To Our Readers

You care about freedom. That is one reason you read The Freeman. For
thirty-five years it has been the most important first source for ideas on liberty.
Beginning in this issue, those ideas are clothed in a new size and design.

This change in design is not the first in the The Freeman’s history, but it is
the most extensive. We have enhanced the appearance of The Freeman to make
it easier for you to use and read, and more inviting from cover to cover.

The new format will also help us to present our ideas more clearly and no-
ticeably to new generations of business people, educators, students, and others
who aren’t familiar with the freedom philosophy. This is one of our continuing

goals and one we hope you share.

FEE’s Anniversary

Now is an auspicious moment for
such a change. First of all, 1986 marks
the 40th anniversary of The Founda-
tion for Economic Education. Thecase
for the free market economy was
rarely heard in 1946. It is to the great
credit and vision of the late Leonard
E. Read and the other members of The
Foundation staff that FEE and The
Freeman have constantly and consis-
tently explored the freedom philoso-
phy when other organizations and
"publications have had erratic lives.
Today, there is a much wider under-
standing of the principles which serve
as the basis of our freedom and pros-
perity. This is due in no small part to
the efforts of FEE and The Freeman.

January also begins The Freeman’s
thirty-sixth year—another remark-
able accomplishment. The Freeman’s
heritage, however, reaches back even
‘further. A very different Freeman be-
gan in 1920 through the efforts of a
number of brilliant men and women
under the tutelage of Albert Jay Nock.
His enterprise lasted four years.

Efforts to resurrect it were partic-
ularly successful in 1950 when Henry
Hazlitt, John Chamberlain, and Su-
zanne LaFollette launched the current
Freeman. They did so, they wrote, to
meet the ‘‘urgent need in America for

a journal of opinion devoted to the
cause of traditional liberalism and in-
dividual freedom.’’ (We are very
pleased that both Henry Hazlitt and
John Chamberlain still write regularly
for us.)

The Freeman was first housed at
FEE beginning in July 1954, under the
editorship of Frank Chodorov. In
January 1956, The Freeman changed
format and became the primary outlet
for FEE materials, with Paul Poirot
as managing editor. It continues in
that capacity today. During this time,
The Freeman has presented and in-
terpreted the freedom philosophy with
fairness, honesty, and skill. For many
individuals, it has been the beginning
of a lifelong dedication to liberty. The
Freeman is indebted to hundreds of
fine authors and thousands of readers
and FEE supporters for its success.

A Rededication to
Principle

As you and 70,000 other individuals
read through this and subsequent is-
sues, you will find the same dedica-
tion to freedom that has graced these
pages since FEE began publishing The
Freeman. Our job is to provide the
principles and facts necessary for in-
terested readers to develop their own
understanding of freedom. In a very
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real sense, we are all students of lib-
erty in the pursuit of those things that
are peaceful and creative.

Attaining full liberty in- America,
and indeed throughout the world, is a
complex and exciting challenge. Many
people seek the answer in politics and
policy studies. But unless there is a
clear understanding of the root ideas
of a free market society and the moral
basis of individual liberty, there can
be no lasting freedom. To that pur-
pose The Freeman is dedicated.

Whether you view yourself as a
conservative, libertarian, or classical
liberal, there is a common ground we
share as we strive to loosen those
bonds which restrict human creativ-
ity, individuality, and self-fulfillment.
Nobel Prize winner F. A. Hayek de-
scribed ‘‘our common task’’ at FEE
as “‘the defense of our civilization
against intellectual error.”’ That re-
mains the challenge before us.

A Note about Me

I have been working at FEE for over
a year now, and I have been editing
The Freeman for a number of months.
To many of you I am a new name, 50
let me introduce myself.

My background includes extensive
experience in foundation work and,
for fifteen years, I have worked as a
book and magazine editor and pub-
lisher. I have also devoted time to
writing on various topics of libertar-
ian history.

I first read The Freeman while in
high school. Troubled by an article on
monopoly, I wrote for an explana-
tion. Within a week I received a letter
from Leonard E. Read and then a
packet of material from Bettina Bien
Greaves. | was so impressed that I sent
in a $12 donation. I had no idea then
that, twenty-three years later, I would
be part of a great FEE tradition! I’m
hoping—after you read a few issues—
that you will decide to keep me on.

Charles H. Hamilton
Editor
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A PAGE
ON
FREEDOM
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The Market and
the State

by Ludwig von Mises

or every species of animal and plant the means of subsistence

are limited. Hence every living being’s vital interests are im-

placably opposed to those of all members of its own species.

Only human beings know how to overcome this irreconcilable
nature-given conflict by embarking upon cooperation. The higher pro-
ductivity of work performed under the principle of the division of
labor substitutes for the grim antagonism created by the scarcity of
food the solidarity of interests of people intentionally aiming at com-
mon goals. The peaceful exchange of commodities and services, the
market process, becomes the standard type of interhuman relations.
Mutual agreement of the parties displaces the recourse to violence, to
the law of the stronger.

The market in the broadest sense of the term is the process that
encompasses all voluntary and spontaneous actions of men. It is the
realm of human initiative and freedom and the soil upon which all
human achievements thrive.

The state, the power protecting the market against destructive re-
course to violence, is a grim apparatus of coercion and compulsion.
It is a system of orders and prohibitions, and its armed servants are
always ready to enforce these laws. Whatever the state does, is done
by those subject to its commands. State power forced its subjects to
build pyramids and other monuments, hospitals, research institutes,
and schools. People see these achievements and praise their authors
to the skies. They do not see the buildings that state power destroyed,
nor those that were never constructed because the government had
taxed away the means that individual citizens had destined for their
erection.

The fundamental antagonism between the realm of mutual peaceful
agreement and that of compulsion and coercion cannot be eradicated
by idle talk about two “‘sectors’’ of the economy, the private and the
public. There is no conciliation between constraint and spontaneity.
The attempts to resuscitate the totalitarianism of the Pharaohs of Egypt
or of the Incas of Peru are doomed. And violence does not lose its
antisocial character by being re-baptized ‘‘non-violence.”” All that man
has created was a product of voluntary human cooperation. All that
violence has contributed to civilization consists in the—certainly in-
dispensable—services it renders to the endeavors of peace-loving peo-
ple to restrain potential peace-breakers. O



The Freedom
to Move

reedom of movement underlies the concept of private prop-

erty rights. A person has the right to exclusive possession and

use of that which he has assembled and improved without

trespass against others—the right to the product of his own
labor. Any move of a man might be deemed proper and beneficial
when he acts to assemble, transport, or otherwise convert the free gifts
of Nature so that they may satisfy human needs more readily. This
involves no infringement on the equal right of others. It would seem
to be the kind of movement that should not be discouraged by man
or by government.

On the other hand, freedom of movement may lead to trespass. A
person may move or act in such a way as to threaten the life, or to
seize or damage the property, of someone else. His apparent personal
gain would be at the direct expense of another person. Surely, gov-
ernment should lend no encouragement to such harmful actions or
threats of harm by individuals.

The problem of society, then, is to permit and encourage individuals
to move and act in a productive and beneficial manner, and to avoid
harmful intervention or trespass. The founding fathers wisely de-
pended upon voluntary exchange—freedom of trade in the competitive
market place—as the automatic, non-governmental guide to produc-
tivity and progress among men. They delegated to government the
power to restrict only those actions of individuals designed to circum-
- vent the free market through fraud, deceit, or coercion. The penalty
for violation was restitution for damages, or imprisonment, or some
other restraint upon that person’s freedom to act or move.

The freedom of the individual to move toward greener pastures,
wherever they may seem to be, has been a vital part of the freedom
of commerce—the freedom of choice that has constituted the truly
distinctive characteristic of ‘‘the American way.”’

In view of our long experience of near-perfect freedom to move
about as each might choose, some of us may not realize the limitations
that confront people in many other parts of the world who might like
to move toward something better. Many who might choose to enter
the United States, peacefully observing our laws and paying their own
way, are denied entry. Qur community slogans now seem to read:
‘““Welcome to all peaceful and productive newcomers—except for-
eigners.”” And a foreigner here is an individual who has crossed a

Can we hope
to explain the
blessings of
freedom to
foreign people
while we deny
them the
freedom to
Cross our
boundaries?

by Oscar W. Cooley
and Paul L. Poirot
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special political line, supposedly which bounds ‘‘the land of the
free”’!

If it is sound to erect a barrier along our national boundary lines,
against those who see greater opportunities here than in their native
lands, why should we not erect similar barriers between states and
localities within our nation? Why should a low-paid worker—‘‘ob-
viously ignorant, and probably a Socialist’’—be allowed to migrate
from a failing buggy shop in Massachusetts to the expanding auto-
mobile shops of Detroit? According to the common attitude toward
immigrants, he would compete with native Detroiters for food and
clothing and housing. He might be willing to work for less than the
prevailing wage rate in Detroit, ‘‘upsetting the labor market’’ there.
His wife and children might ‘‘contaminate’’ the local sewing circles
and playgrounds with foreign ways and ideas. Anyhow, he was a native
of Massachusetts, and therefore that state should bear the full ‘“‘re-
sponsibility for his welfare.”’ '

Those are matters we might ponder, but our honest answer to all
of them is reflected in our actions—we’d rather ride in automobiles
than in buggies. It would be foolish to try to buy an automobile or
anything else in the free market, and at the same time deny any in-
dividual an opportunity to help produce those things we want.

Our domestic relationships would be harmed seriously by restraints
upon man’s freedom to migrate. But why shouldn’t the same reasoning
hold for our foreign relationships?

Fear No. 1: The ‘“melting pot”’ might fail to assimilate newcomers.
This notion has as little merit as the idea that a third-generation Yan-
kee’s digestive tract isn’t capable of assimilating a bunch of carrots
grown by a foreign-born Japanese or Italian vegetable gardener. The
assimilation of a foreign-born person is accomplished when the im-
migrant willingly comes to America, paying his own way not only to
get here but also after he arrives, and peacefully submitting to the laws
and customs of his newly adopted country. Freedom to exchange goods
and services voluntarily in the market place is the economic catalyst
of the American ‘“‘melting pot.”” Christian-like morality is the social
catalyst—and if it has come to be in short supply among native Amer-
icans, the blame for that shortage should not be laid upon our
immigrants.

Fear No. 2: The ‘‘wrong kind’’ of people might come to America.
The danger that ‘‘a poorer class’’ might come from Asia or Africa or
Southern and Eastern Europe and contaminate our society, undoubt-
edly seems real to any person who thinks of himself as a member of
a superior class or race. Such a person, like any good disciple of Marx,
is assuming the existence of classes and is convinced that he is qualified
to judge others and to sort them into these classes.

Perhaps what is feared is the importation of a new idea of the re-
lationship between the individual and his government. If that has been
our fear, it very well might have been justified. For America has been
rapidly substituting a socialistic state control for the traditional system
of private enterprise. But let us not mistake persons for ideas; the ideas
are the root of the problem. Migration of persons is not a reliable
measure of the flow of ideas.




Fear No. 3: Immigrants might deprive our own workers of jobs and
depress the wage scale. The fear that immigrants might take the jobs
of American workers is based on the fantasy that the number of jobs
to be filled within our economy is strictly limited. Individuals still do—
and undoubtedly always will—entertain unsatisfied desires for more
and more goods and services, which industrious and ingenious indi-
viduals constantly are producing in response to opportunities. If
there is freedom to think, to trade, and to move, then opportunities
for new, creative jobs are not limited to the wilderness or a spot of
idle land.

The fear that heavy immigration of workers would depress the wages
of native workers is an outgrowth of socialist doctrine. Socialism is
so concerned with consumption and ‘‘equitable distribution’’ that it
neglects the source of production. It fails to recognize that there can
be more and more to consume only if capital and tools are first pro-
duced to give leverage to the productive power of man.

Can we hope to explain the blessings of freedom to foreign people
while we deny them the freedom to cross our boundaries? To advertise
America as the ‘‘land of the free,’’ and to pose as the world champion
of freedom in the contest with communism, is hypocritical, if at the
same time we deny the freedom of immigration as well as the freedom
of trade. And we may be sure that our neighbors overseas are not
blind to this hypocrisy.

A community operating on the competitive basis of the free market
will welcome any willing newcomer for his potential productivity,
whether he brings capital goods or merely a willingness to work. Cap-
ital and labor then attract each other, in a kind of growth that spells
healthy progress and prosperity in that community. That principle
seems to be well recognized and accepted by those who support the
activities of a local chamber of commerce. Why do we not dare risk
the same attitude as applied to national immigration policy?

Our collective abandonment of the economic system of the free mar-
ket leaves for us the controlled communal life, where everyone wants
to be a consumer without producing anything.

ur immigration policy merely reflects the existence of this
serious internal problem in America. Our present policy
toward immigrants is consistent with the rest of the controls
over persons which inevitably go with national socialism.
But the controlled human relationships within the ‘‘welfare state’’
are not consistent with freedom. Great Britain once thought she
could deny freedom to American colonists. And now, her own people
have traded their freedom for nationalized austerity. Even a ‘‘prosper-
ous’’ modern America can ill afford traveling that same course. If
we do, our community, too, will lose its capacity to attract newcomers.
Then we wouldn’t need an immigration policy. But who among us
would want to remain in a community where opportunities no
longer exist? O

THE
FREEDOM
TO MOVE

The Basic
Problem
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What About
Immigration?

Immigrants
invigorate the
country and
contribute
healthy
economic
benefits.

by Julian L. Simon
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and the Cato Institute. He is the
author of The Ultimate Resource.

mmigration is one of the most important topics of our times.

The issue seems to pit (though it really does not) two fundamental

values against each other—lending a helping hand to strangers

and ensuring the economic self-interest of family and commu-
nity. Also involved are values that may not appeal to all but which
are in no way irrational, such as the desire to maintain some degree
of cultural or racial homogeneity in the country, and to keep a par-
ticular political balance. Hence it arouses interest and passions to an
unusual degree.

Passions have a/ways been aroused over the question of immigra-
tion. Even before the independence of this nation, some natives and
earlier immigrants inveighed against admitting ‘‘alien influences’’ to
these shores. A recent study by Rita J. Simon shows that public opin-
ion toward immigration has been hostile at almost all times in the past
century. But while Americans express negative views toward admitting
more immigrants in general, they express positive feelings toward the
immigrants whom they know personally.*

Immigration is particularly salient now. For only the fourth time in
this decade, Time magazine devoted its July 8, 1985 contents to a
special issue—this time on immigration. In this, the largest editorial
issue in its history, Time’s publisher wrote that sentiment about im-
migration today ‘represented a change of historic dimensions.”

Here are some possible reasons why this topic is so high on the public
agenda:

¢ Americans’ mood about their economic situation is less op-
timistic than in most other periods since World War I1. The
idea that immigrants take jobs from natives seems particu-
larly unpleasant in such a period.

¢ Environmental organizations—worried about the effects of
more persons upon the environment and upon the supply of
natural resources—have joined forces with anti-population-
growth organizations (such as the Environmental Fund) and
special-interest anti-immigration organizations (such as the
Federation for American Immigration Reform, FAIR) in an
umbrella organization called Global Tomorrow Coalition.




The combined weight of these organizations, with their mem-
bership of more than five million, constitutes a large body
of anti-immigration sentiment.

e The dramatic waves of refugees in recent years from Viet-
nam, Haiti, and Cuba have drawn much attention to im-
migration. American citizens seem to have been less sym-
pathetic to these refugees than to refugees from Hungary and
Czechoslovakia in the 1950s and 1960s.

¢ Congress has not passed a comprehensive immigration law
since 1965. The anachronisms and law-bending complications
that inevitably accumulate with time have become trouble-
some, suggesting that a ‘‘reform’’ might be timely.

* The absolute number of immigrants arriving has been greater
recently than at any time since the 1920s.

* The racial composition of immigrants has shifted, due in con-
siderable part to the 1965 law, and now includes more Ori-
entals and Mexicans (legal and illegal), and fewer Europeans.

Whereas the objections to immigration expressed in past years often
were simply the crude bigotry of race and religion, the objections heard
now (though they are not necessarily the real objections) are mostly
economic. Let us then address the economiic issues in order to engage
in honest dialogue with those whose objections are truly economic, as
well as to try to cut the ground from under those who cloak other
objections against immigration in economic guise. Let us examine three
issues: Are we being swamped by immigrants? Does immigration in-
crease unemployment? And do immigrants pay their way?

any people assume, as FAIR says, that ‘‘immigration to

the United States is at record levels.”’? Yet only in 1980,

when an exceptionally large number of refugees arrived,

were the numbers of legal immigrants even two thirds of
the numbers in peak years around the turn of the century, and the
recent numbers as a whole clearly are far smaller than the numbers
then. Nor does the inclusion of illegal immigrants alter this conclusion,
as we shall see shortly.

From the point of view of the economic impact on natives, more
appropriate than these absolute numbers is the volume of immigration

_ as a proportion of the native population. The immigrants who arrived
between 1901 and 1910 constituted 9.6 per cent of the population,
whereas between 1971 and 1980 immigrants constituted only two per
cent of the population. So the recent flow is less than a sixth as heavy
a burden for the native population to absorb as it was in that earlier
period.

Another way to think about the matter: In 1910, 14.6 per cent of
the population was foreign born. In 1980, only 6 per cent of the pop-
ulation was born abroad. Not only is the present stock of immigrants
only about a third as great proportionally as it was earlier, but it also
is a small proportion considered by itself. That is, less than one person
in 15 in the U.S. now was born abroad, including those who arrived
many years ago. We tend to think of ourselves as a ‘‘nation of im-
migrants,”’ but the U.S. has a smaller share of foreign-born persons
than do many countries that we tend to think of as closed homoge-

What Is the
Level of
Immigration
Today?
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““The U.S. has a smaller share of foreign-
born persons than do many countries that
we tend to think of as closed homogeneous
populations—including Switzerland, France,
Great Britain, and even Sweden.’’

neous populations—including Switzerland, France, Great Britain, and
even Sweden.

The anti-immigration groups cannot dispute these numbers, because
they come from standard sources. But they say illegal immigration is
so large as to make meaningful the claim that immigration is at a
record level in absolute terms. By now, however, demographers have
a quite solid understanding of how many illegals are in the U.S. At
the request of the Select Commission on Immigration and Refugee
Policy, a blue-ribbon team of demographers from the Bureau of the
Census surveyed the wide variety of studies that have been done, and
concluded, ‘‘The total number of illegal residents in the United States
for some recent year, such as 1978, is almost certainly below 6.0 mil-
lion, and may be substantially less, possibly only 3.5 to § million.”
As to Mexicans, they estimated that there are ‘‘almost certainly less
than 3.0 million, and may be substantially less, possibly only 1.5 to
2.5 million.””* Furthermore, of the Mexicans illegally in the United
States at any given time, a large proportion are here for a matter of
months and then return voluntarily.

Sometimes the claim that total immigration is at record levels is
inferred from assertions that the rate of illegal immigration is very
high. For example, FAIR says that ‘‘illegal immigration is estimated
to add 800,000 to one million more [immigrants] every year.”’* It is
quite obvious that so large a yearly flow of immigrants—800,000 to
one million—is quite inconsistent with the Census Bureau’s estimate
of the existing total stock of 3.5-5.0 million illegals. And Jeffrey Pas-
sel—part of the original blue ribbon team, and the Census Bureau
official responsible for estimating illegal flows—uses the numbers
200,000 or 250,000 net illegal immigrants per year.’ Adding 200,000
or even 250,000 illegals to the known number of legal immigrants in-
dicates that even with adjustments, immigration is nowhere near rec-
ord levels even in absolute numbers, let alone proportional to the
population.

Even more astonishing, the 1985 National Academy of Sciences
study, Immigration Statistics, concludes as follows about illegals:

As a result of of this review of empirical estimates of the size of
the illegal population of the United States, what can we con-
clude? First, the procedures that have been used, though often
imaginative and sometimes elaborate, all invoke numerous as-
sumptions that often cannot be adequately justified and to which
the estimates obtained are sensitive. Second, . . . though no range
can be soundly defended, a population of 1.5 to 3.5 million il-
legal aliens in 1980 appears reasonably consistent with most of
the studies. Third, there is no empirical basis at present for the
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widespread belief that the illegal alien population has increased
sharply in the late 1970s and early 1980s; the only data available
on recent trends, INS records of locations of deportable aliens,
in fact suggest that the population has increased little if at all
since 1977. .. .°¢

he most politically powerful argument against admitting im-

migrants has been that they take jobs held by natives and

thereby increase native unemployment. The logic is simple:

If the number of jobs is fixed, and immigrants occupy some
jobs, then there are fewer jobs available for natives.

Theory says that there must be some short-run unemployment in
some sectors as a result of immigration. But theory does not say
whether the effect will be huge or trivial. And no empirical study has
found such unemployment in noticeable amounts. Even in the few
sectors where immigrants concentrate, such as the restaurant and hotel
industries, there tends not to be a deleterious effect on native em-
ployment because natives do not want these jobs. Evidence comes from
experiments conducted by the Immigration and Naturalization Service
together with San Diego County. In one case, 2,154 illegal aliens were
removed from jobs, and the California State Human Resources Agency
tried without success to fill the jobs with U.S. citizens. The County
of San Diego Human Resources Agency reported:

Some of the reasons for the failure were: (1) most employers paid
less than the minimum wage rate, (2) the job categories were not
appealing to the local resident (a matter of prestige), and (3)
applicants were discouraged by not only the low wages but also
the difficulty of some jobs, and the long hours demanded by the
employers.’

Research also does not show across-the-board unemployment caused
by immigrants, either in the U.S. as a whole or in particular areas of
relatively high immigration. Heretofore such studies have been rather
casual. Therefore, Stephen Moore and the author recently mounted a
systematic attempt to detect whether such immigrant-caused unem-
ployment exists in significant amount. The effect is either insignifi-
cantly small or non-existent. It seems fair to conclude, therefore, that
while in theory immigration ought to produce some unemployment in
the short run, the amount is in fact negligible. And in the long run,
when there is not even a theoretical reason to believe that immigration
causes unemployment, there is no evidence at all to think that it does.

One reason that unemployment is not caused is that potential im-
migrants have considerable awareness of labor-market conditions in
the U.S., and tend not to come if there is little demand for their skills.
Also, immigrants tend to be varied in their skills and therefore do not
have a disproportionate impact on a few industries. -

At the same time, immigrants increase demand for labor across the
range of occupations, because immigrants consume goods as well as
produce them. This point is crucial, but too little understood. Im-
migrants not only take jobs, they make jobs. Immigrants create new
jobs indirectly with their spending, and they also create new jobs di-
rectly with new businesses, which they are more likely than natives to
start. A Canadian government survey found that almost S per cent of

WHAT
ABOUT
IMMIGRATION?

Immigrants
Add Jobs to the
Economy
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2,037 immigrants surveyed had started their own businesses within the
first three years in Canada. Not only did they employ themselves, they
employed others, ‘‘creating’’ a total of 606 jobs. Expressed as a pro-
portion of the 2,037 total immigrants, roughly 30 per cent as many
jobs were created from scratch as total jobs were held by immigrants.
Furthermore, these numbers surely rose after the three-year study
period.

U.S. experience should be quite similar. Admittedly, the businesses
immigrants start are small at first. But remember that small businesses
in general are the most important source of new jobs, according to a
recent MIT study.

The impact of immigration is likely to be greater on wages than on
unemployment rates, kecause potential immigrants with skills that are
in low demand choose not to migrate, and those with salable skills
gravitate to industries where there are jobs. This will have some down-
ward pressure on wages. For example, immigrant physicians are more
likely to reduce a native physician’s yearly income than to throw him
or her out of work.

Barton Smith and Robert Newman found that adjusted wages are
just 8 per cent lower in the Texas border cities where the proportion
of Mexicans is relatively high, compared to Texas cities away from the
border where the proportion of Mexicans is much lower, a consider-
ably smaller difference than they had expected to find.® Much of the
apparent difference is accounted for by a lower cost of living in the
border cities.
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t is frequently alleged that immigrants no sooner arrive in the
U.S. than they become public charges, draining welfare money
from the U.S. taxpayers and paying no taxes. Solid evidence dis-
proves this charge.®

In 1976 the Census Bureau interviewed 156,000 households (includ-
ing about 15,000 immigrant families) to learn about 1975 family in-
come and welfare services patterns. From this sample I constructed a
picture of lifetime economic behavior by assuming that the infor-
mation on the sample immigrants who had been here, say, two years,
or ten years (as of 1975) described the representative immigrant family
after two years, or after ten years.

For all transfers and services, the average immigrant family was
found to receive $1,404 in welfare services in years 1 to 5, $1,941 in
years 6 to 10, $2,247 in years 11 to 15, and $2,279 in years 16 to 25.
Native families overall averaged $2,279.

One important reason for this is that immigrants typically arrive
when they are young and strong, and they do not bring elderly persons
with them who might be a burden on the system. When these immi-
grants retire, their children support them with their taxes, as in the
case of natives.

If immigrants paid relatively little in taxes, they might still burden
natives, even with fewer welfare services for immigrants than for na-
tives. While there is no direct information on taxes paid, data on fam-
ily earnings allow a reliable estimate.

Within three to five years after entry, immigrant family earnings
reach and pass those of the average native family. The average native
family paid an estimated $3,008 in taxes in 1975. In comparison, im-
migrant families here 10 years paid $3,359, those here 11 to 15 years
paid $3,564, and those here 16 to 25 years paid $3,592. Such sub-
stantial differences benefit natives.

Assuming that 20 per cent of taxes finance activities that are little
affected by population size (for example, maintaining the armed forces
and the Statue of Liberty), the data on services used and taxes paid,
taken together, show substantial differences that benefit natives: an
average of $1,354 yearly for years 1 to 5, and $1,329, $1,535, and
$1,353 for years 6 to 10, 11 to 15, and 16 to 25 respectively. These are
the amounts by which each additional immigrant family enriches U.S.
public coffers. Evaluating the future stream of differences as one would
a dam or harbor, the present value of an immigrant family discounted
at 3 per cent (inflation adjusted) was $20,600 in 1975 dollars, aimost
two years’ average earnings for a native family: at 6 per cent the pres-
ent value is $15,800, and $12,400 at 9 per cent. We can conclude, then,
that immigrants, far from causing unemployment and costing society
more than they contribute, are a direct, dollars-and-cents economic
asset to the community.

But these figures are for legal immigrants. What about illegals? Many
studies have shown that, contrary to common belief, illegal immi-
grants from Mexico and elsewhere receive little in welfare precisely
because of their illegal status. A recent study by Weintraub and Car-
denas of illegal aliens in Texas provides reliable evidence that the taxes
paid by the immigrants greatly exceed the cost of services that they
use. “‘Despite our biasing the costs upward and the revenues down-
ward, tax revenues from undocumented aliens clearly exceed costs to

WHAT
ABOUT
IMMIGRATION?
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provide public services to them.’’*® They estimate the combined state
and local costs and revenues attributable to the illegal immigrant as
follows: Cost—high estimate: $132 million; low estimate: $63 million.
Revenue—high estimate: $286 million; low estimate: $162 million.

But even these figures greatly understate the overall positive effect
of these illegal immigrants upon natives, because they omit any con-
sideration of the Social Security taxes paid to the federal government
and they do not include 32 per cent of their federal income taxes which
does not return to the state. (The authors assume that 68 per cent of
federal income tax eventually comes back to the state.) Also, these
omitted quantities are large relative to the quantities included in their
calculation; including them makes the low and high estimates of rev-
enues—3$359 million and $580 million respectively—more than twice
the state revenues alone. And the federal costs omitted from the
Weintraub-Cardenas state calculations cannot be large, since food
stamps is the only major federal welfare program used by illegal im-
migrants, they found. Thus, the overall excess of government revenues
over government costs caused by the illegal aliens is very great, in
dollars as well as in percentage terms.

oing beyond the three issues we have just discussed, im-

migrants tend to bring an unusually high degree of skill,

education, self-reliance, and innovative flair. These are less

tangible benefits, but not less important, because they raise
productivity and stimulate economic vitality. The widely held belief
that immigrants arrive with little or no education, few marketable
skills, and in a generally tired and depressed condition is one of the
most powerful, least accurate, and most persevering myths about im-
migration. It was never so.

The central fact about immigrants now, as throughout U.S. history
and in almost all places at almost all times, is that immigrants are just
entering into the prime of work life. This is the very best time to make
a maximum contribution in all ways to the country receiving them. In
contrast, the U.S. resident population is rapidly aging. But the im-
migrants are concentrated in their twenties and thirties, when they are
flexible about job and geographical location, and therefore contribute
importantly to the constant adjustment of the economy to changing
conditions. They are of the age of greatest physical and mental vigor.

Even more surprising is that immigrants on average have as much
education as do natives. Though contemporary immigrants include
slightly larger proportions of persons of very low skill and low edu-
cation_ than does the native labor force, they also contain a much larger
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proportion of those of high skill and high education—physicians, en-
gineers, scientific researchers, and the like—than does the native pop-
ulation. And recent research shows that even before the turn of the
century, immigrants compared favorably with the native populations
with respect to education and skill.!' This makes sense. A person with
little education and skill is not necessarily stupid, and understands that
life without salable human capital is particularly tough in a new and
strange environment, and therefore that it is wiser to stay home. On
the other hand, it is sensible for a person with a good amount of salable
human capital to take the chance to improve his or her lot by moving
to a new and richer country.

hough hard to nail down, the long-run benefits of the pro-
ductivity of these additional workers and consumers are likely
to dwarf all other effects. Some of the productivity increase
comes from immigrants working in industries and labora-

tories that are at the forefront of world technique. We benefit along.

with others from the contribution to world productivity in, say, genetic
engineering that immigrants would not be able to make in their home
countries. More immigrants mean more working persons to think up
productivity-enhancing ideas.

Empirically, all the studies that relate the rate of population growth
to the rate of economic growth show no negative effect of the former
upon the latter, whether over a long span of history for the few coun-
tries on which data are available, or for the many countries for which
data are available starting after World War II. And studies of the
relationship of population density to economic growth suggest that
higher density leads to faster economic growth, contrary as this may
be to casual thinking and common sense.

Other increases in productivity—about which we have more solid
evidence—come from increased production in particular industries
through learning-by-doing and other gains from larger industry scale.
Also, increasing the number of customers and workers increases in-
vestment, which brings more technology into use. And immigrants
contribute to the vitality of our institutions because they tend to be
more intellectually vigorous as well as harder-working than natives.
How much of this vigor is due to being ‘‘hungry’’ rather than settled
and affluent, how much due to their being self-selected for vigor among
the populations they come from, and how much due to the stimulating
effects of living in the tension of two cultures are open questions, but
not crucial in this context.

One of the nice things heard about immigration is that it increases
cultural variety as well. Chinese and French restaurants are common
examples. But the benefits of variety go beyond consumer and esthetic
pleasures. Immigrants stimulate natives to produce more and be more
innovative as the natives attempt to keep up with the new competition.
And we should not forget that just as the movement of people in earlier
times was crucial in transmitting ideas, it is important today.

Even though, as I said in the beginning, the issue of immigration
seems to pit humanitarian values against native self-interest, we can
now see that this is not so. On balance, immigrants are not a drag on
the economy. As workers, consumers, entrepreneurs, and taxpayers,
they invigorate it and contribute healthy economic benefits. Admitting

WHAT
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immigrants improves everyone’s standard of living, theirs and ours.

We sometimes seem frightened at the number of persons who want
to come to the United States; we act as if we are under siege. If we
Americans just plain don’t want any more foreigners in our midst,
let’s say so, but let’s be aware that we are hurting ourselves econom-
ically. And let’s not justify our xenophobia with unsound economic
arguments,

I suggest that we should be glad that our society is sufficiently at-
tractive to have what is called an immigration problem. The Soviet
Union and other totalitarian countries have no difficulty of this sort.
What a sad commentary on those societies that people want so much
to leave that they are willing to risk their lives. This should remind us
how wonderful it is that people want to come here.

We do not need to balance the gains to them against the sacrifice
to ourselves. We do not even need to raise the ethical issue of drawing
a boundary around our nation and saying that those lucky enough to
be born within are entitled to opportunities that we deny to others.
Immigration is good for ourselves at the same time that it is good for

the immigrants.
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How to Gain Li

‘ ‘ want less talk and more action.”

Thus speak Americans when they suddenly awaken
to the fact that their liberties are endangered. Talk, they
say, is useless; only action counts. But perhaps talk and

action aren’t necessarily opposites. What if studying, talking, writing,
and explaining should turn out to be the only worthwhile action there
is? What then?

There are only two types of action: physical and intellectual. Do
those who would save liberty advocate physical action? If so, how?
To use physical force against others, except defensively, is to destroy
the liberty of others which, by definition, is not liberty. To adopt this
tactic—to employ physical force against others in any form or degree,
except in self-defense—would be merely to substitute a new form of
compulsion for the existing forms of compulsion, trading violence for
violence—revolution! At best, it is the court of last resort and is not,
really, what most persons have in mind when they insist they want
action. Most of them mean only that they want ‘‘something done,”’
and quickly! They want to fight peacefully. The thought of using fists
or guns never as much as enters their heads; they reject physical action,
in their calculations, by not even contemplating it. Thus, according
to their own thesis, nothing logically remains but intellectual action.

How, then, does one fight for liberty intellectually? The best thing
to do even in an intellectual fight for liberty, many think, is to or-
ganize—which is a form of action. Usually they think in terms of
organizing someone else to do something instead of organizing their
own time and energies. This damaging tactic is employed as though
organizing had the power, somehow, to absolve individuals from doing
any more than joining some organization. This mania for organizing
is usually little more than an effort, doubtless unwitting, to transfer
responsibility from oneself to some other person or persons whose
competence is often unknown.

Responsibility and authority always go hand in hand. Thus, if this
process of organizing succeeds, authority over one’s own actions is
lost precisely in the degree that responsibility is shifted to someone
else. The citizen who ‘“‘wants action,’’ and resorts to this type of tactic,
ends up further from his goal than ever. In fact, organizing, more
often than not, is merely an attempt to ‘‘pass the buck.’”’ Yet, oddly
enough, the mere act seems to have the strange power of conferring
a sense of accomplishment on the ones who organize.

erty

How can we
best achieve a
free society?
Self-improve-
ment is the
only answer.

by Leonard E. Read
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A Simple
Answer

Organization, though much used, seems to be little understood. In
the field of extending individual liberty, organization has strictly lim-
ited, technical possibilities. Unless these limitations are scrupulously
observed, organization will inflict on liberty more harm than good;
thwart, not abet, the spread of understanding. Sobering is the thought
that if there were no organization, there could be no socialism!

Organizations can, however, serve a highly useful purpose in de-
veloping and spreading an understanding of liberty if organization is
confined to its proper sphere. For the purpose of advancing liberty,
which depends solely on the advancement of individual understanding,
the only usefulness of organization would seem to be to accommodate
and to make easier the joint contribution to, participation in, and
ownership of the physical assets that will aid in the process. These
physical assets may include typewriters, buildings, specialized librar-
ies, printing presses, telephones, and the many other tools helpful to
individuals who are attempting to extend their understanding of lib-
erty. These physical accommodations can enable searchers for truth
to exchange and disseminate ideas and knowledge more effectively.
They can be used to secure the advantages which derive from spe-
cialization or division of labor. Organization, limited to this form of
voluntary cooperation, is a useful and efficient means for achieving
these desirable ends.

Organization, however, like government, if extended beyond its
proper sphere, becomes positively harmful to the original purpose.
This fact constitutes the need for much careful thought on organi-
zational limitation. Just as government becomes dangerous when its
coercive, restrictive, and destructive powers are extended into the cre-
ative areas, so do voluntary organizations pervert and destroy the ben-
efits of intellect when the capacity to merge is carried to the point of
subjecting individual judgments to the will of the majority or group.
Truth, as each person sees it, is the best that the mind of man has to
offer. Its distortion, inevitable when achieving a collective chorus, does
injury to understanding.

f organization is not the best way to secure liberty, then what is?

My answer—self-improvement—is the essence of simplicity. The

reasons which lie behind the answer, however, are not so simple.

The inclination to escape personal responsibility—plus the be-

lief that somehow intellectual miracles can be wrought by us on some-

one else—is too pervasive for easy rejection. Unless we fully under-

stand that these inclinations and beliefs are wholly without merit, we

will continue to indulge in them. I wish to make the argument that
self-improvement is the only practical course to liberty.

Is there one book or one article written by anyone at any time that
can be designated as the final word on liberty? Perhaps the best that
can be said is that the finest minds of all time have been in pursuit of
its understanding and that now and then a tiny ray of new light has
been thrown on what theretofore was darkness and lack of under-
standing. These few most advanced searchers have been among the
first to say, ‘“The more exploration I do, the more I find there is to
learn.”

The reason for this difficulty in understanding liberty is that liberty,
like truth, is an object of infinite pursuit, a quest without end, ever!
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The understanding of liberty requires intellectual ventures into the areas
of the unknown or, more likely, into the areas that have become un-
known or that majorities have declared taboo. Have you not noticed
the vigor we employ when a present liberty is threatened and then,
when it is lost, how soon we refer to it as a ‘‘social gain’’? How can
one who has been thus trapped, or who himself has lapsed into think-
ing of a new restraint as a ‘‘social gain,”’ possibly identify the liberties
he has lost?

Every individual ought to realize that he has not mastered the sub-
ject of liberty until he thoroughly understands, and can competently
explain, this idea: With government properly limited to its legitimate
function of defense, our problems of interdependence can be resolved
through voluntary effort, and only through voluntary effort. If that
is a correct appraisal, then most persons are inexpert in their under-
standing of this subject.

In brief, not a single person among us is justified in regarding him-
self other than as a student of liberty. No know-it-all exists or ever will.

In searching for a student of liberty, the search must be within one’s
self. In the world of persons, it is only within each of us that the fertile,
explorable areas exist. The best explorer of oneself is oneself. It is not
possible to impart to others that which we do not possess. And even
after we have made some progress in understanding, the most we can
do for others is to make known to them a willingness to share what
we have discovered by our own thinking, or what we find edifying
from recorded thinking. Whether or not what we offer is, in fact,
shared, is beyond our power; and we should realize this.

It is conceded that the student attitude, this search within ourselves,
may at times appear unrewarding. But if the understanding of liberty
is to be advanced, the attempt must be persisted in, regardless of its
seeming extravagance in time and effort.

ction? The casual thinker might imagine that the best course
is to try to tell others what to do and how to think. But
reason supplies a contrary answer. It suggests that pursuit
of one’s own personal understanding is the only practical
action for one to take. If a person advances his own understanding
of the true and the false, the understanding thus acquired will be sought
by others. Reason recommends that a person get the horse before the
cart; that first one must learn; that influencing others will take care
of itself. Reason says that influence in the creative areas can have no
effectiveness prior to learning; that learning has no end.

Some persons will assert that the conclusions herein set forth are
self-evident, but will argue that this suggested student approach—this
process of self-improvement—is too slow to meet the challenge of these
times.

I am in no position to deny this. But, in my opinion, there is no
short cut. The only way to truth—that is, to understanding—is through
one’s own person. When we gain an appreciation of this simple fact,
we will be on our way to as little violence against persons, and thus
to as much liberty among persons, as is within our power.

Action? For authoritarians it is physical fotce. For libertarians it is
first understanding and then explanation—the latter being ‘‘talk,”’
either verbal or written. O
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hen monetary matters are discussed, it is important to

specify that money originated and developed sponta-

neously in the market. Money came into use because

people accepted the advantages of indirect exchange
when compared with direct exchange or barter. One of the main ad-
vantages obtained from the use of a money commodity in relation to
direct exchange is that it allows economic calculation. Only prices ex-
pressed in a common means of exchange makes accounting operations
and project evaluations possible.

The main function of the price system consists in guiding the pro-
ductive structure, This market system requires the enforcement of pri-
vate property, since price becomes possible as an expression of those
interactions of individual valuations through the use and disposal of
what is owned. Individuals participating in the market modify the rel-
ative price structure according to the changes that take place in their
individual valuations. At the same time, these modifications in relative
prices guide the always limited productive factors toward those areas
considered as more urgent by consumers.

However, when government money is involved, i.e., when govern-
ment decides the quantity of money, relative prices are influenced by
political decisions. Relative prices will become distorted or misrep-
resented. Within this context, inflation can be seen as an increase in
the amount of currency due to external or political causes, and de-
flation as the monetary contraction due to external or political causes.
The economy will not be responding to events that originate and de-
velop within the market but instead to political decisions—a phenom-
enon that comes from outside the market.

The problem lies in the fact that one will never know what the mar-
ket wants if it is not allowed to operate.

Essentially three courses of action can be established in the monetary
field: to have a monetary authority, to establish a monetary rule, or
to adopt a market money system. Having a monetary authority implies
that it will be a political decision whether the money stock expands,
contracts or is left unchanged. Regardless of the decision taken, rel-
ative prices will be altered as a consequence of that decision. The es-
tablishment of a monetary rule will also affect relative prices as a result
of its application. It is true that this last possibility will avoid erratic
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behavior in the quantity of money but the essence of the monetary
problem still remains.

tis only possible to remove the problem of inflation and deflation

when the political decision of not adopting more political deci-

sions in the monetary field is taken. In other words, the market

money proposal implies that money must be considered just like
the rest of the goods and services traded in the market.

This approach goes to the root of the problem, and thus eliminates
the causes of monetary corruption. This is the idea, proposed by
Hayek, of eliminating legal tender (that is, government’s monopoly
on money). Other institutions can then mint, print, and convert the
currency or currencies accepted by the market. Another stipulation
should be the elimination of all laws regarding minimum banking re-
serves. We should also remove all restrictions on the ways in which
each financial institution handles its business. Not only must the gov-
ernment monopoly on money be eliminated, but government must
completely withdraw from monetary management. To this end, the
central bank and the printing institution must be sold, together with
the government money ‘‘brand.”

Hayek’s concept of market money obviously includes its denation-
alization, separating it completely from the idea of sovereignty. This
means adopting (or rejecting) as money the good or goods the market
judges adequate. This is similar to the way in which potatoes are sold
in the international market, with no reference made to ‘‘national po-
tatoes.”” In this way, market money is separated from the idea of
nationality.

Of course, the idea of a free society does not just mean a monetary
reform. Its main goal is to limit government activities to specific func-
tions. Government spending must be reduced and, as a consequence
of that, taxes will also be reduced.

If public expenditure is not reduced, what is now an implicit tax in
the form of inflation will turn into taxes proper. The state’s share in
the national income will be unchanged, but prices will now reflect the
real situation. A much more economic use of the available resources
will then result.

Of course, it is possible to conceive the adoption of government
money related to the market through a commodity whose volume de-
pends on market conditions, as in the case of the classical gold stan-
dard prior to World War 1. If, furthermore, government money is not
of legal tender, possibilities appear for alternative currencies selected
by the market. However, in order to make money compatible with the
basic principles of a free society, it is necessary not only to eliminate
legal tender (i.e., the government’s monopoly on money), but to re-
move the government from the money business.

In relation to currency matters, we will have a truly free society only
when we understand that our personal ideas about what money should
be can be offered to the market and compete with other ideas. But we
cannot impose them on society any more than we impose our personal
feelings with respect to other goods and services in a free society. The
government’s function is to resort to defensive force to protect indi-
vidual rights and not to get involved in banking, financial, monetary,
industrial or commercial activities in general. Od

Eliminate
Government’s
Monopoly
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e are under attack, both at home and abroad. The target

is the rather open—and I think, rather moral—inter-

national trading and investment system that has pre-

vailed, evolved, and expanded since the end of the Sec-
ond World War.

Here in America the attack is now put in the context of the United
States having suffered a record foreign trade deficit of $123.3 billion
in 1984 with an even greater deficit in prospect for 1985, as a flood
of U.S. imports swamps modest increases in U.S. exports. The Com-
merce Department reported that the 1984 deficit total came close to
doubling the old record of $69.4 billion set in 1983 and was almost
three times higher than the previous record 1982 deficit figure of $42.7
billion.

These skyrocketing deficits are leading to growing political pressure
for further stifling our nation’s imports and thereby, however inad-
vertently, setting back economic development throughout the world,
especially the Third World. In Washington the political pressure springs
from industries suffering the most from foreign competition, such as
steel, autos, and textiles. Friends of these industries in Congress are
legion. Congressmen and lobbyists claim that millions of jobs have
been lost, that more millions of jobs are at stake, and that only further
protection will preclude disaster. Imports of everything from cameras
to footwear, from copper to copiers, from garments to autos, from
Italian wine to Danish silver, are under veiled or open attack. Now a
prominent businessman promotes a 20 per cent manufactured-goods
surcharge on all imports (phased out over three years) as a means of
‘“‘attacking’’ the big U.S. trade deficit.

