition, significantly fewer
dollars (in comparison to other developed nations)
have been directed toward infrastructure, research
and development, and people-based investments.126

The results of these short-sighted fiscal policies have
been stunted economic growth, retarded productiv-
ity, an increasing inability for poor and working
people to obtain affordable human needs such as
housing, health care, or day care, and an economy
that fails to ensure broadly shared prosperity.127 To-
day, less than one cent of every federal tax dollar is
spent on child care, job training, mass transit, and
vocational and adult education combined, while al-
most 100 times that amount is spent on corporate
welfare.128 This unjust use of our public funds re-
flects not only bad policy and planning, but a sad

commentary on what our society values and how
little it cares for the common space that we share as
a national community.

This sad reality is repeated in Europe and develop-
ing nations around the globe in differing degrees, but
with the same bad effects on working people, and on
the ability of the economy to ensure adequate de-
mand. The free market ideology claims that nations
must balance their budgets. This is a myth; telling a
nation to “balance its checkbook” and eliminate all its
deficits is tantamount to telling any individual person
to never take out a loan for college or a mortgage on
a house. It is tantamount to telling us to never invest
in our future. We must make the investments that will
allow our economies to grow and our societies to
flourish on all levels. Not all budget deficits are bad.
Deficits allow societies to make investments for the
future, increase the productivity of their economies,
share the benefits of their growth, and improve the
social and public institutions that are the foundation
of modern societies.129 It is sheer ideology to say that
all budgets must be balanced, an ideology that serves
to direct economic growth toward the wealthy, the
investors, and the corporations.130 We need national
budgets dedicated to ensuring full-employment, uni-
versal access to basic human needs such as health-
care, income supports, and affordable and decent
housing, and to making the necessary investments in
education, job-training, infrastructure, technology,
and our common spaces that are required for a prom-
ising future.

PROGRESSIVE TAXATION

These budgets must be obtained through progressive
taxation. The economic and social costs of maintain-
ing high economic inequality are unacceptable and
damaging to our future.131 Nevertheless, economic
justice through means of greater production and con-
sumption alone is a recipe for environmental disas-
ter.132 Redistribution by taxation must play a role;
people must realize the need to recycle their income
and wealth back through the social infrastructure and
society that has made their wealth-creation possible.
If the problems of our current economy truly stem
from overproduction and inadequate demand, then
tax reform must focus not on coddling capital and
allowing consumers and workers to hold on to their
wealth, but on increasing their purchasing power.

A number of progressive economists and public
servants, such as Representative Richard Gephardt,
have recently made proposals for a more equitable
and simplified U.S. tax code.133 Under such tax reform,
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a number of measures could be undertaken. The cor-
porate tax rate, which has decreased significantly in
the past thirty years, could be returned to levels closer
to post WWII levels. The Earned Income Credit could
be further expanded to reach more of our struggling
working poor. The regressive cap on Social Security
and Medicare payroll taxes could be lifted. Develop-
ing a federal income tax structure with higher mar-
ginal rates, a higher tax burden for wealthier groups,
and fewer exemptions and tax brackets would serve
to simplify the tax code, spread the benefits of a grow-
ing economy, and ensure that public revenue streams
keep better pace with economic prosperity.134 Inequal-
ity and the need for adequate demand and sustained
and equitable economic growth cannot be seriously
addressed without such taxation.

GLOBAL COOPERATION

Finally, all of this must be achieved with a new level
of global cooperation. The defining feature of the glo-
bal economy is that it provides new avenues for capi-
tal to escape social responsibility at the hands of
individual nations. This phenomenon of capital flight
and the resulting national impotence against corpo-
rate power can be overestimated, and can become a
self-fulfilling prophecy that scares nations into ceding
precious ground too easily and backing off of all pro-
gressive measures.135 While it is true that corporations
have more power to move and avoid social responsi-
bilities, they cannot move in every situation, and of-
ten have many reasons to stay in a certain location
beyond labor costs.136 Nevertheless, it must be ac-
knowledged that the threat of corporate flight pro-
vides another weapon in the corporate arsenal that
must be candidly confronted. This requires coopera-
tion on the global level. If we can cooperate for the
purposes of military action and free-trade agreements,
then we can cooperate for the health of our economies
and our democratic way of life. Granted, it would be
foolish not to recognize the different political interests
behind cooperating on the former as opposed to the
latter, but it serves to illustrate that the problem is not
economic, it is political.

Restoring broadly shared prosperity is good policy.
Many would say that such a policy agenda would
lead to disaster. The proponents of the Washington
Consensus (a large majority of the mainstream neo-
liberal economists) would claim that these policy so-
lutions would lead to high inflation; stagnation of
economic activity due to higher taxes, wages, and
regulation; lower productivity growth; and fewer
business start-ups.137 They would continue to call for

a neo-liberal recipe of fiscal prudence, relatively
higher interest rates to control inflation, flexible labor
and social protections to ensure efficient uses and
movements of capital, and lower taxes and regula-
tions. All this in the name of freeing up the market to
work its wonders and spread the opulence and ben-
efits of modern consumer capitalism to all corners of
the globe. But such recipes fly in the face of both re-
cent and historical experiences. They are products of
a blind ideological adherence to the free market. Such
a recipe is a recipe for disaster.

Theoretically and practically, there is no reason
why a democratically-enhanced, high-wage, high-
productivity path to development focused on meet-
ing human needs first cannot be pursued. Such a path
could be paved by a global system of capital controls,
a global commitment to debt relief, and a global
Marshall Plan to ensure basic social services in all
countries. There is plenty of evidence to show that a
“high road to economic development” is not only
possible, but beneficial in a number of ways.138 More
importantly, it is not only possible, it is imperative if
we are to address the crises that we face. The problem
of implementing the solution is not one of economic
possibility or good policy, it is one of pure power and
politics.

PROSPECTS FOR CHANGE

The prospects for change are not rosy. Although there
is a general acknowledgement of a crisis, as is evi-
denced by numerous statements from President
Clinton and English Prime Minister Tony Blair, those
powers calling for reform are inherently incapable of
realizing the correct medicine for the global economic
flu.139 Remedying the crisis at its root is not in the gen-
eral interest of those leaders or the powers to which
they answer. Curing the ill-health of the global
economy requires challenging the global class warfare
by corporate interests and the “rentiers’ regime” of
investors and speculators that results in expanding
inequality and slack demand due to the lack of eco-
nomic wealth shared with consumers and workers.140

This will require greater controls on capital, social and
economic responsibility from corporations, higher
wages for working people across the globe, lower in-
terest rates and thereby lower returns to investors and
creditors, and a redistribution in wealth and power to
regular people. It requires reigning in free capital,
which is an economic and ideological threat to
wealthy interests. It requires a progressive global eco-
nomic policy dedicated to meeting human needs
within the market economy. Put simply, this is an
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agenda that is diametrically opposed to the desires of
large capital and corporate wealth.

Nevertheless, there is a glint of hope. The hope lies
in the power of people exercising their democratic
rights through their sovereign communities and na-
tions. Recent events in Europe give hope that politi-
cal change may be occurring and that cooperation
may be possible to ensure a global economy that
serves human needs as well as profit needs. Europe,
for the first time in its history, on the cusp of unifica-
tion and during a time of neo-liberal policies of the
global economic policies, has leftist or left of center
governments in its four major countries (Germany,
France, England, and Italy). Such a historic turn of
events is no coincidence. It is a democratic expression
of the will to stop the unregulated and uncontrolled
march of market forces across the globe that are de-
stroying communities, neglecting human need, and
threatening to destroy a way of life in Europe that has
protected the common good from the vicissitudes of
the market. All four have given at least lip service to
the need for European cooperation over issues of job
creation, unemployment, social welfare policies, tax
policies, and the environment.141 Hints of cooperation
have been voiced over the issue of imposing capital
controls and creating a systematic way to control capi-
tal flows across Europe towards the end of once again
re-establishing global rules on currency and capital.142

Whether or not cooperation will occur to compre-
hensively deal with the crisis is a political question. If
class warfare continues unabated and economic
policy is drafted to serve only the short-term interests
of corporate conglomerates, investors, and capital,
then the previous suggestions as a whole are sheer
fantasy. Political hope lies with the power of vigorous
protest, a vision of development for all humanity, and
democratic organizing and dissent. Democratic reac-
tion could cause some of the actors in the corporate
world to recognize their interest in preserving some
level of democratic control over capital and social sta-
bility (not unlike the realization made at the time of
the New Deal), providing hope for some parts of such
an agenda.

CONCLUSION

“And Yet,␣ .␣ .␣ .␣ Still, It Moves.”
Frederick Douglas

Nearly 200 years after Galileo rejected the ideology of
the Catholic faith, Frederick Douglas used the same
words to reject the ideology of white supremacy.
Douglas argued that the racial caste system in the U.S.

was based on ignorance, cancerous to a democratic
society, and an immoral tool of power and oppression.
When mainstream politicians and white supremacists
alike refused to see beyond their ideological blinders,
Douglas symbolically repeated the words of Galileo.
Today, we must be willing to move; we must have the
same courage as Galileo and Douglas. We must reject
the ideology of corporate global capitalism: a view-
point that ignores history, threatens the stability of our
globe, and justifies the exclusion of a large segment of
our human family from the right to live fully human
lives free of economic, political, and social oppression.

Our global system is in crisis. Whether it ends in
complete collapse or depression is not the point. The
point is that our current social and economic reality
parallels in a very negative way the social and eco-
nomic reality of the 1920s. It is important that we rec-
ognize this truth and pierce the ideology of those who
benefit from a policy agenda of global class warfare
that threatens the long-term stability of our economy,
the quality of human development, the political vi-
ability of genuine democracy, and the environmental
sustainability of our planet. Our current reality, when
placed in context and comparison to the 1920s, should
give us normative, economic, and political reasons to
pause, and hopefully, act.

The financial community has recognized the di-
lemma, but they are incapable of answers because of
their interests. Traditional notions of class struggle
and the inherent contradictions of capitalism explain
the current global economic crisis. Therefore, the so-
lution lies in democratic action and in the stakehold-
ers of the status quo recognizing that their future and
present interests are tied to the broad prosperity of the
global community on an economic, social, political,
and environmental level. Without this self-realization,
or a political or social movement to force that realiza-
tion, we are doomed to dire consequences, especially
for poor and working people and possibly for our
society as a whole.
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SIZE MATTERS:
MEASURING INCOME INEQUALITY

ACROSS U.S. CITIES

MANY DIFFERENT MEASURES ARE USED TO

gauge the economic and social health of
America’s cities. Unemployment rates,

median property values, and sales tax collections
measure the strength of local economies. Popula-
tion growth and employment figures in different
industries paint a picture of how regions are
changing demographically and economically.
Poverty, infant mortality, and malnutrition rates
inform us about those residents in most need of
assistance. One measure that is infrequently ap-
plied to cities, however, is that of income inequal-
ity; that is, measuring the gap between rich and
poor. (For a more detailed explanation of inequal-
ity, see “Inequality 101.”) Over the past decade,
many social scientists have become increasingly
concerned with income inequality within the
United States, as well as across the globe. Though
the economy is performing strongly, the gap be-
tween lower income households and upper in-
come households is growing. This national trend is
reflected at the city level, which makes income
inequality a useful metric in understanding the
socio-economic conditions of cities. Scholars have
conducted a modest amount of research on urban
income inequality and have found several factors
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that are associated with inequality. Those factors,
and the implications of inequality, as studied
through an examination of income inequality in U.S.
metropolitan areas, provide a useful policy tool for
understanding the extent to which increasing income
stratification is occurring, or whether all groups are
benefiting equally, from economic growth within
metropolitan areas.

WHY INEQUALITY IS IMPORTANT

The topic of income inequality in the United States has
captured increased interest in the past few years as it
has become clearer that the economic expansions of
the 1980s and 1990s have not benefited equally all seg-
ments of the population. In 1980, the top fifth of
American households took home 44.1 percent of all
income, and the bottom fifth took home just 4.2 per-
cent. By 1994, the top fifth had captured 49.1 percent
of all income and the share of the bottom fifth had
fallen to 3.6 percent. Over this same period, the share
of the top 5 percent of households had risen from 16.5
percent to 21.2 percent of all income.1 When citizens
have such drastically diverging fortunes, the result
can be social and political fracturing. Ultimately, in-
equality endangers our ability to think of ourselves as
one nation and one people. James Galbraith writes,

With high inequality, of income and of wealth,
it becomes easy to know whether one is likely in
the long run to be a net gainer, or a net loser,
from public programs of family assistance, pen-
sion security, and health care.␣ .␣ .␣ . High inequal-
ity therefore weakens the willingness to share at
the same time that it concentrates resources in
the hands least inclined to be willing. In this
way␣ .␣ .␣ . inequality threatens the ability of society as
a whole to provide for the weak, the ill, and the old.2

(emphasis added)

The implications of income inequality within a
metropolitan area are similar to the effects of national
inequality and perhaps more startling to behold. It is
in cities that inequality is most distinct—that is, where
rich neighborhoods exist right next to poor ones. As
at the national level, a widening income gap within a
metropolitan area can translate into lower support for
programs to help the poor and working poor; this
may mean opposition to projects such as affordable
housing and homeless shelters. Public schools could
become weaker when the broad support of the com-
munity is eroded by increasing private school atten-
dance. The push for school vouchers is perhaps

evidence of the weakening support for the public
school system.

Table 1 lists thirty U.S. metropolitan areas in as-
cending order of inequality, as determined by each
city’s respective Gini coefficients in 1990. The Gini is
a useful statistic to gauge wage inequality in a non-
normative manner. (For a technical explanation of
Gini coefficients please refer to “Calculating Gini
Coefficients.”) The rankings of the metropolitan areas
show that generally, “newer,” fast-growing cities such
as Salt Lake City, San Jose, Seattle, Orlando, and Port-
land, have Gini coefficients that are relatively smaller
in magnitude. “Older” cities in the industrial North,
such as New York, Pittsburgh, Chicago, Cleveland,
and Detroit, tend to have Gini coefficients that are
relatively larger in magnitude. The comparisons of
Gini coefficients reveal that income inequality tends
to be greater in the older cities in comparison with
newer cities. By no means does this pattern hold true
for all cities, however, as Minneapolis and Milwaukee
have relatively smaller Gini coefficients, while Aus-
tin and Tucson have relatively larger Gini coefficients.

The ranking presented in Table 1 raises the follow-
ing question: What causes cities to have different lev-
els of inequality? A linear relationship between city
size and level of income inequality seems to be an
obvious candidate, since the largest city, New York,
has the highest level of inequality. A closer look at the
table, however, reveals that some cities of similar size
have widely divergent Gini coefficients. For example,
medium-sized cities do not cluster at either the high
or low end of the rankings. Nevertheless, all the cit-
ies with over 1 million households, except for Seattle,
rank in the lower half of the table. Why would larger
cities have greater levels of income inequality? Several
economists have offered theories about what urban
size might have to do with income inequality.

THEORIES OF URBAN INEQUALITY

The most debated issue within the small body of lit-
erature on urban income inequality is, in fact, the re-
lationship between city size and inequality. Do large
cities have more inequality than small cities, or vice
versa? Economist Simon Kuznets developed a theory
in 1955 about how economic growth and income in-
equality are related within nations. Kuznets’ “in-
verted U hypothesis” holds that initial economic
growth brings an increase in inequality, while further
growth is accompanied by a decline in inequality. In
the beginning stages of economic growth, inequality
worsens as increasing population growth hurts the
poor, and early industrialization leads to burgeoning

MEASURING INCOME INEQUALITY ACROSS U.S. CITIES



44 SPRING 1999

LBJ JOURNAL OF PUBLIC AFFAIRS

wealth for only a small minority of the population. In
later stages of growth, social and economic institu-
tions come into being that improve the status of low-
income groups, and capitalist wealth grows at a
slower rate, leading to a decline in inequality.3

Researcher Norman Cloutier, however, discusses
an alternative application of Kuznets’ theory, in which
the inverted U-shaped relationship is flipped “right
side up.” In this version, manufacturing initially
brings rising average incomes and a lowering of in-
equality. Later, the decline of manufacturing and the
rise of the service sector brings about a greater differ-
entiation of workers by skill level and, hence, an in-
crease in inequality.4 Figure 1 illustrates both Kuznets’
and Cloutier’s hypotheses.

Economists Garofalo and Fogarty use the concept

of amenities compensation to provide an alternate ra-
tionale for a “right side up” U-shaped relationship.
The initial expansion of a city brings an increase in the
amenities of the city. Amenities attract skilled work-
ers, increasing their supply, and lowering their rela-
tive wages. As the city continues to grow, negative
externalities such as pollution and traffic are pro-
duced, which cause the relative compensation of
skilled workers to rise, increasing income inequality.5

While Kuznet’s inverted U hypothesis was created
to describe inequality changes within countries, there
is some evidence that it holds true for cities as well.6

In general, empirical studies of metropolitan areas
have focused on determining the specific factors that
influence income inequality, rather than attempting to
prove or disprove a more complex theory such as the

City Gini Median income Households

Salt Lake City MSA 0.358 $30,882 347,121
Washington, DC MSA 0.361 $46,884 460,785
San Jose, CA PMSA 0.363 $48,115 522,040
Minneapolis-St. Paul MSA 0.366 $36,565 935,760
Seattle CMSA 0.369 $35,047 1,003,337
Lincoln, NE MSA 0.371 $28,909 82,836
Springfield, IL MSA 0.373 $30,299 76,163
Orlando, FL MSA 0.375 $31,230 402,519
Milwaukee PMSA 0.375 $32,316 538,179
Sacramento MSA 0.377 $32,734 557,811
Raleigh-Durham MSA 0.378 $33,290 287,835
Portland, OR CMSA 0.378 $1,071 576,083
Denver CMSA 0.380 $33,126 739,001
Columbus, OH MSA 0.381 $30,668 525,558
Atlanta MSA 0.385 $36,051 1,056,929
St. Louis MSA 0.386 $31,774 923,639
Boston CMSA 0.389 $40,666 1,545,347
Detroit CMSA 0.395 $34,729 1,724,76
Cleveland CMSA 0.396 $30,332 1,058,648
Chicago CMSA 0.397 $35,918 2,903,236
Tulsa, OK MSA 0.402 $26,991 277,423
Cleveland PMSA 0.402 $30,560 712,647
San Antonio MSA 0.403 $26,092 451,731
Tucson, AZ MSA 0.405 $25,401 262,129
Austin MSA 0.406 $28,474 303,921
Los Angeles CMSA 0.407 $36,711 4,909,218
Pittsburgh CMSA 0.408 $26,501 891,071
Houston CMSA 0.409 $31,488 1,333,707
Jackson, MS MSA 0.417 $26,365 139,571
New York CMSA 0.427 $38,445 6,617,074

Source: U.S. Bureau of the Census, Census of Population and Housing, 1990, Metropolitan Areas, Social and Economic
Characteristics, Table 37 (Washington, D.C., November 1992).

Note: Gini calculations by author.

Table 1

Metropolitan Areas, Ranked by Gini Coefficient
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INEQUALITY 101

Income inequality is more complex concept than most
measures of poverty, because it provides information
about the entire distribution of income. At the heart of
the concept of income inequality is the Lorenz curve,
which is a graphic representation of the income distri-
bution.

A simple example will help shed light on how the
Lorenz curve works. Imagine a country with 100 people
who have $100,000 in total income. If each person re-
ceived $1,000 in income, the Lorenz curve would be
straight and the country would have complete income
equality, as exemplified by the straight line in Figure 1.
If 99 people received $0 in income and the 100th person
received all $100,000 then the country would have com-
plete income inequality.

Income inequality is often discussed in terms of
quintiles. Consider the example of the country with 100
people, and assume that each person has a different level
of income. Then line them up in ascending order. The
first 20 people are the first (or bottom) quintile, the sec-
ond 20 people are the second quintile, and the last 20
people (those with the highest incomes) are the fifth (or
top) quintile. The second quintile will have a larger piece
of the total $100,000 than the first quintile, the third
quintile will have a larger piece than the second quintile,
and so on. In a perfectly equal world, each quintile will
have 20% of the total income, as exemplified in Table 1.
In an unequal world, each quintile will have more than
the quintile below it, and less than the quintile above it,
as shown in Table 2.

As a practical example, Table 3 shows that in the U.S.
in 1990, the 20 percent of households with the highest in-
comes actually received 47.2 percent of the total income
of the country.

In general, if each household’s income is growing at
the same rate, then the level of inequality will stay con-
stant. If the bottom quintile income grows faster than the
average growth rate, income inequality will decrease
because the poorest households will be catching up. If
the bottom quintile grows more slowly than the average
growth rate, however, income inequality will increase
because the poorest households are not keeping up and
are falling further behind. When income inequality re-
mains constant, it means that household incomes are
growing at the same rate for all groups. When income
inequality increases, it roughly means that the richest
and poorest households are growing further apart.

There are several different numerical measures of in-
equality, but each conceptually describes the area on the
Lorenz curve graph between total equality and the actual
income distribution. The more area between the two
curves, the more inequality that exists. The most common
of the measures include the Gini coefficient, Theil’s Index
of Inequality, and Atkinson’s Measure of Inequality.

Figure 1
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Table 3

Inequality in U.S.A. in 1990

Quintile Percent of total income

1 3.8%
2 9.5%
3 15.7%
4 23.8%
5 47.2%

Table 2

Low Level of Inequality

Quintile Percent of total income

1 16%
2 18%
3 20%
4 22%
5 24%

Table 1

Total Equality

Quintile Percent of total income

1 20%
2 20%
3 20%
4 20%
5 20%
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inverted U hypothesis. The factors identified fre-
quently include city size; the population’s average in-
come level, educational attainment, industrial
structure; and level of discrimination.7

Researchers have frequently debated whether in-
creasing city size leads to increasing income inequal-
ity. A number of reasons have been advanced to
explain why a positive relationship should exist be-
tween these two factors. One reason is that monopo-
lies will have greater rates of return in larger cities
than in smaller cities. Examples of monopolies in this
context are landlords, whose rent will increase with
greater demand, and newspapers, which frequently
have little direct competition.8 Another reason is that
the amenities structure will widen the skilled-un-
skilled wage differential as a city grows. Others have
claimed that human capital markets function more
smoothly as cities grow, leading to a reduced rate of
return, and thus income inequality should decrease
with increasing city size. That is, education and train-
ing programs increase the overall level of human capi-
tal in a city, thereby decreasing the benefits accrued
to an additional worker. Long et al. found evidence
that income inequality increases with city size in their
study of 79 metropolitan areas.9

Complicating the city size-inequality matter is the
issue of average, or mean, income. Both city size and
inequality appear to be related to the average income
within a city. Kuznets theorized that average income
was negatively related to income inequality and sev-
eral studies have supported this idea.10 There is also
evidence that average incomes are higher in larger
cities.11 If city size affected inequality only through
average income, then city size would be negatively

related to income inequality. Long’s finding of a posi-
tive relationship between city size and inequality sug-
gests that city size acts upon inequality in more ways
than just through average income.

In addition, many researchers have investigated
the link between education and inequality. One study,
using data from the 1950 and 1960 Census of Popula-
tion reports, concludes that educational attainment
has a significant inverse correlation with inequality.12

In other words, as the overall level of education in-
creases, income inequality decreases. Average educa-
tional attainment leaves something to be desired as a
measure, however. Educational inequality relates
more easily to income inequality. Several studies of
U.S. metropolitan areas and states have found that
educational inequality is positively related to income
inequality13. It seems straightforward that a high de-
gree of educational inequality could lead to a high
degree of income inequality (with more education
leading to high incomes and less education translat-
ing into lower incomes). It is also easy to see how in-
come inequality could lead back to educational
inequality (stable, secure home lives and schools with
resources are likely to provide one with a better edu-
cation). Nevertheless, one must be careful when as-
serting that educational inequality causes, rather than
is related to, income inequality.

Scholars have also frequently targeted the indus-
trial and occupational structure of regions as a likely
determinant of the level of inequality. One study finds
that 30-55 percent of changes in wage inequality
within U.S. states can be explained by a decline in
durable manufacturing employment.14 Another study
finds that the relative number employed in manage-

Figure 1
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rial and professional occupations is positively related
to inequality growth.15 Durable manufacturing pro-
vides employment with relatively high incomes for
workers without a college education. The possibility
that former manufacturing workers have not been
able to find new employment with equivalent pay
would explain the link between a decline in manufac-
turing and an increase in inequality.

Additional factors that researchers have examined
include discrimination and the level of state expendi-
tures. A study of U.S. states finds that racial discrimi-
nation is the most important factor in determining the
level of income inequality. This analysis measures the
effects of racial discrimination by the percentage of
non-white persons in the state population.16 Another
study finds that per capita educational expenditure is
a robust predictor of inequality within a state.17 Inter-
estingly, the finding is that inequality increases as
education expenditures rise.

CONTEMPORARY PICTURE

All of the studies cited above use relatively old data,
from or before 1980. To obtain a more current picture
of urban income inequality, the Gini coefficients pre-
sented in Table 1 were calculated using 1990 Census of
Population data. In order to reach a more highly refined
conclusion about the relationship between city size and
inequality, as well to gain some insight into other fac-
tors that affect urban inequality, socioeconomic data on
the thirty metropolitan areas were added to the Ginis.
The additional data are similar to the kinds of variables
that previous researchers have investigated, including
education, industrial structure, racial discrimination,
and state per capita expenditures, as well as city size
and median income. The following variables were in-
cluded in the model specifications:18

GINI = f (MEDINC, HH, EXPEND, DURMAN,
PUBADM, TEACHRS, RACE, EDUHI, EDULOW)

Where,

GINI Gini coefficient for household income
distribution in the metropolitan area, the
dependent variable in each model.

MEDINC Median household income in the metro-
politan area in thousands of dollars.

HH Number of households in the metropoli-
tan area, in tens of thousands (represent-
ing the size of the city).

EXPEND Per capita state government expenditures
in 1990, measured in U.S. dollars.

DURMAN Percentage of total metropolitan area em-
ployment that is durable manufacturing
employment.

PUBADM Percentage of total metropolitan area em-
ployment that is public administration
employment.

TEACHRS Percentage of total metropolitan area em-
ployment that is elementary school, sec-
ondary school, and college employment.

RACE Percentage of metropolitan area popula-
tion that is non-white, including Hispan-
ics.

EDUHI Percentage of metropolitan area popula-
tion, 25 years and older, with educational
attainment above the bachelor’s degree
level (master’s, professional, and doctoral
degrees).

EDULOW Percentage of metropolitan area popula-
tion, 25 years and older, with an eighth
grade or lower formal education.

A number of models with overlapping specifica-
tions were constructed and coefficients were esti-
mated using the ordinary least squares (OLS) method
of regression analysis. The Washington, D.C. metro-
politan area was not included in the regressions due
to the lack of comparable data for the EXPEND vari-
able. The coefficients and their corresponding p-val-
ues are reported in Table 2.

As seen in Table 2, the HH variable is highly sig-
nificant in every specification of the model. The posi-
tive relationship between city size and inequality
remains significant even when the two largest cities,
New York and Los Angeles, are removed from the
dataset. This result shows that larger cities tend to
have a higher level of income inequality, when all the
other variables remain constant.

The median income is significantly negatively re-
lated to inequality in each specification. This strong
finding means that holding all other factors constant,
cities with higher median incomes tend to have a
lower level of inequality. This result lends support to
Kuznets’ theory of a negative relationship between
income and inequality.

Very low and very high levels of educational at-
tainment both appear to be positively related to in-
come inequality. This relationship makes sense, as
extremes at either end of the education distribution
would increase education inequality, and thus be
associated with increased income inequality. The
causality is not clear, however. Educational inequal-
ity may lead to income inequality at the same time
that income inequality leads to unequal educational
outcomes.
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The industrial structure variables—DURMAN,
PUBADM, and TEACHRS—were expected to be
negatively related to inequality, as these industries
tend to provide employment with near median level
pay. It was thought that the greater the amount of
middle class employment, the more equal the income
distribution would be. None of the three industrial
structure variables seem to have a strong relationship
with the level of income inequality, however. The
variables DURMAN and PUBADM were slightly
more significant than the variable TEACHRS. It is
possible that the numbers of government and durable
manufacturing workers are correlated with the size of
the city and/or the median income level, and thus the
OLS method has difficulty isolating the effects of each

of the three variables, a problem of multicollinearity.
The RACE variable was expected to be positively

related to inequality because of the presence of racial
discrimination, after controlling for the influence of
other factors. Indeed, the RACE coefficient had the ex-
pected positive sign in each of the runs. It was signifi-
cant only in model (3), however. These results provide
some evidence, albeit weak, that racial discrimination
is associated with higher levels of inequality.

The EXPEND variable was expected to have a nega-
tive relationship with inequality as increased state
spending might lead to better conditions for those at the
lower end of the income distribution. The data pro-
vided no proof that such a relationship exists, however,
since the coefficient of this variable was not significant.

(1) (2) (3) (4) (5) (6) (7)

Intercept 0.467** 0.413** 0.444** 0.413** 0.444** 0.405** 0.456**
(.000) (.000) (.000) (.000) (.000) (.000) (.000)

MEDINC -0.000** -0.000** -0.000** -0.000** -0.000** -0.000**
(.001) (.000) (.000) (.000) (.001) (.000)

HH +0.000** +0.000** +0.000** +0.000** +0.000** +0.000**
(.004) (.003) (.003) (.000) (.000) (.000)

EXPEND +0.000 +0.000 -0.000
(.393) (.652) (.956)

DURMAN 0.064 0.041 -0.154
(.272) (.574) (.055)

PUBADM -0.048 -0.072 -0.242*
(.462) (.412) (.035)

TEACHRS -0.418 0.201 0.177
(.107) (.229) (.412)

RACE 0.022 0.017 0.043*
(.222) (.381) (.025)

EDUHI 0.621* 0.231 0.196 0.257*
(.014) (.069) (.158) (.035)

EDULOW 0.207* 0.235* 0.267**
(.024) (.017) (.001)

Adj. R 2 0.755 0.711 0.639 0.725 0.541 0.125 0.530

Table 2

OLS Regression Results
(29 Observations)

P-values are in parentheses.
* significant at the p<.05 level
** significant at the p<.01 level

MEASURING INCOME INEQUALITY ACROSS U.S. CITIES



VOL. XI 49

LBJ JOURNAL OF PUBLIC AFFAIRS

CALCULATING GINI COEFFICIENTS

The method used to calculate Gini coefficients for
U.S. Metropolitan Areas could, in general, be applied
to any income distribution. The Bureau of the Cen-
sus reports U.S. Metropolitan Area income data as
frequency counts in nine income classes:

1. less than $5,000
2. $5,000 to $9,999
3. $10,000 to $14,999
4. $15,000 to $24,999
5. $25,000 to $34,999
6. $35,000 to $49,999
7. $50,000 to $74,999
8. $75,000 to $99,999
9. $100,000 or more

The means of the income classes were assumed to
be the average level of income within each income
class, except for the “under $5,000” and the “$100,000
or more” classes. A mean income of $4,000 was as-
sumed for the “under $5,000” class. The mean income
of the open-ended “$100,000 or more” class was cal-
culated by subtracting the amount of income in the
other eight classes from the total income of all nine
classes, and then dividing this difference by the num-
ber of households in the top income class. The total
income of all nine classes was found by using the
overall mean income figure included in the U.S. Cen-
sus data.

Next, the total number of households was divided
into quintiles, and linear interpolation was used to
find the income levels that divided the quintiles.
(Linear interpolation assumes that the households
that fall within an income class are evenly spaced
between the lower and upper bounds of the income
class.) When the dividing income levels fell within
an income class, the income class was split into
smaller income classes. For example, if the dividing
line between the second and third quintiles was
$30,000, half the households in the $25,000 to $34,999
income class would form a new $25,000 to $29,999
income class and half would form a $30,000 to
$34,999 class. The total income of each income class
was found by multiplying the mean of that class by
the number of households in the class. The total in-
come of quintiles was found by summing the total
incomes of the income classes within the quintile.
These quintile incomes were converted into percent-
ages of total overall income and used in the Gini co-
efficient formula adjusted from that found in Paul D.
Allison’s “Measures of Inequality,” American Socio-
logical Review, vol. 43 (December 1978), p. 867.

The Gini coefficient formula used by the author
is the following:

Gini = (2/n)[q1 + 2q2 + 3q3 +…+iqi ] - [(n+1)/n],

where q1<q2<q3, qi = the percent of the total income
within the ith quintile, and n = the total number of
quintiles.

The results presented in Table 2 generally confirm
the work of previous researchers. The findings sup-
port the theory that city size is positively related to in-
equality, although why this is true remains somewhat
of a mystery. Kuznets’ theory of an inverse relation-
ship between income and inequality was supported
by the 1990 data. Education inequality was positively
associated with income inequality as other research-
ers have found. The evidence that racial discrimina-
tion influences inequality was weaker than what other
researchers have found. Finally, industrial structure
and state expenditures were not were powerful in ex-
plaining inequality. This finding is at odds with what
some researchers have found.

CENTRAL CITY-NOT IN
CENTRAL CITY COMPARISONS

In addition to allowing comparison between different

cities, an inequality measure such as the Gini coeffi-
cient can be used to look at differing levels of inequal-
ity within a single metropolitan area. Specifically, the
data allows one to calculate separate Gini coefficients
for the central city and the “not in central city” parts
of a metropolitan area. This type of internal compari-
son was performed for 14 cities using the 1990 Cen-
sus data (see Table 3). In all 14 cases, the central city
has both a higher level of inequality and a lower median
income than the “not in central city” area or the met-
ropolitan area as a whole. The intuitive explanation
of this pattern is that the very rich and the very poor
are the citizens of the central cities.