The very word attack has military as well as moral overtones, and
I don’t believe it is unwarranted for me to say that over the longer
run world peace, apart from world prosperity, hangs in the balance.
A growing system of international cooperation, of freedom and free
enterprise—for these are the roots of a just international economic
order—is at bay.
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Permit me, then, to recall in this regard the slogan of IBM, one of
the world’s great trading corporations, ‘‘World Peace Through World
Trade.”” The remarkable 19th-century French economist Frederic Bas-
tiat made this similar observation, ‘‘When goods can’t cross frontiers,
armies will.”

In other words, I believe that the present international economic
order is indeed a just one or at least an increasingly just one, despite
the incursions of the Soviet Union and other aggressive states such as
Libya, Iran, and Vietnam. But the growing forces of protectionism at
home and abroad are inadvertently threatening that order and are ask-
ing for retaliation. They are playing with fire.

o I exaggerate? Historical evidence abounds on the disrup-

tive power of protectionism, on the correlation between free

trade and world peace. In the 17th and 18th centuries, pro-

tectionism was, of course, a factor leading to the American
Revolution. The American Revolution was triggered by such Parlia-
mentary acts as the Sugar Act of 1764 and the Stamp Act of 1765.
The Sugar Act imposed a duty of three pence a gallon on ‘“foreign’ —
i.e., non-British—molasses, a duty which the New England rum man-
ufacturers insisted would ruin them. The Stamp Act hit lawyers, pub-
lishers, and traders, requiring all legal documents to be affixed with
royal stamps.

But as Adam Smith noted in his Wealth of Nations, the fundamental
economic issue of the American colonists was larger than duties and
stamps. It was the central problem of mercantilism, of protectionist
Britain putting down the American colonies, regarding them as but a
source of raw materials and a market for its wares, with Britain as
the master manufacturer, banker, merchant, and shipper.

Protectionism was also a factor in causing the Civil War, with the
protectionist forces of the industrial North goading the agricultural
South. When Congress passed the so-called Tariff of Abominations
of 1828 and succeeded it with an even higher tariff in 1832, for ex-
ample, John Calhoun led a state convention of South Carolina to issue
an Ordinance of Nullification, the idea that the U.S. Constitution,
correctly interpreted, empowered a state to nullify Federal laws in-
imical to its interests. The tariff issue became embodied in the question
of states’ rights leading right up to the question of secession and the
Civil War.

Again, the McKinley Tariff of 1890 and the Dingley Tariff of 1897
pushed protectionist walls to the highest levels in the history of Amer-
ica and contributed to the international frictions and retaliations cul-
minating in the First World War. If there was a lesson on the coun-
terproductivity of protectionism to world peace and prosperity, it
wasn’t learned after that war. For in 1930 came the giant Smoot-Haw-
ley Tariff, approved by President Herbert Hoover. Not only did Smoot-
Hawley worsen the tensions that precipitated World War II but it held
back in America the recovery that characterized most of the industrial
world by the early 1930s.

After World War 11, America, to its great credit, extended a pro-
gram of reciprocal trade agreements, and helped to organize the Gen-
eral Agreement on Tariffs and Trade (GATT) aimed at reciprocally
reducing trade barriers around the globe. Postwar historical barriers

Why Trade?
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The Law of
Scarcity

to world trade indeed have been breaking down the world over, and
it is worth noting that since World War Il no big international war
has occurred. Morever, a good example of the freer trade movement
in action happened in the early 1960s when the Kennedy round of tariff
reductions produced a pronounced lessening of protectionism and a
speed-up of international development, especially in the Third World.

Against this backdrop, however, is a growing return of the philos-
ophy of protectionism. The job of economic education of people
everywhere remains unfinished. We must set forth the case for a system
of individual private property rights (without which no other human
rights are possible), of open international trade and investment—the
things which are the basis for a just international economic order. We

- should get down to the very basis of society: social cooperation, mu-

tual help, mutual production, and mutual trade. The answer lies in
the idea of freedom, free enterprise, and limited—repeat, limited—
government.

s not trade a kind of glue that holds society together? As a teaser,

let me remind you of the dozens of English family names that

reveal an occupation of generations past. Consider family names

like Archer, Smith, Clark, Cook, Banker, Butcher, Fisher,
Farmer, Carpenter, Sawyer, Wheeler, Baker, Cooper, Binder, Mason,
Hammer, Saddler, Hunter, Teacher, Brewer, and so on. The phenom-
enon also applies to foreign tongues. Eisenhower, for example, trans-
lates to ‘‘iron-maker.”’

Man trades because of the primordial law of scarcity, the very un-
derpinning of economics, the idea that man must work and produce
the means of his survival, or he will perish. Or, as the Lord Jehovah
thundered down on disobedient Adam and Eve as they passed through
the gates of Paradise: ‘‘In the sweat of thy face shalt thou eat bread.”’

Work overcomes scarcity, but how effectively? To what extent? Be-
cause of the principle of what Adam Smith called division of labor
(the idea of particularized work skills, of specialization by occupations
to bring about greater productivity), work became more meaningful
and far more productive. Men and women over time have sought out
different walks of life, different trades, different occupations, differ-
ent professions, different callings.

Yet specialization or division of labor, of lands as well as people,
presupposes the market mandate of barter, of trade, of swapping one’s
surplus goods for someone else’s surplus goods, as did Robinson Cru-
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soe and Friday to such salubrious effect. So let me invoke another
great principle of basic economic law—the principle of comparative
advantage. This principle maintains that total economic well-being is
furthered as each person, region, and nation, specializes in the creation
of those goods and services which can be produced, in relative terms,
most efficiently. In this manner the great bugaboo of scarcity—so uni-
versal, so ubiquitous—can be better overcome, with that delightful
spinoff, as I noted earlier, of greater international peace. In other
words, we can hardly expect a supplier in one country to go around
and shoot his customers in other countries.

To be sure, the vehicles for world trade are overwhelmingly mul-
tinational corporations. And these MNCs are, of course, greedy, im-
perialistic, profit-hungry, uncaring, exploitative, and suffering from
every other evil invective known to man.

I’ve invoked the concept of profit, the drive behind the multina-
tionals, the drive which I equate with self-interest. How can we defend
what appears to me so basic and inescapable a part of human nature?
This is not to denigrate altruism and the qualities of faith, hope, and
charity. But it is to assert the essentially individualistic self-motivated
nature of human action, of man ever scouting and weighing options
on how to survive, on how to overcome scarcity. And hence the world-
wide social need of trade, including international trade, and the uni-
versal social need to recognize the innate self-interest side of human
nature. In this regard, let me resort to that eminent professor of moral
philosophy—for that was his title—Adam Smith, who declared in his
Wealth of Nations: ‘It is not from the benevolence of the butcher,
the brewer, or the baker that we expect our dinner, but from their
regard to their own interest. We address ourselves not to their hu-
manity but to their self-love and never talk to them of our own ne-
cessities but of their advantages.” '

elf-interest—the profit motive—mightily serves the public in-
terest, the common good. But, in truth, it is not an unalloyed
good. The mugger in Central Park, for example, is pursuing
his self-interest. Hence, trade must itself be subject to ethical
considerations, to the absence of fraud, force, and moral turpitude.
Third World nations must realize, I think, that trade is a two-way
street. Profit is mutual and without transfer of capital and technology
their peoples will languish in poverty and squalor. Yes, MNCs in pur-
suit of profits will seek out areas of low wages and natural resources
as well as areas of high wages and hence high demand. But is it a crime
to seek out low wages (and thereby drive them higher)?
Let me remind you that a century and a half ago the U.S. was itself
a developing nation, and MNCs, especially those from England and
France, invested heavily in our country, most notably in our railroads
which bound our fledgling nation together, North and South, East
and West. So, too, have MNCs greatly helped write the success stories
of “‘the Gang of Four’’ in the Pacific Basin—South Korea, Hong Kong,
Taiwan, and Singapore. I also want to take note of how French, Brit-
ish, German, Japanese, and American multinational corporations fig-
ured in the successful development of the West African nation in which
in the early 1960s I served as an economic consultant—the Republic
of the Ivory Coast.

AN
INTERNATIONAL
ECONOMIC
ORDER

The Ethics
of Trade
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The motive of all these regulations is to
extend our own manufactures, not by their
own improvements, but by the depression of
those of all our neighbors, and by putting an
end, as much as possible, to the troublesome
competition of such odious and disagreeable
rivals. —ADAM SMITH

THE WEALTH OF NATIONS

Now, is such an international economic order, as I have described,
just? Justice is not the easiest word to define. Aristotle said it is a
matter of equal rewards for equals and unequal rewards for unequals.
The important black American economist, Walter Williams of George
Mason University, defines social justice as a matter of ‘I get to keep
what I earn and you get to keep what you earn.”’ I connect justice
with ethical choices—rewards for good choices, retribution for bad
ones. At any rate, I believe the word ‘‘exploitation,’ in or out of the
Third World, is largely in the eye of the beholder whenever choice
abounds in a free society.

The key to understanding the relationship between a buyer and seller,
employee and employer, saver and investor, producer and consumer
is freedom—i.e., voluntarism, the absence of coercion, the ability to
shop around for the best offers and the best bids. Such freedom for
the individual tends to lead to strong and vigorous economic devel-
opment as well as to individual well-being.

As a model of such economic development let me offer the case of
Hong Kong. Hong Kong is not without problems, but it has prospered
without much, if any, government planning and with minimum tax-
ation and regulation. This British Crown Colony, which reverts to
Chinese Communist control in 1997, stands as a monument to the
remarkable creativity of free trade.

Hong Kong is a city with a population of 5.5 million, mostly ref-
ugees from Mainland China, occupying an area of 400 square miles
at the tip of South China. Among other things, it is:

e the world’s largest exporter of garments, toys and games;

¢ the world’s major supplier of light consumer items including
clocks and watches, plastic and artificial flowers, batteries,
watchbands, candles, electric fans, and so on;

¢ the second busiest container port in volume in the world after
Rotterdam;

¢ the second largest shipowning center in the world;

¢ the third largest international banking and financial center in
the world.

On top of the above, Hong Kong has:

* a GNP per capita only lower than that of Japan in Asia;
¢ the second highest per capita consumption of electricity in Asia;
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* on a per capita basis, more bank branches or representative
offices than any other territory in the world;

o the highest telephone density in South-East Asia;

¢ the highest vehicle density in the world next to Monaco.

Having said all this, I am hopeful that you see that the push for
protectionism and the assault on multinationals are destined, for the
most part inadvertently, to hurt the very people that the purveyors of
these ideas say they wish to help—namely, the consumers at home and
abroad, including the consumers in the Third World. Protectionism,
you see, crushes choice. It denies competition. It depresses living stan-
dards. It robs the consumer of one of his most precious possessions—
his sovereignty. Where has the consumer fared best, for example, in
Ghana where for the most part MNCs have fled, or in its next-door
neighbor, the Republic of the Ivory Coast where MNCs proliferate
and average per capita income is around three times greater than in
Ghana?

Despite all of this, in Washington we witness bills dropped in the
Congressional hopper to curb the power of foreign MNCs, especially
those of Japan, which are ‘‘viciously”’ flooding the country with Toy-
otas, Sonys, Canons, and Panasonics, and so on. The United Auto-
mobile Workers, for example, has pushed for ‘‘domestic content’’ leg-
islation—legislation designed to make sure that new cars sold in
America have up to 90 per cent of their parts manufactured in the
U.S. and that up to 90 per cent of the labor in the assembly of those
cars be supplied by American workers. Such 90 per cent parts and
labor requirements would make auto imports all but an impossibility.

AN
INTERNATIONAL
ECONOMIC
ORDER
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It would make the price of new cars greater by many hundreds of
dollars, just as now the so-called ‘‘voluntary’’ auto import quotas
imposed on Japanese producers result in the American consumer hav-
ing to pay hundreds of dollars more for his new car today. Are such
attempts with such results moral? I think not.

he only solution to the problem and challenge of achieving
an even more just international economic order is economic
education. I believe we as educators should reassert the moral
basis of freedom and free enterprise. The moral basis of gov-
ernment was well stated, in effect, by Lord Acton, the great English
Catholic lay philosopher, who said that ‘‘power tends to corrupt and
absolute power corrupts absolutely.”” Acton saw the case for limited
government, as did John Locke before him. Locke declared that the
only reason for government was for the protection of life, liberty, and
property—a phrase reflected not by coincidence, in the Fifth and Four-
teenth Amendments to the Constitution. To be sure, Locke used the
word protection but here what he meant was not freedom from com-
petition. Rather, he meant the inviolability of property from arbitrary
seizure by the state. He meant the right of property owners to sell or
hold or invest their property at will. He meant, in a phrase, freedom
and free enterprise.
In other words, economic educators have the considerable job of
making clear:

¢ that tariffs don’t protect jobs (actually they destroy jobs),

¢ that the rich hardly become richer by exploiting the poor (ac-
tually they get rich in a market economy by enriching the poor,
and by raising living standards through capital formation),

e that if we don’t buy Japanese cars and copiers the Japanese
won’t be able to buy our airplanes and soybeans,

¢ that if we don’t buy Mexican cotton and Brazilian sugar the
Mexicans and Brazilians won’t be able to repay their huge debts
to American banks.

In a free society choice is critical. The sovereign consumer has every
producer, big and little, by the jugular, as Ludwig von Mises pointed
out. In the market the consumer is King or Queen Customer.

The market system is a moral system, a system of voluntary social
cooperation. What is more, it is the Golden Rule in action. As you
know, the Golden Rule says, ‘Do unto others as you would have oth-
ers do unto you.”” What does the market say? It says, in the words of
Adam Smith in his Wealth of Nations: ‘‘Give me that which I want
and you shall have this which you want.”” The market, in other words,
says, let’s cooperate, let’s work for each other, let me help you so you
can help me.

Let us view a just international economic order as a worldwide sys-
tem of exchangeable private property rights and limited government—
government steeped in the philosophy of free trade and open invest-
ment. Let us, then, educate on the case for unhampered world com-
merce as a key way to help each other at home and abroad. Inter-
national free trade is a way to bind the world together and elevate it
to a new vista of world peace and prosperity, of world respect and
understanding. |
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Product Information

on the Market

ne often overlooked dimension of competition is infor-

mation. Information, it must be recalled, is an economic

good: it is both scarce and valued. (See Gary North, “Ex-

ploitation and Knowledge,”” The Freeman, January 1982.)
Product information will thus sometimes be available and sometimes
not, depending on whether it is more profitable to procure and dis-
seminate it or more profitable not to do so. This in turn depends on
whether or not consumers value the information more than the re-
sulting increment in price.

Thus food processors providing the extensive testing necessary to
label cholesterol content to the nearest milligram only under threat of
harassment by government agents are not denying consumers infor-
mation they ‘‘ought” to have. Such information, like any economic
good, is provided in quantities determined by the intersection of its
demand curve with its supply curve. If rather little information is pro-
vided, this indicates not malevolent exploitation of ignorance, but
rather that consumers are unwilling to pay the price that would gen-
erate a greater stock. That is a decision that should be left to them.
Under the market system it is.

When the demand for accurate information about a product is suf-
ficiently high as to support the price needed to call forth the supply,
competition will assure its presence. But, the critics contend, doesn’t
such simple-minded supply-demand analysis suppose that the infor-
mation in question is neutral? What if provision of the information
would cause the demand curve to fall off sharply? What recourse do
buyers have when the product fails to perform adequately? And what
prevents the unscrupulous seller from masking defects or other in-
formation which reflects undesirably on his product? If the market is
based on the profit motive and incentives, what about cases where the
incentives are apparently in all the wrong places: to be insensitive rather
than sensitive, to be unscrupulous rather than honorable, and so on?
There is genuine moral concern underlying these questions, concern

that should be addressed.
As usual, critics of the market believe that if government does not

regulate, there will be chaos. In reality, however, liberty is self-regu-
lating and the free market turns chaos into order. Specifically, the

Consumers
determine the
amount of
information

“available to

them.

by Joseph S. Fulda
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consumer has several sources of protection from the competitor who
shields nonneutral information: the law, other competitors, other con-
sumers, and himself.

By recourse to the law we do not refer to regulatory law, ‘‘consumer
law,”’ or any other of the new areas of statutory endeavor—all of
which, in greater or lesser degree, presume guilt in the producer—but
rather to the common law, as it has developed over the centuries. If
outright fraud is perpetrated or the warranty of merchantability is
breached, the purchase lacks informed consent and redress by the
courts is in order. Likewise, the time has long passed when poison can
be sold as medicine—violence done to person or property, willfully or
through negligence, is not specially protected by its perpetration
through economic transactions. But recourse to the law, as the critics
remind us, is a cumbersome and expensive process and one which is
necessarily undertaken only after the improper action is taken and the
damage is suffered. If the law is not to presume guilt, it can sanction
retaliatory measures only. Preventive measures must be left to the mar-
ketplace, a topic to which we now turn.

Circumscribing the actions of competitors on the market are other
competitors who seek business, consumers who seek the best buy, and
groups of these acting in concert to protect their common interests.
To begin with, it must be understood that just as there can never be
complete product information, there can never be neutral product in-
formation. All information about a product affects the choices of the
consumer and is thus nonneutral. Information about proper use or
care for the product will usually not change a consumer’s mind about
a product. But if it is absent it presents a risk to consumers buying
the product or imposes the cost of obtaining the information else-
where. Likewise, if the instructions indicate that the product is one
that is not easy to use, the decision about its purchase may be nega-
tively affected. Risk, it might be added, is central here. The less com-
plete the information, the greater the risk. The willingness to bear that
risk is ultimately up to the consumer and it is he, therefore, who has
ultimate responsibility for his purchases.

But everyone prefers to operate under a minimum of risk and a
maximum of information. Thus information becomes a dimension of
competition. Sure, producers might prefer to offer their wares without
the information that is a necessary concomitant; but the existence of
other competitors who provide more information and consumers who
value such information leaves them no such choice. Other competi-
titors may even supply the decidedly nonneutral information that the
wayward producer shields from view. News organizations, responding
to the same demand, may also reveal it. Even if not revealed, however,
the absence of information, like the presence of discouraging infor-
mation, is often enough to deter the consumer from making the
purchase.

here will be instances where information cannot be verified
by consumers even when present and where substantial dan-
ger would result from poor quality and an accompanying
lack of information, as with medication. In such cases, the
after the fact penalties exacted by the law—in damages, including pos-
sible punitive damages—and the market—in loss of future sales—
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would be correspondingly high. Too high to risk. There can be little
doubt but that such companies would take out insurance. They have
every incentive to do so, especially if they are not conscientious. But
the insurance companies have every incentive to see to it that claims
are not made and, if made, not collected. They will thus act to guard
their assets. Inspections by private insurance companies with millions
of dollars at stake and whose inspectors may well have their jobs on
the line will surely be more thorough than disinterested bureaucrats
working for indifferent agencies. Likewise, the expensive and cum-
bersome legal process of proving fraud or negligence when an insured
company does market a dangerous product is now gladly undertaken
by the insurance company.

Premiums for such insurance will be determined on the basis of the
company’s record and inspections. A company with substantially
higher premiums than its competitors, and that includes companies
insured on the basis of statistics without inspections, will soon find
its prices noncompetitive and its customers switching loyalties. A
company without insurance at all is likely to be boycotted by most
consumers. The existence of insured firms and consumers secking se-
curity insures this. Once again, producers and suppliers who are in-
sured have every incentive to advertise the fact, and to attach inspec-
tion labels with the name of the certifying company onto their wares.
(The insurance company may either insure the client company against
liability or extraordinary loss of business due to product failure, or
insure consumers directly. The certifying company need not be known
as an insurance company—it could be a magazine—but in this respect
it will function as one.)

It must be admitted, however, that on the free market consumers
who wish to bear the risk of buying from an uninsured, uninspected
drug company either to save money or for other reasons are free to
do so. The market adequately prevents and retaliates for harm done
us by others; it does not prevent us from harming ourselves.

Notice, though, what has happened. Through the complex interplay
of a series of market incentives, retaliatory legal and market penalties

PRODUCT
INFORMATION
ON THE
MARKET
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have been transmuted into preventive measures. Such insurance
schemes as we have described are not more widespread only because
government heavily regulates both the insurance industry and the po-
tential client industries. Because government has effectively monop-
olized and usurped the insurance business, some of the insurance in-
dustry’s most natural constituencies have never been fully cultivated.
Another market mechanism for protecting the consumer which has
been adopted under pressure of competition is the guarantee. Because
prior information about the quality of some goods and services is dif-
ficult to obtain (e.g., repair services), guarantees have become a stan-
dard substitute. Although this remedy works only after the transac-
tion, it both removes the incentive for and imposes a cost on making
a sale on false pretenses. Thus, once again a subsequent remedy is
transmuted by market incentives into a preventive measure.

f one wishes evidence that competition promotes rather than sti-

fles the dissemination of product information, one need only

compare the readily available information about goods and ser-

vices offered on the market with that available about services
offered by the government. It is legend that taxpayers inquiring about
government services are shifted endlessly from office to office in a
vain quest. Despite reams of published material detailing every last
function of government, taxpayers are often unable to obtain answers
to even the simplest of questions. Likewise it is interesting to note that
just those areas of enterprise deprived of competition, notably utility
and other companies with direct or indirect grants of monopoly power,
are the least satisfying when it comes to information about their prod-
ucts and prices. Computing the price for even a relatively simple ser-
vice often entails poring through pages of cross-referenced tables with
notes and addenda. Some of this excess is due to the absence of com-
petition decreed by the state. Not surprisingly much of it is the result
of company response to state agencies which take it upon themselves
to set a “‘just price,”” a task which belongs to the market.

Yet another market mechanism that competitors must worry about
is the voluntary inspections and standards of trade groups and con-
sumer associations. Yes, companies can deny these entry, but to many
consumers that would be prima facie evidence of failure to meet those
standards. Yes, the standards themselves may be weak or poorly en-
forced, but if demand for the product or underlying need is even rea-
sonably elastic (as it almost always is), the incentives are in all the right
places: weak or poorly enforced standards cause the public to view
the entire industry with distrust (this has happened with the mass me-
dia, for example) and that is bad for business. Furthermore, consumer
groups which undertake such projects as comparative rating of prod-
ucts, product testing, determining best buys, and listing appliances
together with their specifications can be a formidable opponent of
shoddy production practices. Nevertheless, as we remarked about in-
surance, neither trade groups nor consumer associations have devel-
oped on the market to the extent that manifest concern about these
matters—consumer demand—would call forth. These initiatives, too,
have been largely usurped by the activities of government regulators.

It must be admitted, however, that at times none of these sources
of consumer protection will operate. The presence of residual fraud,
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misrepresentation, or omission of damaging information that obtains
under the market system is often defended by the advocates of cap-
italism as the price of freedom from prior controls, constant super-
vision, and the like. The simple truth is that no system can eliminate
abuse. The market system at least minimizes it. Abuse is the price of
being human, not the price of being free. The quality and safety of
products manufactured under command economies, where every stage
of the production process is under supervision and subject to govern-
ment standards and controls, is a powerful indication of this.

Where the market fails, planning must fail spectacularly, for the
mistakes of central planners, unlike those of entrepreneurs, are cen-
trally imposed on the entire economy. Where the market and the law
under which it operates may at least take action after an abuse occurs,
the system of planning with its unnatural disjunctions between profits
and success, losses and failure, and responsibility for actions and li-
ability for their consequences remains indifferent. The market attends
to economic signals which duly report mistakes. Planners, on the other
hand, having destroyed or distorted economic calculation, attend only
to political signals which report whatever meets the party line.

efore concluding, we should take note of the moral issue in-

volved in forcing the release of information. In finding the

forced recitation of the Pledge of Allegiance by school chil-

dren unconstitutional, the Supreme Court has declared the
right not to speak at least as protected as the right to speak. (See West
Virginia State Board of Education v. Barnette [1943].) Circumscrip-
tions of speech generally involve a mild contraction of choice, whereas
coerced speech eliminates all choice. It is thus a mark of how far the
artificial dichotomy between economic and personal freedom has per-
meated our law that, despite the reasoning above, producers and sup-
pliers are daily forced to make all manner of declarations, issue all
sorts of lists, and post a wide variety of information.

Notice that what is moral and what is pragmatic are harmoniously
aligned. The forced release of information is thus not only inefficient
and counterproductive. It is a violation of privacy and the natural right
of free expression. There are natural laws governing human action,
just as surely as there are laws governing the operation of the physical
universe. For human action to be productive and beneficial to man-
kind, the self-evident moral constraints on such action must be ob-
served with care. O

PRODUCT
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NOTEBOOK

Thirty Years of

Freeman

Reviewing

by John Chamberlain

have been reviewing books for

The Freeman for thirty years. To

my memory I missed appearing

in one issue, when the mails went
wrong from Taiwan. At twelve re-
views a year for thirty years, minus
one review that went astray, the sum
total of books read and commented
on would come to 359, quite a shelf
of the literature of freedom.

The question is: how do you hit the
high spots when so many of the books
made worthy contributions to conser-
vative or classical liberal thought? I’ve
combed over the issues of The Free-
man going far back into the Fifties and
find at least a hundred titles that are
important. How do you winnow these
down to ten or twelve without doing
violence to history?

Maybe the way to do it is to begin
with the seminal thinkers whose names
crop up more than once, either be-
cause their books get reprinted or be-
cause they have essays written about
them. The three names that automat- -
ically qualify here are those of Ludwig
von Mises, Friedrich Hayek and
Henry Hazlitt.

I reviewed Mises’ Human Action
for Eugene Lyons’ American Mercury
before there was a Freeman. Accord-
ingly, when it became a question of
doing something about a new edition
of Human Action for a special Mises
issue, Paul Poirot suggested that I re-

view my original review. Earlier on, in
November of 1956, I had had the op-
portunity to review Mises’ The Anti-
Capitalistic Mentality. And much,
much later there was Margit von
Mises’ sensitive and beautifully writ-
ten My Years With Ludwig von Mises.

With Hayek, there were plenty of
opportunities to get acquainted with
an old Whig, from a reissue of The
Road to Serfdom in 1956 and The
Constitution of Liberty in 1960 to The
Essence of Hayek in October of 1985,
And there was Hayek’s notable edit-
ing of Capitalism and the Historians,
‘which came out of a memorable meet-
ing of the Mont Pelerin Society.

Henry Hazlitt, at age 91, is still
going strong on the subject of infla-
tion. It was his introduction to An-
drew Dickson White’s Fiat Money In-
flation in France, written in 1959, that
gave many of us a first clear glimpse
of the dangers of reliance on a paper
currency. Hazlitt’s books on the fail-
ure of Keynesianism and the
‘‘new’’economics, followed by his
prophetic collection of New York
Times editorials on the shortcomings
of Bretton Woods, have given us
plenty of warning of new inflation
crises to come.

Other names that recur more than
once in my thirty-year list of reviews
are those of Russell Kirk, Frank
Meyer, and Otto Scott. It was Meyer’s
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voice in the Sixties that sought to hold
conservatives and libertarians to-
gether, reminding us that virtue is in-
dividually meaningless if it has to be
imposed by State force. Kirk pro-
fesses to a disdain for economists, but
his books (The Roots of American
Order, Eliot and His Age and Decad-
ence and Renewal in the Higher
Learning, all of them reviewed in The
Freeman) help define the social
framework needed to sustain freedom
that Wilhelm Roepke talks about in 4
Humane Economy, also re-reviewed
here. Otto Scott is another who is con-
cerned with the cultural prerequisites
of a free society. Two of his books,
The Secret Six (the abolitionists who
backed John Brown), and Robes-
pierre (the French revolutionary ter-
rorist), show us that we make a mis-
take to suffer fools gladly. The third
Scott book which I reviewed in The
Freeman, The Creative Ordeal, which
is an account of the Raytheon Com-
pany’s development of radar, is about
good men who saved the western de-
mocracies from defeat in World War
II. It shows the constructive side of
Scott’s thinking.

oing back over The Freeman
Greviews, I am struck by the fe-
cundity of the Fifties. I re-
viewed Ayn Rand’s novel, Atlas
Shrugged, in October of 1957, making
the point that it was a startlingly great
fable about the human prerequisites
for free development. Almost as an
afterthought I wondered at the Ran-
dian objection to private charity,
which seemed to me to be inconsistent
with her general philosophy of vol-
untarism. Ayn Rand let me know that
she did not like the criticism. She had
not digested the meaning of Leonard
Read’s ‘‘anything that’s peaceful.”
Another accomplishment of the
Fifties which was noted in a Freeman
review was Karl A. Wittfogel’s mon-
umental study of Oriental Despotism.
Wittfogel related this despotism to
State control of the people’s water

supply. Wittfogel’s researches into
what had happened in ancient China
to make serfs of the people came out
at a time when the Fabians in En-
gland, and the followers of Norman
Thomas in America, were chattering
about the need for government to take
control of the ‘“‘commanding heights
of industry.”” Socialists are still obli-
vious to Wittfogel, just as they are ob-
livious to Louis Baudin’s 4 Socialist
Empire: The Incas of Peru, which we
reviewed in the early sixties.

In the Fifties wé lamented the waste
of John Kenneth Galbraith’s good
style in The Affluent Society on such
nonsense as the contention that peo-
ple can’t be trusted to make their own
economic and cultural decisions. In
spite of Galbraith, however, some of
the anti-capitalist clichés were dying
at the end of the Fifties. Larry Fertig’s
Prosperity Through Freedom helped
with the killing. Matthew Josephson,
who had popularized the thesis that
the big industrialists of the Nineteenth
Century were all robber barons,
seemed to be switching his ground in
his laudatory Edison. T. A. Boyd’s
Professional Amateur, a study of
Charles Franklin Kettering (Boss
Kett), and his subsequent collection of
Kettering’s speeches in Prophet of
Progress, were two excellent testi-
monials to the truth that inventiveness
comes when its sources in individual
freedom are unhampered. Kett, the
creator of the self-starter, did his best
inventing in a barn, and always re-
sisted being institutionalized by Gen-
eral Motors. And Jane Jacobs, in The
Death and Life of Great American
Cities, made the individualized point
that people took better care of them-
selves in unplanned neighborhoods,
where they could do their own polic-
ing and where shops and houses were
intermingled.

In the Seventies it was good to wel-
come in The Freeman George Roche’s
analysis of ‘“‘enmassment’’ in The Be-
wildered Society. And we had a con-
summate summary of twenty-five

THIRTY YEARS
OF FREEMAN
REVIEWING
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years in George Nash’s The Conser-
vative Intellectual Movement Since
1945. (Nash later did a first-rate work
on Herbert Hoover’s career as a min-
ing engineer.) Another good sum-
mary, reviewed in The Freeman in
1976, was the Plain Talk Anthology,
which included the first map of the
Soviet Gulag Archipelago (this was
some years before Solzhenitsyn).
Laurence Beilenson’s The Treaty Trap
warned us against putting our trust in
scraps of paper. Felix Morley, one of
the founders of Human Events, timed
his autobiographical For the Record
for review in 1979. And the resurrrec-
tion in 1979 of an old book of the Ni-
neties, Auberon Herbert’s The Right
and Wrong of Compulsion by the
State, made one wonder at the ob-
tuseness of the British Fabians (in-
cluding George Bernard Shaw and
H.G. Wells) in rejecting the lumi-
nously clear Auberon Herbert argu-
ments that might have saved England
from fifty years of welfarist state
torpor.

e come down to the Nine-
Wteen Eighties, when some
really excellent books have

been published. A New Zealander,
Ronald Nairn, who has had farming
experience in Oriental countries, wrote
a book which, if it were only heeded,
could liberate peasants everywhere to
produce a world plenty. It is called
Wealth of Nations in Crisis, and it has
had the commendation of Hayek.
Richard Cornuelle, in his Healing
America, brought his Reclaiming the
American Dream up to date in some
stirring appeals to voluntary action
that should have been pushed by Rea-
ganites all over the country. In 1981
we had Bert Wolfe’s fascinating story
of A Life in Two Centuries. It took a
long time for Bert Wolfe to wriggle
free of his Communist connections,
but the time was profitably spent for
what it reveals to us about Soviet
methods. Anne Wortham, a black so-
ciologist, in another 1981 book, The

Other Side of Racism, has made an
eloquent plea to blacks to put their
trust in their own individualism lest
they be sold back to a big plantation
run by the coercive state.

The Friedmans, Milton and Rose,
deserted economics for the moment to
take a flier into political science with
their The Tyranny of the Status Quo,
the thesis being that if a new Admin-
istration can’t put through a program
in its first 100 days it will get very little
for all its pains. Rael and Erich Isaac,
in The Coercive Utopians, have shown
how well-meaning perfectionists can
betray us to the totalitarians. Warren
Brookes, in The Economy in Mind,
has proved that wealth starts with
ideas in people’s heads. George Gild-
er’s collection of marvelous yarns
about individual creativeness, called
The Spirit of Enterprise, backs up
Warren Brookes’ contention to the
hilt. So does Rabushka’s From Adam
Smith to the Wealth of America. Sven
Rydenfelt’s A Pattern for Failure: So-
cialist Economies in Crisis, makes it
plain why starvation comes to those
who rely on government control of
agriculture (the prices are invariably
fixed against the peasants).

It was Leonard Read’s Freeman
that has given me the freedom to
keep up with all the permutations of
anti-Statist and anti-interventionist
thought for thirty years. And what of
Leonard’s own books, which num-
bered more than twenty? I have re-
viewed many of them, to my profit
and pleasure. Leonard had a marvel-
ously epigrammatic faculty for put-
ting complex things into a single sen-
tence. When he remarked that
“‘helping people to become helpless is
not an act of kindness,”’ he antici-
pated some 300 pages of Charles Mur-
ray’s recent Losing Ground. This is
not to say that Murray’s book was un-
necessary—lots of people need elab-
orate statistical proof before they can
accept an epigram. m]
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Equality and Liberty: A Defense of
Radical Egalitarianism
by Kai Nielsen

Rowman & Allanheld, Totowa, NJ 07512 « 1985 « 320
pages, $27.50 cloth

Reviewed by John Hospers

quality of consideration, equal-
Eity before the law, equality in

human dignity or worth, are
discussed by this author, but they are
not the distinctive thrust of the book.
The main thesis is that every individ-
ual—or every family, one isn’t always
sure which (and it makes a great prac-
tical difference which is meant)—
should receive an approximately equal
income. It is economic equality which
the book is primarily concerned to de-
fend. What is to be equally possessed
is money, or articles of one’s choice
purchasable with money. The money
is presumably to be doled out by the
government after being extracted
from each citizen in taxes—though
Nielsen says that things like hospitals
and parks and playgrounds should be
taken care of before such a distribu-
tion is made.

To establish his case, Nielsen relies
heavily on ‘‘our commonly held re-
flective moral intuitions.”” But many
persons, myself included, have moral
intuitions sharply at odds with
Nielsen’s.

For example: If a man repeatedly
spends his entire allotment on cocaine
or heroin, Nielsen would say that he
should still receive an equal portion
from the common store. The man who
works hard must thus be forced to
spend a part of his earnings to sustain
the other’s drug habit. I consider this
morally shocking in the extreme; but
how else are we to interpret Nielsen’s
assertion that ‘‘income and wealth
is to be so divided that each person

will have a right to an equal share’’?
(p. 289)

If our moral intuitions are so widely
at variance, we are left with an un-
bridgeable impasse from the start,
with presumably nothing more to dis-
cuss. It is just possible, however, that
we disagree (at least in part) on mat-
ters of fact rather than moral intui-
tions. I suspect that if Nielsen knew
the full implications of his stated
views, he would shrink from the con-
clusions that he now espouses.

One basic fact is that human beings
must work in order to live. A second
is that the main thing which motivates
people to work is the desire to have a
decent life for themselves and their
families, and some security for the fu-
ture. If people know that the fruits of
their labor will be taken from them in
the name of some cooperative enter-
prise to which they never consented,
their motivation to produce will be
undermined, and any enterprises they
have planned which would involve
risking their savings (and possibly giv-
ing others employment) would be
abandoned as no longer worth the
trouble. And a third fact is that
throughout most of human history the
earth has not produced enough to feed
its population, with resultant malnu-
trition and starvation; only in a tech-
nological society, where machines do
most of the work of human muscles,
can a large population be sustained on
a relatively high economic level.

A fourth fact is that human beings
are unequal in their incentives, capac-
ities and abilities: Give one person
$1,000 and he will work hard and dou-
ble the amount in a year; another per-
son will spend it in a year. When the
next redistribution occurs (to make
sure that everyone’s income is equal),
the person with initiative and imagi-
nation who has just had his earned in-
come taken from him for his pains will
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be less motivated to labor the next
time round; he will have every moti-
vation to be penniless by the time of
the next redistribution so that he can
collect the full amount. Inevitably be-
fore long there will be nothing left to
distribute, production will falter and
cease, and everyone will be equal at
base zero!

Nielsen is committed to the socialist
state. Yet the socialist state has never
been able to deliver the economic
abundance which Nielsen’s utopia re-
quires. His desire for human welfare
and his desire for socialism in all na-
tions are incompatible. The great ec-
onomic leaps forward achieved by
human beings—chiefly in North
America and Western Europe in the
last couple of centuries—have been
made possible only to the extent that
the free market operated. While other
nations continued to be unable to feed
themselves, capitalist America during
the nineteenth century doubled its per
capita income approximately every
30 years.

ielsen does concede that his
Negalitarian state could not

come into existence until ‘‘we
first have the productive capacity and
resource conditions’’ (p. 286) to put
it into practice. Since the immense
productivity of the free market is so
repeatedly proved throughout history
as to be without serious question (even
Marx conceded it), does this mean that
according to Nielsen we first need a
free market for its golden eggs, before
killing the goose later in the interests
of equal distribution? What happens
to those who worked the hardest to
better their condition? Are they to be
ripped off to effect equal distribution
for the productive and nonproduc-
tive, the wasteful and the thrifty,
alike? And is this justice?

Knowing they will be ripped off,
people will lack any incentive to work
hard; the production on which forced
distribution depends will never occur.
““In a society of abundance,”” he says
(p. 306), ‘‘everyone will be well off
and secure.’’ The problem is that no
such abundance can be created in the
socio-economic system he favors. The
moral ideal Nielsen espouses requires
for its implementation a socio-eco-
nomic base which he rejects.

Professor Nielsen’s book is the cul-
mination (but surely not the end) of a
whole series of books—by Michael
Bayles, Ronald Dworkin, Nicholas
Rescher, Richard Brandt, and oth-
ers—recommending egalitarianism in
one form or another. They are so in-
terested in distributing the goods pro-
duced by others that they have paid
scant attention to the conditions nec-
essary to ensure continued produc-
tion. Having been brought up in the
affluence made possible by capital-
ism, it has become fashionable to de-
nigrate the source of that affluence,
and so they strive to ensure that no
such affluence will ever occur again.
It is all very chic, very trendy. It is easy
to get full professorships for doing this
sort of thing, and to impress students
with one’s virtue and humane con-
cern. Socialist professors themselves,
far from being in want, find it ego-
gratifying to recommend these egali-
tarian utopias, especially when doing
so costs them nothing, and impresses
students with how superior they are
to the wicked world which pays their
salaries. If only these professors could
be philosopher-kings and rule man-
kind! But it is fortunate, indeed, that
philosophers—from Plato’s Republic
to Nielsen’s latest utopian tract—are
in no such position. Had their ideas
ever been put into practice they would
long since have destroyed the world.

0
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TO THE
EDITOR

My Favorite Magazine

Ever since John Williams began writ-
ing for The Freeman, I’ve gained tre-
mendous knowledge of the freedom
philosophy. His articles are most lucid
and it would be difficult to pose ar-
guments against his many theses.

I was particularly impressed with
“The Disease From Which Civiliza-
tions Die,”” (September 1985). The
messages contained should be shouted
from the housetops.

I was fortunate to attend a FEE
seminar in 1972 on a scholarship when
the late Leonard Read was president.
What a gifted man he was in explain-
ing the freedom philosophy.

Thanks to John Williams and your
other contributors for such carefully
thought out ideas which appear in The
Freeman. It is my favorite magazine,
and one which I promote among my
friends.

Irene Green
Coeur D’Alene, Idaho

Productive Justice

The Freeman is to be commended for
providing an unabashed free-market
analysis of the recent draft of the
Catholic bishops’ pastoral on the U.S.
economy. Both Messrs. Baird and
Kern raise a number of important
questions which one hopes will be
taken into consideration by the bish-
ops in the subsequent and final draft.
Indeed, it would appear that, at least
in some respects, the bishops have
taken to heart a few of the concerns
expressed by advocates of the free-
market, concerns which were glar-
ingly absent in the previous draft.
While there appears to be a move to-
ward utilizing private sector solutions
to social problems, the bishops con-
tinue to approach the question of eco-
nomics as though it were a zero-sum
game, which leads them to presume

that if someone has more, this can
only be the result of the fact that
someone else has less. Such an as-
sumption on their part should, at the
very least, be questioned and de-
fended, yet in this regard they are si-
lent. Great things could happen if the
bishops came to see that the market is
not stagnant. It is dynamic and grow-
ing: people really do ‘“make money.”’

Mr. Baird notes that at the heart of
the bishops’ concern is what an eco-
nomic system does for and to people,
and as teachers of the Gospel they
rightly focus their attention on poor
people. The question is, then, how can
the poor be lifted from their poverty?
The answer clearly is, produce more
wealth. Yet this is not the primary an-
swer the bishops give. In favoring
governmental (i.e., non-productive)
solutions, and rarely exploring mar-
ket (i.e., productive) possibilities, the
bishops tend to fall back on various
kinds of governmental experiments
which distribute rather than produce
wealth. The readers of The Freeman
are all too familiar with what happens
to the productive sector when this
occurs.

The Church has developed a keen
sense of distributive justice. When will
they explore the possibilities of pro-
ductive justice?

Robert A. Sirico
Washington, D.C.

Freedom and the Law

Professor Joseph Fulda has provided
a valuable contribution to libertarian
legal theory in his article on ‘“Declar-
ative Law’’ (November). The superi-
ority of a system which holds people
responsible for their actions, rather
than merely ordering them about, is
one which cannot be stressed enough.

What is not discussed is the diffi-
culty of imposing legislative notions
of legal responsibility upon sponta-
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neously evolving legal processes.
While the legislative and executive
branches may properly assume a role
in codifying principles which develop
through judicial decision-making,
they may cause more harm than good
when they attempt to reconstruct the
common law. Ignorance of this prin-
ciple flies in the face of such landmark
works as Bruno Leoni’s Freedom and
the Law, and Friedrich Hayek’s Law,
Legislation and Liberty.

While Professor Fulda does much
to illuminate the form which a just and
libertarian law code would take—that
its laws would be declarative and be
founded upon the notion of respon-
sibility—he does little to address the
way in which the system would de-
velop. By stressing the means by which
legislators can reinstitute the ‘‘declar-
ative law,”’ he obscures the impor-
tance of spontaneously grown legal
standards.

Kenneth L. Marcus
Williams College
Williamstown, Massachusetts

The American Republic

Has The Freeman lost its way? Re-
cently I have noticed essays that ele-
vate the notion of democracy.

Kenneth McDonald’s essay,
“‘America’s Two Elites”” (November)
goes so far as to state, ‘‘America, af-
ter all, is a democracy.”’ Sorry, Mr.,
McDonald, but the United States of
America is a republic. Read the Con-
stitution of the United States. The
words democracy and democratic are
not part of the text.

Democracy is majority rule and de-
mocracies ultimately crush the rights

of the minority. Unfortunately, we
have become more democratic in re-
cent years; and because we have be-
come more democratic we have suf-
fered a significant loss of liberty and
gained a weighty burden of forced
collectivism. :
William F. Kerschner
Elm Grove, Wisconsin

Misgivings
I have misgivings about the inclusion
of letters in The Freeman. I’'m afraid
they will dilute and detract from the
flavor unique to your monthly.

Of course, you will probably print
this and set up a contradictory self-
reference thereby. Ha-ha. O

Robert Goodman
Bronx, New York

Let us hear from you! We would like
to share with readers the most inter-
esting and provocative letters we re-
ceive regarding Freeman articles and
the issues they raise. Since FEE’s ac-
tivities encompass much more than
just publishing The Freeman, we will
also include reactions to other FEE
activities.