An examination of Central City-Suburban Com-
parisons in Table 3 leads to two important questions:
Why do central cities have higher levels of inequality
than surrounding suburban areas? What accounts for
the variation seen in the central city-suburban Gini
differences? Atlanta’s suburban area has a much
lower Gini than its central city. San Antonio’s subur-
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Median
City Gini income Households

Atlanta MSA 0.385 $36,051 1,056,929
Atlanta MSA Central 0.495 $22,976 175,678
Atlanta MSA Not in central city 0.359 $38,359 881,251

Boston CMSA 0.389 $40,666 1,545,347
Boston CMSA Central 0.405 $31,389 516,126
Boston CMSA Not in central city 0.373 $45,621 1,029,221

Chicago CMSA 0.397 $35,918 2,903,236
Chicago CMSA Central 0.418 $26,921 1,293,667

Cleveland CMSA 0.396 $30,332 1,058,648
Cleveland CMSA Central 0.409 $20,231 357,441
Cleveland CMSA Not in central city 0.370 $35,761 701,207

Denver CMSA 0.380 $33,126 739,001
Denver CMSA Central 0.416 $26,103 265,430
Denver CMSA Not in central city 0.355 $37,161 473,571

Detroit CMSA 0.395 $34,729 1,724,767
Detroit CMSA Central 0.435 $21,202 489,054
Detroit CMSA Not in central city 0.367 $40,003 1,235,713

Houston CMSA 0.409 $31,488 1,333,707
Houston CMSA Central 0.437 $26,159 677,919
Houston CMSA Not in central city 0.373 $37,531 655,788

Los Angeles CMSA 0.407 $36,711 4,909,218
Los Angeles CMSA Central 0.431 $31,963 1,888,247
Los Angeles CMSA Not in central city 0.390 $39,972 3,020,971

Milwaukee PMSA 0.375 $32,316 538,179
Milwaukee PMSA Central 0.372 $24,626 262,150
Milwaukee PMSA Not in central city 0.348 $40,586 276,029

New York PMSA Central 0.453 $29,922 2,835,787
New York PMSA Not in central city 0.424 $50,228 413,018

Portland, OR CMSA 0.378 $31,071 576,083
Portland, OR CMSA Central 0.403 $25,192 207,397
Portland, OR CMSA Not in central city 0.358 $34,350 368,686

San Antonio MSA 0.403 $26,092 451,731
San Antonio MSA Central 0.404 $23,584 327,403
San Antonio MSA Not in central city 0.385 $33,172 124,328

Seattle CMSA 0.369 $35,047 1,003,337
Seattle CMSA Central 0.400 $28,373 348,634
Seattle CMSA Not in central city 0.348 $38,316 654,703

St. Louis MSA 0.386 $31,774 923,639
St. Louis MSA Central 0.405 $21,285 242,712

Washington, DC—DC only 0.449 $30,727 249,034
Washington, DC MSA 0.361 $46,884 460,785
Washington, DC MSA Central 0.427 $33,910 343,449

Source: U.S. Bureau of the Census, Census of Population and Housing, 1990, Metropolitan Areas,  Social and Economic
Characteristics, Table 37 (Washington, D.C., November 1992).

Note: Gini calculations by author.

Table 3

Central City-Suburban Comparisons, 1989
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ban area has a Gini relatively close to that of its cen-
tral city. Why are these two cases different? Seattle
and Milwaukee, which have low metropolitan Ginis,
have low central city Ginis as well. On the other hand,
Washington, D.C. has a low metropolitan Gini but a
very high central city Gini, suggesting a greater dis-
parity between city and suburbs. New York, Los An-
geles, and Houston have both high metropolitan Ginis
and high central city Ginis.

Paul Jargowsky has found that low-income whites
tend to be spatially dispersed within a metropolitan
area whereas low-income minorities tend to be spa-
tially concentrated in central cities. Documented pat-
terns of racial discrimination in housing clearly play
a large role in the concentration of low-income racial
minorities.19 A large number of residents on the low
extreme of the income distribution will increase over-
all inequality.

The variation in the difference between central city
and suburban Ginis is not easily accounted for with
a pool of only 15 comparisons. More observations are
needed to shed light on this question. Possible expla-
nations could have to do with the size of the central
city relative to the suburban area, the “age” (in terms
of recent economic growth) of the city and its suburbs,
regional location within the United States, and historic
levels of racial discrimination.

OUTLOOK

Recent trends in America’s cities include the imple-
mentation of New Urbanist ideas and the use of an-
nexation by city governments. New Urbanism refers
to a movement by planners to remake city centers into
mixed-use districts containing both commercial activ-
ity and residential units, in an effort to bring people
back to downtowns. How will this affect inequality?
To the extent that middle income people are drawn
back into the city from the suburbs, inequality within
central cities could be lessened. Overall metropolitan
inequality will remain unchanged except for any ben-
efits that increased local economic activity brings to
low income people already living in the central cities.

Cities annex surrounding areas to increase their tax
base. City governments are typically afraid that with-
out annexation, higher income people will choose to
live outside city limits where taxes and social service
expenditures are lower. By annexing suburban areas,
cities can increase their tax base and are better able to
provide the social services needed by their residents.
Annexation likely reduces the level of income inequal-
ity within city limits by increasing the number of
middle income city residents. It may also reduce in-

equality to the extent that the increased tax base posi-
tively affects the well-being of low-income residents
through increased expenditures.

CONCLUSION

The Austin American-Statesman writes “The three Es
of healthy community are the economy, the environ-
ment and social equity, according to urban plan-
ners.”20 In good economic times such as the late 1990s,
an inequality measure such as a Gini coefficient can
help policy makers get a sense of whether all income
groups are benefiting or whether increased stratifica-
tion is taking place. Inequality measures speak to the
overall strength of the community and that elusive
metric, “quality of life.”

Several theories have attempted to explain the re-
lationship between economic growth and income in-
equality. A number of studies, including this one,
provide evidence that larger cities are more likely to
have higher levels of inequality. Census data from
1990 also showed a negative relationship between
median income and inequality, which is in line with
Kuznets’ hypothesis of an inverse relationship be-
tween income and inequality.

Education clearly is related to inequality. This
and several other studies show that inequality in edu-
cational attainment is positively associated with income
inequality. Causality is unclear in this relationship, how-
ever. Strong cases can be made for each direction of cau-
sality and it seems likely that a cycle of causality exists.

The level of inequality within metropolitan areas
has received only limited research attention. The data
exist to facilitate a deeper look into the factors that in-
fluence income distributions within urban areas. Sim-
ply having a measure of inequality to benchmark can
be a useful tool for city governments in evaluating the
success of large-scale development projects and their
effect on citizens. The data also exist to examine dif-
fering levels of inequality within a metropolitan area.
Regional councils of governments would be appropri-
ate bodies to analyze how inequality differs within a
wider area. A great disparity between inequality lev-
els of the central city and the suburbs, such as the one
that exists in Atlanta, is dramatic evidence that a
single metropolitan area is actually composed of two
very different areas. This kind of disparity can lead to
the kind of psychological distance that allows social
and political fracturing to occur.

If income inequality is a troubling trend in Ameri-
can cities, then what can local governments and com-
munities do to reverse the trend? This question is a
most difficult one for three reasons. First, the causes
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of inequality are still very much up for debate. Sec-
ondly, if the specific causes of growing inequality
could be determined, it would still be hard to come up
with appropriate policies. If the decline of manufac-
turing is responsible for some inequality growth, no
simple remedy exists. Likewise, if larger cities mean
higher inequality, a metropolitan area can not reverse
growth and shrink itself. A factor like educational
inequality is already very much a public concern and
the subject of fierce debate. Once again, no simple
policy solution reveals itself. Finally, if causes of in-
equality were plainly known, and remedies relatively
straightforward, only the political will to act would be
necessary. Income inequality is a distributional issue,
and in order for one group to gain a greater share of
total income, another has give up some share. It is not
as stark as taking away a dollar from one household
to give to another household, fortunately. Every
household’s incomes can rise. If income inequality is
to decrease, though, lower incomes would have to rise
more swiftly than higher ones. Policies with explicit
re-distributional goals will likely remain a hard sell
given the current political climate.

LBJ
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ELECTRONIC
COMMERCE IN THE
PUBLIC SECTOR:
POLICY CHALLENGES IN SECURING

ELECTRONIC COMMERCE WITH A
PUBLIC KEY INFRASTRUCTURE

ELECTRONIC COMMERCE (EC), THE BUYING AND

selling of goods over the Internet, is reshap-
ing the business world. Dell Computer

increased its daily online sales of personal comput-
ers from $1 million to $5 million per day from 1997
to 1998.1 Amazon.com increased sales from less
than $16 million during 1996 to over $148 million
during 1997.2 Many other retail or office-based
businesses, such as Macy’s, Cisco Systems, and
Saturn Corporation, have created Internet “store
fronts” to complement their traditional sales base.
Accounting and consulting firm Ernst & Young
surveyed 125 traditional retailers in December
1998 and found that 76 percent were, or soon
would be, selling their goods online. In 1997, the
same figure was only 36 percent.3 A significant
factor in the rush to use the Internet to conduct
business is the tremendous growth rate in the
number of U.S. citizens online. By the end of 1997,
there were 100 million people online, whereas
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experts project that there will be more than one billion
by 2005. Indeed, Internet traffic is growing at the as-
tounding rate of 100 percent every 100 days.4

Having seen the potential of EC in the private sector,
government officials are developing EC initiatives of
their own. Many analysts predict that EC will change
the way the public sector works. State governments
want to be ready for the change; Jon Fullinwider, Los
Angles County Chief Information Officer, illustrated
the need for governments to adapt when he said, “Why
does business always have to step out four or five steps
before government does? If we don’t make the
necessary changes it’s going to cost us far more.␣ .␣ .␣ . We
don’t want business to leave California.”5 Governments
are catching up with the private sector in using EC, and
in some instances, governments are pushing the private
sector to catch up with them.

The success of EC in the public sector largely de-
pends on government officials overcoming a handful
of challenges. Many important EC applications re-
quire agencies to quickly and inexpensively authen-
ticate the sender of an electronic document, verify the
integrity of the information transmitted, and ensure
the confidentiality of private information. A public
key infrastructure (PKI) provides government agen-
cies with the ability to meet those needs. The devel-
opment of a PKI, however, requires that legislators
address several important policy questions and enact
supportive legislation.

PUBLIC KEY INFRASTRUCTURE:
WHAT IS IT AND WHY IS IT IMPORTANT?

In simple terms, a PKI is a set of laws, policies, and
technological tools that allow people to make secure
and legally recognized transactions over the Internet,
such as signing a contract. The lynchpin to the success
of many EC projects is the development of a PKI.
There are five essential components: 1) a public key,
2) a private key, 3) a certificate, 4) a repository, and 5)
a set of supporting laws and regulations. There are
different ways of using a PKI, which have varying
degrees of security.

An example demonstrates how a PKI would work
in a transaction that requires a high level of security.
Consider an example involving a state government
agency, a construction company, and a trusted third
party called a Certificate Authority (CA). All partici-
pants have a public key, which each party has access
to, and a private key, to which only the owner has
access. The keys perform inverse functions; the pub-
lic key decrypts an electronic document that was en-
crypted by the corresponding private key. The CA

issues the public and private keys, provides a secure
repository that holds a directory of public keys, and
verifies the identity of the public key holders.

 In the example, a state transportation agency has
posted online a request for proposals to build a ma-
jor highway. John’s Construction Company down-
loads the bid package and fills it out electronically.
The company then locks the electronic document with
its private key and the state’s public key. A digital
signature (a long string of numbers) is created when
the company locks the document with its private key.
The state agency electronically receives the bid and
uses its private key to decrypt the document’s mes-
sage. Then, the agency reviews the certificate that is
attached to the document, and is automatically con-
nected to the CA’s online repository, which verifies
both that the owner of that digital signature is John’s
Construction Company and that the document was
not altered en route.

A PKI has many qualities that add the necessary se-
curity and certainty to Internet transactions. The sender’s
digital signature allows the recipient to authenticate the
document almost immediately. The sender and recipi-
ent are guaranteed that the document’s message was not
intercepted and read (or altered), because only the
recipient’s private key can decrypt the document. It is
important, from the recipient’s perspective, that this
system also prevents a sender from denying the integ-
rity or authenticity of the information sent. Without such
certainty, EC becomes problematic. For example, if
John’s Construction Company lost the bid to another
company, John’s Construction Company could respond
that the state did not receive the correct bid from the
company, which would have been much lower than the
lowest bid received by the state agency.

APPLICATIONS FOR EC AND DIGITAL
SIGNATURES IN THE PUBLIC SECTOR

Surveying the many forms of electronic commerce in
the public sector illustrates the important role a PKI
could play in supporting these initiatives. Transac-
tions can take place between state agencies or depart-
ments, between government and taxpayers, between
government and the private sector, or between state
governments, for example. So far, the most significant
EC initiatives have involved procurement systems.
Other services have included selling local souvenirs,
registering motor vehicles, applying for permits, sub-
mitting college applications, issuing car titles, and fil-
ing taxes. Examples of federal, state, and local EC
initiatives illustrate the wide applicability of EC and
digital signatures in the public sector.

ELECTRONIC COMMERCE IN THE PUBLIC SECTOR
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The Texas legislature enacted several EC-related
laws in 1997, and, within six months, the Department
of Information Resources adopted regulations for the
use of digital signatures. The state’s vision was to tap
into the potential for EC to cut costs, improve govern-
ment service delivery, and increase efficiency. The
legislation promoted the use of EC technologies to
improve procurement processes. Among other re-
quirements, it required the Department of Economic
Development to establish an Electronic State Business
Daily and it required the General Services Commis-
sion to determine the feasibility of an Electronic Com-
merce Network.

The Electronic State Business Daily is an informa-
tion clearinghouse for the public and vendors about
state business activity. The database includes all state
purchases or contracts over $25,000 and other state
business deemed to be of public interest by the Texas
Department of Economic Development. Agencies
must make their entire bid package or request for pro-
posals available on the Electronic State Business Daily
or at least provide the information a vendor would
need to compete for the contract. The vendor can
search the database by state agency or bid type.6

A related project, the Texas Marketplace, also uses
the Internet to support the State’s procurement activi-
ties <see: http://www.texas-one.org>. It provides
businesses with information on state procurement
practices and opportunities; provides state agencies
with information on state-approved vendors, includ-
ing reports on past performance and product informa-
tion; and provides general information on the state’s
purchasing history. It also provides access to a data-
base of historically underused businesses.

The requirement to assess the feasibility of estab-
lishing an Electronic Commerce Network resulted in
Texas’ participation in the EMall, an online multi-state
procurement project <see: http://www.emall.isa.us>.
The other participants in this pilot project, which be-
gan in October 1998, are Massachusetts, Idaho, New
York, South Dakota, Utah, and Washington. The
project allows authorized representatives from par-
ticipating states to visit a Web site, identify needed
products, compare prices among vendors, and pur-
chase the products they need. Each state had to recruit
at least one qualifying vendor to participate in the
project. The EMall concept is new and untested, but
officials see many potential benefits, such as rapid
price comparisons, fewer data input errors, no paper-
work, reduced transaction cost, and a simple, single
“electronic store front.” In addition, states expect that
vendors will reduce their prices because of the large
quantity of orders. Many states are using this project
as their first step in developing their capacity for elec-

tronic procurement. As David Moon, Utah’s chief in-
formation officer, said:

“Our reason for participating in the project is not
to get volume purchasing. If that comes about, it’s
gravy. But if we can put structures from the elec-
tronic mall pilot into place with vendors on the
Web, then we’re that much further in moving our
transactions online and being able to conduct
them more efficiently with the suppliers.”7

The legislation passed by the Texas legislature in
1997 also created EC pilot projects at the agency level.
One bill charged the Health and Human Services
Commission with coordinating the procurement pro-
cesses of all health and human service agencies to en-
sure they are using the newest practices and EC
technologies. This will allow the agencies to partici-
pate in group-purchasing agreements and negotiate
prompt payment discounts.8

A final bill focused on the Texas Department of
Transportation (TxDOT). This bill permitted TxDOT
to accept driver’s license applications online and is-
sue the licenses online. In addition, the bill authorizes
TxDOT to develop standards for accepting electronic
fund transfers and credit cards as valid forms of pay-
ment. Another section in this bill allows TxDOT to
establish an electronic bidding process for highway
construction and maintenance contracts. The system
must allow vendors to submit their bids over the
Internet without sending an additional hardcopy
through the postal service.9

The contractual agreements made in such electronic
bidding systems require an authenticating signature—
an ideal application for digital signatures. Given that
states are increasingly turning to online bidding sys-
tems, it is important to understand the vital role digi-
tal signatures can play in such systems. When using
digital signatures, an authentic record is established of
who made a purchase and when, thereby providing
fiscal accountability. Vendors can furnish agencies with
receipts for services provided or products sold that the
agency can use as a proof of purchase. Agencies and
vendors are legally responsible for the product orders
or service agreements because the security of digital
signatures creates a legal presumption that the certifi-
cate correctly identifies who the sender is.

The U.S. Internal Revenue Service (IRS) is testing
the feasibility of a national Internet tax filing system.
In August 1998, it contracted with VeriSign Inc. to
develop a PKI so that tax filers could use digital sig-
natures to file their taxes and send other official docu-
ments through the Internet. Selected IRS employees
will test the system.