Limited space will preclude our
printing all the thoughtful letters we
receive. Letters may be edited for pur-
poses of clarity or space. And opin-
ions expressed are not necessarily
those of The Freeman. Address your
letters to: To the Editor, The Free-
man, The Foundation for Economic
Education, Irvington-on-Hudson,
New York 10533.
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The Privatization Revolution

John Naisbitt’s new book on ten trends shaping our future, The Year Ahead:
1986, identifies a very old idea whose time has come: ‘‘In the year ahead, the
reprivatization of America will become a swollen tide of private industry rush-
ing in to fill the gaps left by federal government budget cuts, local governments’
inability to finance basic public services, and consumer demand for quality
service and greater accountability.’’

In fact, from Great Britain to Brazil, and including a great many third world
countries, a privatization revolution is forcing the return of nationalized in-
dustries to the private sector. This is not an example of a change of heart on
the part of government policy makers, merely the inexorable lesson of eco-
nomic law: government interventionism doesn’t work.

Privatization may presage an explosion of entrepreneurial effort and the
kind of economic growth the world needs. Governments may not abolish
enough of the regulations that strangle commerce. But there is an apparent
world-wide shift toward the market process. As one senior development con-
sultant put it, ‘‘governments sometimes do the right thing, but only after they’ve

exhausted all the alternatives.”’

Capitalism Wins Again

The Soviet Communist Party has
had to deal with reality once again.
For the third time in its history, it is
preparing a new program on the goals
and strategies of the Party. Between
the lines, capitalism comes out a
winner.

Each of the two previous Soviet
programs since 1903 has become pro-
gressively less optimistic of the final
overthrow of capitalism. Now the cur-
rent draft to the third program criti-
cizes capitalism because it ‘‘is con-
stantly maneuvering to adjust itself to
the changing situation.”’

That is precisely the point! While-

planners make promises they cannot
keep, the free market produces. While
communism and socialism move from
one failed plan to another, capitalism
adjusts to the changing needs and de-
sires of consumers. While all forms of
interventionism try to control every-
thing, the market permits ‘‘anything
that’s peaceful.”” Communism, in-
deed any form of totalitarianism, is
doomed to failure because it cannot

cope with change. Only freedom and
a market society encourages diversity,
freedom, and economic progress.

Discovering Property
Rights

Bill Landreth, the teenage author of
Out of the Inner Circle, gives us a
glimpse of how property rights natu-
rally evolve in society. He tells the
story of a group of brilliant computer
‘‘hackers’’ who anonymously dis-
cover each other, expand their own
knowledge of computer systems, and
find their way into highly secret and
private computer systems.

Admittedly, much of what the In-
ner Circle hackers did was quite wrong
(breaking into other people’s com-
puter systems, for example). At the
same time, Landreth gives a fascinat-
ing account of how they developed
‘‘an unwritten code of ethics that be-
came a philosophy holding the Inner
Circle together.”’” Landreth concludes,
‘“‘We had many good reasons to fol-
low these basic rules. But the most im-
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portant . . . had to do with the basic
principle of respecting other people’s
property and information.”’

These bright young men discovered
on their own something they probably
would never have stumbled across in
school: clearly defined property rights
are essential for a moral society to
operate. —GFR

Seatbelts

We have invented a new victimless
crime that is sparking a groundswell
of opposition—driving without a
seatbelt. A number of people are con-
vinced that seatbelts save lives, and
they presumably would buckle up
whether or not the law required it. But
others are impressed by the occasional
accident in which an unbuckled per-
son survives by being thrown clear.

The issue is not, of course, whether
statistics prove that seatbelts reduce
accidents. The issue is the right of in-
dividuals to evaluate risks for them-
selves. Is it a proper function of gov-
ernment to forcibly decide such issues
for us? For a growing number of peo-
ple, mandatory seatbelt laws are the
equivalent of Prohibition in the twen-
ties. And we all know what a success
that was. —JKT

Thirty Years Ago

In the February 1956 Freeman, we
ran an article by Ludwig von Mises on
“‘Facts About the ‘Industrial Revo-
lution’.”” He showed how ‘‘The Lais-
sez-faire ideology and its offshoot, the
‘Industrial Revolution’ blasted the
ideological and institutional barriers
to progress and welfare.”” What Mises
wrote then is still sadly true: ‘““There
are millions and millions of people for
whom there is no secure place left in
the traditional economic setting. The
fate of these wretched masses can be
improved only by industrialization.
What they need most is entrepreneurs
and capitalists.”’
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Government,
The State,
and Private
Property

““The positive
testimony of
history,”’ wrote
Albert Jay
Nock in Our
Enemy, The
State, ‘‘is

that the State
invariably had
its origin in
conquest and
confiscation.”’

by Kenneth
McDonald

Kenneth McDonald is a free-lance

writer and editor living in Toronto.

rom earliest times, roving bands of warriors raided settlements,

expropriated the coveted possessions, and slaughtered or dis-

persed the owners. Before long, the technique was modified. It

was more profitable to reduce the vanquished to dependence
and use them as a workforce. The conquerors established the State, with
themselves as aristocracies.

Western man’s attempts to limit the State’s power brought represen-
tative Government. Its purpose was to secure unalienable rights, a very
different concept from that of the State, which admitted no rights other
than those it chose to grant.

Between those two concepts, the struggle is endless. The State shows
no sign of withering away. Today’s aristocracies exercise power in subtler
ways. By influencing the political process they subordinate Government
to the State.

Here we draw a distinction between sectional interests, whose en-
deavors to swing things their way are, however discriminatory in effect,
a legitimate part of representative Government, and the social engineers
whose aim is to reshape society. Their instrument is the State.

Let us call them planners. They and their adherents share a charac-
teristic that is both human and paradoxical: the sin of pride. The paradox
consists in the fact that the planners are highly educated and articulate,
yet so rooted in their convictions as to be blinded to the humanity that
destines them to err.

No doubt acceptance of one’s failings is an ingredient of maturity. It
inspires astonishment that any combination of people could be so cred-
ulous as to think that other people—the planners—who are every bit as
fallible as they, could spend their money and otherwise arrange their
affairs to better purpose than they could on their own.

Unfortunately, the failings that breed maturity in others leave the plan-
ners untouched. If people do not behave the way they are supposed to,
the plans may have to be modified here and there but the principle still
stands: the economic forces of society are amenable to planning that is
directed by people like themselves.



45

Failure to question the principle stems from its adherents’ failure to
relate their individual fallibility to what they prescribe for others. Society
is seen not as an assortment of individuals but as a coherent mass. Per-
fectible man will be molded by the pressures of a benevolent State. Miss-
ing from this endeavor is a recognition that people are different.

t the root of all this is the matter of private property, and the

right of individuals to own it. It is from invasion of that right

that the State draws its power. As more and more of the right,

and of the property, are transferred to the State, so does the
power increase.

The conquest and confiscation in which the State originated are still
in evidence. The planners may not regard themselves as conquerors but
the way they have implanted their theories, and the way those theories
have been communicated by education and the media, bear all the at-
tributes of conquest. Rather than coveting possessions, the planners covet
power. As the State’s power expands, so does theirs.

Opposing that power is a different kind that ¢omes from indepen-
dence. Private and personal, it comes from the testing and practice of
certain values. They rest upon the simple foundations of working hard
and saving. Together they make possible the accumulation of capital and
the security of a competence, neither of which could be achieved without
the private ownership of property.

The independence that flows from these values confers not only in-
dependence from the State and its supplements but also freedom to crit-
icize them. The planners’ ideas, which look to the impersonal State for
authority, are contested by other ideas that bear the authority of personal
experience.

That is where the struggle is joined: between citizens who strive for the
freedom they cherish, and other citizens who would whittle it down.

For all its faults, representative Government is on the side of freedom.
The State is not. The ground the two struggle over is symbolized by the
right to own property; the one charged with securing it, the other intent
on taking it away. ]

The Right
To Property

On THE STATE

t [the State] has taken on a vast mass of new duties and
Iresponsibilities; it has spread out its powers until they penetrate

to every act of the citizen, however secret; it has begun to throw
around its operations the high dignity and impeccability of a State
religion; its agents become a separate and superior caste, with
authority to bind and loose, and their thumbs in every pot. But it still
remains, as it was in the beginning, the common enemy of all well-
disposed, industrious and decent men.

HENRY L. MENCKEN, 1926

IDEAS
ON
LIBERTY
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Capitalism, by
conquering
poverty, creates
the ‘‘problem”’
of poverty.

by Edmund A. Opitz
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Foundation for Economic
Education, a seminar lecturer, and
author of the book, Religion and
Capitalism: Allies, Not Enemies

f we look back over the history of the past two or three thousand

years we realize that most people who have ever lived on this

planet were desperately poor, not merely poor by our stan-

dards—poor by any standards; miserably housed, shabbily
clothed, and continually on the verge of starvation, only to go over
the edge by the hundreds of thousands during the regularly recurring
famines.

Medieval Europe is regarded by many scholars as one of the high
points in world civilization. It gave us the great cathedrals, scholastic
philosophy, magnificent works of art, literature like Dante’s Divine
Comedy, specimens of craftsmanship that grace our museums, and
chivalry. But the Middle Ages in Europe suffered from a number of
famines. Between 1201 and 1600 there were seven famines, averaging
ten years of famine per century. Coming down to 1709, there was a
famine in France that wiped out one million people, five percent of
the population. The last great natural famine in Europe was the Potato
Famine in Ireland in the late 1840s, which claimed about one and a
half million lives.

But Europe has always been a favored region, more properous than
the rest of the world, less subject to natural disasters than Asia. There
have been starving times in Western civilization, but never were they
of the same order of magnitude as the disasters in the Orient. India
and China have been especially vulnerable to famines. A famine in
China between the years 1876 and 1879 resulted in an estimated 15
million deaths. And within living memory, a famine in China’s Hunan
Province in 1929 resulted in two million dead. Ten major famines in
India between 1860 and 1900 caused the death of close to 15 million
people. During the Bengal famine of 1943-44—in and around Cal-
cutta—one and a half million people died of starvation and the epi-
demics that followed.

I have recited these rather unpleasant facts, not for their own sake,
but to emphasize a neglected or overlooked truism: Poverty is the
natural state of mankind. Poverty is the rule; prosperity is the excep-
tion. In most parts of the globe, in most periods of history—including
the present—most people most of the time have been or are desperately



poor. Prosperity is what the ruling class enjoys. The rich are the su-
perior warriors, the superior hunters, the favorites of the gods, and
these wealthy few—it was believed—deserve what they have.

Water runs downhill, fire burns, grass is green, the masses of people
are poor. This was the perceived natural order of things, accepted and
rarely questioned. Such was the mentality that prevailed throughout
most of the world most of the time—until a few centuries ago. Poverty
for the multitudes was simply a fact of life. It was a hardship, but
being poor was not perceived as deprivation.

The rich were envied, but the envy rarely translated into thoughts
of redistributing their wealth. Occasionally something triggered a
peasants’ revolt or a slave rebellion, but when each of these fizzled
out, all ranks went back to ‘“The good old rule/ The simple plan/
That they should take who have the power/ And they should keep
who can.”” Universal poverty was a fact. But poverty was not a prob-
lem! The distinction is simple: a fact or situation just is; a fact or
situation for which there is perceived to be a solution becomes thereby
a problem, and a new mentality is generated.

asses of people, the world over, have now been persuaded The Capltalist
that someone or something keeps them poor, and their .
resentment follows. This fact helps to explain the modern Alternatlve
world’s hostility toward capitalism. Capitalism is not at

all the cause of the poverty of the noncapitalistic nations, but it is the

source of their dissatisfaction with their poverty. Capitalism in fact

overcomes poverty; but in overcoming poverty capitalism creates the

problem of poverty.

There was a breakthrough a few centuries ago, one of those great
tidal movements in human affairs resulting in a new mentality and a
different way of viewing the human condition. It was the discovery
by the people of a few western nations of the complex set of insti-
tutions which later came be to be called capitalism. The breakthrough
might be symbolized by two documents, one penned by Thomas Jef-
ferson setting forth the vision of a nation founded upon a new phi-
losophy, that ‘‘all men are created equal,’’ that they are ‘‘endowed by
their Creator with certain unalienable rights,”” and that everyone is
entitled to equal justice under the law. These axioms form the cor-
nerstone of the free society.

At the same time, on another continent, a man named Smith wrote
a great book which explained why the economy need not be centrally
planned, directed, and controlled by the government—as it was under
the mercantilism of his day. Let the law be vigilant to protect the life,
liberty, and property of all—as the Whigs advocated—and the buying
habits of freely choosing men and women in the marketplace will pro-
vide all the directives needed for the producers to grow and manu-
facture the things consumers want most. This is the market economy,
the backbone of a free society. Under these conditions a free people
will multiply their productivity and thus generate their own prosperity.

Capitalism is the name given to the set of institutions which enable
free people to produce wealth up to the limit of their time, talents,
capacity, and desire; and then to voluntarily exchange the fruits of
their labors with others. Capitalism becomes fully operative only when
there are institutional guarantees of individual liberty, with laws de-
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signed to secure the God-given rights of every person to life, liberty,
and property.

The intelligent and ethical way of arranging human action in society,
the free society-market economy way of life which we are labeling
capitalism, was like a bootstrap by which whole nations of people
could and did elevate themselves out of misery, grinding poverty, and
periodic starvation. Capitalism tackled poverty using the only means
by which poverty can be alleviated, namely, by increased productivity.

Remove every obstacle that hinders the productive and creative ener-
gies of men and women and you create an abundance of goods and
services, shared by everyone involved according to his contribution to
the productive process, as that contribution is judged by the man’s
peers. This ever-increasing supply of goods and services will move the
entire society up the rungs of the ladder of wealth. Some will climb
to the top rungs, but even the least well-off on the bottom rungs will
experience a level of well-being that would be regarded as affluence
in noncapitalistic societies past or present.

he results of this new social order were almost miraculous,

but there was nothing magical about the way the results were

achieved. The results were achieved by people who had the

intelligence to understand the requirements of a free and
prosperous commonwealth, and who possessed the integrity and char-
acter to live by those requirements. We had a significant number of
people a couple of centuries ago, who ‘‘pledged their lives, their for-
tunes, and their sacred honor’’ to establish not simply a new nation,
but a nation founded upon new principles.

Capitalism generated a new mentality, a new perception of the hu-
man condition. After the experience of capitalism anywhere, people
everywhere came to regard prosperity as the rule; poverty as the ex-
ception. The fact that we launched a ‘‘war on poverty’’ demonstrates
this. No one would contemplate a war on poverty in India or Africa,
where need is much more desperate than here. Only in a prosperous
nation like our own, where the great war against poverty had already
been won—by means of the market economy—would the elimination
of the last, lingering remnants of poverty emerge as a political issue.
The trouble is that if we employ the wrong remedy to eradicate the
remaining pockets of poverty—as we are doing—we may find that we
have destroyed prosperity instead, as in the familiar story about Kkilling
the goose that laid the golden eggs. Charles Murray’s recent book,
Losing Ground, demonstrates that we have been losing the political
war against poverty despite spending hundreds of billions of dollars
yearly.

The 18th-century breakthrough I’ve referred to brought with it a
new understanding of how economic goods come into being, the na-
ture of material wealth, and how this new wealth is allocated in dif-
fering amounts among all the participants in the productive process.
The economic breakthrough was not miraculous; it was preceded by
a new vision of how the ancient ideas of liberty, justice, and law should
be applied. No longer were these venerable ideas to be the prerogative
of the few; equal justice under the law was for everyone; liberty was
to be enjoyed by all, and every person had a natural right to the prop-
erty created by his labor.
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For thousands of years the planet was regarded as a static ware-
house, containing a fixed amount of wealth, impossible to increase,
never enough for everyone. The serf tilling his field grumbled that he
had to pay various feudal dues to the lord of the manor, but he was
realistic enough to know that even if he kept everything he produced,
he’d still go hungry much of the time. He was cursed by low pro-
ductivity, caused by a faulty understanding of the nature of wealth.

When it is believed that the earth contains only a fixed amount of
wealth, the preoccupation is with the allocation of what’s already here,
which means, invariably, that one man’s gain is another’s loss.

The new perception that dawned during the 18th century was that
new wealth is in a process of continuous creation, in ever-increasing
amounts, with more for everyone resulting from each new cycle of
production. This new abundance would be distributed—not equally,
but equitably—by voluntary exchanges in the marketplace, with each
person receiving from his fellows what they think his contribution is
worth to them. Each of us benefits in such a voluntary exchange.

This is a paradigm of capitalistic society; peaceful exchanges within
the rules, with the rules designed to protect person and property. Each
participant in a voluntary exchange is a net gainer, having given up
what he wants less to get what he wants more. And as these exchanges
multiply every person has a strong inducement to work harder, pro-
ducing more of the things other people will want from him in ex-
change. And as each person betters his own circumstances he improves
the lives of other people. Production, in a free society, begets pro-
duction, with more for everyone.

In the pre-capitalistic ages the kings and nobles used their political
power to enrich themselves at the expense of the peasants. The serfs
who did most of the work were entitled to enjoy only a portion of the
goods they produced. Post-capitalistic societies operate in similar fash-
ion. Those who possess political power in welfarist America or socialist
Britain or Soviet Russia, exercise the taxing power to deprive pro-
ductive people of a huge chunk of their earnings. These tax dollars—
minus the political costs of effecting these transfers—are then doled
out to various ‘‘deserving’’ pressure groups in the private sector.

We witness what Frederic Bastiat might have called a Plunder-
bund—the law designed to protect life, liberty, and property perverted
into an instrument to enrich some by impoverishing others. Albert Jay
Nock referred to the law thus perverted as The State—holders of pub-
lic office in cahoots with factions in the private sector to operate a
scam against productive people.

ur basic political structures were largely built around the

conviction that, ‘‘to the producer belongs the fruits of his

toil.”” We were to have a private property order. The Dec-

laration does not mention a right to property, substituting
aright to ““the pursuit of happiness.”” We cannot read Jefferson’s mind
as he wrote the document, but we do know what was in almost every-
one else’s mind at the time; it was Life, Liberty, and Property.

The colonists had migrated out of situations in Europe where they
lived on the estate of a master, working mostly for his benefit and
only partly for their own. Here in the colonies the idea of freehold
property was established. You owned your farm in fee simple, which
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means that your estate was your very own. You could will it to your
descendants, sell it, dispose of it as you wished.

What you produced on your property was yours to keep, or sell, or
give away. Now, you owned what your labor created, and you had an
enormous incentive to devise labor-saving devices and work harder,
longer, and more skillfully because everything you produced was yours.
You got the added benefit; not some absentee landlord. Wealth cre-
ation increased by geometrical progression under these circumstances,
with free men and women living under a just system of laws, holding
a strict property right in the fruits of their labor.

The American colonists of the 17th and 18th centuries lived in a
society whose primary institution was not government, or the press,
or business, or the academy; it was the Church. As Alexis de Tocque-
ville observed of us in the 1830s: ‘‘Religion . . . is the first of their
political institutions.”” And it was the colonial churches which labored
for the creation of the kind of personal character in men and women
which a free society, with its market economy, demands as its basic
ingredient.

We are reminded of this need for exemplary character by the late,
great economist Wilhelm Roepke who said that the market economy
cannot ‘. . . go on in a moral vacuum . . . . Self-discipline, a sense
of justice, honesty, fairness, chivalry, moderation, public spirit, re-
spect for human dignity, firm ethical norms—all of these are things
which people must possess before they go to market and compete with
each other.”” And as these early Americans entered the marketplace
they practiced the Puritan ethic of work and thrift, believing that thus
they served God as co-creators of a new nation, and proved that pov-
erty is not mankind’s fate.

he Western World is relatively wealthy because it is relatively

capitalistic. The Third World is poor because it shuns cap-

italism. This is the truth of the matter, obvious to any person

who examines the issues impartially. But this truth is over-
come by a worldwide ideology which declares that the wealth of the
West is the cause of Third World poverty!

President Julius Nyerere of Tanzania voiced this Third World ide-
ology when he wrote: *‘In one world, as in one state, when I am rich
because you are poor, or I am poor because you are rich, the transfer
of wealth from the rich to the poor is a matter of right; it is not an
appropriate matter for charity.”’ Along the same line, Third World
voices tell us that the United States is to blame for the famine in Ethio-
pia—a country which exported its surplus grain and other foodstuffs
until the Communists took over.

Third World politicians have a method in their madness: they want
things from the West—American dollars, foodstuffs, machinery, and
other goods—so they try to convince us that we owe it to them because
we are to blame for their plight. This is the Marxist notion that the
rich, under capitalism, get richer by making the poor poorer. This ploy
would not work except that millions of Americans have also swallowed
the Marxist exploitation theory; that those who are better off got that
way by making others worse off; that the wealth created by capitalism
is the cause of poverty.

Here, for example, are the words from a keynote address given at
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the World Council of Churches Assembly held in Vancouver two years
ago: ‘““We inhabitants of the industrial nations . . . exploit the majority
of the world’s population . . . . The demon of profit for the few at
the expense of the many, i.e., their impoverishment, has the whole
world economic system firmly in its grip.”’ These false and defamatory
sentiments are echoed by many academic and ecclesiastical voices, here
and abroad.

Americans do consume more than most people elsewhere and it
might be interesting to find out why. The answer is simple, to the point
of being self-evident: Americans consume more because Americans
produce more. Americans produce more, not because we are superior
beings, but because our relatively free institutions impose fewer re-
straints on our productive energies than is the case in other nations,
and our private property system guarantees to the producer that he
will own the fruits of his toil. Any nation that adopts the free market
will be more productive, and thus more prosperous, and in the long
run this is the only way to feed the world’s hungry.

he redistributionist policies of our own welfare state, as well
as similar international policies which tax Americans in or-
der to subsidiz other nations, is based on the false axiom
that the wealth of some is the cause of the poverty of others.
Something like this was true during the pre-capitalistic ages, but cap-
italism introduced an entirely new ball game in which each one of us
prospers to the degree that he contributes to the well-being of other
people, as they see it. Walter Lippmann puts it this way: ‘‘For the
first time in human history men had come upon a way of producing
wealth in which the good fortune of others multiplied their own.”
Freedom in production and exchange does not promise perfection.
When people are free, many of their choices may offend us, which
means that the free society demands infinite tolerance for each other’s
foibles. But that’s a small price to pay for all the benefits received.

To believe that wealth is the cause of poverty makes as much sense
as to assume that health is the cause of disease. And to contend that
the remedy for poverty is to soak the rich and give to the poor is as
idiotic as believing that the only way to heal the sick is to make the
healthy ill. The sick can be made well only as they adopt the sensible
regimen of the healthy, and the poor can move out of poverty only
as they become more productive. The world’s economic problems and
other ills will only worsen unless there is a revival of that sound phi-
losophy, which, two centuries ago, gave us the free society and the
market economy which I've been labeling capitalism. Education along
these lines—replacing bad ideas with better ones—is slow, frustrating,
uphill work. But there is no other way.

Meanwhile, we try to live with—while working to correct—the false
assumption of people everywhere, that wealth is the cause of poverty.
The truth of the matter is that poverty in a nation is caused by the
low productivity in that nation. And it is our good fortune that there
is a simple recipe for overcoming low productivity while moving in
the direction of prosperity. The recipe is: follow the prescriptions of
people like Jefferson and Madison; Adam Smith, and Bastiat; Mises,
Hayek, Roepke, Friedman, and others. The remedy is simple, but sim-
ple is not necessarily easy! a

THE WAR
ON POVERTY
REVISITED

A False
Axiom



52

THEFREEMAN

IDEAS ON LIBERTY
———

The Constraints
on Helping

There are laws
that explain
why social
programs not
only do not but
cannot produce
the intended
effects.

by Charles Murray

Charles Murray is a senior
research fellow at the Manhattan
Institute for Policy Research and
the author of several books
including Losing Ground:
American Social Policy 1950-1980
(© 1984 by Charles Murray) from
which this essay is adapted and
reprinted with permission of Basic
Books, Inc.

et me pose a problem in the form that Einstein used to call

a ‘“‘thought experiment.”” Whereas Einstein used the device

to imagine such things as the view from the head of a column

of light, we will use it for the more pedestrian purpose of
imagining the view from the office of a middle-echelon bureaucrat.
Our task: to think through how to structure a specific government
social-action program so that it might reasonably be expected to ac-
complish net good.

The experiment calls for us to put ourselves in the role of a gov-
ernment planner who must implement a new piece of legislation, The
Comprehensive Anti-Smoking Act. The Act has several provisions
common to the genre. It establishes a federal agency to coordinate the
federal government’s activities related to the goal of less smoking. A
large anti-smoking advertising campaign is planned. Federal matching
funds are provided for school systems that teach courses on the perils
of smoking.

In addition to these initiatives, the legislation provides for direct,
concrete incentives for people to quit smoking. A billion dollars will
be appropriated annually for the indefinite future, to be used for cash
rewards to persons who quit. We are in charge of designing this effort,
with complete freedom to specify- whatever rules we wish, provided
they are consistent with constitutional rights. After five years an eval-
uation will be conducted to determine whether the number of cigarettes
consumed and the number of smokers have been reduced by the
program.

The challenge in this experiment is to use the $1 billion in a way
that (in our own best estimate) will meet this test. My proposition is
that we cannot do so: that any program we design will either (1) have
no effect on smoking or (2) actually increase smoking. I maintain that
we are helpless to use the billion dollars to achieve our goal.

The heart of the problem is designing a reward that will induce
smokers to quit—and will not induce others to begin smoking, con-
tinue smoking, or increase their smoking to become eligible to receive
the reward. Let us work through one scenario to illustrate the nature
of the conundrum.
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Three sets of choices will decisively affect the success or failure of
the program: choices about

® the size of the reward,
¢ conditions for receiving the reward, and
¢ eligibility to participate in the program.

What is a first approximation of a program that has a good chance
of working?

Choosing the size of the reward. We know from the outset that the
reward cannot be small. No one will quit smoking for pocket change,
other than those who were going to quit anyway. On the other hand,
the theoretical power of a cash reward is plausible—almost anyone
would become and remain a nonsmoker in return for a million dollars.
We settle on the sum of $10,000 as a reward that is an extremely pow-
erful inducement to large numbers of persons.

Conditions for receiving the reward. We seek a middle ground be-
tween conditions that maximize the likelihood that a person has per-
manently quit smoking and conditions that make the reward so dif-
ficult to win that few will bother. Thus, for example, we reject plans
that would spread the reward over several years. Eventually we decide
to require that a person must remain smoke-free for one year. We make
the award a one-time prize, so that people have no incentive to re-
commence smoking to qualify for another $10,000. A repayment
scheme is added: People who begin smoking again will have to give
up their award.

Eligibility to participate. The intent of the program is to appeal to
the heavy smoker whose health is most at risk. On the other hand, it
would defeat our purpose to limit eligibility too severely—to persons,
for example, who have smoked three packs a day for twenty years—
because in so doing we would disqualify many people in the vulnerable
group of moderate smokers who are likely to become heavy lifelong
smokers unless something is done. The compromise solution we reach
is to require that a person have smoked at least one pack a day for
five years.

Now let us consider the results.

Designing the
Program
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After one year: We think ahead a year, and are pleased. The $10,000
reward has substantial effects on the people who are eligible for the
program on day one—that is, persons who have smoked at least a
pack a day for five years at the time the experiment begins. The effect
is not unfailing; not everyone quits smoking to get the reward; and
we must assume that not everyone who stops for a year is able to avoid
a relapse. Some cheating occurs despite our precautions. But some
people quit smoking permanently as a direct result of the program.

We recognize, of course, that we achieve the effect inefficiently.
Thousands of persons in the target population quit smoking every year
even in the absence of a monetary reward. Under the program, they
collect money for doing what they would have done anyway. But the
problem posed in our thought experiment says nothing about being
efficient; the problem is only to create a program that reduces net
smoking.

After two years: We think ahead two years, and are disturbed. For
now comes time to examine the effects of the program on people who
have been smoking a pack a day but for a period of less than five
years when the program begins.

We find that for all persons who have been smoking less than the
required period of time, the program provides a payment to continue.
For the person who has been smoking for exactly four years, the pay-
ment is $10,000 in return for smoking for one more year. Given that
the smoking habit has its own attractions, the payment is exceedingly
effective. In fact, we notice an unfortunate imbalance: For the person
who has already smoked for five years (our target population), the
inducement of $10,000 to quit must fight against the attractions of
smoking and is not always adequate to achieve the desired result. For
the smoker who has not reached this limit, the inducement to continue
smoking is reinforced by those very attractions. Thus the effective
power of $10,000 to induce continued smoking for one year in the one
population is much greater than its power to induce cessation of smok-
ing for one year in the other.

To this point, we have been concerned only with those who were
already smoking at the pack-a-day level. Now we consider the effects
of the program on smokers who had been smoking less than that
amount. We find that a significant number of smokers increase their
consumption to a pack a day, for the same reason. (Everyone who
smokes nineteen cigarettes a day increases to twenty, almost everyone
who smokes eighteen cigarettes a day increases to twenty, and so on.)
This effect is strongest among those persons who think they ‘‘should’’
quit but who doubt their ability to quit without help. For them—
through a process of plausible but destructive logic—it seems that the
best way to do what they think they want to do (to quit smoking) is
to smoke more.

Among those who are nonsmokers, the effects are entirely negative.
A considerable number of teenagers who were wavering between start-
ing or not starting to smoke decide in favor of smoking—they can
enjoy smoking now, and then give it up when they qualify for the
reward.

After five years: When we think ahead five years, we note a final
logical by-product of the program. Quitting the habit after five years
of smoking a pack a day is generally more difficult than quitting sooner
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and after lesser levels of smoking. Many people who try to stop when
the fifth year is ended find that the $10,000 is no longer a sufficient
inducement, though it may have seemed to them a few years earlier
that it would be. The rules of the program have made heavy smokers
out of people who would have remained light smokers and thereby
have induced a certain number of people not only to smoke more and
longer until they became eligible for the $10,000 but to become im-
pervious to the effects of the reward once they do become eligible.

What is the net outcome? If 90 percent of the population had been
smoking for five years when the program began, we might still argue
that the program would show a net reduction in smoking. But only
about 15 percent of the adult population smokes a pack a day or more.
Let us estimate that a third of this number have been smoking at that
rate for more than five years. If so, our plan has the potential for
reducing smoking among five percent of the adult population and the
potential for increasing smoking among 95 percent of the adult pop-
ulation. It is exceedingly difficult to attach numbers to the consid-
erations we have just reviewed without coming to the conclusion that
the program as specified would have the net effect of increasing both
the number of cigarettes consumed and the number of smokers.

hen we reconsider the three parameters and try to select

a combination that meets the challenge, the nature of

their interdependence becomes clear. Suppose, for ex-

ample, that we require a smoking history of at least ten
years, and thereby, as intended, reduce the number of persons who
are drawn into smoking just because of the reward. But such a step
makes no difference in the calculations of those who have already been
smoking more than five years (they are, in effect, operating under the
logic of a five-year eligibility rule). Among those who have smoked
less than five years, the change in the eligibility requirement has two
counterproductive effects. First, persons who have smoked less than
five years constitute a large proportion of smokers that the program
should be reaching—younger, with more to gain from quitting. By
extending the requirement to ten years, the program has been made
irrelevant to many of them. For those who do think that far ahead,
the effects will tend to be harmful, inducing a sense that there will be
time to quit—and profit to be made—at a later point in their lives.
Thus lengthening the eligibility period to ten years does not help; it
makes matters worse.

As we ponder ways out of this bind, it becomes clear that the most
dramatic reductions in smoking occur among persons who quit the
soonest—a person who quits smoking at age sixty-five saves only a
few years’ worth of smoking, whereas a person who quits at twenty
saves decades. Why not focus our efforts among the very young? Even
granting the tendency of the award to encourage smoking so as to
qualify, perhaps this will be more than counterbalanced by the very
long periods of “‘savings’’ that will result from each success. So we
target the program at youth (perhaps by installing an age-eligibility
criterion—the specific method makes no difference). But the results
are even more disastrous. The qualification criteria must be loose,
because only a tiny fraction of the teenaged smokers we want to reach
have had time to smoke very long. The result, when combined with
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that we failed to reduce smoking—to achieve

the desired behavioral change—Dbut that we
increased the number of people who end up in
the undesired condition. This charge applies
to transfers in general.”

Two Ways Out

a significant reward for quitting, is that the inducement effect is over-
powering. Even teenagers who have no desire to smoke at all find it
worth inculcating the habit for a year (or whatever our time limit is
reduced to). Once started, only a proportion of those who smoked
only because the program existed and who fully intended to quit are
actually able to quit. The age effect backfires: While it is true that
inducing a youngster to quit (who otherwise would not have quit) saves
decades of smoking, it is equally true that inducing a youngster to
start costs decades of smoking, and we produce far more of the latter
than the former.

e give up on a continuing program. Instead, we propose
that the program be made a one-time, never-to-be-re-
peated offer: Announce the program, give everyone
who is already eligible a chance to enroll, but give no
one a reason to start smoking or to increase their smoking in order to
become eligible. State loudly and unequivocally that the program will
never be repeated. We will at least achieve the success of the first year.

Theoretically, this scheme might (but only might) reduce net smok-
ing. In practice, it is guaranteed that the program will be continued.
A successful one-time effort will be refunded immediately and on a
larger scale. Congress rarely cancels even a failed social program, let
alone a successful one.

Ultimately, the logic of the situation drives us to the one configu-
ration of awards that surely will reduce net smoking: we offer a dollar
amount to everyone who does not smoke, but make them pay it back
if they ever start. Since this will cost far more than a billion dollars
a year, we seek permission to increase the budget, pointing out that,
while it may be expensive, our way out will in fact reduce smoking,
whereas the alternatives will not. But some unfriendly critic points out
that all we need do is levy a fine on everyone who begins smoking (or
who continues to smoke) that is equal to the reward we propose to
offer for not starting. The effects on smoking will be essentially the
same (a $10,000 penalty ought to have about as much effect as a $10,000
reward for persons at most income levels), and the government will
get a lot of revenue to boot. This proposal is of course also rejected,
on grounds that it is unfair to the poor.

As one experiments with different combinations of rules, it becomes
apparent that the traps we encounter in the first approximations are
generalizable. Any change in the parameters intended to reduce one
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problem raises a new one. Why should this be? Is it intrinsic to the
process? Or is it a peculiarity of an example I carefully chose?

t first glance, the smoking example seems most apt for a

certain type of social program, the one that seeks to change

behavior from X to Y—what might be called ‘‘remedial’’

social programs. But in fact it applies to transfer programs
of all types. In all cases, the transfer is legitimized by the recipient’s
being in a certain condition (whether smoking or poverty) that the
government would prefer the recipient not be in. The burden of the
smoking example is not that we failed to reduce smoking—to achieve
the desired behavioral change—but that we increased the number of
people who end up in the undesired condition. This charge applies to
transfers in general.

The reasons why are not idiosyncratic. Let me suggest some char-
acteristics we observed in the thought experiment that occur so widely
and for such embedded reasons that they suggest laws. That is, no
matter how ingenious the design of a social transfer program may be,
we cannot—in a free society—design programs that escape their in-
fluence. Together, they account for much of the impasse we observe
in the anti-smoking example and point to some important principles
for designing social programs that work.

e #1. The Law of Imperfect Selection. Any objective rule that defines
eligibility for a social transfer program will irrationally exclude some
persons.

It can always be demonstrated that some persons who are excluded
from the Food Stamps program are in ‘‘greater need’’ than some per-
sons who receive Food Stamps. It can always be demonstrated that
someone who is technically ineligible for Medicaid really ‘‘ought’’ to
be receiving it, given the intent of the legislation.

These inequities, which are observed everywhere, are not the fault
of inept writers of eligibility rules, but an inescapable outcome of the
task of rule-writing. Eligibility rules must convert the concept of ‘‘true
need’’ into objectified elements. The rules constructed from these bits
and pieces are necessarily subject to what Herbert Costner has called
‘‘epistemic error’’—the inevitable gap between quantified measures
and the concept they are intended to capture. We have no way of
defining ““truly needy”’ precisely—not those who truly need to stop
smoking, nor those truly in need of college scholarships or subsidized
loans or disability insurance. Any criterion we specify will inevitably
include a range of people, some of whom are unequivocally the people
we intended to help, others of whom are less so, and still others of
whom meet the letter of the eligibility requirement but are much less
needy than some persons who do not.

Social welfare policy in earlier times tended to deal with this problem
by erring in the direction of exclusion—better to deny help to some
truly needy persons than to let a few slackers slip through. Such at-
titudes depended, however, on the assumption that the greater good
was being served. Moral precepts had to be upheld. Whenever a person
was inappropriately given help, it was bad for the recipient (under-
mining his character) and a bad example to the community at large.

Laws of Social
Programs:

We cannot
design
programs that
escape their
influence.
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When that assumption is weakened or dispensed with altogether, it
follows naturally that the Law of Imperfect Selection leads to pro-
grams with constantly broadening target populations. If persons are
not to blame for their plight, no real harm is done by giving them help
they do not fully ‘‘need.”” No moral cost is incurred by permitting
some undeserving into the program. A moral cost is incurred by ex-
cluding a deserving person. No one has a scalpel sharp enough to excise
only the undeserving. Therefore it is not just a matter of political
expedience to add a new layer to the eligible population rather than
to subtract one (though that is often a factor in the actual decision-
making process). It is also the morally correct thing to do, given the
premises of the argument.

® #2. The Law of Unintended Rewards. Any social transfer increases
the net value of being in the condition that prompted the transfer.

A deficiency is observed—too little money, too little food, too little
academic achievement—and a social transfer program tries to fill the
gap—with a welfare payment, Food Stamps, a compensatory educa-
tion program. An unwanted behavior is observed—drug addiction,
crime, unemployability—and the program tries to change that behav-
ior to some other, better behavior—through a drug rehabilitation pro-
gram, psychotherapy, vocational training. In each case, the program,
however unintentionally, must be constructed in such a way that it
increases the net value of being in the condition that it seeks to change—
either by increasing the rewards or by reducing the penalties.

For some people in some circumstances, it is absurd to think in terms
of “‘net value,” because they so clearly have no choice at all about
the fix they are in or because the net value is still less desirable than
virtually any alternative. Paraplegics receiving Medicaid cannot easily
be seen as ‘‘rewarded’’ for becoming paraplegics by the existence of
free medical care. Poor children in Head Start cannot be seen as re-
warded for being poor. Persons who are in the unwanted condition
completely involuntarily are not affected by the existence of the reward.

But the number of such pure examples is very small. The paraplegic
anchors one end of the continuum labeled ““Degree of Voluntarism in
the Conditions that Social Policy Seeks to Change or Make Less Pain-
ful.”” The apparent unattractiveness of most of the conditions that
social policy seeks to change must not obscure the continuum involved.
No one chooses to be a paraplegic, and perhaps no one chooses to be
a heroin addict. But the distinction remains: very few heroin addicts
developed their addiction by being tied down and forcibly injected with
heroin. They may not have chosen to become addicts, but they did
choose initially to take heroin. .

Let us consider the implications in terms of the archetypical social
program for helping the chronic unemployed escape their condition,
the job-training program.

Imagine that a program is begun that has the most basic and benign
inducement of all, the chance to learn a marketable skill. It is open
to everybody. By opening it to all, we have circumvented (for the time
being) the Law of Unintended Rewards. All may obtain the training,
no matter what their job history, so no unintended reward is being
given for the condition of chronic unemployment.
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On assessing the results, we observe that the ones who enter the
program, stick with it, and learn a skill include very few of the hard-
core unemployed whom we most wanted to help. The typical ‘‘suc-
cess’’stories from our training program are persons with a history of
steady employment who wanted to upgrade their earning power. This
is admirable. But what about the hardcore unemployed? A consid-
erable number entered the program, but almost all of them dropped
out or failed to get jobs once they left. Only a small proportion used
the training opportunity as we had hoped. The problem of the hard-
core unemployed remains essentially unchanged.

We may continue to circumvent the Law of Unintended Rewards.
All we need do is continue the job-training program unchanged. It
will still be there, still available to all who want to enroll, but we will
do nothing to entice participation.

The alternative is to do something to get more of the hardcore un-
employed into the program, and to improve the content so that more
of them profit from the training. And once this alternative is taken,
the program planner is caught in the trap of unintended rewards. Be-
cause we cannot ‘‘draft’’ people into the program or otherwise coerce
their participation, our only alternative is to make it more attractive
by changing the rules a bit.

Suppose, for example, we find that the reason many did not profit
from the earlier program was that they got fired from (or quit) their
new jobs within a few days of getting them, and that the reason they
did so had to do with the job-readiness problem. The ex-trainee was
late getting to work, the boss complained, the ex-trainee reacted an-
grily and was fired. We observe this to be a common pattern. We know
the problem is not that the ex-trainee is lazy or unmotivated, but that
he has never been socialized into the discipline of the workplace. He
needs more time, more help, more patience than other workers until
he develops the needed work habits. Suppose that we try to compen-
sate—for example, by placing our trainees with employers who are
being subsidized to hire such persons. The employer accepts lower
productivity and other problems in return for a payment to do so (such
plans have been tried frequently, with mixed results). Given identical
work at identical pay, the ex-trainee is being rewarded for his ‘“cre-
dential’’ of hardcore unemployment. He can get away with behavior
that an ordinary worker cannot get away with.

ay we still assume that the program is making progress

in preparing its trainees for the real-world marketplace?

Will the hardcore unemployed modify their unreliable

behavior? What will be the effect on morale and self-
esteem among those trainees who were succeeding in the program be-
fore the change of rules? It is tempting to conclude that the program
has already ceased to function effectively for anyone anymore, that
the change in rules has done more harm than good. But my proposition
is for the moment a more restricted one: The reward for unproductive
behavior (both past and present) now exists.

What of the case of a drug addict who is chronically unemployed
because (let us assume) of the addiction? It might seem that the un-
intended reward in such a case is innocuous; it consists of measures
to relieve the addict of his addiction, measures for which the nonaddict

THE
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““Social programs in a democratic society tend
to produce net harm in dealing with the most
difficult problems. They will inherently tend
to have enough of an inducement to produce
bad behavior and not enough of a solution to
stimulate good behavior.”’

will have no need or use. If we were dealing with an involuntary dis-
ability—our paraplegic again—the argument would be valid. But in
the case of drug addiction (or any other behavior that has its rewards),
a painless cure generally increases the attractiveness of the behavior.
Imagine, for example, a pill that instantly and painlessly relieved de-
pendence on heroin, and the subsequent effects on heroin use.

Thus we are faced with the problem we observed in the thought
experiment. The program that seeks to change behavior must offer an
inducement that unavoidably either adds to the attraction of, or re-
duces the penalties of engaging in, the behavior in question.

We are now ready to tackle the question of when a social program
can reasonably be expected to accomplish net good and when it can
reasonably be expected to produce net harm. Again let us think in
terms of a continuum. All social programs, I have argued, provide an
unintended reward for being in the condition that the program is trying
to change or make more tolerable. But some of these unintended re-
wards are so small that they are of little practical importance. Why
then can we not simply bring a bit of care to the design of such pro-
grams, making sure that the unintended reward is a/ways small? The
reason we are not free to do so lies in the third law of social programs:

¢ #3. The Law of Net Harm. The less likely it is that the unwanted
behavior will change voluntarily, the more likely it is that a program
to induce change will cause net harm.

social program that seeks to change behavior must do two
things. It must induce participation by the persons who are
to benefit, as described under the Law of Unintended Re-
wards. Then it must actually produce the desired change in
behavior. It must succeed, and success depends crucially on one factor
above all others: the price that the participant is willing to pay.

The more that the individual is willing to accept whatever needs to
be done in order to achieve the desired state of affairs, the broader
the discretion of the program designers. Thus, expensive health resorts
can withhold food from their guests, hospitals can demand that their
interns work inhuman schedules, and elite volunteer units in the armed
forces can ask their trainees to take risks in training exercises that seem
(to the rest of us) suicidal. Such programs need offer no inducement
at all except the ‘‘thing in itself’’ that is the raison d’étre of the pro-
gram—a shapelier body, a career as a physician, membership in the
elite military unit. Similarly, the drug addict who is prepared to sign
over to a program a great deal of control over his own behavior may
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very well be successful—witness the sometimes impressive success rates
of private treatment clinics.

The smaller the price that the participant is willing to pay, the greater
the constraints on program design. It makes no difference to an of-
ficial running a training program for the hardcore unemployed that
(for example) the Marine Corps can instill exemplary work habits in
recruits who come to the Corps no more ‘‘job-ready’’ than the recruits
to the job-training program. If the training program tried for one day
to use the techniques that the Marine Corps uses, it would lose its
participants. Boot camp was not part of the bargain the job trainees
struck with the government when they signed on. Instead, the training
program must not only induce persons to join the program (which
may be fairly easy). It must also induce them to stay in the program,
induce them to cooperate with its curriculum, and induce them, finally,
to adopt major changes in outlook, habits, and assumptions. The pro-
gram content must be almost entirely carrot.

There is nothing morally reprehensible in approaches that are con-
strained to use only positive inducements. The objections are practical.

First, it is guaranteed that success rates will be very low. The tech-
nology of changing human behavior depends heavily on the use of
negative reinforcement in conjunction with positive reinforcement. The
more deeply engrained the behavior to be changed and the more at-
tractions it holds for the person whose behavior is involved, the more
important it is that the program have both a full tool kit available to
it and the participant’s willingness to go along with whatever is re-
quired. The Marine Corps has both these assets. Social programs to
deal with the hardcore unemployed, teenaged mothers, delinquents,
and addicts seldom do.

Second, as inducements become large—as they must, if the program
is dealing with the most intractable problems—the more attractive they
become to people who were not in need of help in the first place. We
do not yet know how large they must finally become. At this point,
it appears that any program that would succeed in helping large num-
bers of the hardcore unemployed will make hardcore unemployment
a highly desirable state to be in.

he conditions that combine to produce net harm are some-

what different in the theoretical and the practical cases, but

they come to the same thing. Theoretically, any program that

mounts an intervention with sufficient rewards to sustain
participation and an effective result will generate so much of the un-
wanted behavior (in order to become eligible for the program’s re-
wards) that the net effect will be to increase the incidence of the un-
wanted behavior. In practice, the programs that deal with the most
intractable behavior problems have included a package of rewards large
enough to induce participation, but not large enough to produce the
desired result.

My conclusion is that social programs in a democratic society tend
to produce net harm in dealing with the most difficult problems. They
will inherently tend to have enough of an inducement to produce bad
behavior and not enough of a solution to stimulate good behavior;
and the more difficult the problem, the more likely it is that this re-
lationship will prevail. O
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Consumers,
Not Special Interests

Consumers are
harmed by all
forms of
special interest
legislation.
Three are
examined here.

by Dean Russell

Dr. Russell teaches economics, and
is the author of Government and
Legal Plunder, published by FEE.

e human beings have always organized ourselves into
groups to increase our ability to get the goods and ser-
vices necessary for survival. Even our most primitive
ancestors eventually learned that production (and thus
survival) could be increased by organizing and specializing.

When we use this organization for peaceful production, it usually
proves successful. But when we organize to increase our possession of
products by plundering our neighbors, the ultimate consequences are
usually more costly than profitable.

Both of these methods for increasing our supply of products and
services are still used in the United States today. When the method of
voluntary exchange of goods and services is used, the results are suc-
cessful indeed; production skyrockets and prosperity is widespread.
But special interest groups inevitably organize to increase their share
by voting for laws that compel us to pay for products and services we
don’t want at their ““‘special privilege’’ prices.

When special interest legislation is used, when voluntary exchange
is interfered with, all of us consumers are directly and indirectly
harmed. Ultimately, even the special interest groups find the conse-
quences of this approach to be more costly than profitable.

I’m here selecting three of the most familiar and harmful of these
special interest laws for brief examination. They are price supports
for farmers, legally imposed wage increases for employees, and rent
controls for tenants.

Price supports injure us consumers by keeping inefficient producers
in business, or they encourage producers to take uneconomic actions
that eventually increase costs, or they directly and immediately in-
crease the price of the supported product, or (most likely) they increase
the cost to us consumers by a combination of all three categories.

Further, as is now becoming increasingly obvious, even the recipi-
ents of the price supports (the producers) are also injured—frequently
to a much greater degree than are we general consumers of their prod-
ucts. For example, so many farmers have been literally forced into
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bankruptcy by the government’s ‘‘support programs’’ that were sup-
posed to help them by keeping prices higher than they would be in a
market economy.

Beguiled by our government’s promise to pay for unwanted pro-
duction, farmers bought (or held on to) land at double and treble the
price it would be in a free market; and they increased production ac-
cordingly. That, of course, only worsened a situation that had been
caused in the first place by more production than we consumers would
buy at prices needed to keep all those farmers in business.

In an effort to decrease the unwanted production, our government
began paying farmers to keep a part of their land idle. Our government
then began buying and storing vast quantities of the excess production
at a cost of billions of dollars to us consumers (taxpayers). But *‘po-
litical considerations’’ forced the officials to dispose of the surplus
products by giving them away to low-income groups and by selling
them below cost in the world agricultural market. Both of those give-
away programs reduced the number of paying customers. That, in
turn, put further pressure on the farmers to reduce prices in order to
sell the products that were not bought by government but had to be
sold to us consumers directly.

Eventually, of course, the economic reality of consumer demand
and producer supply re-established itself in our still reasonably free
economy. And the recipients of the price supports (the farmers) ended
up the most injured of all. Their liabilities in debts were soon much
higher than their assets in overpriced land and unreliable political
promises for special treatment. They were bankrupt.

Farmers seem strangely unaware that they, too, are consumers. And
as consumers, they just can’t pay the artificially inflated prices for
products they themselves have to buy to stay in business. When they
voted for ‘‘special privilege laws for farmers,”” they simply ignored
the connection between their price supports and the rising prices for
all products and services. The consequences of governmental inter-
ventions in the market place can’t be restricted to just one item or
category; there’s a ‘‘neighborhood effect’’ that inevitably affects all
prices to the detriment of all consumers.

imilar economic consequences also come from labor laws that
interfere with the market allocation and price of that particular
factor of production. Those laws usually increase the cost of

labor above the market price, or decrease the productivity of Productivity

labor, or both. In turn, those uneconomic political decisions cause an
increase in prices to all consumers of the products and services.

Once again, the recipients of those ‘‘special interest’’ labor laws
frequently end up as the most injured of all. They price themselves
out of the market, especially the world market. Their employers move
or go bankrupt. The employees then turn to their government for wel-
fare support. And thus their economic misfortunes are compounded
by loss of personal pride that usually comes from lengthy unemploy-
ment, plus the inevitable decrease in respect by many of their neigh-
bors. That, of course, is the most destructive consequence of all.

When I buy a product, my invariable policy is to look behind the
label, and to search for the best quality and lowest price. I'm not
unduly interested in who produces it, or where. In fact, if it comes

Labor Laws
Decrease
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The effect of rent controls, The Bronx. P. KARAS, FPG INTERNATIONAL

from abroad at a lower price, | know that products in general are
thereby increased for us consumers; we get the wanted product, plus
the additional products we buy with the “‘leftover’’ money.

_ As a third example of the harm done by these governmental inter-
ferences in a market economy, consider housing. Rent controls do
great injury to us consumers in general but, more likely than not, they
are especially damaging to persons who live in the price-controlled
apartments.

The first and immediate effect of rent controls on housing is to stop
the building of new houses and apartments for rent. That’s why there
hasn’t been a single house or apartment building constructed by pri-
vate investors at rent-controlled prices in New York City since those
laws were imposed ‘‘temporarily”’ in 1942. The reason is simple: You
and I, as reasonably prudent investors, will not voluntarily agree to
build products that are obviously price-limited below the market in a
situation that’s controlled by politicians. Those elected officials are
well aware that ‘“‘more tenants vote than landlords.”” That fact also
explains why those ‘‘temporary laws’’ are likely to remain with us until
all the buildings controlled by them finally disappear—either literally
or by conversion to more profitable categories.

In an attempt to increase housing in New York, Governor Thomas
Dewey sponsored a law in 1954 to permit the owners of new apart-
ments to charge market prices. While that did induce new construction
of apartments for rent, the continuing rent controls on all pre-war
apartments contributed greatly to the near-destruction of a once-great
city. Here’s a personal story to show how it works.

When 1 first visited New York in 1937, the first bed I slept in was
a sofa in the apartment of a friend living in the South Bronx. That
area was a friendly and well-tended neighborhood with thousands of
apartments, rented mostly to families with moderate incomes. I visited
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" there again in 1948, after six years of rent controls. It was still a de-
sirable neighborhood, but the deteriorating process had begun.

An inevitable companion of rent control is the decay of the build-
ings. The owners of those buildings act precisely as you and I always
act with our own investments. We look for safety and a good return.
And just as you and I would have done, the owners of those rent-
controlled properties began to skimp on upkeep and to transfer back
into a market economy whatever capital they could recover from gross
income.

When that process became obvious, the tenants organized to keep
the rents low and legally to compel the owners to paint and repair the
buildings and to provide adequate heat during the winter. But turning
to the law to force investors to spend their money uneconomically
never works. Since you and [ don’t act that way, why do we expect
the owners of rental buildings to act against their own self-interests?

In due course, the more desirable tenants began to move out of those
deteriorating rent-controlled buildings in the South Bronx. Their places
were increasingly taken by unemployed people existing on government
welfare. That development soon induced almost all of the original
tenants to move out.

Rent control laws help nobody, perhaps least of all the tenants
trapped by them. Even high-income tenants frequently remain in their
present locations and thus forgo more desirable jobs because of the
higher rents they would have to pay if they accepted the offer of a
better job and moved to another city. Anyway, rent-controlled tenants
in general are increasingly being dispossessed by the owners who con-
vert their uneconomic rental buildings into cooperatives and condom-
iniums in an effort to get a market return on their investments.

When we turn to government to stop the voluntary exchanging of
goods and services that goes on among peaceful persons in a free mar-
ket economy, the process does injury to all consumers, i.e., everybody,
and often literally destroys the people who receive the government’s
help. |
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mericans are especially prone to feel obligated to help oth-

ers on a global scale. Whether it is the unfortunate plight

of our fellows in the under-developed nations, often known

as the ““Third World,” or the difficulties and unemploy-
ment facing some Americans at home, we care. Within that context,
free trade is a vital issue, because it is one of the primary means by
which the market economy helps create global prosperity.

When surveying the world economic situation, some Americans feel
guilt over our comparative wealth and comfort in contrast to the mil-
lions living at the subsistence level. Our size, power, and wealth appear
to some as being of little value unless we use that wealth to help the
less fortunate. We send food, money, training advisors, educators, and
missionaries around the world in a sincere effort to help others. These
efforts have been undertaken by individuals, religious and social or-
ganizations, charitable associations, and the government. As believers
in voluntarism and limited government, it is inappropriate for us to
criticize how individuals freely spend their money. However, when the
government coerces us through taxation to send aid overseas, we often
have cause to object to the way our involuntary contribution is being
spent on activities that appear unnecessary, wasteful, or even
counterproductive.

Sometimes efforts to feed the starving prove well-intentioned, but
sadly ineffectual. Even if the entire U.S. budget were directly distrib-
uted to the poorer half of the world’s population, it would amount
to less than $1,000 per person, certainly not enough to cure global
poverty. Of course, with both our own bureaucracy and that of the
recipient nation serving as intermediaries, a lot of that $1,000 would
never reach the poor, but would instead support a small army of ad-
ministrators, investigators, analysts, and auditors in both countries.
If the recipient country’s government were less than scrupulously hon-
est, as is all too often the case, the poor would wind up with a couple
of cups of milk and grain, while the U.S. government would be bank-
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rupt. After decades of receiving such aid, the recipient country would
still be poor, and in fact there would be more poor people to feed in
the future. One would hope that a better way to help these people
would have been discovered by now.

hile we continue to be concerned about the poor over-

seas, we also feel an obligation to ensure maximum em-

ployment of our own citizens. Unemployment is gen-

erally recognized as a significant problem, for both
personal and social reasons. Given current law, the financial drain the
unemployed place upon society through the wide range of ‘‘compen-
sation’’ and support programs is also of growing concern. While in
most cases, the value of the welfare benefits an individual can receive
is less than working wages, welfare pays well enough to support many
people for extended periods of time. As government regulations and
compensation plans directly and indirectly increase the cost of labor,
and commensurately decrease the average worker’s net pay, more and
more businesses find it less profitable and more difficult to hire work-
ers. Thus, unemployment, like global poverty, seems unlikely to dis-
appear, despite the growing expenditures attempting to combat it. The
more the government spends and regulates, the fewer people can be
hired by private enterprise.

A popular scapegoat for unemployment in the United States (and
in many other ‘“‘industrialized’’ nations) is the ‘‘trade deficit.”” Many
people, especially manufacturers and unionized workers, see imported
vehicles, electronics, machine tools, and textiles flooding our markets
and ‘‘taking away’’ sales from American manufacturers. These lost
sales translate, they contend, into reduced production requirements,
and ultimately lost American jobs. The fact that imported goods create
sales, financing, service, and other related employment is generally
ignored, because domestic industrial workers and manufacturers are
far better organized, have more political clout, and are much more
vocal. The result is a periodic frenzy of proposals to ‘‘protect Amer-
ican jobs and industry’’ through tariffs and quotas intended to limit
or eliminate imports. As natural and unavoidable consequences of
such moves:

¢ the cost of a given item to the American consumer rises due
to the higher cost of producing the American product and the
loss of competitive pressure on prices;

¢ consumers have less choice and fewer products available for
purchase, reducing the incentive to increase earnings;

¢ the overall strength of the American economy falters as con-
sumer spending drops in response to rising prices;

* Americans involved in buying and selling imported goods
would be faced with significant losses and possibly
unemployment;

¢ foreign manufacturers lose business, resulting in higher un-
employment, lower tax revenues, and higher government
spending in foreign countries;

e foreign individuals, corporations, and governments have fewer
dollars to buy U.S. goods and services, or to pay off their
heavy debt burdens; and

® growing economic problems in foreign nations often lead to

Maximizing
Employment
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Protectionism
Costs Consumers
Billions

Apparel, Textiles

$18.3 Billion

Footwear

$ 3.5 Billion

political instability and increased anti-Americanism, increas-
ing requirements for non-productive defense spending both
overseas and in the United States.

Protectionism, like any other form of government intervention in
economic life, has a cost. Government tariffs and quotas transfer
money to certain people who have invested in, manage, or work for,
industries that aren’t competitive on their own merits. This forced
transfer guarantees these firms that they will have a greater market
share than they would have had without protection from competition.
Without facing the pressures of the free market, they can continue to
produce more expensive, less desirable goods, knowing their market
cannot be taken by foreign competitors. Thus, the consumers (which
often include the people benefiting from the protection) pay for pro-
tection—they get less, and pay more.

ow much do we pay, as consumers, for protection of a few

industries? Michael Munger, in ‘“The Costs of Protection-

ism,’’ estimates the total burden (in 1980 dollars) to be over

®- 358 billion, and it is probably even greater today. Nearly

a third of that cost was in the textile and apparel market, a burden

that fell most heavily on the poor, who tend to buy the least expensive

clothing that doesn’t look cheap. They tended to favor foreign-made

goods because they looked good, and didn’t cost as much as American-

made items. This value differential existed despite the tariffs and quo-

tas involved, but it was greatly reduced. While the more affluent could

afford the higher prices or even switch to American products, the poor
were faced with buying less.

Six billion dollars worth of tariffs and other barriers were applied
to agricultural products, another area where the poor pay the cost for
protectionism. On the other hand, protecting the jobs of highly-paid
auto, steel and machinery production workers (and their employers)
accounted for $26 billion in added protection costs. These costs affect
all of us in a myriad of ways, because higher-priced transportation
and manufacturing equipment raises the cost of all commodities to
the consumer. Since these indirect costs are not included in the $26
billion, the true cost of protectionism in this segment of the economy
could in fact be far higher.

Despite the ‘“‘chance to modernize and catch up’’ that protection
was supposed to offer these industries, most of them have chronically
cried for protection against imports for decades. Only the threat of
protection being phased out forced automakers and some steel man-
ufacturers to begin modernizing. Some still haven’t, and are slowly
crumbling despite protection. The loss of employment in various as-
pects of importing and exporting goods is another unknown cost.

Another common cause of pleas for protection is the accusation that
foreign states are selling goods in the U.S. at a price lower than it costs
the foreign manufacturer to produce it. This practice, known as
““‘dumping,’’ is more often a reflection of some economist’s incorrect
analysis of the cost of production of a given item, rather than an
example of some competing nation’s attempts to undermine our econ-
omy. True ‘‘dumping’’ results in the ‘“‘dumper’’ losing money on every
piece sold, while the recipient, an American consumer, has saved money



69

FREE
‘A global trade war would have disastrous TRADE
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As reliant as we are upon free trade, the rest
of the world is even more dependent on it
b
that can be invested elsewhere. True ‘‘dumping’’ will ultimately bank-
rupt the ‘““‘dumper.”’
Even when Communist bloc nations with their controlled economies .
Machinery

“‘dump’’ goods in the West to obtain hard currency, they are doing
even more damage to their already inefficient, stifled economies. If
they manage to temporarily ‘‘corner’’ a market, they will still have to
provide equivalent goods at the same low prices, or face the re-entry
of Western firms into competition with them. Despite the rock-bottom
pricing structure subsidized by the various Eastern European govern-
ments, Russian ‘‘Ladas,”’ ‘‘Polski Fiats,’”’ and Czech ‘‘Skodas’’ have
not cornered the relatively open automobile market in Canada or Swit-
zerland. Due to their greater economic efficiency, the Japanese and
South Koreans provide far better cars for only a little more money.
All ““‘dumping’’ provided the Communists was a chance to subsidize
the poorest segment of the Canadian auto market.

The French economist and legislator Frederic Bastiat recognized the
fallacy of protectionism in the 1840s. He often resorted to satire to
illustrate the absurdity of being preoccupied with maintaining a *‘fa-
vorable balance of trade.’”” One of these was so believable that many
thought it was a good example of the benefits of protection!

A French merchant shipped $50,000 worth of goods to New
Orleans and sold them for a profit of $17,000. He invested the
entire $67,000 in American cotton and shipped it back to France.
Thus, the customhouse record showed that the French nation
had imported more than it had exported—an unfavorable bal-
ance of trade. Very bad.

At a later date, the merchant decided to repeat the personally
profitable transaction. But just outside the harbor his ship was
sunk in a storm. Thus, the customhouse record showed that the
French nation had exported more products than it had im-
ported—a favorable balance of trade. Very good. Additionally,
more jobs were thereby created for shipbuilders.

Since storms at sea are undependable, perhaps the safest gov-
ernment policy would be to record the exports at the custom-
house and then throw the goods into the ocean. In that way, the
nation could guarantee to itself the profit that results from a
favorable balance of trade.

That economic disaster results from trade restriction and protec-
tionism is not just theoretical speculation, however. The events of the
period between 1922 and World War Il illustrate them very graphically.
The mid-1920s was a period of generally increasing prosperity. How-

$ 2.7 Billion

Iron and Steel

$ 5.7 Billion

Source: The Costs of Protection-
ism, Center for the Study of Amer-
ican Business, by Michael C. Mun-
ger, 1983.
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Free trade promotes peaceful relations between nations. BETTINA BIEN GREAVES

ever, then as now, the rapid changes in economic organization, man-
agement and technology had severe impact on a few outdated indus-
tries that relied heavily on manual labor, and hurt those farmers who
were still using nineteenth-century techniques.

Jude Wanniski, a former member of the Wall Street Journal’s ed-
itorial staff, wrote a book entitled The Way the World Works. He
describes the manner in which the beleaguered ‘‘low-tech’’ manufac-
turers and farm lobbyists pushed through the infamous Smoot-Hawley
tariff act. The idea of keeping out foreign competition sounded good
to the news media, but it terrified the bankers and investors of Wall
Street. When it appeared certain the bill would be passed, the stock
market panicked. The result was the stock market crash of the autumn
of 1929, followed by the Depression that was fueled by the general
collapse of world trade. Consumers in America and the rest of the
world were forced to buy inefficiently produced domestic goods, or
pay extortionate prices for foreign ones. Foreign governments of course
retaliated in kind, many having already begun economic warfare
against the rest of the world. Markets for American goods dried up,
investment collapsed, businesses failed, jobs disappeared.

Despite the popular belief that laws passed since 1929 could prevent
another Great Depression, it could happen again. America is far more
dependent upon imports and exports today than it was in the 1920s.
A global trade war would have disastrous consequences at home, and
could create enormous security problems for us abroad. As reliant as
we are upon free trade, the rest of the world is even more dependent
upon it, even though they may not recognize it. A collapse of world
trade would hurt virtually all of our allies, and threaten the survival
of many developing nations barely able to avoid default on their debts.

If one looks at things from a sufficiently broad perspective, one
begins to see a major contradiction in our foreign policy. On the one
hand, we want to help the poor overseas, and try to do so at great
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expense, but with limited success. We spend great sums of money to
help defend foreign nations from present and potential enemies. Yet,
on the other hand, we are willing to threaten the economic and political
stability of these same nations (and our own) by creating insurmount-
able walls against their ability to freely sell goods in the world’s richest
market—the United States. This is a significant and costly
inconsistency.

We have sent aid money to strengthen the economies of countries
such as Japan, Thailand, Israel, Italy, Turkey, South Korea, and West
Germany (to name a few). If these nations are to develop strong econ-
omies, they will naturally try to export goods to the United States and
other nations. Yet, our response is to consider tariffs to shut out their
products—threatening the same economies we ostensibly wanted to
develop. The consumer ultimately pays the bill for all of this. They
pay taxes to support efforts aimed at creating productive enterprises
overseas, and pay higher prices (and have less free choice) because of
attempts to protect American businesses against competition from
overseas. And, as the ultimate blow to the budget and good sense, we
pay to defend the same nations that supposedly ‘‘threaten’’ American
jobs and profits.

mericans sincerely want to help people overseas. The ques-

tion has become Aow to help them to the greatest extent

while spending the least of our own hard-earned money.

We also care about the health of our economy. Once again,
the question is 2ow to help preserve U.S. economic prosperity without
disrupting international trade and causing ever-higher prices. The best
method for accomplishing both goals is through free trade!

Why free trade? A basic economic reality—buying the best goods
at the lowest prices—makes free trade more economical than closing
our markets to foreign competitors. American consumers (all of us,
including businesses and unionized labor) benefit by obtaining more
goods for less money, while the foreign manufacturers and workers
benefit by having jobs, making profits, and paying taxes to govern-
ments which then have a better chance to pay off their enormous debts.
This, in turn, will make American banks more secure.

Free trade allows consumers around the world to buy more for less,
which in turn creates more revenue for businesses. Governments have
less call to provide tax-supported benefits to individuals or businesses,
thus relieving the need to continue increasing taxes, inflation, or def-
icits. Ultimately, free trade will allow all but the poorest, least edu-
cated, and least diligent nations to get ahead. Examples of this are
easy to find.

The most successful of the developing countries, states such as Sin-
gapore, the Republic of Korea, Republic of China (Taiwan), and Hong
Kong, have built themselves up from illiteracy and poverty largely due
to their respect for the power of free trade and relative economic free-
dom. Potentially wealthy developing nations, such as China, Brazil,
Argentina, Nigeria, and Mexico, have stifled their own economic de-
velopment through confused myriads of protective tariffs, import
quotas, and centralized government manipulation of the economy.

Free trade also helps Americans and our trading partners overseas
increase national security against both invasion and subversion. Open

FREE

TRADE

AND
PROSPERITY

The Benefits
of Free Trade
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trade tends to improve the economic health of all trading nations.
These nations tend to be more stable internally, since strong economies
generally result in reduced unemployment, greater availability and af-
fordability of food, clothing, and other commodities, and relief from
the sense of desperation felt by people barely able to survive—a des-
peration that often leads to disorder and revolution. These increasingly
self-sufficient nations also are better able to defend themselves against
invasion. Their industries are strong, their people are more confident,
and they are able to obtain necessary imported supplies easily. Thus,
nations dedicated to free trade tend to be more valuable as friends
and allies, and less of a liability needing continuous costly support and
military assistance.

If this sounds too easy, too good to be true, just reflect on the ben-
efits we gained in our own country by the elimination of trade restric-
tions between the colonies/states after the adoption of the Constitu-
tion. Free trade allowed for better direction of local economic activity.
New Englanders didn’t have to struggle to be self-sufficient in agri-
culture on their rocky soil, while Southerners could freely purchase
better, less costly tools and machinery built in large New England and
mid-Atlantic factories. Entire new industries developed to support this
commerce, as evidenced by the growth of banks and by the flurry of
railroad, steamship, and canal companies that were formed in the 19th
century. While inflexible individuals and businesses may have suf-
fered, the overall prosperity of all of the states increased dramatically,
and employment grew rapidly despite the destruction of the Civil War
and the influx of impoverished immigrants from around the world.

ree trade works, both in the context of international devel-

opment and in ensuring greater domestic prosperity. It helps

the poor and at the same time helps the working class, the

middle class, and the wealthy. It works because it represents
efficiency—from each according to his ability, to each according to
his work (work in the scientific sense of energy expended that has a
tangible result). Money is not wasted administering complex trade
agreements, monitoring the ‘‘fairness’’ of international trade prac-
tices, or buying overpriced goods. Money is not involuntarily taken
from taxpayers to subsidize inefficient American businesses or the poor
overseas.

Open international trading relations, especially between private in-
dividuals and businesses, facilitates peaceful relations between na-
tions. Warfare is often a costly, destructive, and unsuccessful means
to acquire another nation’s goods and services—trade is a far more
efficient and mutually beneficial way to obtain the desired goal. Free
trade is a sound basis for relations between free nations. It is the best
type of foreign aid. And it is good for American consumers and
investors. O
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Summer
Seminars

First: June 15-21, 1986
Second: July 13-19, 1986
Third: August 3-9, 1986

For the 24th consecutive summer, FEE will
conduct its noted seminars in the freedom
philosophy and the economics of a free so-
ciety. Here, in the company of like-minded
individuals, with experienced discussion
leaders, and in a setting ideal for the calm
exchange of ideas, is an opportunity for those
who believe that the proper approach to eco-
nomic problems is through the study of in-
dividual human action. These seminars con-
tinue to attract individuals from all walks of
life who seek a better understanding of the
principles of a free society and are interested
in exploring ways of presenting the case
more convincingly.

Each seminar will consist of 40 hours of
classroom lectures and discussions in eco-
nomics and government. In addition to the
regular FEE staff, there will be a number of
distinguished visiting lecturers.

The FEE charge for a seminar—tuition,
supplies, room and board—is $400. Fellow-
ships (including partial travel grants) will be
made available. High school and college
teachers or administrators are given special
consideration.

Individuals, companies, and foundations
interested in furthering this educational en-
terprise are invited to attend or otherwise in-
vestigate the program and to assist with the
financing of the fellowship grants.

The formal announcement, giving details
of the seminars as well as information about
fellowships, will be sent immediately on
request.

THE FOUNDATION

FOR ECONOMIC EDUCATION
Irvington-on-Hudson

New York 10533

Attention: Summer Seminars
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A REVIEWER'’S
NOTEBOOK

Liberalism

by John Chamberlain

hen Ludwig von Mises
wrote his Liberalismus
(in German) in the
Twenties, he was al-

‘ready worried about the title. As he

was to observe much later in 1962, the
tenets of nineteenth-century liberal-
ism (free trade in a setting of limited
government) had been pretty well for-
gotten on the European continent. In
England, the Fabians were using the
word *“‘liberalism’’ to describe their
slow-motion approach to socialism.
And in America, the editorial policies
of the weeklies that called themselves
liberal (The Nation, The New Repub-
lic) favored all the interventionist
ideas that would shortly become law
with the coming of the New Deal.
Fearful that a literal translation of
the original German title would be
confusing, Mises, in 1962, called the
English version of his book The Free
and Prosperous Commonwealth. This
was accurate enough in the context of
Mises’ assertion that freedom was
menaced by every departure from the
so-called ‘‘night watchman State,”’
but Mises wasn’t satisfied with it. Bet-
tina Bien Greaves describes Mises’
feeling that the word “‘liberalism’’
must be rescued from the collectivists.
She quotes him as saying, in Human
Action, that ‘‘there is simply no other
term available to signify the great po-
litical and intellectual movement’’ that
had fostered the free market economy.
So we come to the third edition of
Liberalismus. It now bears the title of
Liberalism: In the Classical Tradition.
The translation is by Ralph Raico, and
there are, in addition to Mises’ own
introduction to the 1962 edition, a new

preface by Bettina Bien Greaves, and
a foreword by Louis M. Spadaro of
Fordham University. The book (208
pages, $9.95) is published by The
Foundation for Economic Education
(Irvington-on-Hudson, New York
10533) and the Cobden Press, 1800
Market Street, San Francisco 94102.

Liberalism represents Mises at his
most positive. He had already ex-
plained in the early Twenties why so-
cialism can’t work. Without a price
system based on the higgling of the
market as individual traders go
through the motions of buying and
selling, there can be no way of cal-
culating. Socialism can stagger along
in Soviet Russia or middle way Scan-
dinavia as long as there is a free world
to the West to provide international
price references. But when monetary
calculation can’t be applied to the
grain trade, for example, nobody
would know how much wheat to
plant, or where, and even the pro-
duction of hoes would have to be a
matter of guesswork, to say nothing
of such advanced things as reaper
combines and tractors.

Mises gives full attention to this
negative aspect of socialism in his Lib-
eralism. But he is more concerned with
the positive foundations of liberal
policy. Leftists accuse liberalism of
putting the interests of the propertied
classes ahead of all other concerns.
But this assertion, says Mises, is
““completely mistaken.”’ Liberalism
had always had in view the good of
the whole, as expressed in the Ben-
thamite formula of ‘‘the greatest hap-
piness of the greatest number.”’

Mises didn’t think this formula was
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lib er.alsism (lib er«al iz m), n.

The great political and intellectual movement that (1) substituted free enterprise
and the market economy for precapitalistic methods of production, (2)
established constitutional representative government in place of absolutism,
and (3) promoted freedom for all individuals instead of slavery, serfdom, and

other forms of bondage.

particularly well-phrased (it tries to
multiply a quality by a quantity), but
it does convey something. The early
liberals tried to get away from the
short-time promotion of special inter-
ests. Peel and Gladstone in England
wanted to lower taxes to encourage a
production that, in the long term,
would benefit both workers and prop-
erty owners. But, as the nineteenth
century grew older, the anti-liberal
parties grew stronger. They wanted
tariffs to benefit specific manufactur-
ers. The socialists among them wanted
a steadily increasing welfarism. The
rich must be made to pay for cradle-
to-grave support of the poor, without
regard to what this might do to the
capital formation needed to create
more jobs.

ises doesn’t name names in
Liberalism. But his gift for
clear abstraction will enable

the 1986 reader to make the jump
from the Twenties to modern times.
His *“parties of special interest’’ in the
Twenties included the British labor-
ites, the German social democrats, the
French dirigistes, the fascists of var-
ious stripes,. the Viennese socialists,
the American ‘‘progressives’’ and
farmer-laborites, and the union-ori-
ented political bosses in the American
big cities. In the Eighties there is a
slight turn for the better. Fascism and
Nazism have been discredited. In En-
gland, Margaret Thatcher has won
something of a victory by breaking the
stranglehold which the leftist coal
miners had on British energy policy.
In America, there are so-called supply
siders in both major parties. Repub-
lican Congressman Jack Kemp can

agree with Democratic Senator Bill
Bradley that something must be done
for the investment system as a whole
by cutting high marginal tax rates.

Mises puts it all in a paragraph when
he says “‘liberalism has demonstrated
that the antagonism of interests,
which, according to a widely preva-
lent opinion, is supposed to exist
among different persons, groups, and
strata within a society based on pri-
vate ownership of the means of pro-
duction, does not in fact occur. Any
increase in the total capital raises the
income of capitalists and landowners
absolutely and that of workers both
absolutely and relatively . . . The in-
terests of the entrepreneurs can never
diverge from those of the consumers.”’

When Mises was writing in the
Twenties, Bolshevik Russia was the
poorest power in the world. Mises
would have left the Russians to try to
make up for their deficiencies on their
own. ‘‘Let the Russians be Russians,’’
he said. ‘‘Let them do what they want
in their own country. But do not let
them pass beyond the boundaries of
their own land to destroy European
civilization . . . the governments of
Europe and America must stop pro-
moting Soviet destructionism by pay-
ing premiums for exports to Soviet
Russia and thereby furthering the
Russian Soviet system by financial
contributions. Let them stop propa-
gandizing for . . . the export of cap-
ital to Soviet Russia.”’

The Mises advice is still good. But
it must be extended a bit to include the
denial of help to such Communist
outposts as Castro’s Cuba and Orte-
ga’s Nicaragua. Liberalism has no
business propping up its enemies. J
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Competing Visions
by Richard B. McKenzie

Cato Institute, 224 Second Street, SE, Washington,
D.C. 20003 ¢ 216 pages, $8.95 paperback

Reviewed by Joseph S. Fulda

ichard McKenzie’s Competing
RVisions is a Cato Institute
study of the fallacies of na-
tional industrial policy being urged on
us by an increasing number of econ-

omists, intellectuals, and politicians.
McKenzie begins by surveying the

_varied proposals that fall under the

rubric of national industrial policy. All
of them have in common the view that
America has undergone and continues
to undergo severe deindustrialization
avoided by other nations (notably Ja-
pan) only because of national indus-
trial policy (NIP). Through careful
analysis of data on the manufacturing
sector, McKenzie shows that the
doomsayers’ positions on deindus-
trialization are either misleading, ov-
erstated, or both. NIP enthusiasts for-
get or do not mind that ‘‘government
control of capital ultimately translates
into control of people, whether the
control is instituted by democratic or
by authoritarian means.”” Also mis-
leading, overstated, or both is the dis-
placed worker myth and the inevitable
proposals for government retraining
programs.

One proposal virtually all NIP ad-
vocates call for—and the centerpiece
of many of the bills introduced in
Congress—is the reinstitution of the
Reconstruction Finance Corporation.
As McKenzie shows, however, the old
RFC is ‘“‘hardly a model to be fol-
lowed.”” The original RFC was
marked by “‘years of scandals’’ with
““funds . . . often allocated on the ba-
sis of political friendship and brib-
ery.”’ Moreover, after its abolition,
pieces of the original RFC continued
to exist in various government agen-

cies, none of which can be credited
with economic success.

The Chrysler bailout, ‘‘touted as the
quintessential example of what”>’ an
NIP might do, deserves special atten-
tion. As McKenzie quotes Heritage
Foundation scholar James Hickel:
‘“Chrysler has renegotiated its debt
and restructured its organization in a
way that greatly resembles a company
that has gone through bankruptcy.”

-Indeed, for all practical purposes,

‘“the Chrysler Corporation has gone
bankrupt’’ (emphasis added). Mc-
Kenzie then presents an analysis
showing that in all likelihood, the
bailout aided stockholders and lend-
ers, but saved no jobs. Even Chrys-
ler’s current success is questionable.
Various accounting methods, un-
sound managerial decisions favoring
short-term profits over long-term
growth, and continued government
protection all contribute to the ap-
pearance of success.

McKenzie then departs from his
empirical approach to present a chap-
ter on ‘‘the fatal conceit’’ of centrally
managing an economy. His arguments
derive from and are credited to
Hayek, although they lack Hayek’s
rhetorical elegance and force. Tripar-
tite councils consisting of key politi-
cians, industrialists, and union offi-
cials, McKenzie assures us, could
never duplicate the efficiency and jus-
tice of the market system.

Much of the concern motivating the
industrial democracy movement stems
from the desire of its proponents to
ensure greater job security for work-
ers. They justify such security with the
language of individual rights. Work-
ers, they say, have a right to their jobs.
Well, that is one position that Com-
peting Visions thoroughly explores,
both philosophically and economi-
cally. The discussion is nothing short
of brilliant and it is left for the reader
to enjoy.
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Other topics discussed at length are
capital mobility and taxation, the var-
ious forms of protectionism, their ra-
tionales, and the fallacies that under-
gird them.

McKenzie closes his study with a
‘‘competing vision,”’ a view opposite
to that of the NIP enthusiasts. ‘“The
case against managed capitalism,”’
McKenzie writes, ‘‘is actually a set of
arguments for constraints on the eco-
nomic powers of government.’”’ Gov-
ernment must be barred, he warns,
from the market function of picking
“‘winners’’ and ‘‘“losers.”” ‘‘That is the
kind of economic future we must seek
in order to remain prosperous and
free.”” O

Discovery and the Capitalist Process
by Israel M. Kirzner

The University of Chicago Press, 5801 S. Ellis
Avenue, Chicago, [llinois 60637 ® 1985 = 192 pages,
$22.50 cloth

Reviewed by Brian Summers

overnment creates barriers. In
Ga market economy, it sets up

barriers against fraud and
coercion, so that people can go about
their peaceful affairs without let or
hindrance. Interventionist govern-
ment, however, creates barriers which
tax, regulate, subsidize and generally
hinder peaceful exchange.

What are the economic effects of
such government interventions? At
first glance, the consequences seem
clear. Tax something and you get less
of it. Subsidize something and you get
more of it. Set up barriers to entry and
you have less competition.

On this basis alone, economists
have made compelling arguments
against government intervention. By
examining incentives, supply and de-
mand, and the availability of invest-
ment capital, they have shown that
tariffs, regulations, and other barriers
to free exchange can only harm
consumers.

But underlying much of this anal-
ysis is the troubling assumption of
perfect knowledge. For example, to
delineate how people will react to a
given set of incentives, most econo-
mists assume that people are com-
pletely aware of all their options. In
the real world, of course, such as-
sumptions are overly heroic, thus rais-
ing serious doubts as to the real world
applicability of most economic
analysis.

Professor Israel M. Kirzner of New
York University addresses these ques-
tions in Discovery and the Capitalist
Process. Kirzner, long noted for his
pathbreaking work on entrepreneurial
alertness, shores up the economic de-
fenses of capitalism, while providing
fresh insights into the market process.

Suppose, for example, an entrepre-
neur discovers a new use for tin. Stan-
dard economic theory tells us that en-
trepreneurs will tend to stop using tin
in old, low-valued ways, and shift it
to more highly valued uses. In this
way, consumers are best served by the
market process.

But why did the entrepreneur per-
ceive the new use for tin in the first
place? And why, in a world of im-
perfect knowledge, did his competi-
tors notice his discovery and adapt
their behavior accordingly?

The answer, according to Dr. Kirz-
ner, is the heady scent of profits. Peo-
ple tend to notice what it is in their
interest to notice. When they are free
to pursue profits, they tend to notice
discoordinations in the market, and
move scarce resources to more highly
valued uses. Freedom is not only es-
sential for efficient production, it is
also needed for entrepreneurs to first
perceive that efficient production is
possible at all.

By the same token, the absence of
freedom prevents entrepreneurs from
first perceiving that scarce resources
may, in fact, have more valued uses.
Thus, the total cost of a government
intervention is not only immeasur-
able, it is also unimaginable, because

OTHER
BOOKS
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;lIiIlIEEEM AN no single mind or group of minds can  richer, deeper understanding of the
FEBRUARY perceive the opportunities which, ina consequences of government inter-
1986 very real sense, are hidden by the bar-  vention. And for students of liberty,

riers of intervention.

It is difficult to assess the full im-
pact of Dr. Kirzner’s work. For the
economist, he has helped remove the
crutch of perfect knowledge, and thus
brought economic analysis one step
closer to the real world. For public

he has provided a firmer foundation
for free market economics. O

(Discovery and the Capitalist Process
is available from The Foundation for
Economic Education, $22.50 cloth,
postage paid on prepaid orders.)

policy analysts, he has provided a

LIBERALISM:

IN THE
CLASSICAL
TRADITION

LIBERALISM: In The Classical Tradition by Ludwig von
Mises is a book-length essay that sums up the ideas and
principles of classical liberalism as they apply to the twen-
tieth century. First published in Germany in 1927, it was
published in the United States under the title The Free and
Prosperous Commonwealth in 1962 and reissued in the mid-
seventies by The Institute for Humane Studies. It has just
been republished by The Foundation for Economic Edu-
cation in association with the Cobden Press.

230 pages * $9.95 paperback

COGITATIONS

from
Albert Jay Nock

Revised edition, including Edmund A. Opitz’s essay, “The
Genial Mr. Nock”

These provocative ‘‘pieces of mind” from the books and
letters of Albert Jay Nock are prime examples of the man’s
dazzling style and his biting wit. They expose the reader to
an unusual mind at work on such topics as education, art,
liberty, economics, society, the state, and war. An ideal in-
troduction to Mr. Nock—or an incentive to become reac-
quainted with his books.

104 pages * $3.00 paperback

Ludwig von Mises

Albert Jay Nock

FEE pays all postage on prepaid orders.
Order from:

The Foundation for Economic Education, Inc.
Irvington-on-Hudson, New York 10533
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TO THE
EDITOR

Free vs. Unfree

Over the years, FEE’s activities have
earned my trust. But it is much more
than trust alone. FEE’s activities, par-
ticularly The Freeman, are a source of
inspiration and hope for the future.
South Africa must be one of the most
over-governed countries around, with
an entrenched statist regime. The
writings from the Foundation have
given me much ammunition in my, al-
beit small, ‘‘fight’’ for a free society.
The task ahead is immense, almost

overwhelming, but the work to restore
our liberty must go on. In South Af-
rica the politicians would like us to be-
lieve the ‘““battle lines’’ lie somewhere
between the white and the black com-
munities (or sometimes between Com-
munist and Christian). But this is not
so. The division is between those peo-
ple believing in a free society and those
supporting a regulated one—1I sup-
pose, as in most countries. Yet there
are already many signs pointing the
way to a better South Africa. There is
much hope for the future. May the
Foundation continue to prosper and
carry on the good work.

Walter Kassier

Wandsbeck

Rep. of South Africa

Tribute to Mises

It was a pleasure to attend FEE'’s
recent seminar on liberalism (Novem-
ber 2-3) and to read the symposium
on Liberalism by Ludwig von Mises
in The Freeman (November). Mises
was indeed a man alone, a heroic bat-
tler on a barren intellectual landscape.
His intellectual ability was remarka-
ble, as was his unconquerable spirit
and his uncompromising persistence
in advocating his principles despite
overwhelming odds. He was, as
speaker Ralph Raico pointed out, a
man who ‘‘could do no other.”

The seminar’s distinguished speak-
ers paid eloquent tribute to both the
economist and the man, but most
moving of all were the taped remarks
of Margit von Mises. Mrs. Mises ob-
served that her husband was a ‘‘great
humanitarian’’ who *‘lifted economic
science out of a materialistic rut.”
Mises ‘‘challenges the reader—not
only to understand the economic prin-
ciples involved in human action, but
also to realize the full meaning of hu-
man action in terms of human wel-
fare, and the fatal results for human-
ity if that lesson is not learned. All
through his writings there is glowing
evidence of his concern for his fellow
human beings. . . . And there was al-
ways a challenge in his books for the
readers to display the same persistence
and courage that he himself displayed
throughout his whole life.”’

This FEE seminar both intensified
its participants’ thirst for knowledge,
and inspired them with an exemplar
of human greatness.

David M. Brown
Syracuse, New York

Liberalism: ¢‘Old”’
and ‘“‘New”’

I read with considerable interest the
symposium section in the November
Freeman, ‘‘Classical Liberalism Re-
considered.”” 1 found the various
pieces quite instructive. I was sur-
prised at one thing, however. Al-
though the contributors clearly noted
that ‘“‘old-style’’ (19th century) liber-
alism is quite different from contem-
porary liberalism, the character of the
change was not mentioned as clearly
as it might have been.

The main distinction between
“old”’ and ‘‘new’’ liberalism can be
stated simply: classical liberalism em-
phasized the importance of liberty,
whereas today’s liberalism is equality-
centered, or egalitarian in character.
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Of related significance is the fact that
classical liberalism sought to protect
the individual from government tyr-
anny, whereas modern liberalism gen-
erally seeks to protect individuals and
groups from social injustice.
Precisely at what point ‘‘liberal-

ism’’ began to change its emphasis is
not clear to me, but two transition pe-
riods in the present century deserve
careful consideration: the Progressive
Era and the New Deal. One possible
clue to this change in emphasis might
be to notice which of our nation’s po-
litical leaders have been commonly
described as “‘liberal’’ in their day.

Michael Bordelon

St. Thomas’ Episcopal School

Houston, Texas

A Liberal Social Order

The Freeman is to be commended for
its recent symposium on classical lib-
eralism. In particular, it is to be ap-
plauded for bringing to the attention
of its readers the single best book on
the subject—Ludwig Mises’ brilliant,
but sadly all too often neglected,
Liberalism.