ELECTRONIC COMMERCE IN THE PUBLIC SECTOR
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Many governments have developed EC applications
to improve service delivery. Pennsylvania’s official
World Wide Web site allows taxpayers to download
forms for their income, property, and corporate taxes
<see: http://www.state.pa.us>. Application forms are
available for auto licensing, titling, or registration, as well
as for fishing licenses or voter registration. In Indiana,
the Indianapolis site allows city and county residents to
pay for parking tickets, to access court records, to apply
for permits, and to request the repair of potholes <see:
http://www.indygov.org>. The Seattle, Washington
site, known as the Public Access Network, offers access
to its vast database system that contains more than
10,000 documents <see: http://www.cu.seattle.wa.us>.
Citizens can also track building permit applications,
make service requests for streetlight or pothole repairs,
pay parking tickets, or search for animals available for
adoption. In Illinois, Chicago has a site that sells city sou-
venirs <see: http://www.ci.chi.il.us>.10

In short, many federal and state officials realize the
tremendous potential of EC technologies and appli-
cations to revolutionize the way governments do busi-
ness. They are taking steps to understand better what
services and procurement practices they can and
should reengineer into a digital format. They are par-
ticipating in and shaping what many public officials
believe is an EC revolution. Furthermore, digital sig-
nature technology promises to be an important part
of many of these initiatives.

CHALLENGES TO THE GROWTH
OF EC IN THE PUBLIC SECTOR

To maximize the potential electronic commerce in the
public sector, there are several challenges that govern-
ment officials should address. It is critical that citizens
have access to and confidence in the Internet. Govern-
ments need to recruit and retain information technol-
ogy (IT) specialists who can develop EC applications.
In many cases, states need to pass laws that authorize
certain standards for electronic payment for govern-
ment services. When governments provide online
data sets or other valuable information, officials need
to decide when they should charge a user fee and
when access should be free. For procurement-enhanc-
ing EC projects, government business partners must
also have online access. Implementing many forms of
EC requires the development of a PKI, which includes
new laws that recognize digital signatures as the le-
gal equivalent of manual signatures. Compounding
the difficulty of these issues, government officials
need to address the problems without diverting atten-
tion from the year 2000 computer problem.

A fundamental challenge many EC initiatives face
is the belief among many users that the Internet is not
a safe way of conducting business. Many public offi-
cials and analysts recognize that the lack of public
trust in the Internet is one of the most significant bar-
riers to EC. The unmonitored, open, and “no-holds-
barred” nature of the Internet make many users
believe it is dangerous to send their credit card num-
bers or personal information over the Internet. In
some instances, this fear is valid. For example, hack-
ers hijacked the L.L. Bean Web site in 1998, put up a
look-alike storefront, and collected credit card num-
bers from unknowing consumers.11 Also, a computer
savvy thief can intercept and read a consumer’s credit
card number if precautions are not taken. Although
transactions over the Internet are generally safe and
security breaches are rare, using digital signatures
would further mitigate any risk.

As EC has facilitated the rapid exchange of per-
sonal and financial information, it has also increased
the risk of privacy intrusions. Consumers may not be
aware of how their information is used after they
make an online purchase. For example, a Web site
owner could maintain a record of an individual’s
online purchases and sell the information to an adver-
tising agency without that consumer’s knowledge.
Furthermore, they could link their database with the
databases of other Web sites to develop a more com-
prehensive profile of the individual consumer. The
ease with which marketing agencies can electronically
collect and distribute personal information makes the
privacy risks particularly strong.

One of the more basic but serious challenges for
many governments is recruiting and retaining IT staff.
The Texas Department of Information Resources
(DIR), in its Biennial Report on Information Resources
Management, listed recruiting and retaining its IT per-
sonnel as one of its most pressing problems. The turn-
over rate has increased over the past five years,
causing them to train non-IT staff to fill the void. Such
training, however, has not addressed the problem
sufficiently, because many of the newly trained staff
leave for higher paying jobs in the private sector.
David Debo, a systems analyst at TxDOT who is re-
sponsible for implementing the agency’s electronic
bidding system, said it is difficult to find IT person-
nel who will work for what the government is will-
ing to pay. One coworker tripled his salary after
leaving for a similar job in the private sector.12 To ad-
dress the turnover, DIR has recommended to the leg-
islature a bill that would require trained staff to
maintain employment with the state for at least five
years after training or pay back the training costs.13

Government EC projects that provide access to vari-

ELECTRONIC COMMERCE IN THE PUBLIC SECTOR
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ous forms of data need to consider whether to assess
fees for such access or not. Most states are working to
make their data collections available online, including
information on state demographics, economic trends,
and various reports. These efforts are often very expen-
sive. The question arises, when governments provide
such value-added services, should they recoup the cost
of collecting and formatting the data? Is charging for
this information inappropriate, when citizens have al-
ready paid for government services with their tax dol-
lars? What if a citizen cannot afford to pay for the
service? What if businesses compile this easily acces-
sible information, format it in ways that have market
value and sell it? For many governments, these issues
remain unresolved. As the
amount of data governments
provide and the number of
Internet users online increases
in the coming years, this issue
will gain in importance.

For services that do include
a charge, many governments
must develop standards and
laws to authorize forms of
electronic payment over the
Internet. Before the Internet,
users conducted most pur-
chases requiring an electronic
funds transfer over a closed
network with high security.
Because the Internet is open
and information can be more
easily intercepted, it is a less
safe medium. Policy makers
must decide how they will bal-
ance security concerns with the practical matter of
needing to permit electronic fund transfers or credit
card purchases online. Advancements in encryption
technology, such as digital signatures, are providing
some answers and security, but many states must still
develop laws authorizing political sub-divisions to
use such EC technology.14

The next challenge facing public officials is increas-
ing public access to the Internet. Many of those who
use government services, such as lower income
households, do not have access to the Internet and
cannot take advantage of online services. In response
to this problem, some governments have sponsored
community computer centers or installed kiosks in
public areas. Similarly, many small businesses are not
online. Texas policy makers recognized that all ven-
dors the state does business with must have Internet
access to use the state’s Electronic State Business
Daily. Therefore, legislation was enacted that in-

structed government agencies to provide vendors
with availability to the Internet in government offices.
The agencies were authorized to charge a fee for
downloading information on these computers.15

When using EC technologies for procurement, gov-
ernment officials often depend on vendors having a
Web site to support the transactions. Governments
must develop incentives or requirements for vendors’
Web pages to provide updated information, prices,
and availability of products and services. Texas policy
makers have taken a piecemeal approach to address-
ing this problem by focusing on IT vendors only. In
1997, legislation created a special status that IT ven-
dors must apply for called Qualified Information Sys-

tems Vendor (QISV). The
legislation authorizes the Gen-
eral Services Commission
(GSC) to accept applications
for QISV status over the
Internet. To qualify, vendors
must have Web pages with up-
to-date catalogues of product
and service information, in-
cluding prices and availability.
The GSC is required to main-
tain an indexed database of the
information provided by the
QISV’s for use by state agen-
cies and the public.16

Compounding the diffi-
culty of these challenges, the
focus of both government
funds and staff time has been
on solving the year 2000 com-
puter problem. For example,

Texas passed legislation in 1997 allowing public agen-
cies to adopt policies to use digital signatures. As of
February 1999, none had adopted the policies. Jerry
Johnson, Senior Policy Analyst for the Texas Depart-
ment of Information Resources, said that, “there has
been a lot of interest in digital signatures, but Y2K is
in the way. After the Y2K issue, there will be an ex-
plosion in use.”17

The most pressing issue state governments are fac-
ing is recognizing a signature in electronic form as a
legal substitute for a manual signature. Nationally,
this is the most legislated issue related to EC. As of
February 1999, all but eight states have enacted related
legislation. Two of the eight have passed legislation
to form a task force to study electronic signatures, one
has a bill waiting for the Governor’s signature, and the
other five have bills pending a floor vote. At least one
state has enacted legislation or approved regulations
about electronic authentication every month since

“Implementing many forms of
EC requires the development
of a PKI, which includes new
laws that recognize digital
signatures as the legal
equivalent of manual
signatures. Compounding the
difficulty of these issues,
government officials need to
address the problems without
diverting attention from the
year 2000 computer problem.”
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December 1997.18 Just since September of 1998, Penn-
sylvania, Minnesota, California and North Carolina
have passed legislation concerning electronic signa-
tures. In the first month of 1999 alone, legislators in
eleven states introduced bills. In short, public officials
are working vigorously to update laws that are losing
relevancy in an economy increasingly affected by elec-
tronic commerce and information technology.

POLICY ISSUES TO BE CONSIDERED FOR
ELECTRONIC SIGNATURE LEGISLATION

When states develop electronic signature legislation,
policy makers should consider several important
policy questions. The question is not as simple as
whether or not a state should recognize digital signa-
tures as having the same force and effect as manual
signatures. The U.S. Congress will likely address that
issue in the 106th Session. Congressman Bliley, the
Chairman of the House Commerce Committee, listed
electronic authentication as a top priority issue for the
coming session.19 Senator Conrad Burns, the Chair-
man of the Senate Commerce Telecommunication
Subcommittee, listed promoting the use of digital
signatures as part of his “digital dozen”—a legislative
package to protect consumer privacy.20 State officials
should consider the following seven questions when
developing legislation:

1. Will the legislation be comprehensive or limited to
basic principles?

2. To whom will it be applicable?

3. Will it be technology-neutral or -specific?

4. Will Certificate Authorities be public or private
entities?

5. Will it include provisions for the liability of the
Certificate Authority?

6. Will it include provisions for the liability of the
digital signature subscriber?

7. Will it include provisions for the liability of an
unauthorized signer of an electronic signature?

State lawmakers and their EC projects will benefit
from exploring the answers to each of these questions.

EC will develop more rapidly under a clear and
supportive legal structure. Without such a structure,
legal uncertainties can undermine EC initiatives. If

legislators do not address these questions, the judicial
system, by default, might create policies. Do elected
officials want to give up that authority? It may not be
necessary for state lawmakers to address each ques-
tion through legislation. Rather, states should con-
sider how these policy issues affect and are affected
by existing legal precedent and business environ-
ments. To flesh out the issues that all states should
consider, the legislative and regulatory models of
Utah and California prove useful, because (1) these
states have served as models for legislation by other
states, and (2) each state takes a comparatively differ-
ent approach to establishing a legal foundation for the
use of electronic signatures.

A COMPREHENSIVE OR LIMITED APPROACH?

First, states should consider whether their legislation
should be comprehensive or limited to basic prin-
ciples. The 1995 Utah Digital Signature Act and the
1995 California Online Disclosure Act illustrate the
two different models. In Utah, policy makers enacted
comprehensive legislation that addressed all seven of
the policy questions, whereas in California, statutory
language included only basic principles, and the Sec-
retary of State wrote basic and limited regulations.

California’s electronic authentication bill enacted in
October 1995 (Assembly Bill 1577), only 309 words in
length, defines a digital signature, recognizes a digital
signature as having the same force and effect as a manual
signature, parties to whom the bill is applicable, and
assigns the Secretary of State with the responsibility of
establishing implementation regulations. The resulting
California Code, adopted in 1998, was also limited in
scope and detail. The code lists the attributes an accept-
able electronic authentication technology must have, the
current technologies acceptable to the state, and the is-
sues public entities must address when using electronic
signatures. Several states have emulated this model, in-
cluding New Mexico, Texas and Nevada.21

The Utah Act is actually comprehensive, despite
Utah policy makers calling it a “minimalist ap-
proach,” because it has few mandates. The Utah digi-
tal signature act was the first ever passed in the United
States. Policy makers wanted to enact such a law to
facilitate the growth of EC and the use of digital sig-
natures, while not over-regulating an emerging mar-
ket. This statute includes twenty-seven sections, and
covers issues such as licensure and qualifications of
a certificate authority, suspension, revocation, and
expiration of certificates, liabilities of repositories, and
definitions of reliable and unreliable digital signa-
tures. While several states have adopted Utah’s com-
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prehensive approach, including Illinois, Washington,
Florida, and Georgia, their efforts are less detailed
than those of Utah.22

TECHNOLOGY-NEUTRAL OR
TECHNOLOGY-SPECIFIC?

With EC becoming an economic force, it is problem-
atic that state laws and general convention require
a handwritten signature to authenticate a document.
States have begun addressing this problem, but the
legal definition of a digital signature varies greatly,
with some states not defining it at all and others mis-
using the term. The author of this paper has used the
definition articulated by the law firm McBride, Baker
& Coles (MBC), because the firm is nationally re-
nowned for its work on digital signatures. MBC de-
lineates two terms that states have used to legalize
signatures in electronic form—digital signatures and
electronic signatures. A digital signature is tied spe-
cifically to public key infrastructure technology. Leg-
islation that recognizes only digital signatures is
technology-specific. An electronic signature is a
broader term that could refer to a variety of technolo-
gies, such as digital signatures, PIN numbers, digi-
tally scanned manual signatures, dynamic signature
technology, or something as simple as one’s typed
name. Most legislation using the broader term re-
quires that the electronic signature be (1) unique to
the person using it, (2) capable of verification, (3)
under the sole control of the person using it, and (4)
linked to the data in such a manner that if the record
is changed, the signature is invalidated.23 This type
of law is technology-neutral.

The California statute is technology-neutral, and
the Secretary of State developed codes that require
electronic signatures to have specific authentication
attributes. The law defines an electronic signature as
“an electronic identifier, created by computer, in-
tended by the party using it to have the same force
and effect as the use of a manual signature.”24 The
adopted code does provide a specific list of attributes
an electronic signature must poses to have the same
force and effect as a manual signature. The electronic
signature must be: unique to and under the sole con-
trol of the person using it, capable of verification, and
linked to the data such that if the data were changed,
the digital signature becomes invalidated. Any tech-
nology can qualify if it creates a signature that has
those attributes, but the Secretary of State must ap-
prove it. Presently, digital signatures and dynamic
signature technology are the only qualified technolo-
gies. In basic terms, the latter is a system where one

signs his name on a pad that digitizes the signature
and inserts it into a document. Kansas, Iowa, Texas
and Kentucky have followed the California technol-
ogy-neutral model.25

As noted by the American Bar Association, there
are several policy advantages to a technology-neutral
approach. Given the rapid changes in information
technology, a neutral approach prevents laws from
becoming quickly antiquated. There is also the ben-
efit of not creating market distortions by legislatively
promoting a given technology. Technology-specific
laws may have unintended consequences. They may
stunt the growth of newer and better signature tech-
nologies. The risk is especially great considering that
the market has not yet matured.26

The Utah Act is technology-specific. The law does
not recognize electronic signatures other than digital
signatures. It defines a digital signature as:

a transformation of a message using an asym-
metric cryptosystem such that a person having
the initial message and the signer’s public key
can accurately determine whether: (a) the trans-
formation was created using the private key that
corresponds to the signer’s public key; and (b)
the message has been altered since the transfor-
mation was made.27

The technology-specific model allows Utah policy
makers to create a statutory category for digital sig-
natures different from that of manual signatures. The
certainty provided by digital signatures prompted
legislators to establish the legal presumption that the
individual named on the digital certificate as the
sender is the same person who sent the electronic
document. Such a presumption is critical for courts
to uphold the validity of electronic contractual agree-
ments. Washington and Minnesota modeled their
laws after Utah’s by enacting technology-specific
laws that treat digital signatures as a special statu-
tory category.28

APPLICABILITY OF LEGISLATION

The applicability or scope of electronic signature leg-
islation is another important policy issue that states
should consider. Many states enacted limited legisla-
tion that is applicable to transactions only between
public sector agencies. Another group of states
formed a more expansive scope affecting all public
and private sector communication. Some of these
states originally had limited legislation and then ex-
panded it as more applications developed.
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The applicability of electronic signature legislation
in California is limited. The state enacted a series of
laws limited to a specific group or transaction. The
laws apply only to communication with public enti-
ties, admission applications and residency determina-
tion forms for state community colleges, electronically
filed securities exchange documents, reports and
statements required under the Political Reform Act of
1974, and electronically filed certificates of death. One
underlying assumption in limiting the applicability of
digital signature legislation was that the private mar-
ket would and should take care of private transac-
tions. Policy makers also assumed that the judicial
system was well equipped to address the issues that
the codes and legislation did not. Texas, Arizona and
Alabama also use this model of limited applicability.29

Utah developed a more expansive scope for its leg-
islation. Although one digital signature law is limited
to Notary Public acknowledgements, the other stat-
utes are applicable to all public and private commu-
nications. One advantage of this approach is that
legislators do not have to pass new laws or regulations
every time they identify a new application for elec-
tronic signatures. This contrasts with California,
where if an agency finds a new use for digital signa-
tures it must seek legislative approval to implement
it. States such as Florida, Georgia and Washington
included Utah’s broad language in their bills.30

PUBLIC OR PRIVATE CERTIFICATE AUTHORITIES?

States must consider whether they will authorize a
public agency to act as a CA or leave it to the private
sector. This decision is sometimes based on whether
or not there are any private CAs operating in the state.
If there were none, some states assigned an agency or
department to act as a CA. Sometimes, this assign-
ment is meant to be a temporary measure until the
market matures, the demand for digital signatures
increases, and private firms enter the market.