The lesson taught us by Mises and
his most famous student, F.A. Hayek,
is that what is essential for the vitality
and the cohesion of the free market
social order is the free interplay of the
unintended effects of freely chosen
entrepreneurial and exchange activi-
ties of market participants. It is these
unintended or second order effects
that create an understandable and sys-
tematically functioning social order
out of what otherwise might be seen
as unrelated and, perhaps, even seem-
ingly chaotic behavior.

The liberal social order needs no
overseer, no outside planner, director
or coordinator. The hallmark of lib-
eral social theory was to recognize that
the free society has within it a su-
perbly sophisticated adaptive process
which ensures its continuing self-or-
dering and system-wide coordination.
Any coercive intervention into this

free exchange process will lead only to
a breakdown in social order and cohe-
sion which is the very opposite of the
benign, self-ordering, unintended ef-
fects produced by the freely operating
voluntary exchange process.

To waver from this insight and from
these fundamental principles is to risk
the collapse of any civilized, humane,
just, and prosperous social order. This
is why it is so important that The Free-
man continue its comprehensive and
unrelenting advocacy of the freedom
philosophy.

Walter Grinder
Institute for Humane Studies
Fairfax, Virginia

Much to Learn

I like the idea of letters to the editor
very much and read them first when
the November issue arrived. Unlike
Robert T. Smith, writing in the No-
vember issue, I don’t try to read all
the articles at one time but take them
slowly and thoughtfully, often mark-
ing and underlining some phrases and
paragraphs that I feel are especially
significant. I have learned much that
way and I further expect to learn
something from the ‘‘Letters.”

Bob LeFevre used to write a brief
comment to each letter he printed in
his journal and I think this practice
might enhance your new endeavor. It
produces an interesting dialogue.

My best wishes for your continued
success.

Ewald H. J. Stechholz
Rockville, Connecticut

Let us hear from you! We will share
with readers the most interesting and
provocative letters we receive. Letters
may be edited for purposes of clarity
or space. And opinions expressed are
not necessarily those of The Freeman.
Address your letters to: To the Editor,
The Freeman, The Foundation for
Economic Education, Irvington-on-
Hudson, New York 10533. O
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The Workfare Fallacy

““If able-bodied people are to be supported at public expense, then they should be
made to work in exchange for support.’” So goes the defense of workfare.

This plausible statement is a trap for the unwary, another lure along the twisted path
at the end of which lies authoritarianism, welfare-state style. It implies that govern-
ment, not self-interest or necessity, should force the able-bodied poor to work. One
recent book on workfare asserts that ‘‘For recipients [of government welfare], work
must be viewed . . . asan obligation to society.”” They should work not to pursue their
own happiness, not out of free choice, but because ““society’’ requires it, and the gov-
ernment commands it. Lenin would approve.

The key error in this thinking is the false premise that anyone, able-bodied or oth-
erwise, should be supported at public expense. Private efforts made throughout the
country to help the poor can be commended. But having the government tax Peter to
pay Paul is plunder. If we avoid that, the excuse for drafting the disadvantaged into

the labor force disappears.

—HB

Private Solutions

For several decades, environmen-
talists have fought the energy com-
panies over the use of public lands.
But they have learned to work to-
gether in a small corner of southern
Louisiana.

The 26,800-acre Rainey Wildlife
Sanctuary is a natural habitat for birds
and other wildlife. It also contains de-
posits of oil and natural gas. Since the
mid-1950s these deposits have been
carefully extracted, without disturb-
ing the habitat.

What is different about Rainey is
that it doesn’t lie on public land, but
is owned by the Audubon Society.
Being privately owned, arrangements
could be worked out so the environ-
ment is preserved, consumers get oil
and gas, the energy companies earn a
profit, and the Audubon Society re-
ceives approximately a million dollars
a year in royalties.

The Rainey Sanctuary is a promis-
ing, private model for the use and
conservation of scarce resources.

—BJS

FEE’s Best Sellers

A recent list of some of the best-
selling conservative books in the last
forty years failed to mention some of
FEE’s favorites which would easily
make the list. In our fortieth anniver-
sary year, it is appropriate for us to
point them out:

* In all of its editions, Henry
Hazlitt’s wonderful Econom-
ics in One Lesson has sold
over one million copies. FEE
has sold about 250,000 of
those over the years.

¢ Approximately 500,000 cop-
ies of Frederic Bastiat’s The
Law have come off of FEE’s
presses since 1950, FEE has
sold over 800,000 copies of
Henry Grady Weaver’s im-
portant primer on the history
of human freedom, The
Mainspring of Human Prog-
ress, and of course a number
of Mises’ shorter works would
make the list: Planned Chaos,
Bureaucracy, The Anti-Capi-
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talistic Mentality, Economic
Policy, and Planning for
Freedom.

These are some of the most popular
““first source’’ books for anyone seek-
ing to understand and explain the free
market, private property, limited gov-
ernment philosophy.

Two-Way Trade

Most people think of foreign im-
ports as foreign products coming in

.and American dollars going out. But

have you ever wondered what for-
eigners do with all these dollars?

Consider, for instance, a Japanese
auto manufacturer. When he sells us
a car, the American dollars he gets
won’t do him much good in a Tokyo
department store. He must take them
to a bank and convert them into Jap-
anese yen.

The bankers can’t spend these dol-
lars in Japanese stores either, so they
are traded on the world market until
they wind up in the hands of people
who need American dollars to buy
American exports. When a foreigner
buys an American-made product, he
uses the dollars we spent on foreign
imports. Trade is a two-way street.

—BJS

Thirty Years Ago

In the March 1956 Freeman, John
Chamberlain reviewed the paperback
edition of F. A. Hayek’s The Road to
Serfdom. He rightly called it ‘‘one of
the great books of a generation.”

The book was originally published
twelve years earlier, a timely warning
of the incipient totalitarian tendencies
of planned economies. Hayek’s guid-
ing principle has been an inspiration
to many: ‘A policy of freedom for
the individual is the only truly pro-
gressive policy.”’

The Road to Serfdom has been a
landmark in alerting generations to
the correct path to freedom.

Paul L. Poirot
Beth A. Hoffman
Brian Summers
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communications revolution is
transforming the marketplace.
Government regulation
threatens to stifle these exciting
developments.
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To The Editor
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40 Years At FEE

The job of
economic
education must
be undertaken
now while those
who appreciate
the value of
liberty are still
in a position to
support it.

n March 1946, Leonard Read and a small group of colleagues

began The Foundation for Economic Education to present the

ideas of liberty to a new generation who had no real understand-

ing of the principles and practices of freedom. And yet they
would soon reach responsible positions in the business, intellectual,
and political life of the country. The task FEE set for itself was to be
a first source, to provide the moral and economic case for limited
government and a free market economy.

Time has proven the correctness of FEE’s approach. The theory,
practice, and moral bankruptcy of all the various forms of collectivism
are now clearer than ever. The role played by FEE, and all the friends
of FEE, is substantial. As the late Dr. Ben Rogge so eloquently said,
““Throughout this country, throughout the world there is ‘activity of
soul’ underway that would never have been undertaken but for the
work and the inspiration of . . . The Foundation for Economic
Education.”

In a time of renewed hope in and understanding of the nature of
our free society, some people now feel that the battle is over. What a
tragic misconception! Without constant vigilance, self-improvement
and a growing understanding of the principles behind the renewed
faith in freedom, public policy will once again fall back on expediency,
coercion and the abrogation of individual rights.

Thus we celebrate our 40th anniversary with appreciation for what
FEE has done to improve our prospects for liberty, and to look for-
ward to the needs and prospects for the next forty years. The task
remains, now more than ever, to understand and communicate the
constructive possibilities of the freedom philosophy.

We will celebrate our 40th anniversary in gentle ways throughout
the year: by example and through our ongoing programs and activities.
Our approach is not a boisterous one.

For that reason we start this issue with an article by Dr. Israel Kirz-
ner. Some of you may be familiar with it, many more will not be. It
is a solid, perhaps even inspiring, presentation of two threads in the
FEE philosophy. First, it shows how it is that ‘“The free life . . . is at
the heart of one’s being.’’ Second, Dr. Kirzner, shows how FEE’s soft-
spoken style is the most appropriate and most effective for presenting
the freedom philosophy. O
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The Open-Endedness

of Knowledge:

intend to explore in this article some aspects of the uniqueness
which is FEE, and to express my fervent hope and confidence
that such uniqueness will continue to permeate every nook and
cranny of FEE’s activities in the years to come. I will begin by
noting two related but separate paradoxes that have over the years
repeatedly caught my attention.
First paradox: FEE’s style is one of modesty, humility, tolerance,
a steadfast refusal to browbeat those who do not agree with us. Now
at least superficially, this attitude of tolerance and modesty appears
to be inconsistent with what the late Ben Rogge used to call ‘*‘FEE’s
predictability.”’

Quite frankly, I know of no other organization on our general
side of the street whose position on any given issue is as pre-
dictable as FEE’s. No ifs, ands or buts. No equivocation. Just
right down the line, ramrod straight, for a society based on the
principle of anything that’s peaceful.'

All of us know how Leonard Read used to detest anything that re-
sembled a ‘‘leak.”” Well now, surely this inability to compromise, this
apparently intransigent attitude would seem difficult to reconcile with
the characteristic courtesy, tolerance and genuine humility of FEE’s
style. This is my first apparent paradox.

Let me turn to a second apparent paradox. FEE expresses, by its
very being, a passionate belief in the sanctity of individual freedom,
in the dignity and profound moral worth of a free society. Well, this
profound belief surely seems difficult to reconcile with FEE’s refusal
to evangelize for what it believes in so passionately. If freedom is so
sacred, then how can we sit back and refuse to sell it? That is my
second paradox.

Its Role
in the
FEE Formula

by Israel Kirzner

Dr. Kirzner is professor of
economics at New York University
as well as a Trustee of The
Foundation for Economic
Education. His latest book is
Discovery and the Capitalist
Process.

This article is a shortened
version of a talk given at the
Annual Meeting of The
Foundation on May 15, 1984. A
pamphlet version of the talk in its
entirety is available upon request.
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The Open-
Endedness of
Knowledge

Israel Kirzner BETTINA BIEN GREAVES

he resolution of these apparent paradoxes, I suggest, brings
us close to the very core of FEE’s mission and its identity.
I believe the key to all this can be provided by what I shall
call the open-endedness of knowledge. Knowledge is open-
ended in the sense that no matter how much we know, this is as nothing
compared with what we know that we do not know. We all remember
Sir Isaac Newton’s remark about playing with pebbles of knowledge
on the beach while the great ocean of scientific knowledge remains
out there untouched before us—a magnificent and lofty thought.

Surely, one critically important premise of FEE’s philosophy is this
very lively awareness of the limits of our knowledge. So, knowledge
is open-ended in the sense of always being seen as incomplete. It is
always only a fragment of that which is available to be known.

There is a second idea included as an integral part in this notion of
the open-endedness of knowledge. Knowledge is open-ended also in
the sense that no matter where the limits and boundaries of one’s
present knowledge may lie, free human beings possess an innate pro-
pensity to transcend spontaneously those barriers, those limits, to con-
tinually escape those limits, ‘through discovery of new horizons
of knowledge the very existence of which was hitherto unsuspected.
Life consists, in this sense, of a never-ending series of spontaneous
leaps of discovery. The life of freedom is thus a continual expression
of the dynamics of continual discovery. The free life, a life for which
the open-endedness of knowledge is a central ideal, is one in which
the sense of potential—unending potential, unending discovery—is at
the heart of one’s being. Open-endedness in this sense is the very op-
posite of the state of stagnancy.

I would like to illustrate and explore the significance of this open-
endedness of knowledge for each of three separate facets of FEE’s
philosophy and approach. First, the basic understanding of economic
relationships. After all, FEE is a foundation for ‘‘economic educa-
tion.”” Second, the deep commitment mentioned earlier to the dignity
and fertility of individual freedom. (The ‘‘fertility of freedom’ is a
phrase coined by the late Fritz Machlup; it expresses a profoundly



87

important idea.) As to FEE’s ideal of a free and peaceful society—
what role does the open-endedness of knowledge play in that ideal?
Third, what role does the open-endedness of knowledge play in FEE’s
soft-spoken, non-aggressive style of communicating its message and
its philosophy to the world?

et us consider the first of these three facets of FEE’s work—

the open-endedness of knowledge as a source of economic

understanding. Here I may be excused for referring to the

essential differences that separate Austrian economics, the
economics that we’ve learned from Mises and Hayek, from the stan-
dard mainstream view. To the standard mainstream view in economics,
since about 1930, the view of the world has been one in which the
future is essentially known, in which the participants in markets are
in effect completely informed about the relative decisions made
throughout the market by fellow participants. This is a world of equi-
librium, a world in balance, a world in which quantitative economic
predictions are entirely feasible. Austrian economics has a quite dif-
ferent view of the world, and a quite different view of the way in which
economic relations can be grasped. I quote from Ludwig von Mises:

The fundamental deficiency implied in every quantitative ap-
proach to economic problems consists in the neglect of the fact
that there are no constant relations between what are called eco-
nomic dimensions. There is neither constancy nor continuity in
the valuations and in the formation of exchange ratios between
various commodities. Every new datum brings about a reshuffling
of the whole price system, the whole price structure. Understand-
ing, by trying to grasp what is going on in the minds of the men
concerned, can approach the problem of forecasting future con-
ditions. We may call its method unsatisfactory and the positivists
may arrogantly scorn it. But such arbitrary judgments must not
and cannot obscure the fact that understanding is the only ap-
propriate method of dealing with the uncertainty of future
conditions.?

It was Mises’ disciple, Friedrich Hayek, who fully explained the
importance for economic understanding of recognizing the limitations
of knowledge. It was as a result of his attempt to explicate the Mises-
Hayek side of the celebrated socialist economic calculation debate that
Hayek first articulated the significance for market competition of dis-
persed information. Hayek taught us that the crucial element in market
competition is the circumstance that knowledge is never concentrated
in a single mind—always dispersed. We never know everything. None
of us. No single mind can possibly know everything. No single mind
can possibly grasp the entire economic problem that tends to be solved
through spontaneous market processes. In more recent work, Hayek
has emphasized the character of market competition as, in his ter-
minology, a discovery procedure—and 1 quote:

Competition is . . . first and foremost a discovery procedure. No
theory can do justice to it which starts from the assumption that
the facts to be discovered are already known. There is no pre-
determined range of known or “‘given’’ facts, which will ever all
be taken into account. . . . The real issue is how we can best assist

THE OPEN-
ENDEDNESS
OF
KNOWLEDGE

Open-
Endedness of
Knowledge and
Economic
Understanding
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the optimum utilization of the knowledge, skills and opportunities
to acquire knowledge, that are dispersed among hundreds of
thousands of people, but given to nobody in their entirety. Com-
petition must be seen as a process in which people acquire and
communicate knowledge; to treat it as if all this knowledge were
available to any one person at the outset is to make nonsense
of it.?

Hayek’s broader philosophy has proceeded from these fundamental
insights to appreciate their even more far-reaching implications. And
Hayek in fact says that, ‘‘Civilization rests on the fact that we all
benefit from knowledge which we do not possess.’”*

So far it might seem that these Austrian insights rest fundamentally
on the awareness of human ignorance, on the limitations of human
knowledge, but in fact they rest also on that second element in the
open-endedness of knowledge that I have referred to. These insights
rest, that is, also upon an appreciation for the propensity within hu-
man action to discover what was hitherto unknown—what 1 like to
call the entrepreneurial propensity in human action. It is this pro-
pensity that is responsible for entrepreneurial alertness for pure profit
opportunities, for entrepreneurial discovery, for bursting asunder the
limits of existing knowledge. It is upon this alertness that we rely for
the manner in which the market continually propels prices and deci-
sions in the direction of greater mutual coordination. It is entrepre-
neurial alertness to existing errors that leads to their discovery and
their eventual tendency to be corrected.

et me turn to the second of the three applications of the
open-endedness of knowledge: the importance of the open-
endedness of knowledge for our commitment to the dignity
of freedom and its fertility in a free society. Here a great
deal depends, I would suggest, on our instinctive recoil from the ar-
rogance of benevolent dictatorship. Let me quote Leonard Read here:

There are numerous virtues and vices that account for the rise
and fall of societies. Near the top of the list, are the two opposites,
humility and pride . . . Pride sprouts and grows from ignorance
and self-blindness. Those with a haughty spirit foolishly believe
they know the most, whereas they know the least. While they
don’t know how to make a pencil, or why grass is green, or who
we are, they ‘‘know’’ how to run our lives. In their blind pride,
the least taste of political power drives them to become power
addicts. Until such persons seek help there is little we can do to
curb their addiction. What we can and must do is to develop in
ourselves the strength of character to resist the temptations of
power.?

I would suggest that our disgust for the arrogance of dictators is
only part of the story. Surely, our commitment to a free society rests
also on our appreciation for the immensely valuable spontaneous dis-
coveries that the human spirit can generate when left free. It is our
admiration for individual creativity that is responsible for our rever-
ence for the free society. So here we have both of those elements in
the open-endedness of knowledge—undergirding our regard for free-
dom in a free society: (1) our recoil, our disgust for the arrogance of
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those who believe they know how to run other people’s lives, and (2)
our awareness, our appreciation for the propensity in human beings
to continually expand what they know, what they can create.

et me turn to the third aspect of FEE’s work and illustrate

the significance of the open-endedness of knowledge for

FEE’s unique style and approach in communicating its mes-

sage to the world. Here I think two points of contact ought

to be noticed between the open-endedness of knowledge and FEE’s

characteristic style. We recall that this style involves first of all an

innate courtesy, modesty and tolerance. (No name-calling, Leonard

Read taught us, no arrogance!) Second, the FEE “‘style’’ reflects a

confidence, a faith, if you like, that those who can benefit from our

message will find us almost of their own accord. They will discover

us. Certainly this confidence is a remarkable feature of FEE’s style.

I have one final quote from Ben Rogge, taken from a high school

commencement address. He was talking to these youngsters about what
they might expect of college. Ben said:

Hopefully, you will . . . come to know how little you know, in
fact how little is known about man and his world by even the
most knowledgeable around you. This is to say that you may come
to carry with you through life a deep sense of wonder and of awe,
not of what you do understand, but of the deep and mysterious
processes which neither you nor anyone else fully understands.®

Open-endedness of knowledge is the root of FEE’s modest, tolerant
style. But then we said there was another aspect to that style—the
confidence, the faith, that those who can benefit from our teachings,
from what we have to offer will find us out, will seek us out. Listen
to Leonard Read:

Forget the “‘selling freedom’’ notion! Right method calls for con-
centration on the improvement of the most approachable person
on earth-—one’s self. This is practical because accomplishment is
possible. This tactic disposes of the numbers problem, the im-
possible—selling the masses. Do not seek followers! . . . What
seek ye then? The achievement of understanding and clarity of
explanation . . . so that those who wish to learn may come upon
enlightenment. If you are successful, those with inquiring minds
will find you out.”

Here, surely, we have Leonard Read thinking of the spontaneous
discovery potential that will bring our audience to our doors. If we
hold up the standard, if we show them what a free society means, they
will find us out.

Let us return to the two apparent paradoxes that I mentioned earlier.
I believe that it should be easy to see that these paradoxes dissolve
immediately just as soon as we recall the significance of this open-
endedness of knowledge. We asked how a passionate commitment to
freedom could be reconciled with an attitude that refuses to go out
and sell the freedom principles to others. We asked how FEE’s refusal
to compromise, refusal to recognize exceptions could be reconciled
with its attitudes of modesty and tolerance. But these questions are
easily answered.

FEE’s Style
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A passionate love of freedom as well as FEE’s modest style and
courtesy both grow out of our awareness of our own fallibility and
of the arrogance of those who presume to know enough to control
others. We know how little we know!

If we appear uncompromising, this is because we are absolutely sure
of this one thing that we know with certainty; that is, that human
knowledge is open-ended and inescapably limited.

Concerning this item of knowledge, we cultivate no false modesty.
We know for sure how little we know. And we know for sure how this
open-endedness of human knowledge is responsible for the sponta-
neously coordinated operation of free markets. And we know for sure
how this vitiates so much fashionable economics.

We have begun to understand the open-endedness of human knowl-
edge—including the potential for spontaneous discovery that rests in
the human breast. This understanding nourishes our conviction that
what we need to do is to deepen our own understanding of the nature
of a free society with full confidence that others will seek us out. We
do not need to sell. We do not need to attack, to indulge in name-
calling.

n a word, FEE’s unique style, its unique and quietly passionate
commitment to a free society, its commitment to the basic prin-
ciples of sound economic understanding—all of these fit cohe-
sively into a single integrated whole. This I submit is an impor-
tant element in FEE’s formula. I believe that a renewed self-
appreciation for these basic principles can continue to provide stim-
ulation and motivation for FEE’s activities for many years to come.

I believe that by mobilizing the dedicated and informed enthusiasm
of those many thousands of persons connected with FEE, we can pro-
ceed to translate these abstractions—and they are abstractions—into
the day-to-day activities of FEE.

Let us never lose our courtesy and our tolerance. Let us never forget
our distaste for the arrogance which lies at the root of all threats to
a free society. Let us never lose our confidence in intellectual alertness
of a free citizenry. Let us persevere in our search for understanding
in our economic studies.

We need never fear new ideas. We need never be unsure concerning
new proposals, provided we appraise each one of them against our
own standards and our own criteria involving leak-proof economic
understanding, unified with unfailing courtesy to others in the way in
which we reveal our own passionate love of freedom. Let the open-
endedness of human knowledge be our inspiration and our guide as
we navigate our way through a future of limitless possibilities for free
human beings. [
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p. 4.

2. Ludwig von Mises, Human Action (New Ha-
ven: Yale University Press, 1949), p. 118.
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4. F. A. Hayek, Law, Legislation and Liberty,
Vol. I: Rules and Order (Chicago: University of
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5. Leonard E. Read, Liberty: Legacy of Truth
(Irvington-on-Hudson: Foundation for Eco-
nomic Education, 1978), p. 15.

6. Benjamin Rogge, Can Capitalism Survive?
(Indianapolis: Liberty Press, 1979), p. 28C.

7. Leonard E. Read, Liberty: Legacy of Truth,
op. cit. p. 62.
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Bocce and the
Economics of

Collusion

t’s all in the wrist. That was my conclusion after learning the
basic techniques of bocce from my Uncle Rocco (Si Rocco). The
lessons consisted mainly of his shouting in my ear, ‘‘Don’t-a roll
the ball; you pull-a the ball and-a throw, like-a this.”’

The pull-throw served me well. After moving to Chicago’s “‘Little
Italy” to attend a nearby university, I was recruited during my second
summer in the neighborhood to play in the legendary Sons of Italy
Bocce League. The four-man team I played on was called ‘“The Un-
dertakers,”’ which in addition to myself consisted of three local area
morticians.

The importance of the bocce games was reflected by the team’s post-
game meetings at the neighborhood conference center—Whitey’s Tav-
ern. It was there under the backdrop of moving water scenes from the
“‘land of sky-blue waters’’ and crudely patched plaster walls that many
business decisions in the neighborhood were made. Even in the case
of our post-game wrap-up which ostensibly took place to review our
team’s performance, it turned out that the supply of local funeral
services also hung in the balance.

After roundly attacking each other’s performance at bocce, the busi-
ness part of our meeting would usually start with Nick Mortadella,
owner of Mortadella and Sons Funeral Home, saying something like,
‘“‘What are we gonna price the new fake bronze caskets at? We go too
low; nobody’ll buy da real ones.”

It usually took a while before Vinnie and Sal Sallamagotta, owners
of Sallamagotta Bros. Funeral Parlor, could change their thought pro-
cesses from bocce to business.

“Well, did ya hear me? Whatta we price it at?”’

Getting no response from the brothers, Vinnie suggested, ‘‘Listen,
how ’bout if we all agree that we don’t buy da fake one.”

We all looked over to the elder brother, Sal, who was busily engaged
in examining a fennel seed on the pizza he was eating. When he realized
a reply was in order, Sal gave a characteristic shrug of acceptance.

So it was that imitation bronze caskets never made inroads in Little
Italy’s funeral parlors.

The harmony demonstrated by my team members’ ability to com-
promise and work in consort at their weekly meetings at Whitey’s
turned out to be short-lived. War clouds were clearly evident one Fri-
day evening when I noticed a milling of people outside Sallamagotta
Bros. Funeral Parlor. Getting closer to investigate, I saw Nick Mor-
tadella standing outside in the street staring daggers at the hubbub of
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people. When I asked Nick what was going on, he motioned for me
to follow him.

Nick walked into his competitors’ funeral home and led me down
into the basement where coffee and cookies were generally served to
the mourners. But in place of the usual aluminum tray of store-bought
cookies was a ‘‘sweet table”’ filled with a bountiful supply of the most
luscious-looking Italian pastries that I have ever seen. People wan-
dered with delight around the table as they ogled cannoli, pasticiotti,
spugliatelli, and zeppoli. In fact, if it were not for the fact that we
were in the basement of Sallamagotta Bros. Funeral Home, I would
have thought we were at a first-class wedding reception. Indeed, except
for Nick who still glowered, everyone seemed to be in a festive spirit.
One mourner was heaping pastries on his platter when he nudged Nick
and said, ‘‘Hey Nick, what are ya going to do to top this? Haw Haw.”’

I was just about to select an especially delicious-looking cannoli
from the table when Nick pulled me away and said we have to go and
talk to Sal. Upstairs we found a stoic-looking Sal wearing a dandruff-
flaked pinstripe suit and positioned in front of the main parlor greeting
mourners. When he saw the austere expression on Nick’s face, he said
to wait for him at his home. Since his home was attached to the funeral
parlor, all we had to do was walk behind the curtain where some poor
soul was ‘‘laid-out” to be at Sal’s back door.

Mrs. Sallamagotta, a portly woman whose cheerful personality be-
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lied her association with the funeral business, greeted us warmly. After
leading us into the living room, Mrs. Sallamagotta brought us coffee
and cannoli, the familiarity of which intensified Nick’s anger.

When Sal finally arrived, he looked at the uneaten cannoli on Nick’s
plate and said, ‘‘Whazza matter Nick, don’t-a you like-a the cannoli?’’

Nick exploded with several rhetorical questions: ‘‘Forget da cannoli.
Whatta ya think is going on here? Are we in da catering business or
something?”’

From here the argument quickly generated into the type of shouting
match where the logical basis of an argument is far less important than
the decibel level in which it is carried out.

The unresolved nature of the shouting match was obvious as Nick
yelled a final insult at Sal and then indicated to me that we make a
rapid exit. As we left, Mrs, Sallamagotta grabbed each of our hands
and wrapped them around the strings that held a bakery box full of
leftover pastries, an offering that Nick did not refuse.

Outside in the street, Nick was still seething. ‘‘Wait till he sees what
Icando . .. he hasn’t seen da last of dis . . . two people can play his
game.”

n his monumental work, The Wealth of Nations, Adam Smith

discusses the ease in which monopolistic pricing agreements

among competitors can be made: ‘‘People of the same trade sel-

dom meet together, even for merriment and diversion, but the
conversation ends in a conspiracy against the public, or in some con-
trivance to raise prices.” (The Wealth of Nations, Modern Library
edition, 1937, p. 128.)

The collusion that took place between funeral home owners during
the post-game meetings at Whitey’s is the same type of collusion that
has occurred at one time or another in every sector of an economic
system.

During the 1950s, a conspiracy among electrical goods suppliers in-
volving such industrial giants as General Electric and Westinghouse
took place. Following a costly price war that occurred in the trans-
former and switchgear electrical goods industry in 1954-55, profits in
that industry tumbled. As a result, pressure was placed on key exec-
utives to turn the profit picture around.

In an article that presents a detailed review of the electrical con-
spiracy, Richard Austin Smith explains how the collusion was facili-
tated over several rounds of golf:

At the Switchgear Division (General Electric), the pressure was
so great that a lifelong believer in tough competition underwent
a remarkable conversion. He called a department manager into
his office and told him the old cartel was to be cranked up again
. . . Shortly thereafter, they trotted off to mix in a little con-
spiracy with a little golf in Bedford Springs, Pennsylvania. Every
month that year one company conspirator would initiate a mem-
orandum to the others . . . listing every pending job whether
sealed bid or open and stating what the calculated book price
would be. Then the conspirators would reassemble and compare
calculations to forestall any chiseling from the agreed-upon book.
(Fortune, “The Incredible Electrical Conspiracy,’”’ April, 1961,
p. 172.)
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The similarity of the electrical conspiracy with my experience in
Chicago’s Little Italy should not be surprising. Rewards from evading
competitive market forces can be substantial. This can be more clearly
seen by considering a simple example.

Assume that a funeral home owner incurs 300 dollars of additional
costs to produce funeral services worth 1,000 dollars of increased rev-
enue. Each ‘‘customer’’ is therefore worth 700 dollars ($1,000 — $300)
in additional profits to a funeral home owner.

The situation changes, however, if a new competitor enters a mar-
ket. There is a greater likelihood that price-cutting will take place as
each competitor strives to increase market share. Indeed, the collusion
typified by the post-game meetings at Whitey’s Tavern and that among
major electrical goods suppliers over a round of golf represent at-
tempts by individuals to prevent competitive market forces from eating
into monopolistic returns. '

ortunately, monopolistic agreements among competitors tend

to be highly unstable and short-lived. One need not look far

to see the reason for such instability. In the numerical ex-

ample presented above, each additional ‘‘customer’’ to a fu-
neral home represents $700 of additional profits—certainly a healthy
inducement to violate monopolistic pricing agreements. To avoid re-
taliation, the initial violations often involve giving customers hidden
discounts or providing additional services rather than announcing ac-
tual price cuts. Hence, the initial violation in the funeral home business
of Little Italy involved providing a bountiful sweet table in place of
store-bought cookies. In the case of the electrical goods conspiracy,
the initial violations involved under-the-table price cuts:

Westinghouse had proposed to Florida Power that it add all
its circuit-breaker order (about a million dollars worth) to its
order for Westinghouse transformers. In return, Westinghouse
would take 4 per cent off circuit-breaker book and hide the dis-
count in the transformer order . . . Retaliation was not long in
coming. Westinghouse went to Baltimore Gas and Electric . . .
and said they would give 5 per cent off on switchgear and circuit-
breakers, and a week later Allis-Chalmers gave Potomac Electric
12 per cent off. A week after that, Westinghouse gave Atlantic
City Electric 20 per cent off, and it went down to much worse

. . in the winter of 1957-58 prices were 60 per cent off book.
That was the end of the cartel. (Fortune, p. 176)

Even if one were to unrealistically assume that the participants in
collusion abide by iron-clad agreements and are successful in pre-
venting violations, there is still to consider the likely entry of new
competitors into the market. Of course, a new competitor could be
asked to join the cartel, but that would generally mean that a given
level of profits would be divided among more participants resulting
in smaller profit shares for all. In addition, a greater number of par-
ticipants in the cartel increases the likelihood that the agreements will
be violated and therefore increases the enforcement costs of the cartel.
The recent experience of the OPEC cartel is a case in point. The only
way a cartel can become permanently entrenched is to elicit the aid of
government by making competition illegal.
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n retaliation to the Sallamagotta brothers’ sweet table, Nick
Mortadella’s opening salvo was to distribute felt-backed holy
cards at funerals instead of the cheaper and more ordinary paper
ones. When this strategy failed in generating the interest he hoped
for, Nick resorted to lowering his base-rate charges for funeral services.

Meanwhile, the Sallamagotta brothers found the additional number
of mourners generated by their sumptuous sweet table getting out of
hand. People were coming from as far as Gary, Indiana to partake in
the goodies. When the Sallamagotta brothers finally put an end to the
sweet table and followed Nick’s price cuts, a funeral home price war
had begun.

It is difficult to imagine where events would have turned were it not
for an unforeseen business development in the neighborhood. The
change was evident during an unusually peaceful bocce game that was
devoid of the acrimonious display of insults that had characterized
recent play.

Something was definitely in the wind as we all agreed to meet to-
gether at Whitey’s. It was like old times sitting in our usual red vinyl
booth. This time, though, we skipped the bocce talk as Nick moved
immediately to the business at hand.

““OK, va all know dat Frenchy is gonna open up a new funeral home
in da neighborhood. Whatta we gonna do?”’

Frenchy, a neighborhood local of questionable French ancestry,
owned a funeral home in nearby Greektown. Evidently, Frenchy’s
move to expand his market share was behind the team’s renewed spirit
of cooperation.

‘““We’ve already dropped our prices,”’ said Nick diplomatically
avoiding mention of the factors that led to this turn of events. The
intensity of Nick’s feelings was evident when in a highly charged and

’

emotional tone he said, ‘‘If we get anoder funeral home, we won’t

feed our families.”

““I checked with da Alderman’s boys. We pay three grand; dey won’t
give Frenchy a license—simple as dat,’’ said Nick in the self-satisfied
manner of a person who had obviously done one’s homework. He
added that the payoff would be made next week to Alderman Cooley’s
local precinct captain after the bocce games.

““There’s one hitch,”” cautioned Nick whose sly smile implied there
was no hitch at all. ‘‘Da alderman is catching heat from Alderman
" Czebinski; I guess da funeral homes in his ward don’t much like our
prices. We make peace and go back to our old prices, or Frenchy gets
da license.”’

A round of clinking beer steins suggested that peace and order was
again restored in the funeral trade in Little Italy.

The following week, after a brilliant round of bocce with my pull-
throw in top form, I looked forward with silent anticipation to cel-
ebrating our bocce victory. As we walked towards Whitey’s, Nick in
an obviously embarrassed and self-conscious tone said, ‘‘Da precinct
captain don’t want ya to be dare when we pay im da money. Meet us
later at Sal’s.”

I understood. The precinct captain’s pull in City Hall was far more
important than the bocce pull I learned from Uncle Rocco. U
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number of women (and men) have recently been contend-
ing that women who are just as productive as men are being
employed on the average for only about 70 per cent as
much pay, and that the statistics prove it.

I am not going to quarrel with the comparisons of men’s and wom-
en’s actual wages, but with the contention about productivity. In a
market in which competition is permitted between employers and be-
tween workers, the situation ascribed could not long exist. What would
prevent it, what does prevent it, is the selfishness of employers.

Let us suppose that there was an industry in which both male and
female workers were producing enough to bring the employer an as-
certainable added profit of just over $10 an hour, but in which the
men workers were receiving $10 an hour, and the equally productive
women workers only $7 an hour, )

It would soon occur to an unscrupulously selfish employer that he
should henceforth employ only women workers from which he could
make a net $3 more an hour than from his male workers. He would
let his men workers go. Other employers would follow his example,
and for the same reason. But this would mean that the female workers
would start demanding higher individual wages until their pay was on
an equality with that previously received by males.

In other words, selfish employers would prefer to make only $2 an
hour net by employing female labor at $8 an hour rather than see
competing employers make $3 net out of them. They would even choose
to make only $1 an hour net by paying them $9 an hour rather than
stand by and watch other employers making $2 net out of them. This
would continue until prevailing female wages in that industry were
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very close to female labor productivity in dollar terms. (In the long
run, of course, there would be no drop in the prevailing men’s pay,
because their productivity would still make it profitable to employ
them at that rate.)

To state this more briefly and bluntly, any employer would be a fool
to hire male workers for $10 an hour when he could hire equally pro-
ductive women workers for $7 an hour.

There are, it is true, special conditions, temporary and localized, in
which labor productivity might not be the dominant factor in deter-
mining wage levels. In a small mill town, for example, in which there
was only one mill, not large enough to employ the entire working
population, the wages paid by that mill might fall below the worker-
productivity level. But this would tend to prove only a temporary sit-
uation. Two developments would be likely to change it. The unem-
ployed surplus workers would start to leave for other towns. And the
mill owners would be tempted to reinvest their profits and expand their
operations.

So far, I have been writing about the factors that tend to eliminate
wage discrimination on sexual grounds where it exists. But the same
considerations would also tend to eliminate wage discrimination on
grounds of color, race, nationality, or other reasons. Where such wage
differences persist, they tend to reflect real differences in productivity.

Let me now carry my contention a giant step further. The selfishness
of individual employers is the force that, under competitive capitalism,
brings the level of wages up close to the full value of the productivity
of the workers.

Of course, there are never conditions of perfect competition; of full
knowledge on both sides, employer and employed, of their respective
opportunities. There are individual accidents, immobilities, preju-
dices, and other factors that prevent everybody’s wage or salary from
corresponding with the approximate value of his or her contribution
or output. But this correspondence is the dominant long-run tendency.

There is nothing original in this explanation. I have simply been
stating, in fact, in an unusual form, what is known as the marginal
productivity theory of wages. This is the theory held by the over-
whelming majority of serious economists today.

his theory was astonishingly late in its development. It did

not make its appearance until the very end of the 19th cen-

tury, in the principal works of the Austrian economists, Carl

Menger (1871), Friedrich von Wieser (1884) and Eugen von
Bohm-Bawerk (1884), and of the American economist John Bates
Clark (1899).

Why did its development take so long? It took so long partly because
the field was already occupied by other theories—wrong theories. And
how did they in turn get started? They got started partly through the
errors of writers that were in some respects acute and even profound
thinkers. The first of these was the economist David Ricardo (1772-
1823), who, by abstract reasoning, developed a labor theory of value
in which the contributions of capital investment, initiative, invention,
and management somehow got buried.

Then, along came Karl Marx. Ostensibly taking off from Ricardo,
he presented a pure ‘‘exploitation’’ theory of wages, and declared out-
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right that as long as the ‘‘capitalist system’’ continued in existence
there could be no real improvement in the condition of workers.

This assertion was made in the face of some very noticeable im-
provement in the economic condition of the ‘‘masses’’ before 1848,
when the Communist Manifesto was published, and certainly in the
remaining 35 years of Marx’s life.

Doubtless there was some excuse for Marx’s failure to notice this
improvement. In the early years of his life some relics of the medieval
system were still around. Great tracts of land were still held by princes,
dukes, and barons, and the men who tilled the soil were often forced
to pay excessive rents. Production was by our present standards in-
credibly low. Capital goods—tools, implements, machinery, vehicles,
and other equipment—were still rare, crude and primitive. There was
a scarcity of donkeys, horses, and other farm animals. On the farms,
human beings were forced to carry great burdens on their own backs,
as they still do in China today. Only very slowly were more capital
goods produced. The great bulk of labor went into producing to-
morrow’s food and other necessities.

But let us now turn to the actual text of the Communist Manifesto.
That document, of approximately 40 pages, was written by Karl Marx
and Friedrich Engels partly as a call for civil war—‘‘Working men of
all countries, unite!’’—partly as propaganda, and partly to explain the
economic theories of Communism to the workers. But the reader will
look in vain to find those theories spelled out in any reasoned form.

We are told that there are two main classes in society—the ‘‘pro-
letariat,”” which consists of the ‘‘workers,”’ employed and unem-
ployed, and forms allegedly about nine-tenths of the population, and
the ‘““bourgeoisie,”” which consists of the employers and a few other
groups who are comfortably well off. The bourgeoisie rule. They hire
the proletariat; and because they do, they nece@arily ‘‘exploit”’ them.
The only way this dreadful situation can be changed is by revolution,
in which the proletariat must seize all the property of the bourgeoisie,
and, if they object, kill them.

o explanation is offered in the Manifesto of how this ‘‘ex-
ploitation’’ is possible, or what is its exact extent. The word
implies that the employers pay their workers only a frac-
tion of what they are worth—of what they add to pro-
duction or profits. The fraction is not mentioned. Let us say it is only
50 per cent. As individual employers would be making such a big profit
at that rate, and would obviously want to hire workers away from
other employers, what stops them? The exploitation theory implies
that the employers must all be in some secret agreement to keep wages
down to this existing near-starvation level, and maintain it through
the most drastic penalties against humane employers, if any, who at-
tempt to offer more. ‘‘The average price of wage-labor is the minimum
wage, i.e., that quantum of the means of subsistence which is abso-
lutely requisite to keep the laborer in bare existence as a laborer.”
All this is pure fiction. The exploitation theory implies that the wage-
level cannot rise. In trying to maintain this, the Manifesto quickly falls
into inconsistencies and self-contradictions. We are told that: ‘“The
bourgeoisie, by the rapid improvement of all instruments of produc-
tion . . . draws even the most barbarian nations into civilization. The



99

cheap prices of its commodities are the heavy artillery with which it
batters down all Chinese walls . . . The bourgeoisie, during its rule of
scarce one-hundred years, has created more massive and more colossal
productive forces than have all preceding generations together,”’ with
““‘whole populations conjured out of the ground.”

But this enormously increased production could not have been pos-
sible without equally increased consumption. The increased popula-
tion that the increased production made possible must have consisted
mainly of the proletarians, and the increased production itself could
only have taken place in response to an increased demand. This de-
mand must have been made possible by increased purchasing power,
and that in turn either by increased wages or lower prices. But nowhere
in the Manifesto is this necessary chain of causation acknowledged.

" The exploitation dogma blinded Marx to the obvious.

The Manifesto keeps compounding its economic errors. Obviously
capital-—which is most usefully thought of as capital goods—is used
because it increases production. And because it increases production,
it must increase the income of the owner or user. The carpenter would
get nowhere without the use of hammers, saws, chisels, and even more
elaborate machinery. And so for all other artisans. These tools and
machines must at least promise to ‘‘pay for themselves’’ before they
are acquired.

Yet we find the authors of the Manifesto writing: ‘“In proportion
as the use of machinery and division of labor increases, in the same
proportion the burden of toil increases, whether by prolongation of
the working hours, by increase in the work exacted in a given time,
or by increased speed of the machinery, etc.”’ [My italics.] Even if the
reduction in weekly working hours recorded through the years did not
show this Manifesto statement to be false, it was nonsense on its face.
Yet Marx and Engels go on: ‘‘Machinery obliterates all distinctions of
labor, and reduces wages to the same level!”” [My italics.]

rom the 1830s on, however, the historic record shows a re-

duction of hours and an increase of wages from the intro-

duction of machinery. Prof. W. H. Hutt, in his essay on The

Factory System of the Early Nineteenth Century, writes:
““That the apparent benefits wrought by the early Factory Acts are
largely illusory is suggested by the steady improvement which was un-
doubtedly taking place before 1833, partly as a result of the devel-
opment of the factory system itself.”’ (Capitalism and the Historians,
edited by F.A. Hayek, p. 181.)

Tooke and Newmarch, in their book A History of Prices From 1792
to 1856, publish extracts from a report issued by the City Chamberlain
of Glasgow in 1856. This records that in 1856 wages of skilled labor
in the building trades (masons, carpenters, and joiners) increased 20
per cent from the level of 1850-1, and wages of unskilled labor 48 per
cent in the same period. He attributes this principally to “‘increased
production in consequence of improvements in machinery.”

““It must also be borne in mind,”’ he adds, ‘‘that weavers and spin-
ners worked 69 hours per week in 1841 and only 60 hours in 1851-6,
and hence received in 1851-6 more money for less labor.”” He also notes
at another point that in 1850: *“The number of hours per week worked
by masons, carpenters and other artisans employed in the building
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trades was 60 hours, or six days of 10 hours each, with a deduction
of 1% hours for meals. Since 1853, the weekly time has been reduced
to 57 hours.”

For the United States (which seems to have lagged greatly behind
England), the official publication, Historical Statistics of the U.S.:
Colonial Times to 1957, reports (p. 90) that in 1860, the weighted
average of working hours in all industries was 11 hours a day (Monday
through Saturday inclusive), and that by 1891 this had fallen to 10
hours. In 1890, the working week was 60 hours (6 times 10 daily) and
by 1926 had fallen to 50.3.

Recent issues of government publications, the annual Statistical Ab-
stract and the current monthly Economic Indicators, show that the
average of manufacturing hours fell from 51 a week in 1909 to 39.8
in 1957 and to 35 in 1985. Thus average working hours per week under
capitalism, in other words, show a steady fall for nearly a century and
a half.

In the Manifesto, our two authors mention frequently how ‘‘the
competition between the workers”’ undermines solidarity and reduces
wages. But they never once acknowledge the existence of competition
among employers for workers. It is precisely this that brings wages up
to the value of the workers’ specific contribution to output. And this
is not because the employers have or need to have any altruistic mo-
tives, but simply the motive of maximizing their own individual profits.

arl Marx must himself later have felt a great deal of mis-

giving about the lack of any real explanation of the male-

ficent workings of the existing economic system that he had

portrayed in the Manifesto. For in 1867 he published (in
Germany) a volume entitled Das Kapital. This was apparently intended
to be the first of further volumes, but though Marx lived to 1883,
nothing more appeared. Some commentators have surmised that Marx
had reached an impasse, and could not decide how to continue. After
Marx died, Engels undertook to ‘‘complete”’ the work in three volumes
by supplementing his friend’s unfinished manuscripts. The Austrian
economist Eugen von Béhm-Bawerk thoroughly demolished the ar-
gument of the finished work in his Karl Marx and the Close of His
System (1896), a masterful refutation that does not have to be done
again.

Let me remind the reader once more that the thesis with which I
began this piece—that the assumption of pure selfish competition on
the part of the employers would be enough to explain how workers
on the average receive practically the full value of their productive
contribution—is only a novel way of presenting the marginal pro-
ductivity theory of wages, now accepted by the overwhelming majority
of present-day economists.

The factual substantiation of that theory is particularly impressive
in the United States. The annual report of nonfinancial corporation
earnings, going back for more than thirty years, show that the em-
ployees today receive an average of about 90 per cent of corporate
gross earnings in their wages and the stockholders only about 10 per
cent in their profits. In fact, a man’s personal income often seems to
have little to do with whether he is technically an employee or an
employer. A baseball, football, basketball, or prize-fighting star may
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““Under competitive capitalism the self-interest
of individual employers is the force that brings
the level of wages up close to the full value of

the productivity of workers.”’

receive an income in the million-dollar range, far above that of the
promoter who technically employs him. It is a result of the star’s ‘‘pro-
ductivity’’—his box-office appeal. It is the competition among pro-

moters, employers, that brings this about.

rom the standpoint of common sense, the appeal of the Man-

ifesto to violence and class war seems entirely needless. If the

proletariat (supposedly some nine-tenths of the population)

would be better off under a Communist economy, all that
was necessary was to make this clear to them, and they could be trusted
to vote themselves into power and such an economy into being. (De-
mocracy was emerging in Britain in 1848, and, for whites, already
functioning in America.)

But such an appeal gave little promise of starting a ‘‘movement”’
or leading to early political action. Marx and Engels were agitators,
activists—and shrewd psychologists. They knew that most people who
find themselves at the bottom of the economic ladder are tempted to
put the blame, not on themselves, but mainly on somebody else. The
exploitation theory, however weak as an economic doctrine, was tre-
mendously persuasive psychologically and as a call for action. It was
an essential part of their propaganda.

So, though the Communist Manifesto, even in its own time, failed
completely as an economic guidebook, it did succeed thoroughly in
instilling class hatred. This hatred, unfortunately, has been its most
permanent contribution. It was originally directed ostensibly against
a special class, the bourgeoisie—the employers, and all those com-
paratively well off —in revenge for ‘‘exploiting’’ the workers.

But, with the passing years, the target of this hatred has been quietly
changed. As the employing class in Russia was liquidated by various
means, a still existing group had to be substituted. To stay in com-
mand, a dictatorship must continue to point to a powerful enemy to
be feared and destroyed. Fortunately, such an enemy can still be
pointed to. It is the ‘‘capitalist’’ nations as a whole, especially the
United States. Sixty-eight years after the Bolshevik Revolution, most
of the American population is notably better off than the population
in the Soviet Union. Though Russian school children are taught that
we are an ‘‘imperialist”’ nation, the American ‘‘proletariat’’ are now
tacitly included, as the Russian ‘‘bourgeoisie’’ once explicitly were,
among the people to be envied and somehow blamed for the plight of
the Communist-ruled countries.

This newly directed fear and hatred are ominous. They have led to
an enormous armament buildup in Russia, and to the development
and storage of multiple nuclear weapons which are forcing the West
to try to keep uneasy pace. None of us can foresee the ultimate
outcome. O

Selfish
Capitalists vs.
the Communist
Manifesto
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‘ ‘ henever you reduce computing cost signifi-
cantly, you change the world,”’ observed Rob-
ert F. Elfant, general manager of the micro-

component group at the Burroughs Cor-
poration.' Elfant’s comment reflects revolutionary new developments
in computer technology, data processing, and telecommunications that
are transforming the American economic landscape and challenging
much of the conventional economic wisdom. At the same time, dis-
turbing trends in the area of government regulation threaten to stifle
these exciting new prospects—developments which may prove to be
as crucial for America’s future world leadership as the development
of atomic fission in the 1940s.

The global datacommunications industry is staggering in its sheer
size. In 1984 the top 100 data processing companies in the world had
$132 billion worth of business. IBM was number one with gross rev-
enues of $44.2 billion. Lotus Development Corporation, a leading
software firm, was number 100 with revenues of $157 million.? These
corporations represent new wealth-producing entities that Adam Smith
could scarcely have envisioned in his own day.

In recent years personal computers have exploded on the American
scene as a dynamic cultural and economic force. During 1984 personal
computer hardware shipments grew 60 per cent to a hefty $20 billion.
By 1989 it is estimated that personal computer sales will top $50 bil-
lion—more than mainframe shipments—and personal computer sales
could number more than 125 million.?

Computer expert John Gantz predicts that very soon the consumer
will be able to buy a $4,000 personal computer with 500 times the disk
storage, 20 times the memory, and twenty times the power of a 1978
computer at the same price! These dramatic changes, he notes, . .
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are comparable to finding in 1990 that your new $10,000 car will travel
triple the speed of sound and get from Miami to Seattle on half a
gallon of gas.””* Such developments show that human ingenuity and
creativity can disprove dire predictions that mankind is inevitably
doomed to an ever-shrinking economic pie.

any of these new economic opportunities are being cre-

ated by advances in chip technology, the tiny silicon mi-

croprocessors that are the real “‘brains’’ of today’s com-

puter. Scientists in California’s Silicon Valley are now
working on units so small that a quarter-inch square chip will contain
more than a million transistors—four times the number on today’s
cutting-edge 256 K memory chips. These new smaller and more pow-
erful microprocessors will make possible consumer products that are
far ““‘friendlier’’ and ‘‘smarter’’ than anything available today. These
“‘superchips’’ will give rise to mobile, personal robots, and “‘silicon
secretaries’’ that can speak and be spoken to, organize messages,
schedule meetings, and issue gentle reminders to absent-minded
executives.

Spokesmen for Trilogy Systems Corporation have reported on their
company’s progress in producing a self-repairing computer chip. Tril-
ogy scientists are putting two or three times as many circuits on each
chip as are actually needed to perform a given function. If one circuit
breaks down, special diagnostic circuits in the unit detect the problem
and divert the signal to another part of the chip. Adding such self-
diagnosis and self-repair capability to conventional chips ‘‘could rev-
olutionize the semiconductor business,”” believes Trilogy President
Frederick T. White. Trilogy’s research is yet another example of the
crucial economic truth that in today’s world the creation of new wealth
is not so much dependent on the extraction of physical resources from
the earth as it is on knowledge, insight, and creativity—qualities pro-
moted by a social system that values and fosters human freedom.

The new economic frontiers of the datacommunications revolution
are to be found in outer space as well as in the laboratories of Silicon
Valley. Communications satellites and the space shuttle are creating
burgeoning new markets that did not exist a decade ago.

Today, only nine years after the first backyard satellite receiving
station was built by H. Taylor Howard, a professor of electrical en-
gineering at Stanford, perhaps a million Americans now own satellite
antennas of various shapes and sizes. It is estimated that 20,000 to
40,000 new home satellite stations are being installed every month,
and the pace is quickening. Owners of these systems can receive as
many as a hundred different television channels carrying everything
from X-rated movies to Russian weather reports to talk shows whose
hosts are nuns.’

Edwin B. Parker, also of Stanford University, has patented a small
earth station with an antenna only two feet in diameter that can receive
satellite signals with no interference. The scaled-down dishes allow
workers using computer terminals in remote sites to receive data back
from the home office at a cost of about 60 per cent of what AT&T
charges to carry the same signals on its telephone lines. ‘“The market
opportunity was just sitting there to bypass AT&T,’” noted Parker.
News services such as Reuters and Dow Jones have bought 20,000 of

What Hath the
Microchip
Wrought?
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Parker’s dishes in the last three years, and industry analysts believe
that the Stanford scientist and entrepreneur has created a market with
a $2 billion annual potential.®

The American space shuttle program is creating revolutionary new
possibilities not only in the area of national defense, but also in the
American economy as well. Twenty-five years from now the scale of
industrial activities in space could rival that of today’s computer in-
dustry. Some analysts believe that space-based materials processing
involving. drugs, alloys, and crystals could become more important
commercially than genetic engineering. Some pharmaceuticals, for ex-
ample, are worth literally millions of dollars per kilogram because they
are used in saving human lives. One such drug, urokinase, an enzyme
that dissolves blood clots, can be produced on earth only in minute
quantities and at great expense. In the weightless environment of space,
production costs of urokinase could be brought down from $1,200 a
dose to around $100. This would be a tremendous benefit in light of
the fact that bloodclotting disorders kill some 200,000 people every
year.”

Satellite communications already represents a $3 billion a year busi-
ness, involving the transmission of television and radio broadcasts,
telephone messages, electronic mail, and business data. Sensitive cam-
eras on satellites have sophisticated remote-sensing capabilities that
are improving weather forecasts, reducing deaths from hurricanes, de-
tecting air pollution, and assisting geologists in oil, gas, and mineral
exploration. According to one estimate, Florida citrus growers save
$35 million each year because satellite weather data tell them exactly
when to turn on the heaters in their orange groves, anticipating crop-
killing frosts.® The economic potential of such satellite capabilities is
only beginning to be realized.

orporate leaders are now realizing that computer and tele-
phone technologies are becoming inextricably intertwined.
Long-distance calls are routinely routed by computerized
switching banks. Office switchboards, or PBX’s, are
equipped with computers and software that enables telephone con-
ferences and call forwarding. As computers proliferate in offices and
factories, they ‘‘talk’’ to one another over telephone lines. In a move
which is symptomatic of converging trends in this field, IBM last year
bought for $1.3 billion Rolm, a leading manufacturer of PBX’s.®
For the individual consumer, the newer, computerized ‘‘smart’’
phones offer auto-dial, repeat, and features that answering machines
have. ‘“The new machines have the potential to revolutionize office
communications,”’ notes computer analyst Paul Freiberger. ‘“They re-
semble traditional squat black phones about as much as a Hasselblad
resembles a box camera.’’'° This trend toward the convergence of tele-
phone and computer technologies, like the new developments in space,
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open vast new economic vistas for entrepreneurs who are alert enough
to respond quickly to new conditions.

Clouds are beginning to emerge which threaten to darken these bright
new economic horizons. Inept and inappropriate forms of government
regulation, and protectionist sentiments within the American high-tech
industry are disturbing trends in an area which should be among those
with the greatest promise for America’s economic future.

Domestic computer manufacturers are finding it increasingly dif-
ficult to compete with Japan and other foreign producers. American
high-tech firms are generally very strong in innovation and new prod-
uct development, but are not as competitive in the manufacturing area.
Most computer terminals, for example, are now being made in Korea,
and the Japanese dominate the computer printer and disk drive mar-
ket. As a result, Silicon Valley executives, long supporters of free-
trade, are now beginning to speak in protectionist tones. ‘‘I’'m not
being asked to seek Detroit-style quotas,’’ states Silicon Valley lobbyist
Ralph J. Thomson. But he says that many top computer executives
are now beginning to question ‘‘whether we should retain our un-
footnoted free-trade stance.”’'!

Part of the industry’s problem is the overvalued dollar that inflates
the cost of American goods relative to foreign competitors. The over-
valued dollar is related in part to the ballooning federal deficit, which
in turn attracts foreign investors to treasury bills and other debt-ser-
vicing instruments, thus keeping the dollar high relative to other
currencies.

More fundamentally, however, American computer manufacturers
are losing their competitive edge by investing too little in basic research
and development. As business writer John W. Wilson has aptly ob-
served, ‘‘Americans save too little, the government spends too much,
and the tax system is biased against investment.”’'* The consequences
of these misplaced economic priorities are now beginning to make
themselves felt.

he danger of inappropriate government regulation in the da-

tacommunications field is another cloud on the horizon. As

more and more nations begin to appreciate the importance

of telecommunications linked to computers, governments
‘¢, . . are beginning to treat information as they once treated goods,’’
commented former Citibank Chairman Walter Wriston. ‘‘We are
seeing the growth of a kind of electronic mercantilism as sovereigns
move to protect their power.”” Some governments are now requiring
that electronic codes used by private communicators to protect their
privacy be registered with government agencies. These governments
are reacting to the information revolution in the classic manner, notes
Wriston, ‘‘by attempting to regulate, tax, and control the new
technology.’’'?

The problems of government regulation of high technology are com-
plicated by national security considerations. Pentagon investigations
revealed that the Soviet Union had pirated from the U.S. the manu-
facturing technology used in the engine that powers the Tomahawk
submarine-launched cruise missile. The Soviet counterpart contained
a radar guidance system so sophisticated that U.S. officials were con-
vinced that its computer chips were also stolen from U.S. designs.'*

THE NEW
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The problems of how to stop such dangerous technology leaks without
stifling the freedom and creativity of the private sector is tying U.S.
policy makers in knots.

Closer to home, the nation’s largest phone company, AT&T, is being
hampered by bureaucratic regulations issued by the Federal Com-
munications Commission. The FCC rules require AT&T to keep its
telephone operations entirely separate from its computer business.
AT&T’s splendid research division, Bell Laboratories, invests millions
of dollars each year to design software for the company’s long-distance
network, but is not allowed to share that work with the company’s
commercial computer division.'* Such regulations ‘. . . put the com-
pany at a significant disadvantage in the exploding new market for
customer services that integrate computers and telecommunications,’’
notes Princeton economist William J. Baumol. Such policies are not
only deleterious to AT&T’s bottom line, but also affect adversely U.S.’
technology’s position as a whole relative to foreign competitors such
as the Japanese.

ne way that government can help rather than hinder U.S.

high technology’s position is by retaining and even ex-

panding tax credits for research and development spend-

ing. U.S. research and development expenditures have
fallen behind those of our trading competitors as a percentage of gross
national product. Military research and development spending, which
accounts for nearly half of the country’s total outlay of $100 billion,
no longer drives civilian technology to the extent that it once did in
the 1950s and 1960s.'¢ Revising the tax code generally to encourage
savings and long-term investment is a key element in any strategy seek-
ing to retain America’s competitive edge.

Governments can also help by implementing policies that encourage
rather than discourage the free flow of international information. Re-
storing the effectiveness of our patents and copyrights'’ will encourage.
innovators to invest time, energy, and money in new ventures, since
such policies will give greater assurance that they will be able to reap
the benefits of their labors.

In the complicated field of technology transfer and national secu-
rity, J. Fred Bucy, president of Texas Instruments, Inc., has offered
a simple yet valuable suggestion. Instead of trying to control the tens
of thousands of end products produced by the American high tech-
nology industry, a more workable approach would be to concentrate
on the far smaller number of manufacturing processes and machines
that make the advanced products possible. It may be practically im-
possible to prevent a foreign agent from obtaining the latest computer
chip, but it is far easier to monitor the plants and machines that man-
ufacture the chips. As things now stand, the Pentagon’s list of con-
trolled products ‘is the size of a book, but it should be on five sheets
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of paper,”’ states Bucy. By concentrating on the far smaller number
of manufacturing processes, the need for government controls would
be diminished and American manufacturers would experience fewer
regulatory headaches.

The trend toward deregulation evident under the current adminis-
tration needs consistent application in the telecommunications indus-
try. In the case of AT&T, for example, the Federal Communication
Commission’s fears that AT&T’s combined activities in the areas of
telephones and computers would constitute a monopolistic restraint
of trade are unfounded. Since 1980 competition throughout the in-
dustry in long-distance service has accelerated enormously. It has been
projected that by 1986 the total long-distance transmission capacity
of the competitors will be several times larger than AT&T’s.'®

In the area of computer technology, given the dominant position of
IBM, there is little danger that AT&T will exercise monopolistic in-
fluences in this field. The Federal Communication Commission’s rules
concerning the artificial separation of telephone and computer activ-
ities have made necessary a duplication of capital, labor, and other
facilities for AT&T. The net result of these regulations, as William
Baumol has noted, has been to favor ‘. . . AT&T’s integrated foreign
competition, which are not subject to similar restrictions and which
market combined computer and communications services on a global
scale.”’!?

While deregulation and divestiture have created some uncertanties
for the consumer, analysts believe that such policies will justify them-
selves in the longer run. Economist Manley Irwin of the University of
New Hampshire believes that out of the current flux in the telecom-
munications industry ‘. . . will result a phenomenal cornucopia of
new industries, new services, and new jobs.”’??

In order to harvest fully the rich economic yields of the data-com-
munications revolution, policy makers need to be wise enough to let
the market do its work. Deregulation, investment tax credits, and new
thinking in the areas of patent and copyright law will help American
industry stay competitive in the world economy. In the new Infor-
mation Age where decision times can be measured in minutes and
seconds rather than months and years, preserving the freedom of hu-
man action is more crucial than ever. O
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ear that the Medicare trust fund may be bankrupt by the
1990’s—about five years from now—has been used to justify
a number of changes in the program. As a result, the day of

i reckoning may be postponed for a few years longer. But the
changes in medical practice might be permanent.

In the name of ‘‘cost control,”” Medicare has changed the payment
mechanism. Some payments have decreased, and some have increased.
But the amount of the payment is far less important than the method
for determining it. The stated issue is cost—the real issue is control.

In the original act that created Medicare, Public Law 89-97, July
30, 1965, Congress disavowed any intention of controlling medicine:
‘‘Nothing in this title shall . . . authorize any Federal officer or em-
ployee to exercise any supervision or control over the practice of med-
icine . . . or the compensation of any . . . employee of any institution
. . . providing medical services.”’

But as the Medicare carte blanche for expensive services had its
predictable effect of skyrocketing expenditures, the folly of the prom-
ise of no controls became apparent. Restrictions on the types of cov-
ered services were tightened, and the patient deductibles were in-
creased. These measures were perceived, correctly, as a reduction in
benefits. Yet the patient and the physician still made the choice about
which services would be purchased. Medicare only decided on the
reimbursement.

Recent changes, called mandatory assignment and prospective pay-
ment, are of a fundamentally different type. The diminution of ben-
efits is not so obvious, but the threat to freedom of choice is far greater.
Under these schemes, the check to the ‘‘provider’’—the physician,
hospital, or other agency—is signed by Medicare (or another third
party), rather than by the patient. Usually this apparently subtle change
is greeted with relief by patients, who no longer have to worry about
the amount written on the check. That worry may be replaced by more
serious worries about the quality and availability of services, as we
shall see. The person or agency that signs the check is the one with
the greatest degree of control over the provider.
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by the insurer (Medicare, Aetna, Blue Cross, etc.)

If a physician ‘‘accepts assignment’’ on a Medicare
claim, he has agreed to work for Medicare’s fee. Medicare will pay
80% of what it determines to be the reasonable fee (based on the code
assigned to the procedure, the doctor’s past charges for that proce-
dure, and other factors), and the physician is supposed to bill the
patient for the remaining 20% (the ‘‘coinsurance’’) and no more.
Sometimes, physicians waive the 20% —especially if the total fee was
inflated to start with. Medicare has now threatened to cut the fees of
physicians who routinely fail to collect the coinsurance, assuming that
the fee must have been inflated.

If the physician does not accept assignment, then the patient is re-
sponsible for paying the bill and for collecting from his insurer what-
ever reimbursement he is entitled to. Most physicians are willing to
wait until the patient receives the insurance check, and to negotiate
the fee in cases of hardship.

Under the Deficit Reduction Act of 1984, two classes of physicians
were created, ‘‘participating’’ and ‘‘nonparticipating.”’ (The consti-
tutionality of this act has been challenged. Litigation sponsored by
the Association of American Physicians and Surgeons is pending in
circuit court.) Participating physicians sign a contract with the gov-
ernment, agreeing to accept assignment for a/l Medicare patients. Non-
participating physicians may choose to accept assignment or not, on
a case-by-case basis. Once he accepts assignment, the physician may
not bill for any portion of the bill that Medicare disallows, but collects
from the patient the copayment for the fee that is allowed. About 30
percent of physicians have elected to participate. A proposal to make
100 percent assignment mandatory for all physicians treating Medicare
patients has been defeated in the Congress.

From the patient’s point of view, the participation arrangement
might seem ideal. No forms to fill out, no money to pay except for
the nominal copayment, and no worry about whether or not the ser-
vices will be covered. The doctor and his staff take care of all those
details. The participating doctors are listed in a little book published
by Medicare, and influential groups of senior citizens reinforce the
idea that these doctors are the ‘‘good guys.”

The second innovative ‘‘cost containment’’ method is prospective
payment. That means that a predetermined sum is paid to take care
of whatever needs happen to come up. The sum may be determined
by capitation—so much per head—as in many HMOs (Health Main-
tenance Organizations). The government is considering ways to en-
courage more Medicare recipients to sign up for HMOs.

Another type of prospective payment is by the diagnosis. All hos-
pitals now bill Medicare under the DRG (Diagnosis Related Group)
system, receiving what is allowed for a particular diagnosis, regardless
of how much it costs to take care of the individual patient. Insurance
companies, such as Blue Cross, are extending the concept to non-Med-
icare patients as well. Although so far prospective payment by diag-
nosis is used only for hospital services, various plans are under study
for applying the method to physicians’ fees also. This idea appeals to
insurers because it makes their payments more predictable. The risk

‘ ‘ ssignment’’ means simply that the patient and phy-
sician agree that the physician will be paid directly
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the patient’s life so much easier. But the
incentives that they create have had
unintended consequences.

of overly large costs must now be assumed by the providers of the
service, rather than by the insurance company.

Assignment and prepayment seem to make the patient’s life so much
easier. But the incentives that they create have already had unintended
consequences.

Although the ‘‘good guys’’ are not collecting much money directly
from the patients, it would be a mistake to think they are not getting
paid. Since people tend to do more of what they get paid for, and less
of what they don’t get paid for (all other things being equal), it’s
important to wonder just what the third parties are interested in
rewarding.

With assigned claims, the activity that actually results in the pay-
ment is the submission of a properly prepared and coded claims form.
If all the right blanks are filled in, and if the service is one that Med-
icare approves of, then a check arrives in due time.

Some things do not appear on the claims form, because they are
not important to Medicare. But they just might be important to the
patient. For example: 1. How much time did the doctor spend? 2. Was
the evaluation thorough, or cursory? 3. Was the diagnosis correct? 4.
How much did the treatment help?

In other words, Medicare pays for preparing forms, and the doctor
makes more money by being more ‘‘productive’’: by ‘‘processing’’
more patient visits into coded forms. Medicare does not pay for spend-
ing extra time with patients, an activity which conflicts with the de-
mands of high productivity. Doctors who do more complete, time-
consuming evaluations, and who do not require the patient to come
back frequently, are financially punished.

Getﬁng Paid rospective payment works a little differently. The ‘‘provi-
f t ders’’ get paid the same amount, regardless of how much is
or n? . done for the patient. So, in effect, they get paid for no¢ doing
PrOVIdlng things. The hazards of prospective payment for medical ser-
Care vices are really no different from the pitfalls of paying in advance for
other things—such as used cars, dancing lessons, or unexamined bags

of diamonds.

While the “‘providers’’ have incentives to do less under prospective
payment, the consumers have the incentive to demand more, in order
to get their money’s worth. To be sure that patients don’t get more
service than they are entitled to, every prospective payment system has
a UR (Utilization Review) department. UR’s job is to deny services
that they feel are ‘“unnecessary’’ although a doctor and a patient have
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requested them. What are the qualifications for that job? According
to a newspaper advertisement for a UR clerk at a major HMO, the
applicant must be a ‘‘high school graduate or equivalent,’’ have good
“‘communication skills,”” and be able to ‘‘work in a fast-paced envi-
ronment’’ and to ‘‘prioritize duties.”

Hospital Utilization Review has become much more stringent since
the DRG system went into effect. And most hospitals now have to get
permission from Medicare (called ‘‘precertification’’) for most kinds
of admissions. Otherwise, the patient’s stay will not be covered.

Here are some actual experiences with UR:

* A surgeon wanted to operate on a patient for a hiatus hernia—
the stomach bulging up into the chest. The clerk wanted to know how
big the hernia felt. Obviously, she didn’t know the difference between
a hernia into the chest and the ‘‘rupture’’ that makes a lump in the
groin.

* An elderly man with Alzheimer’s disease became dehydrated and
unconscious. His gastrostomy, the opening into the stomach through
which he received nourishment, was not working properly. Medicare
decided on a ‘‘retrospective denial,”’ that is, they announced that they
would not pay the bill, after the patient had already been admitted to
the hospital. The patient was sent home by ambulance—still in a
coma—and died a few days later. The decision was eventually reversed,
and the brief hospital stay paid for, but only after a lengthy appeals
procedure. Although treatment in the hospital would not have greatly
prolonged this patient’s life, it would have eased his family’s burden
during his last days.

e A man called the doctor about his ailing wife, and was told that
precertification would require several days. He insisted on taking her
to the hospital by ambulance anyway, and she was found to have pneu-
monia and a bowel obstruction. In several days, she would have been
dead.

e Cataract surgery is now supposed to be done in an out-patient
setting. Medicare denied a claim for a very elderly patient who lived
alone in a small town 50 miles away, who was blind in one eye, and
unable to see with the other eye for a few days after surgery.

Most doctors could tell a few horror stories like these. Of course,
there is also a ‘‘quality assurance’’ committee, which works right
alongside Utilization Review. The doctors who do quality reviews don’t
get paid for it, and if they find a potential problem, it is usually just
““trended.”’ Some record is kept, and more reviews may be done. How-
ever, the UR doctors are paid, and if they find a problem, the patient
may be on his way home in an ambulance. And UR is much easier to
do. Anyone can see what was done for the patient by reading the chart.
But the chart doesn’t list all the things that the patient didn’t receive.

ronically, although the high cost of medical care is used to justify

the changes in reimbursement and the accompanying regula-
tions, nobody knows yet whether they will save any money.

If they do save money, it will not be by reducing costs, which

are increased by regulation (already about one-fourth of the hospital

bill is due to the costs of complying with regulations). UR clerks and
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their ‘‘physician advisors,”” computer operators, and clerks to code
the DRGs must all be paid. The only savings will be reduced expen-
ditures—meaning simply that fewer medical services will be rendered.

Or at least that fewer unprofitable medical services will be rendered.
Under DRGs, the hospital is reimbursed for the average cost of caring
for a patient with a particular diagnosis. Some patients cost the hos-
pital less than the average, and the hospital is supposed to make a
profit on them. They are called ‘“‘winners.”’ Patients with expensive
illnesses for which Medicare pays too little are called ‘‘losers.”’ Hos-
pitals, in order to survive, are supposed to ‘‘manage the case mix.”
That means to bring in more ‘‘winners,”” and somehow to keep out
the ‘““losers.”

In addition to some doctors and hospitals, others are making profits
from Medicare. Manufacturers of computer software are making lots
of sales to help the hospitals manage the complex DRG system. Certain
medical equipment is heavily advertised because of its hefty profit
margin—such as chair lifts, which go for $1500. ‘“‘Home health ser-
vices’”’—which are said to be less expensive than hospital services—
are springing up to do only those things that Medicare covers. They
may not be interested in supplying a low-cost homemaking aide if
that’s all the patient needs. But they would be happy to send a high-
cost physical therapist, occupational therapist, social worker, and nurse
(providing that the patient is “‘certified’’ to ‘‘need’’ several such ser-
vices). Medicare pays $44 for a house call by the nurse, and about $22
for a house call by the doctor.

1 of these ““providers’’ are following the normal human

inclination to take the job that pays best. And those gen-

erous people who do things that actually /ose money—Ilike

doctors who make house calls—will soon be out of busi-
ness. They are “‘inefficient,”” to use the popular term.

But don’t patients want the most ‘‘cost-efficient’’health care? Maybe
not.

For bad diabetic foot ulcers or poor blood supply to the foot, the
most cost-efficient treatment is probably to amputate the leg. Pro-
longed hospitalization for meticulous nursing care and high dose an-
tibiotics don’t always save diabetic feet—and they always do cost a
lot of money. Bypass operations to bring a new blood supply to the
foot don’t always work and are also very expensive. The best interests
of society would be served by spending the money where it would do
more good.

The patient, however, might have a different opinion. He might
place such a high value on his leg that he’d be willing to mortgage his
house to pay for an operation that might save it. And if he’s in real
financial difficulties, he might even find a surgeon to donate his ser-
vices, because it is so much more rewarding to save a foot than to
amputate one.

An indemnity insurance plan also pays by the diagnosis, and might
allow just enough for the amputation-—but the patient would be free
to use that payment to defray part of the cost of the more expensive
treatment. In contrast, under the DRG system, the amount allowed
by Medicare is al/l that can be charged. If the hospital provides a more
expensive treatment, it just loses the money, whatever the patient’s
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willingness and ability to pay. The patient who wants a noncovered
service in a hospital that has a Medicare contract (as nearly all do)
could renounce his Medicare benefits altogether, but would then have
to pay the entire amount himself, not just the excess amount.

he control of medical services cannot be divorced from the

payment mechanism. As the payment has become more and

more remote from the service and the patient who receives

it, the “‘providers’’ become less responsive to the choices and
preferences of the patient, and more constrained by the requirements
of the payers. To correct for the distorted incentives, punitive controls
are instituted, increasing costs and creating still more problems.

If a patient assumes responsibility for paying his own medical bill,
he takes the risk that the service will not be covered by his insurance.
Assignment or prepayment frees him from that worry, but substitutes
the risk that the service will not be available to him. For example, in
Canada, he would be certain that his CT scan would be covered, but
in some areas the waiting time for an ‘‘urgent’’ CT scan is about six
months.

Under assignment or prepayment, it appears that providers have
assumed the risk of not being paid for their work (or even of losing
money) if costs turn out to be high. However, the reality is that patients
are being sent home, even in a coma, when the payment runs out.

The responsibility for paying medical bills can be shifted. However,
the control over medical decisions must eventually be transferred along
with it. The person who signs the check is the one who does the uti-
lization review.

Whom will you choose to control your medical services? The gov-
ernment? An insurance company that hires high school graduates to
do UR? A doctor who is being paid by the head? An ethics committee?
A hospital that is deeply in debt?

Those who would prefer to keep the controls in their very own hands
must understand the ominous implications of the current changes in
insurance, starting with Medicare, however benevolent they may
appear. ]

In Future Issues. ..

April
e “A Bad Time for Giants’’ by John K. Williams
e ““Cyclical Unemployment’’ by Hans F. Sennholz
¢ “Disasters Unlimited’’ by John W. Sommer

May
¢ “The Continuing Plight of Agriculture’’ by Dennis
Bechara
e ‘““Unemployment Compensation’’ by Hans F. Sennholz

e ““‘Hostile Acquisitions: The Restructuring of Corporate
America’’ by Frank Bubb

WHO WILL
CONTROL
MEDICAL
CARE?
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A REVIEWER’S
NOTEBOOK

How

Democracies

Perish

by John Chamberlain

he first thing to say about
Jean Francois Revel’s How
Democracies Perish (Dou-
bleday, Garden City, New
York, 376 pp., $17.95) is that it was
written by a Frenchman. It represents
a profound break with the neo-Marx-
ism of the Paris intellectual commu-
nity, the Gides and the Sartres who,
even though they might differ with the
Moscow line on some occasions, still
considered Marxism-Leninism to be
the wave of the future. The book is
ably translated by William Byron.

Revel is something of a secular hu-
manist (he likes the United States be-
cause it is willing, as he phrases it, to
get along without either Marx or Je-
sus), but his values are Christian
nonetheless. As a pragmatist he ob-
serves that democracy, with its capi-
talism, works, and he is certain that,
in the long run, the Communist na-
tions of the Eastern bloc are going to
collapse. But what frightens him is the
prospect that the democracies of the
West will fall to pieces while Moscow
still packs its ICBM nuclear lead that
gives it blackmail power in spite of its
own economic weaknesses.

The thesis is similar to that of
Schumpeter, who thought that capi-
talism, though successful, would be
fatally undermined by critics who in-

sist on contrasting it to their dream of
socialist perfectionism. In the real
world, of course, the existing socialist
bloc lives off what it can scrounge
from nations that depend on market
economies.

Revel goes back to Alexis de Toc-
queville in order to make a running
start. Tocqueville had been greatly im-
pressed by the democracy of the young
United States, but he also noticed that
when a society becomes richer it rebels
against authority ‘‘in proportion as its
needs are met.”” The more that claims
are satisfied, the greater the clamor
for something better. In the third
quarter of the Twentieth Century the
democracies were more affluent than
they had ever been. But, perversely,
they tended to be ‘‘increasingly un-
stable, explosive, ungovernable.”’ It is
not stagnation that breeds revolu-
tions, says Revel, echoing Tocque-
ville, ‘‘but progress, because it has al-
ready created the wealth that makes
revolution viable.”’

The Communist societies don’t
have this trouble. Says Revel, ‘*“Where
the State is everything and civilian so-
ciety is nothing, economic stagnation
and social sclerosis foreclose all hope,
and the absence of freedom blocks the
spread of discontent.”’ The Commu-
nist dictators cover their weakness by
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a calculated military expansionism.
What we get is the survival of the least
fit. It would not be so if the democ-
racies only realized that they could
bring about the collapse of Commu-
nism by matching it in military might
and, at the same time, depriving it of
access to western foodstuffs and west-
ern technology.

evel gives us a long history of
Rwestern failure to unite on a

common anti-Communist pol-
icy that might have blocked Soviet ex-
pansionism. We didn’t have to give
Stalin the Kurile Islands and the
southern half of Sakhalin Island in the
Far East, for example. We might have
let General Patton’s tank forces stay
in Prague at the close of military op-
erations in Europe in 1945, which
would have given us the ‘‘Bohemian
bastion’’ that Bismarck regarded as
the key to the continent. We might
have beaten the Russians to Berlin if
Eisenhower hadn’t been ordered by
Roosevelt to let the Soviets take Ger-
many up to the Elbe River.

Revel is sarcastic about Roosevelt’s
feeling that he could ‘‘handle’” Uncle
Joe Stalin by making him laugh and
Truman’s statement that ‘‘old Joe”’
was a decent sort who couldn’t do
what he wished ‘‘because he was the
Politburo’s prisoner.”” “‘I like old
Joe,”” said Truman a couple of years
after Potsdam. But Truman, unlike
Roosevelt, lived to make amends for
his mistake about Stalin’s character,
and about Marxism-Leninism in
general. '

Truman, with his aid to Greece, did
manage to check the Soviet advances
after World War II. But we never
really fought the Cold War as it should
have been fought. As for detente, it
was a disaster.

The democracies, says Revel, have
always failed to reckon with the con-
stancy of the Soviet plan to take over
the world by eating it leaf by leaf, like
an artichoke. The Soviets never take
a single defeat as final. They make

HOW

tactical retreats, but only to renew DEMOCRACIES

their attacks elsewhere. When they
were pursuing detente in eastern Eu-
rope, they were girding themselves for
take-over in Asia, Africa and Central
America.

Revel considers our handling of the
Polish bankruptcy threat to be symp-
tomatic of our general failure to use
economics as a weapon. We were
afraid that if we were to force Poland
into the political equivalent of a re-
ceivership, we would panic all the
Third World countries that owed us so
much money. We could have handled
this fear selectively by refinancing the
loans to non-Communist nations while
we were denying such favors to the
Communists. The Third World would
have been grateful, and Moscow
would have had to like it or lump it.

Revel thinks it ridiculous that we
made $70 billion in loans to the Soviet
bloc in the decade of the Seventies.
The Communists didn’t use this
money to feed their own people. In-
stead, the money went into more and
better ICBMs, and into financing sub-
version around the world.

The Western willingness to lend
money at low rates to build the gas
pipeline from Siberia to central Eu-
rope is another thing that outrages
Revel. Looking back, he likes Jimmy
Carter for one thing. Carter had
enough spunk to embargo American
grain sales to Russia.

There could be more of an argu-
ment about this than about most of
Revel’s criticisms, as he himself rec-
ognizes. If the Soviets are forced to
pay in gold or. foreign exchange for
wheat, it means that they will have to
keep people digging for gold in Sibe-
ria. People who are employed in such
digging won’t be manufacturing tanks
and armored lorries to send to Angola
or Nicaragua.

This is a first-rate book in spite of
small objections to detail. It teaches
us that Marxism has a plan for uni-
versal conquest, and that we must
meet it if we are to live free. O

PERISH
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Essays: Moral, Political, and Literary
by David Hume

edited and with a foreword, notes and
glossary by Eugene F. Miller

Liberty Classics, 7440 North Shadeland, Indianapolis,
Indiana 46250 « 1985 « 679 pages, $11.00 cloth

Reviewed by John K. Williams

tudents of the freedom philos-
Sophy are indebted to Liberty

Fund. From that body comes
Liberty Classics, a superbly produced
series of works of inestimable value to
any person desirous of making the ac-
quaintance of the great thinkers of
history who defended political and
economic liberty.

The latest addition to that series is
David Hume’s Essays: Moral, Polit-
ical, and Literary. The volume’s edi-
tor, Eugene F. Miller, has contributed
a foreword, notes, and glossary of in-
terest to any reader but invaluable to
students of Hume’s writings. In-
cluded also is a brief autobiographical
outline of Hume’s life and a moving
letter penned by Hume’s admiring and
fond friend, Adam Smith. Then come
no less than forty-nine essays, graced
by the subtlety of insight and clarity
of expression typical of Hume.

It would be unfortunate if readers
of The Freeman who peruse this vol-
ume merely study Hume’s essays deal-
ing with explicitly economic issues
(those on trade, interest, and money,
for example). Hume’s comments on
the ‘‘Dignity or Meanness of Human
Nature,”’ on ‘‘National Characters,”’
on ‘“Civil Liberty,”’ on ‘‘Passive Obe-
dience,”’ and on the ‘‘Study of His-
tory’’ merit thoughtful consideration.

All students of Hume’s works will
be delighted to find in this volume the
full and accurate text of two of
Hume’s most controversial essays:
““On Suicide’’ and ‘‘On the Immor-
tality of the Soul.”’

The freedom philosophy needs en-
thusiastic advocates. It also needs in-
formed advocates. Shallowness of
historical insight does not become any
person who wishes to further the cause
of liberty. We all do well to steep our-
selves in the works of the great think-
ers who have explored and expounded
the philosophy that is ours. Liberty
Classics has long made available the
works of such thinkers in an attrac-
tive, and remarkably inexpensive,
form. This edition of Hume’s essays
is a significant addition to an already
distinguished series. d

Free Trade: The Necessary
Foundation for World Peace
edited by Joan Kennedy Taylor

FEE, Irvington-on-Hudson, NY 10533 « 1986 « 144
pages, $5.95 paperback

Reviewed by Roy A. Childs, Jr.

hen, in the eighteenth and
nineteenth centuries, the
classical liberals took up the

cause of free trade against the ruling
doctrines of mercantilism, protection-
ism, and colonialism they did so not
only out of a high regard for freedom
of commerce. They did so to promote
peaceful relations between nations, as
well. They believed that by confining
the functions of government to the
protection of life, liberty, and prop-
erty, the tensions between nations
would gradually disappear, and that
free trade would usher in a new era of
international harmony, free of the
scourge of war.

" Today we have the benefit of hind-
sight, and these liberals seem to have
been right. The nineteenth century was
the closest we have come to a century
of free trade, and peace seemed to fol-
low. The twentieth century, on the
other hand, has witnessed the aban-
donment of laissez faire ideals and the
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growth of statism of all varieties. It is
no accident that it has also been the
bloodiest century in history. The
movement from limited government
to unlimited government, from free
trade to economic nationalism, has
produced a century of conflict and
violence. ,

This volume collects fifteen short
essays by thirteen authors, most culled
from the pages of The Freeman over
the past three decades, to put some
meat on the bones of this argument.
The authors of these essays will for
the most part be familiar to The Free-
man’s readers, because they have been
frequent visitors here: Bettina Bien
Greaves and Hans Sennholz, Henry
Hazlitt and Ludwig von Mises, Fred-
eric Bastiat and Frank Chodorov join
with others in making out a complex
case. They tell us convincingly that
free trade not only brings prosperity,
but may help peace along, as well.

Frank Chodorov reminds us that
“‘the will to live is not merely a craving
for existence; it is rather-an urge to
reach out in all directions for a fuller
enjoyment of life, and it is by trade
that this inner drive achieves some
measure of fulfillment.”” People ful-
fill their needs through production
and exchange, and erase conflicts
through cooperation, bargaining and
voluntary trade. And this process does
not stop at a nation’s borders. That is
why Chodorov finds that ‘‘any inter-
ference with the marketplace, how-
ever done, is analogous to an act of
war,”’ and why Mises reminds us that
‘‘economic nationalism is incompati-
ble with durable peace.”’

Unfortunately, in turning our backs
to the ideal of limited government,
and embracing forms of socialism and
the welfare state, we have got more
than we bargained for. Once an im-
partial arbiter of disputes, govern-

ment has decided to help some citizens
at the expense of others. It wants to
‘“‘protect’’ some producers at the ex-
pense of consumers, by putting road-
blocks in the way of free trade. When
tariffs aren’t enough, as Bettina Bien
Greaves points out, they stoop to
other kinds of restrictions on trade:
‘‘quotas, embargoes, ‘Buy American’
acts, licensing requirements, quaran-
tines, food and drug standards, anti-
dumping laws,”” and the like. All of
these restrictions are meant to stop
domestic consumers from voluntarily
buying the products they desire from
foreign producers.

A result is the rise of aggressive na-
tionalism, which, as Mises argues, ‘‘is
the necessary derivative of the eco-
nomic policies of intervention and na-
tional planning. While laissez faire
eliminates the causes of international
conflict, socialism and government
interferences with business create con-
flicts for which no peaceful solution
can be found.”” (emphasis added)

This book is a call for us to step
back from the brink of economic na-
tionalism and trade wars to consider
what we are doing. It is concerned si-
multaneously with principles and real-
ity. And its authors focus clearly on
some of the great issues of our time:
world hunger, foreign aid, interna-
tional investment, unemployment and
international conflict are all seen
through the eyes of principles that en-
able us to understand what is happen-
ing to our world. In doing that, it
makes a bold case for the re-exami-
nation of the ideals we have so
thoughtlessly abandoned: individual
rights, private property, economic
freedom, limited government and free
trade. In the nineteenth century these
ideals helped promote peace; in the
twenty-first, perhaps they can do so
again. |
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Introduction by Milton Friedman

Special offer

A Pattern for Failure: Socialist Economies
in Crisis, by Swedish economist Sven Ry-
denfelt, underscores the necessity for our
commitment to freedom. He shows how gov-
ernment domination in fifteen socialist coun-
tries throughout the world has brought impov-
erishment and misery to their citizenry.

Dr. Rydenfelt offers the solution to these so-
cieties in crisis: ‘‘The new ideas of the philo-
sophies of freedom and entrepreneurship are
revolutionary in the true sense of the word and
will everywhere transform the societies in
which they work.”

Dr. Rydenfelt’s remarkable book performs an immense service in
bringing together detailed evidence on the performance of fifteen
widely separated countries in which the government plays a dominant
role in organizing economic activity. No one who reads Dr. Rydenfelt’s
account of the course of events in these countries can fail to recognize

the uniformity of their experience.

This highly thoughtful, original, and provocative book deserves a wide

readership.

—From the introduction by
Milton Friedman

Originally published at $22.95, A Pattern for Failure is available to
Freeman readers at $10.95

FEE pays all postage on prepaid orders.

Order from:

The Foundation for Economic Education
Irvington-on-Hudson, New York 10533
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The Argentine
Crisis

The article, ‘“The International
Debt Problem: The Case of Argen-
tina’’ (December), is excellent. Mi-
chael Adamson envisages the Argen-
tine state of affairs with more
accuracy than many people living in
this country.

Deliberately provoked misinfor-
mation and a great lack of under-
standing of political, social, and eco-
nomic matters have allowed many
governments to mislead the Argentine
population.

At the end of the 19th century and
the beginning of the 20th, Argentina
had reached a prosperous situation in
the world. It lasted till the early twen-
ties. Prospects and conditions began
to decline when rulers got wrong ideas
about their duties. Instead of realizing
that circumstances had given them a
responsibility, they felt anointed by
the Almighty to execute His will on
earth. The perverse creation called the
welfare state was the excuse for those
messianic governments to assume
missions and to perform charity with
plunder taken from some to benefit
others. The result of this redistribu-
tion of wealth was crisis and poverty
for all. There will be no solution to
the Argentine problem unless the
oversized budget of this bureaucracy
is reduced. Further international loans
will only make this situation worse.