California law does not authorize a public agency
to act as a CA, but does provide for regulation of pri-
vate CAs. CAs must meet California’s requirements
or show proof of accreditation by a national or inter-
national accreditation body acceptable to the state.
Nevada, Texas and New Hampshire have adopted
California’s market-reliant approach.31

Utah’s legislation authorized the state Department
of Commerce to act as a CA and to nurture the growth
of private industry CAs. The department outsourced
its CA responsibilities to a consortium of companies
that it will regulate. Essentially, the state is trying to
develop a market where no market existed. Washing-

ton, Florida, Maryland and Georgia also authorized
state agencies to act as CAs.32

Assisting the states in their efforts, the federal gov-
ernment is developing national Certificate Authority.
The U.S. General Services Agency (GSA) is spearhead-
ing the Access Certificates for Electronic Services
(ACES) program. The goal “is to provide an expand-
able foundation to stimulate the widespread issuance
of public key certificates and support the use of digi-
tal signatures as an authentication and document in-
tegrity technology.”33 The GSA will contract with a
private certificate authority to distribute keys, main-
tain the key directory, and perform other necessary
functions for all agencies using digital signatures. In
the short term, ACES will provide a uniform PKI to
agencies and the public for particular applications in
the federal government. In the long term, GSA hopes
that ACES will encourage the development of an
interoperable national, if not global, PKI.34

LIABILITY ISSUES

States should consider what, if any, liabilities CAs,
subscribers, and unauthorized digital signature sign-
ers face for misuse, abuse or neglect. With the excep-
tion of the states with the most comprehensive digital
signature laws, states have not enacted legislation
concerning liability. Some states, like California, have
not yet legally defined the liability of CAs and digital
signature subscribers, but plan to. Some states believe
that the courts will have to decide on these issues re-
gardless of what legislators do. Johnson, the Senior
Policy Analyst from Texas, believes that “the laws
won’t mean much until they are tested in court.”35 A
final group of states, like Utah, clarified the liability
of CAs and subscribers in legislation.36

Utah enacted legislation addressing the liability of
CAs, subscribers, and unauthorized signers of digital
and electronic signatures. The Utah Act has language
protecting consumer rights and penalizing CAs for
abuse or neglect. Utah adopted a negligence standard,
making it the subscriber’s burden to prevent unautho-
rized use of his/her private key. If unauthorized persons
acquire and use a subscriber’s private key, he/she can
be punished as if the private key were physical private
property. In addition, legislators introduced a new bill
on identification number fraud in January 1999, which
would make it a crime when “a person, with intent to
defraud or deceive, possesses, acquires, uses, or divulges
the identification number of another.” This bill explic-
itly states that a digital signature is an identification
number. Florida, Illinois, Washington, and Minnesota
modeled their liability language after the Utah Act.37
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CONCLUSION AND RECOMMENDATIONS

Federal, state, and local governments are using EC
and digital signatures to reshape the way they do
business. As the increasing number of new electronic
signature statutes illustrates, the first important step
toward facilitating EC is developing the legal infra-
structure that supports electronic signatures. The case
studies of California and Utah provide a basis for
analyzing the existing inconsistent patchwork of leg-
islation. Business leaders and other national organi-
zations have expressed concern that the variations in
legislation inhibit the use of electronic signatures and
EC in general. A report by information technology
consultants GartnerGroup found that, “If anything,
online contracting is a model of inconsistency, with
wildly different laws on a state-by-state basis. This has
important ramifications for enterprises planning to
adopt electronic com-
merce initiatives␣ .␣ .␣ . and
limits the use of electronic
authentication.”38 As the
GartnerGroup report rec-
ognizes, since the market
is immature and evolving,
the lack of established
standards is to be expected
and healthy, because it is
the result of experimenta-
tion.39 This a classic public
policy challenge: balanc-
ing state autonomy and creativity with interstate com-
patibility. The task now is to begin identifying best
practices that states and the federal government
should implement to increase certainty and consis-
tency, while facilitating the expansion of EC without
over-regulating the electronic signature market.

A limited approach to electronic signature legisla-
tion seems to be the most prudent. The number of
electronic signature applications is growing, and the
rate of technological change is increasing. If states
develop broad statutory guidelines and designate an
agency to develop regulations and maintain over-
sight, they can maintain flexibility while creating the
legal foundation for electronic signature use. Califor-
nia and Texas are both excellent models. The Califor-
nia statute gives the appropriate authority to the
Secretary of State, while the Texas statute gives it to
the General Services Commission.

The Utah technology-specific model has lost favor
among most policy makers. Although currently digi-
tal signature technology is the most effective in terms
of security and efficient verifiability, it has its short-
comings, such as the lack of CAs, and may not be the

technology of the future. Laws that acknowledge only
digital signatures risk becoming outdated and can
inhibit the development of the electronic authentica-
tion market. Nevertheless, this does not suggest that
governments should not work to build a public key
infrastructure. The federal ACES program will build
the PKI needed for all forms of EC. Governments can
develop technology-neutral laws while providing the
needed support for a PKI.

The scope of applicability in electronic signature
laws is a difficult policy question, because until the
laws are tested in court, many users (and potential
users) of electronic signatures will have concerns
about signature validity. The California approach of
limited applicability is inefficient, because expanding
the scope of their EC initiatives requires passing new
legislation. Nevertheless, the Utah approach has risks,
because if two private entities make a contractual

agreement online, the
courts may nullify it. It is
unlikely, though, that the
judicial branch would find
that digital signatures do
not have the same force
and effect as manual sig-
natures. The Uniform
Commercial Code already
holds that a signature
need be nothing more
than a mark intended by
the person making it to be

a signature.40 Therefore, passing broadly applicable
legislation would encourage the use of electronic sig-
natures and support EC.

Once the federal initiative, ACES, is implemented,
states should no longer have to consider becoming a
CA. States could avoid the significant costs and liabil-
ity risks associated with becoming a CA; most of the
states that have authorized agencies to act as CAs
have done so because no private CA existed. Instead
of creating a new infrastructure, states should rely on
the ACES program.

The current trend appears to be for states to ad-
dress liability issues through legislation. The Illinois
Electronic Commerce Security Act, signed in August
1998, is an excellent model.41 Most states that have
seriously considered electronic signatures have cre-
ated statutes to penalize the CA for abuse or neglect,
to state explicitly that existing laws pertaining to fraud
apply to digital signatures, and to establish a legal
presumption that the individual identified on the cer-
tificate was the sender of the document.

If the legal foundation supporting electronic signa-
tures is established and policy makers overcome the

“As noted by the American Bar
Association, there are several policy
advantages to a technology-neutral
approach.  Given the rapid changes
in information technology, a neutral
approach prevents laws from
becoming quickly antiquated.”
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other challenges to EC, the effect of EC initiatives will
be pervasive. Long lines at government offices will be
an experience of the past. Government employees will
spend less time doing mundane data entry tasks, and
more time working directly for the public. Procure-
ment processes will be streamlined to maximize the
use of taxpayer dollars. The potential for corruption
will be minimized. Governments will have new
sources of revenue. Citizens will have instant access
to public services. The public perception of govern-
ment will change from slow, wasteful and ineffectual,
to efficient, flexible and taxpayer-oriented. If policy
makers take full advantage of EC and digital signa-
tures, the public will witness nothing short of a renais-
sance in government.
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INSURANCE
REDLINING
IN TEXAS?

Five days after the Detroit riot began, President Lyndon Baines Johnson
(LBJ) addressed the nation about the recent scenes of violence that had
swept the nation’s streets. The President began his speech by announc-
ing that he had created a special Advisory Commission on Civil Disor-
ders to examine the questions of how, and more importantly why, the
riots happened.3 But LBJ also had other questions on his mind. He un-
derstood that the riots did not materialize out of nothing; the more sub-
stantive explanation for their occurrence lay within the inequities that
plagued America’s inner-cities. LBJ charged the newly appointed Advi-
sory Commission with examining precisely what these inequities were
and how they came to be.

President Johnson recognized that much rebuilding needed to be done
in the wake of the riots that were sweeping the nation. The riots destroyed
millions of dollars worth of homes and businesses. Concerned about the
cost of rebuilding efforts, he contemplated, “[w]hat is the proper public
role in helping cities repair the damage that has been done?”4 Moreover,
LBJ wondered how innocent homeowners and business owners alike
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ON JULY 23, 1967 THE CITY OF DETROIT, MICHI-
gan erupted into flames due to a race riot.
Within five days of rioting 40 people were

dead, 2,250 injured, and $250 million worth of
homes and businesses were destroyed.1 Detroit
was not the only American city to witness mass
urban havoc during the summer of 1967. New
York, Chicago, Newark, Memphis, Cincinnati, and
Cleveland also endured race riots. Before the sum-
mer was over, nearly 70 American cities were
subject to urban revolt.2
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could be financially protected in the event of another
widespread calamity. To this end he asked, “[w]hat
can be done to help innocent people and vital institu-
tions escape serious injury?”5 These questions pointed
toward a particular problem that was symptomatic of
the urban malaise within the nation’s cities: the wide-
spread absence of insurance coverage. The Advisory
Commission felt that the insurance availability issue
was too big and complex for it alone to address. Presi-
dent Johnson agreed, and quickly formed the Na-
tional Advisory Panel on Insurance in Riot-Affected
Areas to focus exclusively on the need for insurance
coverage within America’s inner cities.6

The Advisory Panel on Insurance in Riot-Affected
Areas published its findings six months after the De-
troit riots began. The Panel’s research was one of the
first attempts to survey racial discrimination in the
homeowners insurance market. Its findings were
simple: “A great deal of
evidence confirms that
there is a serious lack of
property insurance in our
nation’s inner cities.”7 In-
surance companies gener-
ally refused to underwrite
policies within inner-city
neighborhoods. If insur-
ance was available, the
Panel found that the price
for these insurance poli-
cies was relatively high.8

These conclusions would
resonate in similar studies
on the availability of
homeowners insurance
conducted over the next
three decades.

Since the time that the
Advisory Panel published
its report a debate has persisted between fair housing
and consumer advocates and the insurance industry
over the existence of unfair discrimination in the
homeowners insurance market. During the 1970’s and
1980’s the advocates were, for the most part, correct.
The insurance industry, in general, did discriminate
against minority neighborhoods. Discrimination by the
insurance industry contributed to a widespread ab-
sence of insurance coverage within minority neighbor-
hoods. This, coupled with the lack of financial
investment from lending institutions, contributed to a
larger problem known as disinvestment. In the absence
of the financial resources necessary for growth and de-
velopment, minority communities suffered from de-
pression, depreciating property values, and blight.

Today, however, identifying the “right” side to this
debate has become more of a challenge. Statutory and
industry-based reforms worked to correct past forms of
discriminatory practices. Nevertheless, advocates still
argue that the insurance industry uses underwriting
guidelines that have a disparate impact on minority
neighborhoods. The insurance industry counter-argues
that it no longer discriminates, and that minority neigh-
borhoods do not face an availability problem with re-
gards to homeowners insurance coverage. Each side
makes valid claims that are substantiated by facts. Con-
sequently, the issue of whether discrimination persists
in Texas’ homeowners insurance market is ambiguous.

THE NECESSITY OF HOMEOWNERS INSURANCE

Insurance, by definition, represents a guarantee from
loss or harm. Insurance poli-
cies sold by insurance com-
panies mitigate the risk of
losing an asset, or assets, in
the event of an unforeseen
disaster. Car insurance pre-
vents an individual’s invest-
ment in an automobile from
being lost in a wreck.
Homeowners insurance
guarantees an individual’s
home and property from
the losses caused by fire,
natural disaster, or crime.
The function of an insur-
ance policy, be it for a home
or an auto, is the financial
and psychological security
that it provides. This ele-
ment of security, in turn,
fosters investment in larger

assets such as homes, cars, and business enterprises.
Homeowners insurance is a critical requirement for

accessing sufficient capital to purchase a home or
business. The ability to access homeowners insurance
secures the necessary backing from banks for invest-
ment in homeownership, business and commercial
development, and urban redevelopment.9 More spe-
cifically, lending institutions such as banks only give
mortgage loans to properties that are underwritten by
an insurance policy. Insurance coverage provides se-
curity for a lending institution’s loan in the event that
the capital asset, for which the loan is intended, is
destroyed. Consequently, the lending institution does
not risk losing its investment in the loan.

The benefits of insurance go beyond the promotion

“Since the time that the Advisory
Panel published its report a debate
has persisted between fair housing
and consumer advocates and the
insurance industry over the
existence of unfair discrimination in
the homeowners insurance market.
During the 1970’s and 1980’s the
advocates were, for the most part,
correct.  The insurance industry, in
general, did discriminate against
minority neighborhoods.”

INSURANCE REDLINING IN TEXAS?
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of capital investment within a community. In the long
run, homeowners insurance promotes communities’
economic stability and development. In addition,
since insurance is requisite for mortgage financing, it
promotes the maintenance of quality of life within a
neighborhood and the preservation of property val-
ues. These features, in turn, suggest that insurance
serves as one of the bulwarks against urban blight and
its trappings of crime, depreciating property value,
and unemployment. Communities without insurance
are challenged to survive. The President’s National
Advisory Panel of Insurance in Riot-Affected Areas
observed this phenomenon in 1968:

Without insurance, banks and other financial
institutions will not—and cannot—make
loans. New housing cannot be constructed,
and existing housing cannot be repaired. New
businesses cannot be opened, and existing
businesses cannot expand, or even survive.
Without insurance, buildings are left to dete-
riorate; services, goods, and jobs diminish. Ef-
forts to rebuild our nation’s inner cities cannot
move forward. Communities without insur-
ance are communities without hope.10

Invariably, homeowners insurance serves a crucial
function for all American communities. Insurance
helps communities grow, develop, and stabilize. In
the absence of insurance coverage, communities are
left to rot, unable to overcome the poverty associated
with disinvestment.

The absence of insurance within minority neigh-
borhoods presents three public policy problems in
the areas of fair housing, economic opportunity,
and racial segregation. Racial minorities living
within redlined neighborhoods face barriers to
reaching their goal of homeownership; the absence
of insurance coverage precludes their ability to ob-
tain mortgages and home improvement loans.11

While aspiring homeowners in non-redlined areas
may reach their goal, others are categorically de-
nied on account of insurance redlining. Second,
those with access to insurance have greater oppor-
tunities to secure the requisite financing for capital
investments than those who live in redlined areas.
Last, the absence of insurance in certain areas, par-
ticularly low-income, minority neighborhoods,
works to exacerbate the problems of racial segrega-
tion in housing markets and the concentration of
poverty within inner-cities.12

DISCRIMINATION, UNDERWRITING,
AND INSURANCE COVERAGE

Insurance redlining occurs when companies discrimi-
nate against a class of consumers on the basis of fac-
tors beyond the consumers’ control.13 The business of
insurance is, however, discriminatory by nature. Each
insurance company provides insurance policies at a
price to cover costs and provide a competitive rate of
return.14 In short, the objective of insurance companies
is to make an annual profit. The greater the risk in-
volved with an insurance policy, the greater the like-
lihood that the policy might, in the long run, prove
unprofitable for the insurance company. Alterna-
tively, the lower the relative risk involved with a
policy, the greater the likelihood that it will be profit-
able for the underwriting company. Consequently,
insurers try to discriminate against high-risk, and
potentially unprofitable, applicants in favor of those
with a lower relative risk.

Insurance companies determine whether or not to
accept an applicant for insurance coverage through a
process known as underwriting. During the under-
writing process a series of rules, known as underwrit-
ing guidelines, are used to determine whether an
applicant’s relative risk is acceptable. Underwriting
guidelines also determine how much of a premium,
or policy price, an accepted applicant will be required
to pay. As a rule of thumb, the higher the rate of ac-
ceptable risk, the higher the expected premium.

Each insurance company uses its own set of un-
derwriting guidelines. The written guidelines them-
selves range from being specific and objective about
certain criteria to being broad and subjective.15 Al-
though underwriting guidelines have a widespread
effect on the availability of homeowners insurance,
they are not available for public review in most
states. The insurance industry claims, as it has suc-
cessfully done in court, that the guidelines are con-
fidential trade secrets.16

Questions concerning fair underwriting practices
do not focus exclusively on whether they are discrimi-
natory. Rather, questions concerning fair underwrit-
ing focus on whether the underwriting guidelines
used are objective, reasonable indices for measuring
risk. Refusing to underwrite a house built on a flood
plain, on a beach susceptible to hurricanes, or on a
mountain slope subject to avalanches may, in some
cases, be considered reasonable. Refusing to under-
write an insurance policy for a well-built home occu-
pied by a black family on grounds that the occupants
are black, however, is not.

INSURANCE REDLINING IN TEXAS?
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FROM RED LINES TO ANTI-DISCRIMINATION:
A BRIEF HISTORY OF REDLINING IN AMERICA

In 1967 questions regarding discrimination by
homeowners insurance underwriters were arguably
easier to answer than they are now. Then, insurance
companies actively engaged in redlining, or unfair
discrimination, against neighborhoods on the basis of
their racial composition.17 The Advisory Panel’s report
observed this particular phenomenon. It found that
one insurance company recommended “the use of a red
line around the questionable areas on territorial maps”
as a way to readily delineate undesirable, or predomi-
nantly minority populated, neighborhoods (report’s
italics).18 One insurance agent told the Panel that com-
panies refer to minority neighborhoods as “red line
districts” or “knock-out areas” where business was
simply not encouraged.19 At the time that the Advi-
sory Panel published its report, and for some years
afterwards, insurance companies associated the race
of the homeowner with the relative risk of the trans-
action. Then, it was assumed that minority
homeowners were an inherently greater risk by vir-
tue of their status as a racial minority.