Congratulations to Mr. Adamson
for writing and to The Freeman for
publishing the facts about such irre-
sponsible behavior.

Pablo Klimann
Buenos Aires
Argentina

The Bishops and
Individual Rights

The second draft of the Bishops’
letter on the economy is now public.
The most that can be said for it is that
it’s not as bad as the first.

Economic fallacies still abound, as
pointed out by the articles by Charles
Baird and William Kern in your De-
cember issue. But there is an addi-
tional political problem.

The only hope we have of limiting
the power of government is the rule
of law, the nonarbitrary application
of general principles based on indi-
vidual rights. The bishops’ proposal
that incomes be determined by moral
merit would require some individual
or group to be aware of all the motives
that prompt anyone to do anything
and to reward or punish accordingly.
Acquiring such information, even
were that possible, would be incom-
patible with the cherished right to be
secure in one’s home and person.

The bishops do not seem to under-
stand the totalitarian overtones of
their own proposal. Eloquent rhetoric
about the sanctity of human rights
stands next to calls for the govern-
ment to determine which industries
should be ‘‘socialized,”” which regu-
lated, and which left alone. But what
is this if not a grant of unlimited ar-
bitrary power to government? The
bishops apparently assume that since
they are referring to property, human
rights are unaffected. Nothing could
be further from the truth. The free-
dom to use one’s honestly acquired
property is a fundamental human
right.

David Osterfeld
St. Joseph’s College
Rensselaer, Indiana
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The New Format

As a long time reader of The Free-
man, I’m very impressed by the new
size and design. Efforts like these to
revitalize such a well-established pub-
lication will undoubtedly expand its
audience. I believe that you will at-
tract many new, young readers to join
the ranks of those already aware of
The Freeman’s excellent coverage of
subjects vital to the cause of liberty.

Andrea Millen Rich
New York City, New York

I’m sorry to say that I don’t like
your new size for The Freeman.

One big advantage to me and, I be-
lieve, to others of your prior size was
that it would fit into my coat pocket.
As a result, it was more handy to take
with me to read while I was waiting in
offices for appointments.

Why has the Reader’s Digest its
large circulation? 1 believe its size is
one reason.

Harry H. Hoiles
Tustin, California

I was surprised to see the new for-
mat and cover of the first 1986 issue
of The Freeman. It looks most at-
tractive. Did one of your generous
sponsors offer to pay that added cost?

I wish FEE every success in its great
work. May it move forward in spread-
ing the word on freedom.

George F. Platts
Ormond Beach, Florida

Editors’ Note: We would like to thank
our readers for their many comments
on the new Freeman format. Our goal,
as always, is to provide the very best
in the literature of freedom in an at-
tractive and accessible format. We
welcome your comments and support
as we move forward in this task.

Coming of Age

Twenty-four years ago | was given
a list of several hundred recom-
mended books, most of which I had
never heard. It was from these that I
discovered The Road to Serfdom by
F. A. Hayek and became acquainted
with The Freeman and thus The Law
by Frederic Bastiat. These put foun-
dations under beliefs and principles I
already held but to which I had not
given deep thought.

In recent years it has been encour-
aging to witness a growing awareness
that there might be some relation be-
tween morality and the free market.
The dawning was evident when Leon-
ard E. Read expressed his observa-
tions in Reflections on Coming of
Age, written after twenty-one years of
FEE. He had come to the realization
that teaching free market economics
was not enough, that it was also nec-
essary to stress the virtues that make
a moral society.

Would it be proper to suggest that
the free market is the natural evolve-
ment from a practicing morality?

Phil Clark
Carthage, Illlinois

A Team Effort

I have just read ‘‘Production Is a
Team Effort,”” by Bettina Bien
Greaves in the December Freeman.
She has put it so clearly that it seems
to me it ought to be sent to all labor
leaders in the country.

It is such a shame that many of our
basic industries are being priced out
of the world market due in large part
to excessive wage demands on the part
of union leaders.

B.C. Carlson
Weston, Connecticut
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The Decline of OPEC

The recent collapse in crude oil prices seems to have taken OPEC by surprise.
Perhaps they would have been better prepared had they read University of
Virginia Professor S. Fred Singer’s 1984 anthology, Free Market Energy. Ad-
dressing the question of ‘‘Future Oil Demand,’’ Singer wrote:

““‘Saudi Arabia and the other ‘core’ producers made two principal mistakes:
(1) in 1979-80 they permitted the price of oil to rise; and (2) they did not bring
it down right away . . . The Saudis apparently misjudged the degree of con-
servation the price rise would precipitate among consumer countries. . . .

‘““When consumers expect prices to rise, they will install insulation and other
heat-saving devices or buy more fuel-efficient cars. Once the investments have
been made, they are not likely to be reversed, even if oil prices go down.
Industry has been particularly effective in making such changes, introducing
new and efficient processes and replacing old machinery with energy-saving
equipment, with particular emphasis on substituting other fuels for oil.”

Consumer sovereignty, more than any other factor, has reduced world oil

prices to current levels.

Borrowed Time

The national debt recently topped
$2 trillion, and is climbing ever higher.

What does this mean for the aver-
age American? According to a recent
study by the Tax Foundation, for
every man, woman, and child in the
United States, the Federal debt will
reach $8,600 by the end of 1986, an
increase of nearly $900 in a single year.
This figure has quadrupled in little
more than ten years.

What is the cause of this burgeon-
ing debt? The study concludes:

‘“The debt grows because the Amer-
ican people are receiving government
benefits, but passing on the costs of
these goodies to future generations.
More importantly, the debt is growing
because interest charges on the debt
are growing and the principal is not
being repaid. In other words, more
and more of the debt is caused by
debt. And the process seems locked in
an inescapable spiral.”

Thirty Years Ago

In the April 1956 Freeman, Leon-
ard E. Read, founder and president of
The Foundation for Economic Edu-
cation, contributed his insightful es-
say, ‘‘On That Day Began Lies.”” He
started by quoting one of his favorite
authors, Leo Tolstoy:

““From the day when the first mem-
bers of councils placed exterior au-
thority higher than interior, that is to
say, recognized the decisions of men
united in councils as more important
and more sacred than reason and con-
science; on that day began the lies that
caused the loss of millions of human
beings and which continue their un-
happy work to the present day.”

These are powerful words, evoking
images of Star Chambers, pogroms,
and concentration camps. We Amer-
icans are inclined to feel safely re-
moved from such proceedings. But
coercion is often subtle, and when we
act in a group, it is sometimes difficult
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to see the full import of our actions.
Read brought the issue home with a
parable he was to use in hundreds of
FEE seminars:

Imagine this: Joe Doakes passed
away and floated up to the Pearly
Gates. He pounded on the Gates and
St. Peter appeared.

“Who are you, may I ask?’’

‘“My name is Joe Doakes, sir. 1
plead admittance.”’

St. Peter scanned his scroll and said,
‘““‘Yes, Joe, you are on my list. Sorry
I can’t let you in. You stole money
from others, including widows and
orphans.”

““‘Mr. St. Peter, I had the reputation
of being an honest man. What do you
mean, 1 stole from widows and
orphans?”’

““Joe, you were a member, a finan-
cial supporter, and once on the Board
of Directors of the Updale Do-Good
Association. It advocated a municipal
golf course in Updale which took
money from widows and orphans in
order to benefit you and a hundred
other golfers.”

“Mr. St. Peter, that was The Up-
dale Do-Good Association that took
that action, not your humble appli-
cant, Joe Doakes.”

St. Peter scanned his scroll again,
slowly raised his head, and said some-
what sadly, ‘‘Joe, The Updale Do-
Good Association is not on my list,
nor any foundation, nor any chamber
of commerce, nor any trade associa-
tion, nor any labor union, nor any
P.T.A., nor any church. All I have
listed here are persons, just persons.”

How to stop the collectivized lies
which threaten people everywhere?
Read concluded:

“It is simply a matter of personal
determination and a resolve to act and
speak in strict accordance with one’s
inner, personal dictate of what is
right—and for each of us to see to it
that no other man or set of men is
given permission to represent us
otherwise.” ]
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How to Stop Wars

When trade is
truly free, peace
is present.

by Dean Russell

Dr. Russell teaches economics and
is the author of Government and
Legal Plunder, published by FEE.

or thousands of years, nations have fought each other to get

“‘raw materials,”” which they then usually refused to share

with other nations. Thus the wars go on, from one generation

to the next—almost always to get goods and services that
would have been readily available at lower prices (in blood, as well as
money) if markets were free.

More than anything else, that’s what free trade is all about—peace.
For when trade is free (truly free, in all nations, among all people),
peace is necessarily present. It is the only possible arrangement to ac-
commodate that peaceful activity. But when trade is forbidden, a form
of war automatically exists to some degree—both within nations and
among nations.

Some unknown writer a hundred years or so ago expressed that
sentiment on free trade and peace in dramatic terminology: If goods
don’t cross borders, armies will. He was right.

If I could travel freely in Russia, and trade my goods and services
with like-minded Russians on terms negotiated by us as traders, it
would be impossible to induce me to spoil that desirable arrangement
by fighting them. It works both ways. What in the world would we
fight about if we could peacefully visit and trade with each other;
baseball versus ballet?

But as it is, I am literally scared of the Russians. I just don’t know
what they’re doing behind those walls that are designed to keep their
own people in and me out. Perhaps they’re plotting against me. Maybe
they even want to kill me. Since I don’t know for sure, perhaps we’d
better send more missiles to Europe. Be prepared, whatever the cost.
I just don’t trust people I can’t visit and trade with.

When you get right down to it, that’s the basis of fear, as well as"
wars that grow out of fear, i.e., it’s mostly lack of information. And
I’m quite sure it works both ways. The Russians are doubtless as scared
of me as I am of them. That ‘‘fear of the unknown’” will begin to
evaporate when individuals and groups from one country have full
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If goods don’t cross borders, armies will.

opportunity to travel and trade freely in other countries. That’s the
secret of peace; and in its absence, the best we can hope for is an
armed-to-the-teeth standoff.

While I’'m quite certain that the path to peace is the abolition of all
restrictions on trade and travel for peaceful persons in any nation, 1
don’t know how to persuade the Russians to agree. Their system of
common ownership of all means of production and distribution seems
to forbid much (if any) trade between individual Russians and indi-
viduals from other countries. For how can you trade with a person
who can’t own resources of any kind?

Even so, before we begin to fret unduly about the part to be played
by the Russians in this vital process toward world peace, a prior step
is needed. We’ve first got to agree among ourselves here at home that
a free market for all goods and services among peaceful people is
preferable to the controls we now have. I suspect that task will keep
us busy for a few years yet to come. |

No Restrictions

REE TRADE, as | would define it, can only exist when there are
Fno restrictions on either side. Therefore, it is absurd to think of

its existing in the world today with practically all countries op-
erating under some degree of socialism. But, I would argue that it is
to our own advantage to remove our restrictions, then trade as best
we can under the restrictions imposed by other nations. It would be
far from ideal, but their restrictions are basically their responsibility
and not ours. My entire argument is based on what I think would be
best for our own citizens, as producers and consumers, and I am not
too much concerned with policies of other nations, however foolish I
may think they are. Perhaps I should say I am concerned, but it is not
within my province to try to force their reform. . . .

I believe that the principle most commonly lost sight of in our dis-
cussions of trade is that consumption is the sole purpose of produc-
tion. We sometimes tend to think that the preservation of an industry
or a particular firm or a man’s job is the important thing to preserve.
This leads to all sorts of uneconomic measures which adversely affect
the consumer—the king.

W. M. CURTISS,
‘““‘Removing Our Trade Barriers”’

IDEAS
ON
LIBERTY
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A Bad Time for Giants

Big can be
beautiful, if we
let the market
and consumer
demands decide.

by John K. Williams

The Reverend Dr. John K.
Williams has been a teacher and is
a free-lance writer and lecturer
based in North Melbourne,
Australia.

amuel Goldwyn once remarked that he would like to make a

film “which begins with an earthquake and works up to a

climax.”’ In so speaking, the film mogul gave voice to the spirit

of an age which positively valued the big, the spectacular, and
the colossal, an age in which the slogan, ‘“The bigger, the better!’’
accurately expressed a widely held attitude.

Today, popular sentiment has undergone a change. The world, by
and large, looks with suspicious eyes at bigness. Large nations, large
cities, and large corporations are portrayed as sources of mischief.
General Motors can do nothing right. The college president planning
expansion is an ‘‘empire builder.”” A squatter holding out in an aban-
doned tenement building against developers is an heroic David taking
on a gargantuan Goliath. ‘‘Small,”” we are informed, ‘‘is beautiful,”
and the converse of that somewhat breathtaking generalization is that
“‘Big is ugly.”” It is a bad time for giants.

Critics of market capitalism in a classically liberal social order are
conspicuous among those who equate ‘‘bigness’’ and ‘‘badness.’’ Mar-
ket capitalism, it is claimed, has undergone a mutation. Once upon a
time it may have been true that the market curbed the activities of
businessmen and industrialists, but no more. Market capitalism has
given way to ‘‘late capitalism’’ or ‘‘monopoly capitalism.’’ Giant cor-
porations have rid themselves of the constraints imposed by Lilliputian
consumers, and today stride the world. They manipulate the masses
and treat governments as playthings. The big, the bad, and the
ugly rule.

It is easy, and legitimate, to dismiss socialists who so characterize
market capitalism. Whatever else market capitalism in a liberal society
may be or do, it maintains institutions relatively free from the orga-
nisms of the state, the most massive concentration of power in human
history. Socialists, in advocating an economic system coordinated by
political edicts as against market forces, are advocating rule by a giant
to end all giants: an all-present, all-powerful, and allegedly all-know-
ing giant. For such people to deplore the large institutions character-
izing modern capitalist nations is, surely, the height of inconsistency.
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Yet, not all people who assert that market capitalism has undergone
a metamorphosis advocate a socialist alternative. The claim that mar-
ket capitalism in a liberal society is inherently unstable merits thought-
ful examination, whether or not that claim is accompanied by the pre-
scription of an alternative socio-economic system.

he simplest version of the claim that market capitalism gen-

erates excessively large and unconscionably powerful cor-

porations is grounded nof in any economic or social theory,

but in ordinary perception. An Australian church paper re-
cently editorialized thus: ‘“‘Giant corporations move in a world ordi-
nary people do not understand. The balance sheets of these corpo-
rations casually refer to projects involving hundreds of millions of
dollars. Corporate structures are complex and impersonal. What can
these corporations know of the needs and frustrations of the average
person? How can such a person, dwarfed by massive conglomerates,
sensibly be described as free?’’

Clearly, these rhetorical questions can be taken seriously and an-
swered. Yet so to do in a sense misses the point. An attitude is being
expressed rather than an argument being developed. The attitude is
composed of suspicion, of resentment, and even of fear.

The words ‘‘big’’ and ‘‘small’’ are relational terms. A ‘‘big’’ dog

is simply a dog larger than most dogs; a ‘‘small’’ house is simply a -

house smaller than most houses. Hence, when someone asserts that a
corporation is ‘‘too big,”’ the question, ‘‘Big in relation to what?”’
must be asked. Simply, the claim that a corporation is ‘‘too big’’ in
the sense that the corporation is big in relation to a solitary individual,
is little more than an expression of the sort of disquiet some people
experience when observing the vastness of the Grand Canyon. The
claim, as noted, is understandable. Nonetheless, it is irrational.

BETTMANN ARCHIVE

How Big Is
“Too Big”?
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Perfect
Competition

n sharp contrast to this nonrational, almost phobic suspicion of

the large corporation, a highly abstract and intellectual frame-

work can function as a context for antagonism to such a cor-

poration. This framework, elaborated in most standard eco-
nomic textbooks, is the theoretical model described as the ‘‘perfectly
competitive’’ or ‘‘purely competitive’’ market.

The world depicted in this model is far removed from what ob-
servedly is the case in developed, capitalist nations. In this theoretical
world, no firm’s activities have any appreciable effect upon the mar-
ket, nor does any firm so satisfy consumers that entry into the market .
might prove difficult for people planning to produce and trade the
same good or service. My ten-year-old nephew, Patrick, who breeds
parakeets in a small aviary at the bottom of his parents’ garden and
sells these, is probably a producer of sorts whose activities satisfy these
criteria. The activities of General Motors or of 1.B.M. would not.

Again, the parakeets bred.and sold by my nephew are, despite his
protestations to the contrary, very much like any other parakeet, and
thus comply with a further criterion for perfect competition: the prod-
uct traded must be homogeneous, indistinguishable from that traded
by any firm manufacturing the same sort of good or providing the
same sort of service. As noted, even my nephew insists that his par-
akeets are, by virtue of the secret mixture of seed he feeds them and
the love he gives them, “‘better”’ than other parakeets sold in the mar-
ket. Certainly, most firms in the real world diligently strive to produce
goods differentiated from those of their fellow producers.

Most startlingly, participants in a perfectly competitive market are
quite unlike the fallible, fumbling, finite beings one encounters in the
real world; sellers and buyers alike possess, in the world of perfect
competition, perfect knowledge and unerring foresight. Confronted
by a vast array of possible choices, all of which are somehow known
to them, they infallibly and instantaneously select the optimum option.
No unwanted situations arising out of human ignorance or errors of
judgment exist.

This abstract, theoretical model has very limited applicability in the
real world. The absence of a plethora of tiny firms manufacturing or
providing an absolutely homogeneous product or service is in no sense
ominous. No static model depicting an ideal allocative .outcome of
market processes captures the essence of a capitalist economy. Joseph
Schumpeter puts it well: ‘‘Capitalism . . . is by nature a form or method
of economic change and not only never is but never can be stationary.”’
Indeed, Schumpeter is worth quoting at length. ‘‘In capitalist reality
as distinguished from its textbook picture, . . . [the] kind of compe-
tition which counts . . . [is] competition from the new commodity, the
new technology, the new source of supply, the new type of organi-
zation.”” This form of competition ‘‘acts not only when in being but
also when it is merely an ever-present threat. It disciplines before it
attacks.”

The abstract model of a perfectly competitive market depicts a sit-
uation in which all potential mutually beneficial transactions have been
realized. A state of equilibrium obtains. In the real world of changing
circumstances and human finitude, disequilibrium is the reality. The
absence of equilibrium generates in a market economy systematic en-
trepreneurial activity that tends to eliminate existing imbalances, mov-
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‘““Market capitalism can only be understood

in terms of ongoing market processes, not

any particular static allocative outcome of

these processes.’’

ing the situation closer to an hypothesized state of equilibrium defined
by the market data which obtained prior to the beginning of this en-
trepreneurial activity. Yet before this activity results in even an ap-
proximation to this hypothesized equilibrium state, the data of the
market will have changed. People’s tastes will have altered; available
resources will be marked by different relative scarcities; new tech-
nologies will have been born; new ideas will have emerged. A new
state of disequilibrium exists. Further entrepreneurial activity is thus
generated. On and on the process goes. Market capitalism can, in other
words, only be understood in terms of ongoing market processes, not
any particular static allocative outcome of these processes.

ad one asked a typical mainstream economist some two

decades ago to outline a desirable program of govern-

mental economic management, he or she probably would

have insisted upon fiscal and monetary policies to pro-
mote macroeconomic stability. Some sort of antitrust legislation, reg-
ulation, or nationalization of natural monopolies would be proffered.
Subsidization of various activities productive of positive externalities
(especially education and research), and taxation policies promoting
greater economic equality, would also be eagerly promoted.

More recently, however, mainstream economists have seriously
questioned the theories of so-called ‘‘market failure’” and of govern-
mental behaviors informing such a program. It is conceded that such
abstract and simplified models as the perfectly competitive market
assume away institutional details which may in fact fulfill an extremely
useful purpose. More significantly, it has become clear that while gov-
ernments eagerly embrace rationalizations for intervention in the mar-
ket—and that many economists are no less eager to elaborate such
rationalizations—governments have their own purposes. The dynam-
ics of political processes are such that the outcomes of intervention
may be quite other than those intended by economists. Similarly, bu-
reaucracies have built-in incentive structures which largely determine
the way they perform. Some disillusioning observations have led to a
heightened interest in comparative institutional analysis, in which de-
terministic theories of the performance of market, government, and
bureaucratic institutions are deduced from their underlying incentive
structures, on the assumption that decisionmakers are rational and
desirous of improving their own situations.

Insights provided by this sort of analysis confirm what Ludwig von
Mises long ago asserted, namely, that non-market decision-making
entities have serious deficiencies with respect to the weighing or reg-
istering of individual preferences, the taking of a long-term point of
view, operating at a low cost, and, generally, achieving an allocation
of resources closer to that suggested by an ideal of perfect coordination

A BAD
TIME
FOR
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than does an unfettered market. In short, many mainstream econo-
mists working within the framework of perfect competition now argue
that intervention is warranted only when they allegedly totally default,
not when they allegedly marginally default.

The notion of perfect competition does, in emphasizing ease of entry
into and exit from the market, serve as a reminder that any alliance
between government and any set of market participants, union or busi-
ness, is anathema, jeopardizing freedom of market entry. The maxi-
mum wage laws that cursed the political economy called mercantilism,
and the minimum wage laws cursing most Western nations today, are
cases of such an alliance. So are tariffs, quotas, price-maintenance
schemes, subsidies, laws dictating shopping hours, price controls, and
the plethora of regulations today fettering most Western economies.
That the market continues to operate when so bound and burdened
is testimony to its hardiness. How long it can continue to operate when
its nervous system—changing relative money prices—is subject to ever-
increasing distortion, is not, however, clear.

One thing, however, is clear. Antagonism to large corporations based
upon the disparity between the actual operation of market economies
and the defining characteristics of perfectly competitive or perfectly
contestable markets is misguided and misplaced.

uring the late 1950s, Ludwig von Mises delivered a series
of lectures on economic topics to Argentinean audiences,
subsequently published as Economic Policy. He did what
only a master of any academic discipline can do: simplify
complex issues without distortion. He commenced his first lecture thus:

Descriptive terms which people use are often quite misleading.
In talking about modern captains of industry and leaders of big
business, for instance, they call a man a ‘‘chocolate king’’ or a
‘“‘cotton king’’ or an ‘‘automobile king.”’ {Yet] . . . a chocolate
king does not rule at all; he serves. He does not reign over con-
quered territory, independent of the market, independent of his
customers. The chocolate king—or the steel king or the auto-
mobile king or any other king of modern industry—depends on
the industry he operates and the customers he serves. This ‘‘king”’
must stay in the good graces of his subjects, the customers; he
loses his ‘‘kingdom’’ as soon as he is no longer in a position to
give his customers better service and provide it at lower cost than
others with whom he must compete.

The vision is clear. Consumers, by their decisions to buy or abstain
from buying, determine what is produced and in what quantities. Ul-
timately they determine the prices at which goods are sold, the choice
of means whereby goods are produced, and the remuneration received
by all participants in the productive process.

Such, say many contemporary critics of market capitalism, was once
the ideal and perhaps once was the reality. But no more. Large cor-
porations have dethroned the consumer. These critics range from so-
cialist politician Michael Harrington to Marxist-Leninist economist
Paul Sweezy. But perhaps John Kenneth Galbraith best reflects the
general attitude.

Writes Galbraith: ‘‘So far from being the controlling power in the
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economy, markets [are] more and more accommodated to the needs
and convenience of business corporations.”’ Corporations are con-
trolled not by consumers, but by the faceless, anonymous ‘‘experts’’
constituting what Galbraith calls the technostructure, people possess-
ing the information and expertise necessary to design a product, to
acquire capital, to modify people’s taste, and so on. Informed by this
technostructure, corporations exercise an unchallenged sovereignty.
The giant has flexed his muscles, freed himself of all constraints, and
thus today exercises unfettered power both nationally and
internationally.

Galbraith’s views, eloquently expressed, brilliantly advertised, and
attractively packaged, have successfully been sold to many members
of the general public, and to countless ‘‘fringe’’ academics and influ-
ential journalists. Most economists have manifested considerable sales
resistance. Professor Harold Demsetz asserts, ‘“The only conclusion
permitted by [my] investigation is that Galbraith’s notions are re-
markably consistent in their inability to find confirmation . . . . Co-
lumbus had a great deal more corroboration for his belief that he
found the Indies than Galbraith has for his discovery of the new in-
dustrial state.”’” George J. Stigler and James Kindahl, in a major study
commissioned by the National Bureau of Economic Research, con-
clude, after exhaustive investigation, that the claim that ‘‘prices of
concentrated industries do not respond to reductions in demand’’ runs
counter to all the evidence.

In sum, the economic attack on large corporations collapses. The
desperate attempts to demonstrate that large corporations need no
longer seek to serve consumers have failed and failed dismally. Indeed,
as simple an exercise as the persual of the Fortune top 500 companies
over a period of time suffices to raise a question mark against their
simplistic, but widely accepted, assertions. Of the original 500, only
285 remained two decades later; 159 had merged, 50 had either gone
bankrupt or shrunk, and 6 could not be classified, the data necessary
for classification being unavailable. So much for the unchallengeable
sovereignty of the modern corporation!

ut what, it may be asked, about these malicious, monstrous
corporations which feast at tables groaning under the bounty
secured by global plunder: transnational corporations? Are
they not, in the words of Richard Barnett and Ronald Miller,
“‘disturbers of the peace on a global scale’’? Did not the Sixth As-
sembly of the World Council of Churches, held during 1983 in Van-
couver, declare its avowed opposition to transnational corporations,
insisting that the world’s ‘‘market system as a whole . . . [is] incom-
patible with our vision of a just, participatory and sustainable society’’
and rapturously applaud Jan Pronk, Deputy General Secretary of the
United Nations Conference on Trade and Development, when he in-
formed a plenary session of the Assembly that the New International
Economic Order would bring to all people the advantages of ‘‘inter-
national democratic socialism’’—albeit not explaining how that cabal
of tyrannies could establish a democratic order of any kind whatso-
ever? Does not everybody know that transnational corporations today
constitute ‘‘the spearhead of U.S. imperialism’’?
Oddly, not everyone does know that. The Marxist-Leninist dictator
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of Zimbabwe, Robert Mugabe, apparently does not know how terrible
transnational corporations are, for when visiting New York in August,
1980, he pleaded with the heads of transnational corporations to invest
in Zimbabwe, stating, ‘‘Union Carbide has done much good for Zim-
babwe. Why can’t other companies as well?”’ John Kenneth Galbraith
does not know how evil such corporations are: in an article published
in 1978 in the Harvard Business Review he ridiculed the obloquy typ-
ifying most discussions about transnational corporations. (Such sup-
port, admittedly, is ominous: If Galbraith approves of transnational
corporations there must, surely, be something suspect about them. The
careful reader of Galbraith’s article will observe, however, that Gal-
braith perceives in transnational corporations organizations large
enough and powerful enough totally to bypass consumers and deal
the coup de grace to whatever remains of consumer sovereignty. Since
Galbraith deplores the tastes of the masses and dreams of a day when
intellectuals sharing his values control socio-economic systems, the
complete elimination of any vestiges of consumer sovereignty is to be
desired. Galbraith fails dismally to demonstrate that transnational cor-
porations can so defy the rule of consumers. He does demolish most
of the fashionable objections to such corporations.)

Interestingly, some economists commissioned by the International
Labor Office in 1975 to prepare a series of studies on transnational
corporations, documented some embarrassing truths. They noted that
such corporations had created two million jobs in developing nations,
usually had replaced expatriate managers with host-country nationals
as soon as was feasible, and scrupulously had respected the host coun-
try’s social values and labor relations practices.

Indeed, transfers of wealth effected by transnational corporations
have demonstrably been of more assistance to the people of developing
nations than have most government to government transfers. Such
private transfers are considerable. There is the transfer of capital in-
volved in building factories and plants. There is a transfer of human
capital, host country nationals acquiring new and valuable skills.
Wages paid to employees can, given sensible taxation policies, lead to
saving, capital accumulation, and the creation of local industries. Typ-
ically, when transnational corporations invest in a developing nation,
schools and hospitals are erected and considerable funds are invested
in infrastructure, such as roads and sewerage.

trangely, some of the most telling arguments in favor of trans-

national corporations are unwittingly provided by their op-

ponents. Richard Barnett notes that the power of such cor-

porations is a function of their capacity to internationalize
planning, financing, production, and marketing. Has he not heard of
comparative advantage? Is it not desirable that the different strengths
of different nations should be linked? Is not a world of interdependent
nations a safer world, as well as a wealthier world, than a world of
unrelated nations desperately struggling to achieve self-sufficiency?
Again, the Brandt Commission laments the ‘‘ability of [transnationals]
to manipulate financial flows by use of artificial transfer prices’’ and
notes that such corporations ‘‘have been able to race ahead in global
operations and out of reach of effective controls by nation-states or
international organizations.”’
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Informing this condemnation of transnational corporations is a fic-
tion: that the interests of rulers and the interests of the ruled invariably
coincide. This is, admittedly, a useful fiction from the point of view
of the rulers, but it is a fiction nonetheless. Governments busily in-
flating the money-supply of a nation are doubtlessly assisted in their
task by stringent exchange controls. The economy of the nation—and
hence the vast majority of the nation’s people—does not benefit. Pro-
tectionism and the savage customs duties protectionism demand feed
economic inefficiency and high prices. Do these realities benefit the
people? Bluntly, at long last governments, largely thanks to trans-
national corporations, are being forced to compete. Such is cause for
hope, not dismay.

Yet such hope is conditional. When governments and corporations
form an unholy alliance and substitute an invisible handshake for the
invisible hand of the market, mischief is afoot. Many corporations
today bask in special privileges and actively enjoy an alliance with
government. When such alliances exist, either in a developed or a de-
veloping nation, an obscenity has been spawned.

To suggest that an admittedly deplorable overlap between corpo-
rations and governments calls for the total subordination of a nation’s
economy to the state, is an obvious non sequitur. It also proposes as
a remedy a more deadly variant of the disease from which Western
nations today suffer. That remedy—and its name is socialism—has,
after all, been tried. It has reduced once wealthy nations to destitution.
It has transformed liberty into slavery. It has destroyed the only means
a people possesses for so allocating scarce resources that food suffi-
cient for all to eat is produced and the specter of poverty is exorcised.

‘ ‘ mall is beautiful.”” Sometimes it is. Sometimes, how-
ever, it is disastrous. Warm-blooded animals in a cold
environment must be above a certain size or they
will perish. That is why there are polar bears, but no

polar mice.

The same can be said about organizations and the economic envi-
ronment. The free market, and that presupposes a limited but strong
government respecting the autonomy of each citizen and protecting
the God-given liberties of all, alone can determine what size is the
““right size’’ for any business or industry. So long as growth enables
a corporation better to serve its customers, such growth is desirable
and such growth will continue. When growth lessens a corporation’s
capacity to serve the people, a red light is flashing. That corporation
must cut back, or its days are numbered. Sadly, but understandably,
the temptation is for the corporation to plead with government to save
it from the unpleasant alternative of painful change or destruction.

Consistent advocates of the free market in a free and open society
must say ““No!’’ to such pleas. Neither we nor anyone else can say in
advance what size is the ‘‘right size’’ for a particular business enter-
prise. Yet we can say, and say with confidence, that the free working
of the market will enable that ‘‘right size’’ to be discovered. Hence,
when corporations and the State start coyly flirting, we do well to
appoint ourselves to the ‘‘spoilsport’’ role of chaperones. A love affair
almost guaranteed to produce mutant giants or dwarfs must, in all
charity, be nipped in the bud! ad
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Disasters Unlimited

When disaster
subsidy zones
are created,
disasters
proliferate and
tragedies
continue.

by John W. Sommer

Dr. Sommer is President of the
Political Economy Research
Institute in Dallas, Texas and is an
Adjunct Scholar of the Cato
Institute in Washington, D.C.

Imost one thousand years ago in England a subtle lesson

in the limits of public authority was offered by King Can-

ute who, when implored by fawning courtiers to demon-

strate his regal powers by commanding the ocean waves to
halt their assault of the shores, waded into the surf, held up his hand
in mock gesture, and permitted all to observe his royal drenching.
Canute could not avoid the force of Nature. Today, government in-
trusion into these areas produces a severe loss of individual respon-
sibility and leads to the prospect of an all-powerful government at-
tentive to special interests.

Public actions to forestall physical events or to provide relief an-
tedate Canute of course, stretching back to Sumerian days. Fires,
floods, droughts, earthquakes, hurricanes, tidal waves, tornados and
volcanic eruptions lead a list of natural disasters which has been ex-
tended in modern times to include technological hazards such as toxic
wastes, nuclear reactors and other remotely plausible threats. In fact,
the list is infinitely expandable, perhaps one day to include denture
stains and psychological damage from viewing old reruns of ‘“The
Honeymooners.”” Anything is possible when individuals become con-
vinced that the shield of the State can, and rightfully should be de-
ployed to protect their life and property at all times, in all places of
their choosing, and under any circumstance.

This belief in the function of the State as the proper intervenor in
all events of calamitous consequence is promoted by a triangle of spe-
cial interests: 1) Citizens who are at risk or have just experienced a
disaster try to reclaim some of their taxes in the form of payment for
actual losses, or in the form of localized public investment such as
dams or sea walls, to forestall future losses. 2) Politicians ‘‘recognize
the wisdom of the people’’ and even exert leadership by ‘‘helping”’
constituents to recognize previously unforeseen threats. Congressional
representatives thrive when they deliver public works thought to be
hazard mitigating (and known to be vote generating). 3) Bureaucrats
seek to expand the scope of their preparedness and the size of their
budgets. Each party responds to the logic of incentives. This beneficial
triangle is a benign system when viewed from the vantage of intent,
but it has a tumorous quality in terms of consequences.
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The systematic consequences of the humane urge to protect or assist
people, and to be protected and assisted, requires vigorous national
attention to illuminate the reasons why voluntary disaster assistance
is superior to public liability of current and future Americans who are
placed in debt for the protection of their countrymen. Such attention
may, at the least, help to stem the tide of disaster creation. The logic
of the argument may help to return us to a society wherein market
calculations replace the beneficial triangles and where voluntary relief
organizations may flourish.

n 1803 Congress gave the first disaster relief in the form of an
extension of time for discharging customhouse bonds of suffer-
ers from fire in Portsmouth, New Hampshire. It did the same
for Norfolk, Virginia the next year. Over the intervening years
Congress has increased the number and size of awards as well as in-
creasing the kinds of disastrous events which qualify. From the first
award in 1803 to 1953 one hundred and fifty disasters were declared—
or one per year on average.' In 1953 Congress granted the President
authority to declare disasters. Since then the Presidency has expanded
its powers to intervene in both past and potential disasters to the degree
that “‘acts of God’’ are recognized only after a declaration of disaster
by the Chief Executive!
Of course, the number of disaster declarations, and the amount of
the awards have risen dramatically since 1953, as may be seen in the
table below:

Federal Disaster Declarations 1803-1982"

Period Average Number of Average Dollar Largest Award in
Awards Per Year Amount of Award Period and Year
1803-1952 1 Not caiculable $ 15,000,000 (1943)
1953-1962 14 $1,630,000 $100,400,000 (1954)
1963-1972 28 $5,100,000 $351,500,000 (1972)
1973-1982 40 $6,400,000 $190,000,000 (1979)

Presidential perspicacity has ‘“‘permitted’’ more disasters to be offi-
cially recognized and, in current dollars, the average awards have
jumped from a little more than one-and-one-half million per disaster
during the decade 1953-1962 to about six-and-one-half million per dis-
aster from 1973-1982.

Disaster relief is extended to individual states upon application by
the state. The largest awards during each period were for hurricane
related damage: Maine in 1954, Pennsylvania in 1972, and Alabama
in 1979. Of the many disasters declared, the most expensive have re-
sulted from hurricanes which have wrought havoc on the Atlantic and
Gulf coasts. When the Federal awards to each state are summed after
a traumatic event the outlay is staggering. Hurricane Agnes, for ex-
ample, evoked nearly half a billion dolars in Federal relief in five
states in 1972, the greatest part of which, as is the case with most
hurricanes, was damage caused by flooding. In fiscal 1985, the federal
government spent about one third of a billion dollars for direct disaster
relief and insurance—and there are many additional indirect outlays,

Disaster
Subsidy Zones
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not to mention those of state and local government. Federal flood
insurance, for instance, is subsidized to the extent that it costs those
who qualify, by virtue of owning property in an official hazard zone
and enlisting in the program, only about one-third of what private
insurance premiums would be.

What we witness then is a cycle of destruction by traumatic natural
events followed by a period of reconstruction underwritten by the pub-
lic treasury. At the time of tragedy it appears inhumane to us as in-
dividuals to cavil over assistance to those stricken, and most Ameri-
cans would choose to provide assistance to the injured and homeless.
But we should expect the prudent use of that assistance, not rebuilding
on the same hazard-prone sites under the protection of continued ar-
tificially low-risk premiums. That is exactly what happens with the use
of public funds. Disaster subsidy zones are thereby created. The ob-
vious result is that real estate investors build where otherwise they
would not because the risk inherent in their locational choice is spread
to all the taxpayers. This is as true of lowland riverine areas as it is
of barrier islands and adjacent coastal areas. Is it a proper function
of government to subsidize these individual choices?

t is in this sense of induced or subsidized settlement in these

disaster-prone zones that the Federal government uses our tax

monies to place individuals at risk. This seems to be unethical,

as well as inefficient in an economic sense. By using the general
treasury to guarantee reduced financial loss due to natural disasters,
government makes known hazardous locations more inviting. Fur-
thermore, it points to the inequity inherent in subsidizing the risks of
some individuals while not recognizing those of others. Disaster sub-
sidies are often a redistribution of income from the less wealthy to
those who can afford coastal resort condominiums and homes with
hillside vistas.

The vulnerability of these disaster subsidy zones is well documented.
In 1900 Galveston was struck by a hurricane that killed 5,000 people.
In 1983, Hurricane Alicia caused nearly $700 million damage to Gal-
veston and nearby areas. Today, with extensive Federal relief, the dev-
astated areas have been rebuilt and condominium developers are ad-
vertising views of the Gulf unblocked by sea walls! This history is
repeated along our coasts.

Tornadoes, earthquakes and volcanic eruptions are also dramatic
and costly, but they occur with less regularity to the same site. Despite
the drama of these occurrences, after flood damage the next most
costly natural event is shifting or expanding soil.? Boring! No tele-
vision covering of this natural disaster! Soil movement cracks foun-
dations and walls without raising any passion or pity, yet those who
live in these soil-moving areas and suffer losses might wonder why
they should subsidize ocean-view condominium owners while their own
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Why the President Said No

I return without my approval House bill No. 10203, entitled ‘'An act
to enable the Commissioner of Agriculture to make a special distri-
bution of seeds in the drought-stricken counties of Texas, and mak-
ing an appropriation [of $10,000] therefor.”

It is represented that a long-continued and extensive drought has
existed in certain portions of the State of Texas, resulting in a failure
of crops and consequent distress and destitution.

Though there has been some difference in statements concerning
the extent of the people’s needs in the localities thus affected, there
seems to be no doubt that there has existed a condition calling for
relief, and | am willing to believe that, notwithstanding the aid already
furnished, a donation of seed grain to the farmers located in this re-
gion, to enable them to put in new crops, would serve to avert a con-
tinuance or return of an unfortunate blight.

And yet | feel obliged to withhold my approval of the plan, as pro-
posed by this bill, to indulge a benevolent and charitable sentiment
through the appropriation of public funds for that purpose.

I can find no warrant for such an appropriation in the Constitution,
and | do not believe that the power and duty of the General Govern-
ment ought to be extended to the relief of individual suffering which
is in no manner properly related to the public service or benefit. A
prevalent tendency to disregard the limited mission of this power and
duty should, | think, be steadily resisted, to the end that the lesson
should be constantly enforced that though the people support the
Government the Government should not support the people.
[Emphasis added.]

The friendliness and charity of our countrymen can always be re-
lied upon to relieve their fellow-citizens in misfortune. This has been
repeatedly and quite lately demonstrated. Federal aid in such cases
encourages the expectation of paternal care on the part of the Gov-
ernment and weakens the sturdiness of our national character, while
it prevents the indulgence among our people of that kindly sentiment
and conduct which strengthens the bonds of acommon brotherhood.

— Grover Cleveland,
February 16, 1887

““disaster’’ goes unrecognized. Why should their locational choice be
regarded as qualitatively less worthy of protection than the choices of
others?

It is only a small step to recognize that any instance of change that
is inconvenient is a risk and has potential to damage, therefore to be
regarded a ‘‘disaster.”” Once providing disaster subsidies is accepted
as a proper function of government, it is intellectually unassailable to
expand the list of disasters to include such non-physical misfortunes
as ‘“‘damages’’ to border firms affected by devaluation of the Mexican
peso, or to states impacted by Cuban refugee settlement. It is also
attractive to the citizens, politicians, and disaster-bureaucrats who

DISASTERS
UNLIMITED
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form the beneficial triangles identified earlier. Under a governmental
system of public support, ‘‘disasters’’ are unlimited.

Government cannot shield each of us from any unforeseen event no
matter how much personal freedom of action and decision is relin-
quished to the State. Yet there are those who argue that disaster pre-
paredness is a public good. On what basis then should individuals turn
over to the State the authority to decide whose exposure to change
shall be mitigated and whose shall not? There are sufficient off-setting
public bads resulting from this process, as indicated throughout this
article, to demand curtailment of these incentives before more bene-
ficial triangles come into being.

isk and change are part of the human condition; everyone

seeks to reduce the former and to direct the latter. How this

is achieved is an issue of moral philosophy as well as po-

litical economy. Clearly, maximum individual choice in lo-
cation decisions, subject to complete responsibility for one’s actions,
is superior in terms of ethicality and efficiency to our present system
of hazard subsidy. The market in private insurance informs one of the
likely consequence of choice of place and deals efficiently with risk
without its subsidy. Equally clear, in the presence of resources held in
common and territorial-based political representation, market signals
are garbled. We know that we live in a contentious political economy,
not a flexible market economy, and there are many in this country
who profit by beneficial triangles which seek to mitigate the effects
of change by distributing the associated costs to the public at large.
Special interest abuses are expected when government is expansive, so
it is no surprise that disaster subsidies have increased in the second
half of the twentieth century.

We must forestall the development of new disaster subsidy zones
and design backout strategies from those that exist. Gradually, we can
move the system toward less costly and less threatening levels by adopt-
ing “‘sunset laws’’ which announce firm termination dates for the re-
moval of disaster subsidies. These may be subject to a steadily reducing
schedule of possible payments or a variety of other stipulations, but
the central feature is the certainty of the removal of public support.
We can also declare that no geographical location shall be eligible for
Federal disaster relief for the same kind of disaster more than once.
The field is open for creative backout strategies.

In the final analysis it is the responsibility of individuals to exercise
judgment in action. Acceptance of this proposition will lead to private
institutions to forestall disastrous events, or to mitigate their effects.
Clearly, there is much latitude for individuals to engage in collective
action to help their fellows when they are stricken. Private organi-
zations do exist, and because their appeal is to conscience, not to Con-
gress, one can expect a wiser deployment of resources. At least, in a
private arrangement we can expect to avoid a systematic increase in
disasters. (]

1. United States of America. Congressional Rec- . DMIS Report 2.4. *‘Disasters Declared Under
ord. Volume 96, Part 9, August 7, 1950, Wash- Public Law 93-288, April 1, 1974 to July 19,
ington, DC. U.S. Government Printing Office, 1985.”

1950, pp. 11900-11902; Ibid. 4/30/73, pp. 2. D. Earl Jones, Jr., and Wesley G. Holiz, .
H3166-H3170; ibid. 9/5/73, pp. S15951-S15952; ‘‘Expansive Soils—The Hidden Disaster,”” Civil
and Federal Emergency Management Agency. Engineering (August, 1973), p. 49.
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Summer

Seminars

3 Week-long sessions at FEE

First: June 15-21, 1986
Second: July 13-19, 1986
Third: August 3-9, 1986

For the 24th consecutive summer, FEE will
conduct its noted seminars in the freedom
philosophy and the economics of a free so-
ciety. Here, in the company of like-minded
individuals, with experienced discussion
leaders, and in a setting ideal for the calm
exchange of ideas, is an opportunity for those
who believe that the proper approach to eco-
nomic problems is through the study of in-
dividual human action. These seminars con-
tinue to attract individuals from all walks of
life who seek a better understanding of the
principles of a free society and are interested
in exploring ways of presenting the case
more convincingly.