Examples of the outright use of discriminatory ra-
cial classifications by the insurance industry abound.
In 1958 the National Inspection Company urged un-
derwriters to exercise considerable scrutiny “in the
case of Negro dwellings.”20 Nearly twenty years later
an official with the New York Department of Insur-
ance observed that the black residents of Harlem
“don’t need insurance because they don’t have any-
thing of value to insure.”21 As a result, it was consid-
ered reasonable for insurance companies to claim that
they had no obligation to underwrite insurance poli-
cies in black neighborhoods. Another instance of the
use of race as a reason to deny insurance policies to
minorities occurred in 1986. Then, a representative
with the American Family Insurance Group told an
agent, “Very honestly, I think you write too many
blacks␣ .␣ .␣ . we cannot afford them␣ .␣ .␣ . You got to sell
good, solid premium-paying white people.”22

Policies and attitudes have changed over the past
few decades. The Federal Fair Housing Act of 1968,
which arguably prohibits discrimination in the
homeowners insurance market, prompted compa-
nies to amend their earlier underwriting methods.23

Insurance companies such as State Farm, Allstate,
Aetna, and Travellers have signed commitments of
non-discrimination.24 Aetna even went so far as to
publish an advertisement in national magazines
during the 1980’s depicting a man eating a crow as
an admission of its past discriminatory practices.25

Now, insurance companies underwrite policies

through the use of objective underwriting, also
known as risk-rating, criteria. The use of these crite-
ria, the companies claim, permits for equitable access
to homeowners insurance coverage. Despite the
industry’s claims, however, a host of contemporary
studies conclude that the incidence of insurance
availability decreases in neighborhoods with high
minority populations. These studies suggest that al-
though the use of a red line on a city map is no longer
the accepted practice, the underwriting guidelines
used by insurance companies still work to preclude
minority communities’ access to homeowners insur-
ance coverage.

UNFAIR UNDERWRITING IN TEXAS?

Litigation, legislation, and social activism worked to
correct the industry’s blatant use of race as a criterion
for rating risk. Now, some believe that insurance com-
panies use less obvious discriminatory techniques in
their underwriting practices. Although racial classifi-
cations are no longer used for underwriting purposes,
minority communities do not have unabridged access
to homeowners insurance. Consumer and fair hous-
ing advocates point out that insurance companies use
underwriting criteria that still have a disparate impact
on minorities’ ability to access homeowners insur-
ance. For example, many insurers require homes to be
worth at least $50,000 in order for applicants to qualify
for coverage.26 This requirement has an adverse effect
on black homeowners, 42 percent of whom live in
homes valued under $50,000.27 Some insurers also
require that homes not be older than 20, 30, or 40 years
old.28 This requirement also disproportionately affects
minority communities: the average age of homes in
minority communities is greater than that for the av-
erage American home.

A 1997 study of underwriting guidelines by the
Texas Office of Public Insurance Counsel (OPIC)
found that 88 percent of the state’s insurers denied
coverage based on a home’s value, while 56 percent
denied coverage on the basis of age.29 The State of
Texas, however, has worked to correct these practices.
In 1997 the Texas Department of Insurance adopted
a regulation prohibiting the use of age and minimum
value requirements.30 Both requirements were per-
ceived by the State as a form of “lazy underwriting”
because they were too broad to be considered reason-
able determinants of risk.31 The restrictions on age and
value requirements were intended to force insurance
companies to look at more specific risk factors, such
as the actual condition of a home’s premises.32

The age and value of a home are not the only un-
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derwriting criteria that have a disparate impact on
minority homeowners. Historically, insurers have
denied coverage on the basis of a household’s loca-
tion. Location restrictions are usually vague and with-
out any objective standards.33 In general, location
restrictions discriminate against homes located near
commercial property or in neighborhoods with high
crime rates or declining property values.34 Location
restrictions for homeowners insurance feed on preju-
dices of inner-city neighborhoods and serve as a ready
alibi for insurers to hide intentional discrimination.35

The 1997 study by OPIC found that 56 percent of in-
surers use location restrictions.36

Other underwriting criteria that work to redline
minority neighborhoods are requirements for a
homeowner’s lifestyle, credit history, and marital sta-
tus.37 Lifestyle requirements exclude families, friends,
or groups that live in the same dwelling and are not
related by marriage or blood.38 Lifestyle requirements
also include the subjective measure of an applicant’s
character. Underwriting guidelines with these re-
quirements favor homeowners with “high moral stan-
dards” or “moral character above reproach” and shun
those with “bad morals” or a “defect in character.”39

Credit history requirements discriminate against ap-
plicants with bad credit. A poor credit rating reduces
the likelihood that an applicant will have the financial
capacity to maintain their home, much less be able to
afford expensive premium payments.40 Marital status
requirements are similar to those for lifestyle. In par-
ticular, marital status requirements discriminate
against single or divorced applicants.41 OPIC’s study
found that 26 percent of insurers use lifestyle require-
ments, 35 percent use credit history, and none use
marital status (pursuant to a TDI prohibition).42 Race
is no longer a criterion for insurance underwriting per
se. Nevertheless, consumer and fair housing advo-
cates point out that underwriting criteria such as
credit history, age of home, and location requirements
serve as surrogates for race.

THE DISPARATE IMPACT IN TEXAS

In 1994, OPIC published a report on the disparate
impact of discriminatory underwriting practices in
Texas.43 The report found that in Austin, “the greater
the minority population of a zip code, the less likely
that an owner-occupied home in that zip code will be
covered by standard homeowners insurance.”44 In
Fort Worth it was found that “[a]s the percentage of
nonanglos increases [within certain zip codes], the
level of homeowners insurance coverage decreases
exponentially” (report’s italics).45 Similar conclusions

were reached in Dallas, Houston, Lubbock, and San
Antonio. In each city, standard insurance companies
underwrote fewer policies in minority areas than they
did in non-minority ones.

The absence of coverage by standard insurance
companies does not necessarily mean that communi-
ties suffer from a complete lack of coverage. OPIC’s
report observed that homeowners could still purchase
less desirable policies that covered only fire damage
and not other risks such as water damage, theft, or
liability.46 In addition, if standard companies do not
write a policy for an applicant they consider high-risk,
then another type of insurance company, known as a
surplus lines carrier, will provide coverage at a higher
rate. The prevalence of surplus lines coverage is prob-
lematic. It is more expensive than coverage offered by
a standard carrier. In addition, surplus lines coverage
is not solvency regulated; there is no legal guarantee
that the company will have the funds available to pay
damage claims. Standard carriers, however, are sol-
vency regulated, and thereby less risky to a policy-
holder needing to file a claim. Interviews with
independent insurance agents who underwrite in
Austin’s minority neighborhoods revealed that a
greater proportion of surplus lines policies are writ-
ten in those areas than elsewhere within the city.47 The
prevalence of surplus lines carriers in minority neigh-
borhoods suggests that standard companies have cho-
sen not to establish markets in these areas.

THE CASE FOR THE INDUSTRY’S
CLAIM OF NON-DISCRIMINATION

The evidence of racial discrimination by insurance
companies appears convincing. Standard, preferred
companies underwrite fewer insurance policies in
minority neighborhoods than in non-minority areas.
There are, however, a number of explanations for this
phenomenon other than the claim that the insurance
industry discriminates against minority neighbor-
hoods. The first explanation, which is the most widely
used by insurers, is that companies use fair, objective
underwriting criteria. The fact that standard insurance
companies underwrite less insurance in minority
neighborhoods is not reflective of the use of intention-
ally discriminatory criteria. The underwriting guide-
lines for one national insurance company state:

1. In no case will homeowners insurance be
denied because of age, sex, race, religion, or
marital status of the owner or the resident of
the dwelling.

2. No request for homeowners insurance will be

INSURANCE REDLINING IN TEXAS?
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denied and no policy cancelled or non-re-
newed because of age or location of a resi-
dence, type of construction (brick or frame), or
because another insurer declined insurance.48

Other companies also maintain that age, value, or the
location of a home are not factors in their underwrit-
ing.49 In addition, statutory prohibitions on the use of
certain criteria, such as the State of Texas’ ban on the
use of age and value of a home, have engendered the
use of more equitable underwriting.

Insurers contend that their underwriting guide-
lines are not to blame for the disparate impact in rates
of coverage. Rather, they argue that the actual qual-
ity of the homes limits their ability to provide cover-
age. An Austin insurance agent noted that the
physical conditions of many homes in low-income,
minority areas tend to be of a lower quality.50 The high
incidence of old roofs and electrical and plumbing
systems, which are inherently risky, tend to discour-
age standard companies from underwriting in such
areas.51 In addition to the poor conditions of the homes
themselves, the agent also observed that high theft
rates were also a deterrent. Another agent pointed out
that these high-risk homes could usually be placed
under a more expensive surplus lines policy.52

ALTERNATIVE EXPLANATIONS FOR
A DISPARATE IMPACT: INCOME
AND EDUCATION CONSTRAINTS

Low-income homeowners’ microeconomic preferences
may affect the availability of insurance in minority
neighborhoods. Homeowners insurance is expensive.
In Travis County, the cost of a homeowners insurance
policy can range between $370 to $730 annually de-
pending on the type of home.53 Invariably the absolute
price of homeowners insurance coverage is expensive
for any homeowner, but it is particularly more costly
for lower income homeowners. For some low-income
households the prospect of paying upwards of $400 to
$600 for a homeowners insurance policy is hard to jus-
tify, particularly if they cannot afford such necessities
as food, clothing, bills, and medicine.

The problem of an un-informed consumer may
contribute to a disparate impact in low-income areas.
A representative with State Farm Insurance Compa-
nies observed that consumers do not know very much
about insurance.54 Some homeowners understand that
a homeowners insurance policy is necessary for main-
taining a mortgage, yet fail to realize the continuing
value of keeping a policy once the mortgage is paid-
off. In addition, consumers in low-income, minority

neighborhoods may not know that standard insur-
ance companies are “out there,” willing to underwrite
almost any homeowner with an insurable home. The
industry’s past history of refusing to underwrite in
minority neighborhoods may fuel this impression. In
some instances, standard companies are willing to
underwrite anywhere, yet consumers’ ignorance of
both this fact and of the salience of insurance cover-
age gets in the way.

The explanations given above provide alternative
reasons for why minority neighborhoods have less
insurance coverage than do non-minority ones. The
problem of equitable access to insurance may be less
a manifestation of racial discrimination and more a
complication of inequities in income and consumer
education. The recent history of the Texas Department
of Insurance Market Assistance Program suggests that
these explanations may be true.

THE QUANDARY OF THE
MARKET ASSISTANCE PROGRAM

In 1995, the Texas State Legislature addressed the is-
sue of homeowners insurance redlining. The Market
Assistance Program (MAP) was created during this
session as a measure designed to combat the per-
ceived problem of discrimination in the homeowners
insurance market. Two years later the program was
initiated for public use.

MAP is designed to increase the availability of
homeowners insurance to homeowners in certain
designated underserved areas. The program’s objec-
tive is to guide homeowners without insurance, or
with policies with surplus lines carriers, towards poli-
cies underwritten by standard, preferred carriers.
Homeowners seeking assistance through the MAP
must meet five eligibility requirements.55 First, a
homeowner’s property must be in good physical con-
dition. Second, a homeowner cannot have a history of
making fraudulent insurance claims. Third, a home-
owner cannot have been previously cancelled from
the MAP on account of prior unpaid premiums.
Fourth, an applicant must have written verification of
having been rejected by at least two unaffiliated stan-
dard companies (such as State Farm, Farmers, or
Aetna). Last, a homeowner must live in a ZIP-code
area that has been designated as “underserved” by the
Texas Department of Insurance. The underserved
Texas ZIP-codes were designated by TDI in 1996. The
criteria for the underserved designation included low
median household income, low median value of
owner-occupied homes, older median age of homes,
high theft losses per policy, and a high number of
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surplus lines policies.56 A total of 427 Texas ZIP-codes
were designated as underserved by the time the MAP
began.57

When the Texas State Legislature introduced the
MAP, they assumed that response to the program
would be substantial if underserved areas did not
have access to insurance. The popular response to the
MAP, however, has not been as great as originally
anticipated. As of January 1999, only 213 eligible
homeowners had applied for assistance through the
MAP.58 Of those 213 applicants, only 35 had accepted
homeowners insurance policies offered by companies
participating in the program.59

There are two possible explanations for the lacklus-
ter response to the MAP. First, homeowners in
underserved ZIP-codes may not know of the program
and its intention. The absence of public education
about the MAP may be symptomatic of the unin-
formed consumer. Second, the problem that the MAP
was designed to correct, that of an absence of avail-
able homeowners insurance in underserved areas,
may not exist. Insurers argue that the brief history of
the MAP vindicates their claim of using fair, non-dis-
criminatory underwriting guidelines.

CONCLUSION

Answers to the redlining debate are not readily clear.
Advocates’ cries of discrimination are met by the
industry’s claim of the use of fair underwriting crite-
ria. Governmental efforts to combat the problems of
insurance availability, as seen in the case of the MAP,
suffer from a lack of popular response. In the mean-
time, America’s cities continue to crumble under the
weights of blight and disinvestment. This point was
made painfully clear to the nation during the Los
Angeles riots in 1991.

The evidence presented suggests that there is a
shortage of insurance coverage in minority neighbor-
hoods. This problem could be mitigated through the
adoption of aggressive educational outreach pro-
grams on the insurance industry’s behalf. One com-
pany, State Farm, has already taken measures to
aggressively market within underserved areas in
Texas.60 Over the past five years, State Farm has
opened “Full Service Offices” in underserved areas in
Houston, Austin, San Antonio, and Dallas.61 Com-
pany representatives also attend housing fairs to edu-
cate potential homeowners about the virtues of
homeowners insurance coverage.62

Education, however, can only go so far to amelio-
rate the problems facing some urban minority com-
munities. It cannot make $400 insurance premiums

affordable for homeowners with annual incomes be-
low the poverty level. Nor can it repair the dilapidated
homes in which some cash-strapped homeowners
live. These inequities in income and housing condi-
tions, among others, are symptomatic of a problem
larger than that of insurance redlining.

Many urban communities suffer from disinvest-
ment, or the consistent absence of the resources nec-
essary for growth and vitality. The American
historical experience of institutional racism has
played a critical role in creating this situation. The
race-based redlining once used by insurance com-
panies and lending institutions has created an en-
during legacy of inequality. The contemporary
prevalence of substandard housing, low household
incomes, depreciating property values, and other
manifestations of urban blight within minority
neighborhoods originate from the racially discrimi-
natory practices of the past. Disinvestment, in turn,
engenders market failures where certain industries
are precluded from entering a certain area. The fault
for these market failures, however, does not lie with
those who suffer from them, but from the inequi-
table practices of the past.

The presence of a market failure, particularly in an
area relative to public policy, warrants the consider-
ation of solutions. Government-based solutions are
justified in the absence of market-based self-correct-
ing actions. Governmental efforts to improve the
quality of housing in underserved areas could help
some applicants meet the underwriting guidelines of
some standard insurance companies. Neighborhood
revitalization efforts, such as the construction of af-
fordable housing, the creation of business enterprise
zones, and area beautification programs could help
stabilize depreciating property values and allay cer-
tain risks within blighted areas. In addition, attempts
to create livable wages could work to make insur-
ance premiums more affordable for lower income
homeowners.

Whether or not solutions like these will work is
subject to debate. The Great Society envisioned by
President Johnson was an attempt to cure some of the
ailments of disinvestment that he understood to
plague America’s inner-cities. Some say his efforts
and vision were successful to a certain degree. Oth-
ers charge him with outright failure. Nevertheless, LBJ
had the right idea: the problems of the inner-city, the
ones that spawned the riots of 1967, had to be solved
if the viscous cycle of disinvestment were ever to be
overcome.

LBJ
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Europe, however, is not a single country. There are 15 nations in the
European Union (E.U.)1 with several others preparing for entry into the
Union. On January 1, 1999, eleven countries joined the Monetary Union;
effectively and legally, the national currencies of the participating countries
ceased to exist as national currencies and became the euro, the currency to
be used throughout the E.U. Until recently, each nation had its own dis-
tinct monetary policies and regulations governed by different central banks,
as well as different currencies. Since the beginning of 1999, these countries
have all shared the same currency and the same common bank.

The quest for European financial coordination has a half-century of
history. Encouraged by the vision of all the advantages of a single cur-
rency, the European Economic Community tried to attain many of these
advantages via semi- or quasi-fixed exchange-rate schemes where small
fluctuations between currencies were allowed. Unfortunately, this ap-
proach proved utopian. With different monetary and fiscal policies, the
relative prices of key currencies diverged reflecting different dynamics
of the national economies, and each European currency system failed.
Therefore, a more radical solution is on its way to final implementation—
the Economic and Monetary Union (EMU)—a single shared currency, the
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ONE EUROPE =
ONE CURRENCY:
PROSPECTS AND PERILS OF EUROPEAN

ECONOMIC AND MONETARY UNION

THERE ARE CERTAIN GAINS RESULTING FROM THE USE

of a single currency. Try to imagine the
United States with each state having its own

bank, issuing its own currency, and pursuing its
own monetary policy. The most relevant advan-
tages of a single currency include price transpar-
ency allowing instant comparisons, no exchange
rate risk and currency exchange costs, and im-
proved capital mobility.
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euro, and one common central bank, the European
Central Bank, and a limited scope of freedom for fis-
cal policies.

This homogenization of monetary (and partially
fiscal) Western European policy is a pioneer challenge
on an unheard-of scale. The benefits of sharing a com-
mon currency come at certain costs, such as restric-
tions on national deficits and loss of freedom to
independently set short-term interest rates. These
apparent tradeoffs create a risk, that due to the inabil-
ity to respond to certain adverse conditions in an ad-
equate manner, the new economic system may
become unstable. Two major problems have emerged.
One is the transition itself. The second is the system’s
behavior in case of asymmetric shocks. (An asymmet-
ric shock may be any major economic event that af-
fects involved parties unequally. It stems from
inherent dissimilarities between nations’ economies,
and thus disrupts their relative
balance.) In order to reduce the
exposure to that risk, two sets
of actions are necessary: 1)
minimize a probability that
predicaments arise, and 2)
maximize the system’s capac-
ity to absorb and neutralize
distortions. Radical separation
of the European Central Bank
from sources of entirely undes-
ired political influence is nec-
essary to partially address the first issue. The second
can be offset to some extent by increased labor mobil-
ity, the single most important and “natural” adjust-
ment mechanism. These two measures should be
complemented with intense removal of remaining
structural differences between EMU-basket countries
through extensive deregulation, and rapid alignment
of social policies and tax regulations. This analysis
concentrates on interactions between the eligibility re-
quirements for entry into the EMU during “normal”
economic stresses and in case of an asymmetric shock.
The emphasis is on developing an adjustment mecha-
nism to avoid crises.

FINAL COUNTDOWN: THREE␣ .␣ .␣ .,
TWO␣ .␣ .␣ ., ONE␣ .␣ .␣ .,␣ .␣ .␣ .?!?

As complex and multidimensional as it is, EMU per-
haps should be recognized as a greater undertaking
than the original founding of the European Economic
Community (EEC), which began on March 25, 1957
with the Treaties of Rome signed by the Six2 Member
States: Belgium, France, Germany, Italy, Luxembourg,

and The Netherlands.3 Almost forty-two years later,
on January 1, 1999, the final Third Stage of the EMU
was launched, and eleven of the fifteen countries
slated to enter the EMU joined the Monetary Union.4

Denmark and the U.K. exercised opt-outs enabling
them to stay outside of the euro area,5 while Sweden
and Greece6 did not meet the convergence criteria,
that is, they did not fulfill the necessary conditions for
the adoption of a single currency.7

The infinitely short time span between the end of the
year 1998 and the beginning of the year 1999 was one of
the most important moments in the history of Europe.
Two components of actual transition to the single cur-
rency were executed during that fraction of a twinkling
of an eye. First, exchange rates between the EMU-basket
currencies were replaced by irrevocably fixed bilateral
conversion rates determined eight months in advance
during May 1998 Summit.8 Second, one ecu (an account-

ing unit established in 1979 as a
weighted average of the na-
tional currencies of member
states of a previous attempt at
financial coordination, the Eu-
ropean Monetary System) was
converted into one euro. Since
then, the national currencies of
“Ins” countries have been
merely expressions of the euro,
and the Third Stage of the EMU
was successfully deployed. (The

term “Ins,” as opposed to “Outs,” refers to the E.U. coun-
tries that participate in the Monetary Union.) Effectively
and legally, the national currencies of the participating
countries ceased to exist as national currencies on Decem-
ber 31, 1998 at 11:59 p.m, and on January 1, 1999 at 12:00
a.m., they became euros with another (old and familiar)
name retaining legal tender status within their countries
of issue until July 1, 2002. For practical and political rea-
sons, the issuance of euro currency is not scheduled to be
introduced until January 1, 2002, so for the first two years
of Stage Three it will exist in non-cash form only.9

The overnight switchover to euro was celebrated
enthusiastically. Although some economists predicted
an initially strong euro, anticipating that OPEC coun-
tries would rush to substitute part of their foreign
currency reserves with euros,10 within the first two
and a half months the euro fell over 7.6 percent against
the U.S. dollar. This trend has continued as of
mid-March 1999.11 Nonetheless, the London Stock
Exchange jumped to a record high after the British
government announced at the end of February 1999
its first cautious preparations for joining Europe’s
single currency early in the next century.12

“The infinitely short time
span between the end of the
year 1998 and the beginning of
the year 1999 was one of the
most important moments in
the history of Europe.”
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PRICE OF CURRENCY AND CURRENCY RISK

No earlier attempt to peg European exchange rates
withstood the real-life test, because the relative values
of those currencies diverged substantially. Each cur-
rency has its price. If the price of a currency is not
market determined, the demand-supply equilibrium
has to be artificially reached by government actions.
At times if the amount of a currency supply exceeds
the amount demanded, the government through its
central bank13 has to buy the excess at the fixed-rate
exchange. To pay for it, the country has to give up
some of its foreign or gold reserves, or some combi-
nation of both, which occurs when a currency is over-
valued, and as a result allows a balance-of-payments
deficit. In a situation of this sort, there may be a “run”
on the overvalued currency. Currency speculators
may become convinced that the country with a bal-
ance-of-payments deficit cannot maintain the artifi-
cially high price of its currency much longer. Because
they will suffer losses if they hold onto a currency that
is devalued, the speculators are likely to sell the over-
valued currency in very large amounts, thus causing
an even bigger balance-of-payments deficit for that
country. Faced with the exhaustion of its reserves, the
country is likely to be forced to allow the price of its
currency to fall.14

A country also may set an official artificially high
price of its currency without supplying adequate
amounts of foreign currencies that the market de-
mands (as it was the case in all post-communist coun-
tries), but then a black market quickly develops. The
reverse situation takes place when a currency is un-
dervalued: by running a balance-of-payments surplus
a country is increasing its reserves, and is unlikely and
often resistant to increase the price of its currency,
because then its exports would be more expensive,
that is, less competitive. But how does the market
determine the price of any given currency? This price
is a result of a number of factors. Among the most
important ones are current account deficit, foreign
reserves, relative interest rates, government stability,
perceived economic condition and its unique charac-
teristics such as export and import patterns.15

The value of the American dollar, however, is
much less dependent on these factors. This important
feature is a characteristic of its role as the principal
“global” currency. Perhaps one of the ultimate goals
of the EMU’s architects is the “globalization” of the
euro. For this to happen, a sociological change in the
way Europeans view their currencies is necessary. If
this mindset is eventually achieved, it will substan-
tially contribute to less volatility in European markets
by exerting a stabilizing effect on prices. Benefits of

low inflation are beyond dispute. Markets work more
efficiently, the quality of savings and investment de-
cisions improves, tax distortions are removed, and
there is an end to the arbitrary redistribution of in-
come that takes place through inflation.

In terms of its international weight, the euro is sec-
ond only to the United States dollar. The Gross Domes-
tic Product (GDP) of the eleven euro countries is
roughly the same as America’s. Their share of interna-
tional trade is slightly bigger, and currently, their for-
eign-exchange reserves are much larger. The eleven
euro countries’ government bond markets, at current
values, are worth over $2 trillion, only a little less than
the U.S. The euro countries’ combined equity markets
are bigger than Japan’s.16 All this sounds very promis-
ing, but is the future of EMU really so bright and cer-
tain, and why are monetary unions so attractive?

PROS AND CONS OF THE EMU:
OPTIMAL CURRENCY AREA

The theory of “optimal currency areas” was outlined
by Robert Mundell, an American academic, in 1961.
In essence, it states that there are certain gains from
sharing a currency across borders: more transparent
prices, lower costs, greater certainty for investors, and
enhanced competition.17 In the case of the E.U., these
gains are estimated at 0.5percent of GDP.18 Another
benefit, especially appreciated by countries with poor
inflation records, is price stability furnished by an
independent central bank running a single monetary
policy and committed to keeping inflation rates low.
Unfortunately, each coin has its flip side. Negative
consequences could be especially grave in cases of
“asymmetric shocks.” Countries that are in a recession
often respond by increasing the growth of their mon-
etary supplies, decreasing interest rates, and allowing
their currencies to devalue in order to stimulate ex-
ports. These policies, however, are no longer available
to states participating in the euro.

Optimal currency theory looks at alternative re-
sponses to such shocks, singling out three: 1) mobil-
ity of labor—workers in affected country must be
able and willing to move freely to other counties, so
there should be no cultural, linguistic or legal barri-
ers; 2) flexibility of wages and prices—the country
must be able to adjust these in response to a shock;
and 3) some automatic mechanism for transferring
fiscal resources to the affected country. The theory
concludes that for a single currency area to have the
best chance of success, asymmetric shocks should be
rare, implying that cycles and structures of involved
economies are alike.19 Moreover, the single monetary
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policy should affect all the constituent parts in the
same way.20

It is obvious that none of these conditions are met
in the E.U. Studies show that labor mobility is signifi-
cantly lower between E.U. countries than within the
U.S., reflecting the barriers created by, among other
factors, language, culture, and differences in social
security systems.21 Nor does the E.U. officially en-
courage the idea of labor migration. The European
Commission described regional mobility of labor as
“neither feasible, at least not across language barri-
ers, nor perhaps desirable.”22 In fact, however, labor
mobility is limited between European countries as
well as within them, but their own single national
currencies work well, regardless of asymmetric
shocks experienced by
their economically diver-
sified regions. The reuni-
fication of the FRG
(Federal Republic of Ger-
many or West Germany)
and the GDR (German
Democratic Republic or
East Germany) on Octo-
ber 3, 1990, may serve as
a counterexample; note,
however, that unified
Germany is in fact a new
country experiencing a
shock induced by the
unification itself. More-
over, asymmetric shocks
are more likely to hit in-
dustries or regions rather
than countries.

Under such circumstances the exchange rate is the
wrong tool for making adjustments.23 Considering
that Europe is more diversified than some highly spe-
cialized regions of the U.S., it should also be more
shock-resistant with respect to industry specific
shocks. What’s more, asymmetry was often induced
by different fiscal and monetary policy measures
aimed to counter shocks. The monetary part of this
factor disappeared once the independent European
Central Bank (ECB), modeled after the fiercely inde-
pendent German Bundesbank that enforces its mon-
etary policy irrespective of political pressure, became
in charge of euro-policy on January 1, 1999.

The absence of fiscal transfers, however, is a more
serious hurdle. Calculations in the 1980s suggested
that, on average, 40 percent of any fall in gross state
product (GSP) in the U.S. was compensated via
higher benefits received from, or lower tax paid to,
the federal government.24 One new study, however,

argues that currently the magnitude of this
mechanism’s intervention decreased four-fold in
terms of percentage wise GSP.25 Nonetheless, find-
ings of the report of a Study Group under the chair-
manship of the British economist Sir Donald
MacDougall, published in 1977, should not be ne-
glected. This report advocated a substantial expan-
sion of the European budget up to 5-7 percent of
Community GDP.26 In the opinion of Alexandre
Lamfalussy, the first European Monetary Institute (a
precursor to the European Central Bank) president,
if the E.U. budget is to play a stabilizing role, it has
to be even bigger than that.27 The Delors Report of
1989, produced to examine means of completing eco-
nomic and monetary union, recognized that a central

budget of this size was
not politically feasible
and referred instead to
the need for “solidarity
to iron out the economic
difficulties or the surges
in prosperity of indi-
vidual states.”28 Writing
in 1992, Sir Donald as-
serted his belief that the
loss of exchange-rate ad-
justment would make es-
sential larger transfers
between Member States.
He concluded: “I fear
that an attempt to intro-
duce monetary union
without a much larger
Community budget than
at present would run the

risk of setting back, rather than promoting, progress
towards closer integration in Europe.”29 Any such
increase, however, would be very controversial.

It is a big step for a national parliament to perma-
nently hand over a proportion of its tax revenue to an
outside body beyond its control. European Union
governments are under pressure to cut public spend-
ing and taxes at home. The agreement to increase the
size of the Community budget from 1.20 to 1.27 per-
cent of combined GDP was accepted very reluctantly.
In order to expand the EC budget, governments
would have to further cut their expenses or increase
taxes or do both at the same time. Considering that the
EMU is extremely unpopular with many nations—in
November 1997 up to approximately 60 percent in
Finland and Denmark and 30 percent in the E.U. 15
Member States were against it—either alternative may
lead to dramatic public discontent with fatal conse-
quences for the EMU. 30 In Germany, a country with-

“Most joblessness is structural as
opposed to cyclical, i.e., it reflects
over-regulated product and labor
markets, rather than inadequate
demand or tight fiscal policies. Due to
predicted sharpened competition
caused by the instant comparability in
prices the euro will provide, industries
are seeking methods for cutting their
costs: merging with other firms,
closing branches, shedding labor.”
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out which the EMU is hard to imagine, a majority
opposes the EMU, and furthermore, Germany is de-
manding a reduction in the share of the E.U. budget
it currently pays.31

The Community’s overall unemployment rates of
over 11 percent along with wage rigidity call for struc-
tural reforms.32 Most joblessness is structural as op-
posed to cyclical, i.e., it reflects over-regulated product
and labor markets, rather than inadequate demand or
tight fiscal policies. Due to predicted sharpened com-
petition caused by the instant comparability in prices
the euro will provide, industries are seeking methods
for cutting their costs: merging with other firms, clos-
ing branches, shedding labor.33 Therefore, in the short
run, the euro may increase unemployment. Increas-
ing economic flexibility in other respects must com-
pensate for the loss of monetary and fiscal policy
independence. The way to reduce high unemploy-
ment is to deregulate labor-markets, trim welfare
states, and cut wages and non-wage labor costs.34 Al-
though the EMU and unemployment are not directly
related to each other, one possible scenario is that the
single currency will act as a catalyst for structural re-
forms by increasing the pressure for change. Partial
deregulation of labor markets in Italy and Spain, and
Europe-wide trend to privatize state-owned indus-
tries (the public sector, as a percentage of GDP, is still
much bigger in Europe than in America) augur well
for Europe.35 Generally speaking, the “Ins’” structural
reforms are being implemented at too slow a pace.
Ironically, two voluntary “Outs,” that is Britain and
Denmark, thanks to the deregulated economies in
each of the countries, have the best capacity to deal
with the EMU.36

Knowing that Europe does not fit the “optimal
currency area” description, efforts were made to en-
sure that countries entering the EMU in the first wave
would be alike in a few critical points, thus preserv-
ing the strength of new-born currency in its early
days. But do these prerequisites really guarantee
euro’s shock-resistance?

CONVERGENCE CRITERIA: “INS”
COUNTRIES VS. “OUTS” COUNTRIES

The 1991 Maastricht Treaty, the Treaty on European
Union, mapped out conditions and a timetable for the
transition to monetary union. Each potential member
state had to fulfill five criteria, on a sustainable basis,
prior to admittance to the EMU:37

1. A consumer price inflation rate no more than 1.5
percentage points above the average for the

three countries (at most) with the lowest infla-
tion rates;

2. Average nominal long-term interest rates no
more than 2 percentage points above those for
the three countries (at most) with the lowest in-
flation rates;

3. Participation in the European Monetary System
[the system in which member states were re-
quired to maintain national currency exchange
rates within certain fluctuation criteria] under
normal bands and no exchange rate realign-
ments for at least two years;

4. A sustainable government financial position,
defined as a general government deficit to GDP
ratio no more than 3 percent and a gross debt to
GDP ratio no more than 60 percent (with excep-
tions if an “excessive” deficit is temporary, or an
“excessive” deficit or debt ratio is declining at a
“satisfactory” pace);

5. Additionally convergence should be measured
by the balance-of-payments situation, the inte-
gration of markets, unit-labor cost, and other
price indicators (real convergence).

A country whose economy is weaker than others
might weaken the whole coalition. The purpose of
these criteria was to filter out candidates in order to
prevent the union from being destabilized by the pre-
mature admission of a country whose economic foun-
dation was not yet compatible with those required by
a fixed rate exchange. A central requirement was that
trend inflation rates were the same. The first three
criteria were intended to ensure this. Criterion one
covered the recent past while rules two and three
were intended to be more forward looking in nature.

Long-term interest rates were positively correlated
with inflationary expectations. A recent devaluation
was expected to increase inflationary pressure in the
near future. Whether these criteria were sufficient is
debatable, since convergence in long-term interest
rates may simply reflect the credibility of the intention
to move to monetary union. Furthermore, even if in-
flation had converged, the real exchange rate could
still be some way from sustainable levels. These cri-
teria were also debatable because with the introduc-
tion of a new currency, they were no longer regulated.

Criterion four, regarding fiscal variables, is not con-
sidered a strict convergence criterion and is different
from previous criteria to the extent that it matters also
after monetary unification. The intent of the transition
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phase is to ensure that no country joins the monetary
union when its public finances are in such a state that
they might destabilize the monetary union. This crite-
rion was included largely at the insistence of the Ger-
mans who feared that the euro would not be as strong
as their currency.38 Initially, to ensure the euro re-
mained strong, the EMU was restricted to the six core
members: Germany, France, Denmark, and the
Benelux three (Netherlands, Belgium, and Luxem-
bourg).39 Nevertheless, the plan backfired and even the
six core countries were experiencing problems meeting
it. They have made recourse to exploiting the large
room left for interpretation in the language of the E.U.
criteria: the terms “excessive” and “satisfactory” are
flawed by lack of a quantitative definition. Because of
this ongoing practice of numbers fudging, they could
no longer exclude the Mediterranean countries from
entering. To qualify under the fiscal criterion, more and
more countries adopted
the art of “creative”
bookkeeping. France
counted a one-time
transfer of cash from
France Télécom to the
government (0.5 per-
cent of GDP) in ex-
change for the state’s
covering the company’s
pension liabilities.40

Italy collected a “euro-
tax” (0.6 percent of
GDP) that will be partially refunded in future years.41

Austria privatized public debt by shifting it to quasi-
fiscal budgets (about 4.5 percent of GDP). Finally, Ger-
many redefined its hospital debt, and unsuccessfully
attempted to revalue its gold reserves in the face of fu-
rious opposition from the Bundesbank.42

Eleven out of fifteen E.U. countries were EMU’s
first-entrants: Austria, Belgium, Finland, France, Ger-
many, Ireland, Italy, Luxembourg, The Netherlands,
Portugal, and Spain. Yet entering the EMU was one
thing, and being in the EMU is the other—all these
countries must comply with constraints imposed on
them by the Stability and Growth Pact, and this is not
a one-time effort as convergence criteria were.

The last and most important addition to the EMU
was the Stability and Growth Pact. It provides for
agreed targets for national budgets, national deficits
and national borrowing. It also provides for the im-
position of substantial financial penalties against
states that do not manage their budgets in line with
the agreed targets. The initiative was Germany’s and
the proposed name of it was the Stability Pact. At the
insistence of France president, Jacques Chirac, the Pact

was renamed: “Growth” was added. During the
Dublin Summit on December 13-14, 1996 the Council
of Economic and Finance Ministers agreed to the Pact,
but the new Socialist government in France refused to
endorse it.43 The Pact was finally ratified at the
Amsterdam Summit on June 16-17, 1997.44

STABILITY (AND GROWTH) PACT

Germany managed to convince the other E.U. members
to agree on somewhat demanding convergence criteria,
to design the ECB according to the Bundesbank blue-
print, and to locate the monetary authority in Frankfort
on the Main.45 Besides that, the German Council of Eco-
nomic Experts (Sachverständigenrat) recommended to the
German government that it persuade its European coun-
terparts that a stable European currency requires an

agreement on fiscal sta-
bility.46 The logic behind
this was as follows: the
fiscal criteria for entry
into the EMU are not
sufficient because by
definition they do not
apply after entry, so at
that time there would be
no incentive for tighten-
ing government fi-
nances. This creates a
hazard for the stability

of the common currency: market participants may an-
ticipate monetary policy to become more expansive in
order to lower the real debt burden of highly indebted
countries, to bail them out, or to inject additionally issued
monies in case of insolvency.47 Although these have been
explicitly excluded in the Maastricht Treaty, the credibil-
ity of excluding a bailout is rated to be rather low.48 The
intention of a Stability Pact is, therefore, to penalize ex-
cessive deficits in order to discourage governments from
becoming expansionist.49

The original proposal provided for sanctions to be
applied automatically with a let-out only if the
economy had shrunk by over 2 percent in a year.50

Governments failing to keep their budget deficit be-
low 3 percent of GDP would have to place a deposit
(“fine in waiting”) with the European authorities and
if excess borrowing continued, the deposit would be
forfeited.51 The “fine in waiting” is a non-interest bear-
ing deposit that can only become a fine if, at the end
of a two year period, the government concerned has
not taken the steps necessary to rectify the deficit.
Then it is up to the European Council’s discretion to
decide upon imposing the fine. Fines would be calcu-

“The Stability and Growth Pact has
plenty of loopholes and leeway.  In effect,
it provides a framework for governments
to bargain over fiscal policy rather than a
mechanism for committing them to a true
deficit ceiling, as automatic fines assessed
for violations would do.”
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lated at the rate of 0.2 percent of GDP plus another 0.1
percent for every percentage point by which the defi-
cit exceeded the allowed ceiling. A deficit of 6 percent
of GDP, for example, would have triggered the maxi-
mum fine of 0.5 percent of GDP.52

French ministers argued that any system of penal-
ties had to be flexible and applied on a case-by-case
basis and that sanctions for excessive deficits must re-
main a political matter.53 A compromise was reached
which defines automatic exceptions rather than fines.
In case of an economic decline of less than 0.75 percent
of economic growth, the countries agreed that “as a
rule” they will keep their fiscal deficit below 3 percent
of GDP, so the rules for an “excessive” deficit (Art. 104c
of the Maastricht Treaty) apply as before.54 In case of
an economic decline between 0.75 percent and 2 per-
cent, countries can plead “exceptional circumstances”
in order to avoid a fine which may be as big as 0.5 per-
cent of GDP.55 In practice, this means that a six-step
procedure involving the EC and Council of Economic
and Finance Ministers is set in motion, what provides
a considerable scope for political discretion. In case of
a “severe economic downturn” (an economic decline
of more than 2 percent of GDP), the EMU members will
be free to allow themselves fiscal deficits above the set
threshold and provisions of Article 104c do not apply
at all.56 Additionally, no penalty deposit applies if the
excessive deficit can be considered an “exceptional
deficit;” and this may arise in two ways. First, a deficit
will be considered exceptional where it results from an
“unusual event outside the control of the Member State
that has a large impact on the financial position of the
government.”57 The definition of what constitutes an
“unusual event” or a “large impact” is noticeably and
significantly absent.58 The German Finance Minister,
Theo Waigel, ultimately described the final package as
being a “quasi-automatic” system of penalties while
the French European Commissioner for economic,
monetary and financial affairs, Yves-Thibault de
Silguy, described it as being “as automatic as the
treaty would allow.”59

The Pact was designed in a way that should create
an environment for the ECB to conduct a stable mon-
etary policy. However, this position is under debate.
There is little evidence that budget deficits or high
debts, per se, undermine currencies.60 Just the oppo-
site is revealed by the strong dollar in the 1980s and
strong D-mark in the 1990s, both achieved at times of
huge budget deficits.61 Regarding big debts, Belgium
for years had the largest debt as a proportion of GDP
in the Organization for Economic Cooperation and
Development, yet it has been able to maintain a strong
currency in union with Luxembourg, the country with
the smallest debt.62

The concerns about potential moral hazard—to
borrow and spend at everyone else’s expense, increas-
ing interest rates for all—are likely to be overstated.
First, the “Ins” countries are borrowing in euros, not
in national currencies they can directly control. Be-
cause the European Central Bank is explicitly barred
from bailing out national governments, it should be
expected that markets would pay more attention to
national borrowing and start imposing an interest-rate
premium in case it gets too high.63 Second, an indi-
vidual country’s borrowing, however large, in com-
parison with the size of global capital markets is too
small to have a sizable effect on euro interest rates.
Mexico’s huge dollar borrowing in 1995-96 did not
raise U.S. interest rates.64 Third, if the European Cen-
tral Bank stays as independent as it is suppose to be,
it won’t be feasible for a country that has accumulated
euro-denominated debt to put pressure on the Euro-
pean Central Bank to increase inflation. Fourth, a de-
liberate default threat hardly seems credible in the
E.U. context. Finally, the remedy is to remove the
threat of systemic risk through appropriate financial-
sector regulations to ensure that no key financial in-
stitution is excessively exposed to the sovereign debt
of any member country.65 Perhaps the worst outcome
of the Pact is the fact that it undermines the treaty’s
no-bail-out rule by suggesting there is a fiscal prob-
lem that needs solution at a European level, instead
of insisting that each country’s fiscal stance is a mat-
ter for it and it alone.66

CONCLUSIONS AND RECOMMENDATIONS

˚What adjustment mechanism is left to an “In” coun-
try experiencing asymmetric shock? In a single currency
zone the adjustment mechanism traditionally provided
by national currencies, i.e., to inflate independently, set
short-term interest rates, and borrow heavily, are re-
moved, due to abolishment of national currencies and
Stability Pact requirements. A single European short-
term interest rate, set by European Central Bank, applies
indiscriminately to all “Ins.” In fact, the short-term inter-
est rate alone acts as a shock, because growth rates, and
hence inflationary pressures, differ across Europe. For
example, Ireland’s economy grew by 10 percent in 1997,
while Germany’s grew by 2.5 percent.68 This suggests
that Ireland needs higher interest rates than Germany in
order to attract more capital. Even if all countries were
at the same point in the economic cycle, differences in
the way interest rates affect output across Europe mean
that a given rise in rates would depress some economies
more than others.

Higher interest rates influence economies in three
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main ways. First, they raise the cost of borrowing and
therefore deter new investment or purchases of con-
sumer goods on credit.69 Second, there is an “income
effect:” debtors feel poorer because their debt-service
has gone up.70 Third, there is an exchange rate effect:
the domestic currency is pushed up against other cur-
rencies and so reduces exports.71 Four consequences
follow. First, the higher the proportion of borrowing
that is at short term or variable rates, the bigger the
income effect and hence the drop in consumer spend-
ing. Lending on such terms is most popular in Aus-
tria and Italy, while in France, Germany, and the
Netherlands borrowing is mostly long-term and at
fixed rates.72 Second, banks vary in the speed with
which they pass on rises in official interest rates to
their customers.73 Third, countries with lower level of
private-sector debt, like Italy, Germany and Belgium,
will be hit less hard than heavily indebted ones.74

Fourth, the more open an economy, the bigger will be
the impact on output of an appreciation of the euro
against the dollar. Ireland and Belgium are the most
exposed: their exports outside the EMU area account
for 34 percent and 21 percent of GDP respectively,
compared with around 10 percent or less in France,
Germany, Italy, and Spain.75 In the case of any particu-
lar country, these effects offset each other to some
extent. Another remaining issue is the distribution of
seigniorage wealth. In some instances, it might ease the
negative impacts of other factors, but in the other, it
may also overlap with them.76 The creation of the
EMU could help, over time, to reduce differences be-
tween countries and hence improve convergence in
the impact of monetary policy. But this won’t happen
overnight. Meanwhile, readily available solutions
must be employed to deal with contingencies.

The loss of national currencies by itself should not
be a problem. In an increasingly integrated and inter-
dependent Europe, the independent use by a member
country of monetary policy or exchange rate adjust-
ments relative to other E.U. currencies is seldom easy
to justify. Devaluation causes tensions inside a single
market. French officials claim that in 1993 France lost
nearly 1 percent of GDP due to “competitive” devalu-
ations in Italy and Britain.77 As for devaluation, most
studies suggest that its beneficial effects, e.g., on re-
ducing unemployment and stimulating export, are at
best temporary.78 Over time they are overwritten by
more expensive imports and borrowing resulting
from less credence in a currency due to its decreasing
purchasing power and a fear of inflation getting out
of control.79 The pro of inflation is that it allows the
downward adjustment of real wages: it is not reason-
able at this time to expect that people would accept
reductions in their nominal wages, but if increase in

nominal wages is smaller than inflation, then effec-
tively real wages decrease.

With currencies and interest rates locked together,
fiscal policy under the EMU will have to carry more of
the burden of cushioning recessions than it did until
recently. The Stability and Growth Pact has plenty of
loopholes and leeway. In effect, it provides a frame-
work for governments to bargain over fiscal policy
rather than a mechanism for committing them to a true
deficit ceiling, as automatic fines assessed for violations
would do. The danger behind the lax procedure is a
reduced incentive to pursue structural reforms. On the
other hand, it might appear that this approach is pref-
erable. Under Germany’s strict proposition, govern-
ments would need to run budget surpluses during
“normal” times, leaving room for borrowing to rise
during recessions.80 In this way the automatic stabiliz-
ers of fiscal policy would be allowed some scope to
work. Otherwise, a country that begins to move into
recession, to prevent its deficit from rising above the
ceiling, would have to cut spending and increase
taxes—thereby aggravating the slow-down and plac-
ing further upward pressure on borrowing. Thus, the
country actually increases the chance of failing to hold
its deficit below the ceiling. The “fine in waiting”
mechanism will further deepen the recession. At this
moment, it is impossible to predict which scenario will
play out as too many uncertainties are involved. Cer-
tainly the key strategic calculation for EMU-participat-
ing governments is to determine how much budgetary
flexibility they need to keep in store for emergencies.

In any case, the pace of structural reforms should be
substantially accelerated so the underlying factors of
economic inefficiencies would be permanently re-
moved. The EMU creates a qualitatively new environ-
ment. Assuming that necessity is a basis for adaptation
to certain circumstances, Europeans’ unwillingness to
live and work abroad as well as “natural” resistance to
earn less in nominal terms might be expected to evolve
towards acceptance. If this happens, the most power-
ful adjustment mechanisms will come into play. Gov-
ernments should encourage labor mobility by, for
example, expanding exchange programs at the state
universities. It is likely that after graduation a consid-
erable percentage of international students will find a
job and settle down in a country in which they studied.
If afterwards this country encounters recession result-
ing in increase in unemployment rates, they will be the
first to respond to such a shock by migrating back to
their countries of origin. Even for those that will go back
to their home countries immediately upon graduation
from a foreign university, it will be much easier to
search for a job anywhere abroad if this is profitable. It
is strongly recommend that these types of behavior be
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promoted through a variety of economic incentives like
tax-breaks for universities and study-abroad scholar-
ship programs. The ultimate goal of this approach
would be to erase language, cultural, and psychologi-
cal barriers inhibiting labor mobility.

The EMU is not an inherently good or bad idea. Its
execution will eventually determine the degree to
which EMU will prove a success or a failure. Much
depends on the initial credibility of both the new cur-
rency and the new bank. In the light of the highly po-
liticized election for the first (and second) president of
the European Central Bank, one can lose faith in
whether the European Central Bank’s independence,
and thus the euro’s strength, is certain. The recommen-
dation, therefore, is to establish and enforce procedures
that will prevent bank’s administration from becoming
sensitive to political pressures thus guarding its statu-
tory independence. The key issue such preventive
measures should focus upon is a separation of national
governments from a protocol adopted for appointing
the European Central Bank’s high officials that consti-
tute decision making bodies. This concerns the Euro-
pean Central Bank Executive Board (President,
Vice-President, and other four members) as well as the
governors of the national central banks. The Executive
Board and governors form a Governing Council.81

Another threat of political sway that the Governing
Council should be prepared to face in the foreseeable
future is the Euro Council, or Euro-X.82 Euro-X, an in-
formal body comprising of finance ministers supported
by French advocates, is supposed to be a political coun-
terpart to the European Central Bank.83

Cancellation of EMU is officially out of the question,
and even if its termination were possible, it would have
disastrous effects. Even worse would be the collapse of
the EMU under speculative attack. To minimize expo-
sure to that risk, the European Central Bank’s course
of actions must be clear and consistent for markets to
have confidence in both the EMU in general and the
European Central Bank and euro in particular.
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Participation of Latinos in the United States.” Craig
Wacker. First Reader: Kenneth W. Tolo.

“Integrating the University of Texas Through Effec-
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“Measuring Progress to Affect Progress: An Analysis
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“An Assessment of Limited English Proficient Fami-
lies in the Even Start Family Literacy Program.”
Wei-Min Canton Wang. First Reader: Patrick P.
Wong.
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“Industry Self-regulation and Informational Privacy.”
Marianne He-Sook Kim. First Reader: William K.
Black.
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“Altering U.S. Military Strategy and the Alliance with
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Origins of Petroleum Policy in Venezuela, 1958-
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Dawn Allis. First Reader: Chandler W. Stolp.

“The Role of Culture in the Political and Administrative
Transformation of the Mexican State.” Allert Ragnar
Brown-Gort. First Reader: Victoria Rodriguez.
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“Negative Impact of Resource Allocation: Indigent
Defense in Crises.” Vincent Andre Keeton. First
Reader: George E. Dix.

“Resolution of Mass Torts through the Legislative
Process: The Proposed Tobacco Legislation.”
Nancy Elizabeth Harris. First Reader: William K.
Black.

“Roles of Children’s Attorneys and Court Appointed
Special Advocates in Child Abuse and Neglect Pro-
ceedings.” Jennifer Lynn Webster. First Reader:
Jacqueline L. Angel.

LABOR AND EMPLOYMENT ISSUES

“Balancing the Scales in Favor of the American
Worker: A Comparative Analysis of Union and
Non-Union Employment.” Sonja Jeanette McGill.
First Reader: F. R. Marshall.

“Finding Common Ground: Exploring Alternative
Solutions to Improving the Rights of Workers in
Developing Countries.” Elise Lorraine Gould. First
Reader: F. R. Marshall.

LOCAL AND STATE GOVERNMENT

“A New Arena in San Antonio: A Cost/Benefit Analy-
sis.” Gregorio Flores III. First Reader: Robert H.
Wilson.

“Devolution’s Discord: Resolving Operational Disso-
nance with Exemption” Stacey Yvonne Abrams.
First Reader: Robert H. Wilson.
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“The Effectivness of Privatization: A Case Study of
Texas Jails.” Lester Terrence Harris. First Reader:
Shama Gamkhar.

“Indicators and Directions of Austin Transport in the
Next Millennium.” Lynne C. Jespersen-Tovar. First
Reader: Dagmar S. Hamilton.

“Minimizing Policy Misconduct and Its Effects.”
Marcia Theodora Taylor. First Reader: Aditi Gowri.

“Reversing the Tide: An Economic Development Ini-
tiative for Galveston County, Texas.” Randall
Towler Kempner. First Reader: Robert H. Wilson.

“Stranded in Texas: The Equitable Recovery of
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turing.” Heather Jocelyn McKinney. First Reader:
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Evaluation.” Karen Alejandra Rocha. First Reader:
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“The Survival of Municipal-Owned Utilities in the Era
of Deregulation: Recommendations to the City of
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Stolp.
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