Each seminar will consist of 40 hours of
classroom lectures and discussions in eco-
nomics and government. In addition to the
regular FEE staff, there will be a number of
distinguished visiting lecturers.

The FEE charge for a seminar—tuition,
supplies, room and board—is $400. Fellow-
ships (including partial travel grants) will be
made available. High school and college
teachers or administrators are given special
consideration.

Individuals, companies, and foundations
interested in furthering this educational en-
terprise are invited to attend or otherwise in-
vestigate the program and to assist with the
financing of the fellowship grants.

13 3 ~e

The formal announcement, giving details
of the seminars as well as information about
fellowships, will be sent immediately on
request.

THE FOUNDATION

FOR ECONOMIC EDUCATION
Irvington-on-Hudson

New York 10533

Attention: Summer Seminars
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The Right To Stagnate

When force is
used to
maintain the
status quo,
basic rights are
violated.

by Frank W. Bubb

Frank W. Bubb is an attorney
residing in Swarthmore,
Pennsylvania.

very society operates explicitly or implicitly on some theory
of rights, that is, a generally shared view of who can do what
to whom under what circumstances.

Most of us still pay lip service to the traditional American
theory that each person has the right to “‘life, liberty and the pursuit
of happiness’’ and to the free-market economics implied by that the-
ory—with some important qualifications. Now, however, the quali-
fications have become so pervasive in practice that we have backed
into an entirely different theory of rights.

The new theory could be described as follows: ‘‘The members of
each major group in our society have the right to be maintained at
the standard of living they have come to expect. If economic change
threatens this standard, it is the duty of government to help the af-
fected group.”

For example:

* Thousands of American farmers have been facing financial
ruin as their debt escalates while commodity prices remain low.
Predictably, they appealed to the government for emergency low-
interest loans. What is their justification? That they, the busi-
nessmen who borrowed to bid up prices of farmland in the boom
years of the late 1970s, have the right to be made whole at the
expense of the taxpayers, so they can live as if the boom had
continued.

¢ American steelmakers have repeatedly brought proceedings
before the U.S. International Trade Commission to prevent
Americans from buying more than a certain percentage of their
steel from abroad. How is the import percentage arrived at? To
give U.S. steelmakers enough sales to remain profitable, so they
can continue to operate as if they were the first choice of cus-
tomers who would now rather buy elsewhere.

¢ In the annual battle over budget cuts, many politicians re-
fuse to eliminate programs, instead favoring an across the board
freeze so the pain is ‘‘shared equally.”” Why? Because every in-
terest group that once mustered enough political power to obtain
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a subsidy is deemed entitled to that subsidy forevermore, re-
gardless of its current merit.

¢ And what about those cost of living allowances on Social
Security and government pensions? The purpose of a cost of
living allowance is to make recipients whole after inflation. But
inflation is a hidden tax, a way for the government to take ad-
ditional resources out of the private economy. If some are al-
lowed to live under the illusion that inflation is not a burden,
then the burden on others is increased.

e My favorite example of our new theory of rights is tobacco
farmers. Here is a group of people whose particular product is,
in effect, a poison. Yet at the same time the federal government
spends billions to counter tobacco’s harm, it continues to sub-
sidize tobacco farmers, apparently on the theory that it is ‘‘not
their fault’’ that their product has been found dangerous.

We have traded ‘‘the right to life, liberty and the pursuit of hap-
piness’’ for ‘‘the right to stagnate.”

In these cases and countless others, politically cohesive groups use
the power of government—the power to tax, the power to stop imports
at the border, and so on—to shift the burden of coping with economic
change to the unorganized mass of taxpayers and consumers.

The right to stagnate is nice, for those who have it. Unfortunately,
it is not available to everyone. Since ‘‘change is the only constant,”
people must constantly adapt to it, whether they live alone or in groups.

A person who proclaimed his right to stagnate while living alone on
a desert island would find his error quickly corrected by reality. In
society, some people can live under the illusion that change can be
stopped as long as they can find victims to bear its less desirable
consequences.

The right to stagnate must be rationed, and the ration card is po-
litical power. Those groups which can organize most easily and whose
members have the most to gain from government favors can always
outmaneuver larger, less organized groups whose members have rel-
atively little to gain or lose on any particular issue.

In The Rise and Decline of Nations, economist Mancur Olson details
the correlation between economic stagnation and the power of special
interest groups. Those societies which enjoyed long periods of stabil-
ity—India and China through the ages, and in the last half-century
Great Britain—have been choked by the accretion of interest group
power. But those societies whose interest groups have been destroyed
by war or revolution, such as Japan, Korea, and West Germany, or
whose interest groups have been unable to keep pace with a rapid
expansion of political borders, such as 19th-century America or the
European Common Market in the 1950s, have had extraordinary eco-
nomic growth.

Olson’s analysis is basically pessimistic. Do we need war or revo-
lution to unfasten the hold of special interest groups on the throat of
our body politic?

Maybe, just maybe, a moral revolution might be enough. If enough
people could recognize the right to stagnate for what it is, and start
treating its proponents with the scorn they reserve for common thieves,
we might yet realize the American Dream. O
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Cyclical Unemployment

In the final
analysis,
government is
solely
responsible for
the business
cycle and the
unemployment
that results.

by Hans F. Sennholz

Dr. Sennholz heads the
Department of Economics at
Grove City College in
Pennsylvania. He is a noted writer
and lecturer on economic,
political, and monetary affairs.
His most recent book is Money
and Freedom.

mployment is an essential source of happiness and enjoy-

ment. No man, properly occupied, can be miserable for long.

To enjoy life, man must employ life, which ought to be his

aim and aspiration. To be unemployed is to waste life and
invite evil. And yet, millions of people who would like to be employed
in the market for goods and services, are sporadically unemployed.
They are the primary victims of business cycles.

Economic instability has been the lot of man since the beginning of
time. Whether he made his living by hunting or fishing, by cultivating
the land, or engaging in industry, commerce or finance, man always
faced the vicissitudes of economic life. There were good times and bad
times, but these changes were caused by such extraneous influences
as crop failures, epidemics, civil strife, or war. Business cycles are
modern phenomena—products of the modern economic order with its
political conditions and institutions. The first business cycles in the
modern sense were recorded in England during the second half of the
eighteenth century. The first American depression is known to have
taken place in 1819. In many parts of Europe, cycles did not appear
until the middle of the nineteenth century, in Russia and Japan not
until the end of the century. .

Business cycles are visible changes that take place in business con-
ditions over periods of time. Boom conditions are followed by spec-
tacular crises and painful readjustments commonly called depressions.
During the course of a cycle the factors of production are subjected
to radical changes in demand; they may work overtime during the
boom phase and be idle during the crisis. They may enjoy rising prices

and incomes during the boom, and suffer staggering losses in the
depression. Labor may reap rising wages and benefits during the boom
and face unemployment during the depression.

Observers of the economic enigma readily offer their exp]anations.
One group attributes the cycle chiefly to other than economic occur-
rences such as political incidents, to conflicts and wars, or to changes
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in the growth rate of population or international and intranational
migration. Economists are quick to discard such ‘‘outside factors”’
because they are not inherent to the economic process.

Some economists attribute business cycles to accidental combina-
tions of unfavorable economic circumstances. They are convinced that
each depression has its own particular origins such as inadequacy in
the stock of money, hoarding and scarcity of credit, over-investment
in industry, new technology or real estate. ‘‘Practically every economic
fluctuation,’”” Joseph A. Schumpeter explained, “‘must be a historic
individual and cannot be made amenable to explanation but by minute
historical analysis of the innumerable factors actually at work in each
case.””!

Most students of the business cycle question the accidental-com-
binations theory. They are convinced that a single cause affects the
economic system and generates the cyclical fluctuations. But they dif-
fer widely on the nature of the cause. The different explanations of-
fered by distinct schools of thought may be classified according to the
causative factors they emphasize:

I. The complexities of division of labor
II. The capitalistic system
III. Government intervention

any economists point at an ‘‘anarchy of production”

resulting from the division of the production process as

the cause of crises and the unemployment they engender.

It is difficult, they assert, for businessmen with limited
knowledge of the demand for their products to maintain equilibrium.
Entrepreneurs and capitalists face great uncertainties that spring from
the roundaboutness of time-consuming processes of production.
Moreover, economic goods are produced to be exchanged, which in-
vites errors of judgment that tend to develop cumulatively either
toward optimism or pessimism.

A.C. Pigou, reflecting on the economic stagnation of the early 1920s,
explained that two businessmen make ‘‘at the same time now an ex-
aggerated, now an inadequate estimate of the other’s prospective real
demand for his stuff. No study of trade cycles can be adequate in
which this point is misunderstood.’’? Professor Taussig, the foremost
American economist of his time, pointed at different stages in the
production process that invite errors in entrepreneurial judgment lead-
ing to overproduction. ‘‘There is overproduction, stoppage, and shut-
down, reaction in turn on the making of plant and materials, cessation
in the industries which will produce these, and general depression. The
recurrence of commercial crises in this way is to be ascribed in the
main to overproduction.’”?

More than 200 years ago Adam Smith viewed man’s division of
labor as the most beneficial factor of economic improvement. In the
very first sentence of The Wealth of Nations Smith rejoiced about the
division of labor. ‘‘The greatest improvement in the productive powers
of labour, and the greater part of the skill, dexterity, and judgment
with which it is anywhere directed, or applied, seem to have been the
effects of the division of labour.” In contrast to Smith, many modern
writers are alarmed about the complexities and difficulties of finance

The
Complexities of
Division of
Labor
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and management that spring from the division of labor. At a loss for
an explanation of depression and unemployment, they point at the
separation of work into many different component operations through
specialization. But no one concludes that man should return to less
specialization, which would mean lower labor productivity and lower
wage rates.

If improvements in the division of labor actually caused depression
and unemployment, the business cycle in the most productive coun-
tries, with the most advanced division of labor, would have to be most
severe and painful. Feverish booms would be followed by deep depres-
sions. Americans would be affected more severely than Mexicans and
Bolivians. In reality, depressions and unemployment are worse by far
in Mexico and Bolivia than in the U.S. This is because the follies of
government intervention are generally greater in Mexico and Bolivia
than in the U.S.

If improvements in the division of labor actually caused depressions,
business cycles should have grown worse in recent decades that wit-
nessed world-wide improvements in the division of labor. In reality,
recent recessions were demonstrably milder than the Great Depression
of the 1930s. Moreover, every improvement in technology, every new
instrument of production, which are the fruits of the division of labor,
should usher in a new depression and mass unemployment. Every im-
provement in American computer technology, for example, should
breed another cycle. It is obvious that economic reality differs from
such conjectures.

To point at ‘‘overproduction’’ as a cause of business cycles is to
ignore the unlimited needs and wants of most individuals. While mil-
lions of people are starving and thousands are perishing from hunger
and want, it is insensible to speak of overproduction. Of course, it is
understandable that the socialistic world that is chronically lingering
in poverty and despair likes to point at capitalistic countries and charge
them with ‘‘overproduction.’

any writers in search of an explanation of the business

cycle limit their indictment to the capitalistic system that

permits private ownership of the means of production.

One group finds fault with capitalistic modes of income
distribution; another group centers its attention on the capitalistic pro-
cess of production.

The capitalistic mode of distribution allocates to every participant
the market value of his contribution to production: the businessman
his profit, the investor his interest, the manager his salary, and the
worker his wage. Some earn high incomes because they make great
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contributions to the economic well-being of their fellowmen; others
earn little because they contribute little. The critics generally prefer a
more equal distribution of income and wealth which, in their belief,
would assure economic stability and full employment.

Lord Lauderdale (1759-1839) first pointed to consumption as the
decisive factor for the quantity of labor that can be employed. ‘Forced
parsimony’’ reduces the funds allotted to consumption and employ-
ment of labor.* Similarly, Thomas Robert Malthus (1766-1834) warned
against the over-accumulation of capital. A more equal distribution
of wealth would alleviate economic stagnation and decline. He favored
public works as a means of employment and relief for the working
classes: ‘. . . to assist the working classes in a period like the present,
it is desirable to employ them in unproductive labors, or at least in
labor, the results of which do not come for sale into the market, such
as roads and public works.”’*

The business cycle theory of Lauderdale and Malthus, faulting the
manner in which income is distributed, evoked answers by Jean Bap-
tiste Say, David Ricardo and John Stuart Mill. They developed the
so-called law of markets, which in essence denies that business cycles
spring from ‘‘over-accumulation’’ and the manner in which income
is distributed. By the end of the nineteenth century they reigned su-
preme in the economic world, which caused the critics to shift from
the side of distribution to the side of production. The material con-
ditions in the modern capitalistic order, in particular the roundabout
methods of production, now came under attack for causing the busi-
ness cycle.

Karl Marx in the main echoed the Lauderdale-Malthus explanation,
but the thrust of his argument was ‘‘exploitation’’ rather than accu-
mulation and inequality of incomes. Business crises are periodic cli-
maxes of the conflicts inherent in the capitalistic system. Conflicts
arise from the accumulation of capital and the growing proportion of
fixed capital, which causes a decline in the consuming power of work-
ers. The capitalists ‘‘exploit’’ labor and apply their ill-gotten gains,
which they call ‘“‘savings,”’ to increase production. In short, they de-
stroy their own markets by reducing ‘‘wage capital,”’ the consuming
power of laborers. Depressions temporarily restore the equilibrium
between production and consumption.

Marx managed to present yet another explanation for business crises
based on the life cycle of business capital. Because capitalists invest
in spurts and bursts for various periods of time, ‘‘business undergoes
successive periods of depression, medium activity, precipitancy, crisis.
.. . A crisis always forms a starting point of large new investments.’’®
In short, businessmen not only exploit their workers but also invest
erratically and capriciously, which adds instability to exploitation.
Their notorious behavior inevitably causes depression and
unemployment.

A century after Marx, his countless followers throughout the world
continue to explain business cycles as characteristics of capitalism.
Total consumption, they propound as revealed truth, lags behind total
production because of labor exploitation, which is robbery. Wherever
Marxians come to power they summarily abolish private property in
the means of production. Wherever they lack political power they
openly advocate its abolition.

CYCLICAL
UNEMPLOYMENT
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Throughout the free world the Marxian explanation contends against
other explanations, the most popular of which is that of John Maynard
Keynes (1883-1946). This British economist was to become the eco-
nomic patriarch of the free world. The foundation of the Keynesian
structure is the Malthusian concept of effective demand which Keynes
defines as ‘‘the aggregate income (or proceeds) which the entrepre-
neurs expect to receive . . . from the amount of current employment
which they decide to give.”’” Professor Keynes made consumption the
primary element of his economic order. Consumption limits produc-
tion, not the other way around as the Classical economists had seen
it. The ‘“‘propensity to consume’’ becomes a basic independent vari-
able. It brings into existence both production and capital as factors
of production. Consumption, along with investment, is the basis of
“effective demand.”

Conceived during the Great Depression and resting on the idea of
secular stagnation, Keynes’ theory is a scheme of escape from depres-
sion by way of a planned or managed economy and socialized demand.
The Classical economists built on the assumption of harmony or sim-
ilarity of interests. In the footsteps of Karl Marx, Professor Keynes
built on disharmony and conflict. The interests of savers and investors
do not match, which in turn clash with the interests of consumers.
Private capitalists are apt to be greedy exploiters or inefficient bun-
glers, or both, and do not require the rich rewards they usually pocket.
To restore and maintain more desirable economic conditions, Profes-
sor Keynes recommended central control by politicians and officials.
He called upon the state for protection from foreign competition and
internal regulation to assure ‘‘equitable distribution of wealth and in-
come’’ and “‘full employment.”

Keynesian doctrines came to exercise great effect upon government
policies throughout the world. The doctrines were not new; there were
no new elements in the system, and no new proposals of policy. But
the combination of elements, policies, and terminology was new. J.M.
Keynes rebuilt an old machine and made it look new. And yet, despite
its new appearance it was akin to the appointments of eighteenth cen-
tury Mercantilists and Physiocrats, and related to the thought which
the Classical economists meant to expose and explode.

Thus, most contemporary writers point at one or several features
of the capitalistic order as the disturbing factors that are said to upset
the economic equilibrium and thus create the business cycle. While
they engage in heated debates about the particular feature or features
that presumably cause the evil, they leave no doubt that the private
property order is ever breeding instability and unemployment. This is
why they are demanding that government, the political apparatus of
coercion, remedy the stated defects or abolish the system.

nly a few members of the Austrian school, in particular
Ludwig von Mises and other writers in his footsteps, have
drawn the extraordinary conclusion that, in the final anal-
ysis, government, as the creator of the monetary order and
the monopolist of legal-tender currency, is solely responsible for the
cycle. These economists deplore all notions and doctrines that place
politicians and government officials in charge of the people’s money
and cause them to print ever more for the sake of economic ‘‘growth’’
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and full employment. In the judgment of these economists, the people
must be liberated from the money monopoly and all politicians be
banned from monetary matters.

In his explanation of the business cycle Professor von Mises com-
bined given knowledge with new insights. He built on the Ricardian
analysis of the effects of currency and credit expansion, on B6hm-
Bawerk’s theory of capital and interest, and on Wicksell’s explanation
of the potential gap between the ‘‘natural’’ rate of interest and the
hampered market rate. Mises concluded that central banks tend to
orchestrate processes of money and credit expansion that falsify in-
terest rates. They create and emit new funds which lower interest rates
and thereby entice businessmen to embark upon expansion and mod-
ernization. A feverish boom is created; wages and other business costs
tend to rise.®

Drawing on the monetary theory of Mises, his teacher, Friedrich A.
Hayek developed a theory that explains how monetary disruption al-
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ters relative prices by falsifying interest rates and the pattern of in-
vestment. The creation of money and credit generates a new source
of demand of goods and resources to which business will react. At
first, it generates a shift of spending in favor of future rather than
current consumption. That is, it kindles an ‘‘investment boom’’ with
rising employment by attracting resources that otherwise would have
been consumed. The resources will remain so employed as long as the
creation of money continues. It must be continued at accelerating rates
in order to maintain the boom employment. If it is discontinued for
fear of run-away price inflation, a readjustment commences in the
form of depression. If, on the other hand, the monetary expansion
continues at accelerating rates, it must ultimately lead to the break-
down of order and production, to disintegration of the division of
labor and mass unemployment. A government that, for any reason,
embarks upon such policies, holds a tiger by the tail that in the end
will devour its keeper.’

ustrian economists see eye to eye about the cyclical move-

ments of economic activity. They agree that employment

moves strongly with the basic changes in activity but typ-

ically is slower than other features of the cycle. In reaction
to declining interest rates, activities preparatory to investment expen-
diture lead the way—such as incorporations, corporate appropriations
for capital expenditures, issuance of building permits, contracts for
construction, orders for machinery and equipment, rising commercial
debt, and new equity issues. Employment together with general output
and consumer prices are slower to react to the new situation. The
reason is obvious: it is less onerous and exacting financially to seek a
building permit or secure a line of bank credit than to engage and train
human labor. Moreover, the building permit may be allowed to expire,
the bank credit may remain unused, the equipment order may be
shelved, but human labor cannot, with good conscience, be readily
hired and then dismissed.

Labor costs per unit of output tend to lag behind other cycle phe-
nomena. Labor contracts usually extend over lengthy periods of time,
which keep total labor costs relatively constant but impose great var-
iations in unit costs depending on the level of output. During the early
boom when unit costs fall, the demand for labor tends to rise and
wage rates and fringe benefits follow suit. When, later in the cycle,
business activity slows down and unit labor costs soar, it is rather
difficult to reduce wage rates and fringe benefits. Labor contracts may
impose long-term commitments; but even if they do not, it is more
difficult psychologically and more troublesome to labor relations to
reduce wage rates and moderate labor conditions than simply dismiss
labor. It is simpler to dismiss a worker than to reduce his wage rate
because he can readily understand and accept unemployment, without
lasting damage to his self-esteem, being dismissed for reasons of ‘‘lack
of work’’; it is more difficult by far to accept wage reductions because
of “‘rising unit costs.”” Unemployment due to ‘‘lack of work’’ ob-
viously places the responsibility on some mysterious factors over which
the unemployed worker has no influence. But to be unemployed for
reasons of ‘‘excessive labor costs’’ allocates some responsibility not
only to the monetary authorities generating the cycle but also to the
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““All depressions in American history have
had their beginning in a boom that was bred
by government intervention.”’

unemployed themselves who may have contributed to the boost in
costs and then refuse to suffer wage and benefit reductions.

Fluctuations in the number of employed workers are larger in capital
goods and commodity-producing industries than in the service trades.
After all, the cyclical fluctuations originate in the capital-goods and
commodity-producing industries that readily respond to the currency
and credit expansion. Businessmen embark upon construction that ex-
hilarates all industries catering to business, that is, tools and dies,
computers, steel, copper, lumber, and the like. It also explains why
these industries are the first to suffer the fevers and chills of the busi-
ness cycle. Moreover, the decision to expand or modernize a business
is always entrepreneurial; it rests on the perception of the future which
is uncertain. Businessmen are quick to change their construction or-
ders when their outlook changes.

Wage disbursements fluctuate within a wider range than salary pay-
ments. In business usage, salary refers to a fixed monthly rate of pay,
wage to an hourly rate. It is difficult for psychological reasons to
reduce any rate of pay when business conditions deteriorate and labor
productivity declines. But when labor costs must be reduced because
business survival is at stake, employers are likely to begin their layoffs
with hourly labor. In most cases this is unskilled or semi-skilled labor
and requires very little training. It can be replaced readily and recalled
easily without much training expense. On the other hand, employers
generally are reluctant to dismiss salaried personnel, which is skilled
labor, requiring lengthy schooling, training or apprenticeship before
it can be employed productively. Moreover, generous employment
compensation paid to unskilled labor tends to immobilize it, keeping
it at company gates and waiting to be recalled. Unemployment com-
pensation for skilled or professional labor loses its paralyzing effects
when it becomes insignificant relative to the income that can be earned
elsewhere. Skilled labor is quick to move on in search of other em-
ployment as soon as it is laid off, which makes employers rather re-
luctant to release it even temporarily.

his sketch of the nature of business cycles rests on the com- A Common
mon cause of all cycles: the money and credit expansion.
Government, or its monetary authorities, may conduct it Cause
willfully and purposely in order to pursue some other ob-

jective, such as full employment, economic redistribution, or its own

power and growth. Or, government may monopolize the issue of legal

tender money and impose an institutional setting that is bound to dis-

rupt the economic order. American history discloses no cycle that did

not spring from this common cause. All depressions had their begin-

ning in a boom that was bred intentionally or inadvertently by gov-

ernment intervention. The political powers to be who brought forth

the first depression of 1819 also begot the depressions of 1839-1843,
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1873-1879, 1895-1897, 1920-1921, 1929-1938, 1949-1950, 1953-1954,
1957-1958, 1960-1961, 1966-1968, 1973-1975, 1981-1983. The unem-
ployment that accompanied these depressions must be charged to the
same political powers.

Some business cycles were merely disruptions of domestic activity;
others encompassed trade and commerce throughout the world. The
depression of 1920-1921 attained international scope; the depression
of the 1930s assumed catastrophic proportions around the globe. Un-
der the influence of like beliefs and doctrines, governments the world
over conducted similar policies that bore similar fruit. Moreover, in-
ternational interdependence and division of labor cause business cycles
to spread from country to country. In small countries, especially, for-
eign trade and commerce may comprise the lion’s share of economic
activity, and foreign conditions may have a decisive influence on do-
mestic matters. Foreign exports and imports, world commodity prices
and interest rates usually play a vital role in the process of cycle
transmission. :

In recent years business cycles have become global disruptions that
emanate from the U.S. In 1971, under U.S. leadership, all govern-
ments summarily abolished the last vestiges of the gold standard and
enthroned the U.S. dollar as world money. They made the U.S. gov-
ernment and its Federal Reserve System the central banker of the world.
This banker obviously may expand or contract his accommodations,
dispense or withhold his favors and thereby determine the liquidity or
illiquidity of the world. He may kindle a world boom or squash it with
deflation and depression; the world depends on his discretion and
wisdom.

he new monetary order seems to aggravate the severity of
the business cycle. The 1981-1983 depression proved to be
immeasurably more painful and potentially more destructive
than the depression of 1973-1975, which in turn was the worst
since the Great Depression. And yet, despite the visible recurrence of
painful cycles and in spite of their growing severity, many American
economists point with confidence to the ‘‘automatic stabilizers’’ that
are said to alleviate the disruptions. They derive comfort and confi-
dence from the vast expansion of government, the ‘‘stabilizing influ-
ence’’ of the income tax, the growth of unemployment insurance and
programs of social security. As a result of these changes, personal
income has lost its direct link with the fluctuations of production. In
fact, when industrial production falls significantly, total output may
decline very little, and the aggregate of personal income, especially
after-tax income, may not decline at all because government collects
much less in taxes from corporations and individuals, but spends much
more on unemployment insurance and social security payments.'°
Unfortunately, all these ‘‘instruments of stability’’ are merely con-
temporary manifestations of the sovereign power over money and the
right of government to inflate and depreciate the money. If it were
not for this power and the ever-active printing presses that seek to
stimulate and energize the sagging ‘‘private sector,”’ a deep depression
would engulf economic production. The vast expansion of government
does not impart economic stability; it imposes a crushing burden on
economic life and serves to destabilize it. Boosts in social security taxes



151

or unemployment insurance taxes do not stimulate economic life; they
depress it and create ever more unemployment.

When government resorts to inflation in order to stimulate activity
and alleviate unemployment, it makes matters worse. Inflation disar-
ranges the production process, rearranges the distribution of labor
among industries, and thereby makes more and more workers depen-
dent on the continuation, often even on an acceleration, of the rate
of inflation. When, in the end, the inflation ceases or slows ddwn,
labor must scramble to readjust and return to more productive em-
ployment as prescribed by consumer choices and orders. The read-
justment process may be slow and painful, the unemployment severe
and prolonged.

Many economists rejoice about the visible shift of employment from
basic industries to service industries, which affords new hope for more
stable conditions. Manufacturing, mining, construction, and trans-
portation are the most volatile industries; service industries such as
health care and education are said to be more stable. But such hopes,
too, are built on the power of government to engage in currency and
credit expansion in order to finance the steady employment in the
service industries, several of which, after all, either are owned outright
by government or heavily subsidized by government. The steady em-
ployment of many doctors and teachers squarely rests on the taxing
power of government and the effectiveness of its printing presses. It
will draw to a close as soon as government loses some of its power
either through tax rebellion or hyperinflation, or both.

he old hazards of cyclical unemployment continue to loom

on many labor markets. After more than fifty years of stren-

uous contracyclical effort at all levels of government and

nearly forty years of a congressional mandate articulated as

the Employment Act of 1946, the forces that create cyclical movements

have not vanished. In fact, they are growing in strength especially in

those industries that rely on government favors. While the forces of

depression are gaining, many Americans continue to cling to the ex-

pectation that the federal government will intervene with vigorous

monetary, fiscal, and regulatory actions in order to check any depres-

sion that develops. But events are beginning to shake this confidence

in political wisdom; they are likely to weaken it further in the years
to come.

There is new hope. To distrust party politics and government coer-

cion in economic matters is the beginning of economic knowledge and

wisdom. d

1. “The Analysis of Economic Change,’’ Read-
ings in Business Cycle Theory (Philadelphia: The
Blakiston Company, 1951), p. 2.

2. A. C. Pigou, Is Unemployment Inevitable?
(London: Macmillan & Company, 1924), p. 98;
also Pigou, The Theory of Unemployment
(London: Macmillan & Company, 1933).

3. F. W. Taussig, Principles of Economics (New
York: The Macmillan Company, 1947), Vol. II,
p. 81.

4. Lord Lauderdale, An Inquiry into the Nature
and Origin of Public Wealth (1804, 2nd ed.,
1819), p. 364.

5. T. R. Malthus, Principles of Political Econ-
omy (1820), p. 392.

6. Karl Marx, Capital, Vol. 11 (Moscow, 1961),

pp. 185-186.

7. J. M. Keynes, General Theory of Employ-
ment, Interest, and Money (New York: Har-
court, Brace and Co., 1935), p. 55.

8. Ludwig von Mises, Human Action, 3rd rev.
ed. (Chicago: Henry Regnery, 1966), pp. 780-
803.

9. F. A, Hayek, Unemployment and Monetary
Policy (San Francisco: Cato Institute, 1979),;
also A Tiger by the Tail (London: Institute of
Economic Affairs, 1972).

10. Milton Friedman, *‘Why the American
Economy is Depression-Proof,"”” Dollars and
Deficits (Englewood Cliffs, NJ: Prentice-Hall,
Inc., 1968).

CYCLICAL
UNEMPLOYMENT

Old
Hazards
and

New Hope



152

Don’t Sell America

Short

We have much
to accomplish
and much to be
proud of in
America.

by Robert Awenius

Mr. Awenius is a retired attorney
and free-lance writer in Tulsa,
Oklahoma.

00 many persons take a dim view of the problems that Amer-
ica has faced and solved—and in a negative manner dispar-
age America and its future. They say that the glorious days
of our country are over and will not be repeated in the fu-
ture. Some even contend that we are no longer the world’s leader; that
Russia has supplanted the United States as a world power. Some of
these prognosticators even say that we are through as a nation.

To many foreign nations, America has seemed to be an implausi-
bility—but an actuality, a reality. Our coins contain the motto: e plu-
ribus unum, meaning one out of many. But it takes more than a phrase
to give unity to 235 million Americans, composed of adolescents and
adults, men and women, whites, yellows and blacks, city dwellers,
farmers and ranchers, liberals and conservatives, protestants and cath-
olics, Jews and gentiles, factory workers and shop owners, public em-
ployees and private employees, and retired persons and workers. A
foreigner looking on this melting pot of mixed human elements would
expect to hear jeremiads and witness untold trouble, rather than to
see the harmony that arises in this nation. Instead of wrenching dis-
harmony, the republic proceeds on a note of unity.

Three centuries ago—1651 to be exact—Thomas Hobbes in England
wrote a book entitled Leviathan, advocating the doctrine of sover-
eignty, setting forth the theory that all men fear each other and hence
must submit themselves to the supremacy of the state in all secular
and religious matters. In Hobbes’ time that meant the King. Hobbes
would have had considerable trouble accepting the fact of the Amer-
ican experiment of self-government outlasting many kingdoms, dic-
tatorships and assorted despots.

America has thrived in an arena of free enterprise, where the self-
regulating free market economy maximizes the free choice of our cit-
izens. Here private entrepreneurs are relatively free to start a busi-
ness—any business they wish—without obtaining permission of an
official; and they can set their own prices and locate in any place in
the country. This is in contrast to the authoritarian practices in much
of today’s world where centralized planning is the motif. Such plan-
ning is much akin to the mercantilist regulations of European econ-
omies in the seventeenth century. In this country the invisible hand of
the market place can better organize an economy than the command
economies of autocratic nations. ,

Yes sir, under our form of limited government and free enterprise,
America is in good hands. Don’t sell America short. (]
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Morality of the Market

by John Chamberlain

he Fraser Institute of Can-
ada had a grand idea when
it invited more than two
dozen people of varying
persuasions and expertise to talk
about the morality of the market. The
idea was to bring theologians together
with economists of a predominantly
secularist bias to discuss values as they
may affect the ways of men and
women who have their livings to
make. The results of the Fraser sym-
posium have been collected in a book
called Morality of the Market: Reli-
gious and Economic Perspectives, ed-
ited by Walter Block, Geoffrey Bren-
nan, and Kenneth Elzinga (The Fraser
Institute, Vancouver, British Colum-
bia, 601 pp.).
Frankly, the book has given me a
bad time. I found it utterly fascinating

- in detail, but it is quite literally all over

the place. The participants all had
their say, with comments piled on
comments, but, in the words of The
Rubaiyat of Omar Khayyam, they
come out as individuals by the same
door that in they went.

Not that there is any basic disa-
greement between Milton Friedman
on the one hand and the Reverend
James M. Wall of the Christian Cen-
tury magazine on the other about the
role that fundamental religious con-
victions may play in economic affairs.
Value assumptions cannot be avoided.
The trouble comes from the inability
of twenty-eight participants to reach
any consensus about the will of God.
The general assumption is that the

Creator has endowed human beings
with a moral sense, but does this mean
that we must all be socialists in order
to make human brotherhood a real-
ity? The Catholic bishops come up
with one set of answers when they say
the decisions of the marketplace must
be corrected if there is to be justice to
the poor, but they may be missing the
forest for the trees. So may certain
spokesmen for Protestant Christian-
ity, such as the contributors to the
Christian Century that Edmund Opitz
quotes in his paper about a magazine
that he began to read in his school
years.

J. Philip Wogaman, a professor of
Christian Social Ethics, makes the
point that a good economic system
should allow for the concepts of stew-
ardship, vocation and charity. He
condemns laissez-faire economics for
its alleged faiture to protect the weaker
members of the community and the
common environmental inheritance of
everybody. He likes the New Deal be-
cause it ‘‘worked’’ to bring about
““beneficent’’ social change.

Wogaman is not quite a socialist,
for he says there ‘‘may well be a need
for private centers of economic
power.”” But he is oblivious to the
claims of the Vienna and Chicago eco-
nomic schools that when government
intervenes in the disposition of wealth
there will be less money in the end
available to care for the needs of
growing populations. The paradox
here is that welfare depends on capital
earnings, but the earnings must fall
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short if the state takes more than a
minimal percentage of the capital
usufruct for its own purposes, whether
beneficent or not. Wogaman is a clear
thinker in his own realm, but it is fairly
obvious that he has never seriously
studied economics.

In his ‘“‘overview’’ paper, John C.
Bennett of the Union Theological
Seminary explains his own evolution.
He was originally influenced by the
so-called Social Gospel, and by the
Christian realism of Reinhold Nie-
buhr, which made him a Christian So-
cialist. But since 1950 he has, as he
says, lost his dogmatism. Now he gives
“weight’’ to ‘‘the pluralism and the
incentives for efficiency and produc-
tivity’> which are ‘“‘characteristic’’ of
capitalism. But in conceding that the
market has its virtues Bennett has not
really changed his mind. ‘‘One gen-
eral conclusion that can be drawn,”
he says, ‘‘is that Christian teaching
about finiteness and sin provide warn-
ings against both a consistent social-
ism and a consistent faith in the mar-
ket economy.”’

This sort of talk leaves me floun-
dering. The Twentieth Century offers
ample proof that socialism can’t feed
its own people. The private plots are
what keep Russian peasants going.
Collectivist agriculture in Africa has
starved its millions. In Red China they
are now turning to enterprise zones in
an effort to restore the productivity
that Maoism killed. Sweden’s vaunted
Middle Way struggles along by tol-
erating capitalist enterprise, but the
boredom that comes with leveling in-
comes has resulted in a high suicide
rate. Ludwig von Mises proved long
ago that the problem of calculation is
insoluble under complete socialism.
Without a price system nobody would
know how much wheat to plant, how
much fertilizer to produce, or how
many widgets to make.

In short, faith in a market system
is a sine qua non if the human race is
to endure and proliferate. Where peo-
ple have lost their faith in the market,

production has faltered, and the
worst, as Hayek has said, have risen
to the top to make slaves of the rest.
It is an insult to God’s intelligence to
argue that Christian teaching about
sin demands an equal amount of skep-
ticism of both socialism and the free
market. The latter lets more people
live, which is in full accord with the
Biblical injunction to increase and
multiply.

Michael Novak’s overview paper
takes direct issue with Bennett’s. No-
vak has no hesitation in saying that
the market is far more concordant
with the Christian vision of the hu-
man being than any system of pro-
duction and distribution by political
command. Voluntary exchange and
autonomous choice, he says, are crit-
ical both for religious liberty and for
freedom to preach the Word.

There is most certainly a lot to life
besides economics. Edmund Opitz
quotes Matthew Arnold on the in-
stinct for intellect and knowledge, the
instinct for beauty and poetry, the in-
stinct for social life and manners, and
the instinct for religion and morals.
These demand expession just as much
as the instinct for accumulation and
expansion. But if there is no acumu-
lation and expansion, there will be
fewer people around to seek knowl-
edge and beauty.

Ed Opitz, commenting on Ezra
Mishan’s paper, says there is a great
deal of truth in Mishan’s contention
that economics and politics have
usurped a position in our lives that
their intrinsic merit does not deserve.
But without science, technology and
large-scale production four-and-a-half
billion people would have little energy
left to cultivate the non-economic val-
ues. The big question posed by this
book is whether a market system or a
command system is more compatible
with finding scope for expressing the
Arnoldian instincts. The answer
should be the market system, but the
babel of voices in this book is more
confusing than clarifying. O

MORALITY OF
THE
MARKET
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ord Acton (John Emerich Ed-
I ward Dalberg-Acton), 1834-
1902, was a major figure in the
Liberal Catholic Movement, and was
instrumental in transforming the writ-
ing of English history into a rigor-
ously scientific discipline based on the
model of German scholarship. The
themes Acton expounded in his phil-
osophic and journalistic activities as
essayist, lecturer, and reviewer were
those of individual liberty, political
self-government, and unfettered sci-
entific research.

The book opens with Acton’s cel-
ebrated 1877 lectures on the history of
freedom in antiquity and in Christi-
anity. Acton argued that Christian
civilization emphasized the dignity of
the individual and offered him a gift
of freedom beyond anything offered
by Greece or Rome. He viewed the
church as a force in society capable of
limiting the power of the state; and *‘it
is only by abridging the authority of
states that the liberty of churches can
be assured.”’” By the same token, Ac-
ton condemned any effort by the
church to wield secular power, as
being the ““‘absolute power which cor-
rupts absolutely.”’

Here also are the essays on the Pu-
ritan Revolution and the rise of the
Whigs. But of more interest to us are
the essays on the colonies and on the
American Revolution. A society
emerged on these shores, Acton wrote,
““more powerful, more prosperous,
more intelligent, and more free than
any other that the world has seen.”

Acton analyzes the philosophic is-
sues underlying the Civil War in
America, declaring that ‘“the one rul-

ing element in the American war,
which reduces all others to compara-
tive insignificance, is the defense of
the rights of self-government against
the theory that there is a supreme, ir-
resistible, and irresponsible power.”’
Slavery, in his view, was not so much
the cause of secession as the reason
for the failure of secession and of the
Confederacy. Acton felt that the Con-
federacy, apart from slavery, and
viewing the Confederate Constitution
as a political document, justified say-
ing that ‘‘history can show no in-
stance of so great an effort made by
republicans to remedy the faults of
that form of government (republi-
can). Had they . . . called on Negroes
to be partners with them . . . I believe
that generous resolution would have
conferred in all future ages incalcu-
lable blessing on the human race.’’ In
a letter to General Lee, Acton wrote:
‘I mourn for the stake which was lost
at Richmond more deeply than I re-
joice over that which was saved at
Waterloo.”’

Acton’s consistent rebel sympa-
thies, which he extended to the Boers
in South Africa, shaped his under-
standing of the issues at stake in the
great struggle between Union and
Confederation. Northern victory in
the American Civil War, he argues,
represented the triumph of political
centralization over principles of fed-
eralism, self-government, and liberty
under the law.

When Acton wrote that ‘‘Power
tends to corrupt and absolute power
corrupts absolutely,”’ he spoke to gen-
erations past and future. How often
has this phrase, this principle, been
aptly descriptive of contemporary af-
fairs! In an era when the state intrudes
increasingly into the domain of the
personal, the private and the sponta-
neous, Acton’s insight into the mean-
ing of human liberty and the dynam-
ics which threaten its promise and
exercise, remains salient and timely.
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ver since the days of Karl
EMarx, opponents of the ‘‘es-

tablishment’’ have argued that
socialism is the answer to all social ills.
But Marx gave few clues as to the pre-
cise form that socialist society would
take, and he attacked as ‘‘utopians’’
any who sought to describe it. Never-
theless, the inevitable inference to be
drawn from his writings is that so-
cialism would substitute central plan-
ning for the capitalist ‘‘anarchy of
production’’ and for the isolated mer-
cantilist interventions against which
Adam Smith (1776) had directed his
barbs.

After World War I, Marxian so-
cialists gained control in several Eu-
ropean nations. They set up commis-
sions to study how to implement
central planning, but they had no clear
idea how to go about it and, except in
Russia, the power of the central plan-
ners waned.

Into this controversy in 1920 ven-
tured the late Ludwig von Mises, then
a rising young economist in Vienna,
Austria. Mises pointed out that if the
factors of production were owned and
controlled by a central planning au-
thority there would be no markets for
them. With no market for the factors
of production, there would be no
market prices for them. And without
market prices, the planners would
have no guideposts to help them de-
cide what, when, where, how or how
much to produce.

Mises’ position that central plan-

ning couldn’t be made to work with
any degree of efficiency was largely
ignored by the would-be planners.
Thus Lenin tried to introduce Marx-
ian planning in Russia in one fell
swoop after the 1917 Communist Rev-
olution. The attempt proved a disas-
ter. The country was thrown into utter
chaos. Lenin was forced to retreat and
in 1921 introduced his New Economic
Policy, which restored some function
to the market. This Russian experi-
ence lent support to Mises’ thesis that
central planning couldn’t be made to
work.

In the 1930s, the economic calcu-
lation debate was revived. F. A. Hayek
and the late Lord Lionel Robbins, es-
pecially, made important contribu-
tions, supporting, elaborating and
helping to clarify Mises’ reasoning. A
number of Marxian socialists at-
tempted to respond. Dr. Don Lavoie
reviews the controversy anew in Ri-
valry and Central Planning, originally
his doctoral dissertation

Lavoie begins with Marx’s writings,
extracting from them Marx’s pre-
scription for socialism, a painstaking
process for it must be inferred from
Marx’s negative remarks about capi-
talism. Then Lavoie shows that all at-
tempts to respond to Mises’ 1920 chal-
lenge have failed to answer his critique
of economic planning. Socialists over
the years who have tried to answer
Mises still do not realize that the cen-
tral planning they advocate means
state ownership and control of the
factors of production, which pre-
cludes the development of market
prices, disrupts the vital transmission
of knowledge through the price sys-
tem- and, therefore, makes realistic
economic calculation impossible.
Mises’ fundamental critique still
stands.

* k *

The title of Lavoie’s second book is
National Economic Planning: What is
Left?, a double entendre. In the first
place, Lavoie asks, is anything to the
ideological “‘left’’ of national eco-

OTHER
BOOKS
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nomic planning? And secondly, he
speculates, now that all serious at-
tempts to introduce economic plan-
ning on a national scale have been
abandoned, just what is left of them?

Lavoie begins by discussing three
systems through which social activi-
ties may be coordinated—tradition,
the market and planning. Tradition is
admittedly suitable only as a means
for coordinating activities in simple
societies. The market, on the other
hand, has led to the coordination of
extensive and complex social activi-
ties. It has facilitated rapid experi-
mentation and the development of
countless new productive techniques.
Impartial observers must admit that
the extent of social cooperation and
specialization under market coordi-
nation and the increase in production
it has brought with it are remarkable.
Lavoie then discusses the third pos-
sibility: economic planning. He con-
cludes it has two fatal flaws.

The first flaw inherent in national
planning is the totalitarian threat, the
danger that a Hitler or a Stalin will
gain control.

The second flaw is due to the
knowledge problem, expertly devel-
oped by Lavoie in Chapter 3. How;
Lavoie asks, will the central planners
obtain the tremendous amount of
widely dispersed information they
need to coordinate successfully the
complex activities of an entire econ-
omy, especially since much of this
knowledge is unarticulated, existing
only in the minds of scattered per-
sons, in the form of ideas, plans or
dreams? ‘

The crux of Mises, and Lavoie’s
thesis, is that property should be pri-
vately owned and production planned
by the private property owners. With
free markets and competition among
them, prices develop for goods, ser-
vices and factors of production, in-
dicating their relative value to con-
sumers. For instance, as F. A. Hayek
points out in ‘““The Use of Knowledge
in Society’’:

Assume that somewhere in the
world a new opportunity for the use
of some raw material, say, tin, has
arisen, or that one of the sources
of supply of tin has been elimi-
nated. It does not matter . . . which
of these two causes has made tin
more scarce [and thus more expen-
sive]. . . . All that the users of tin
need to know is that . . . they must
economize tin.

Free and flexible market prices fur-
nish private entrepreneurs with al-
most instantaneous knowledge about
consumer wishes and also about the
constantly changing supply of, and
demand for, resources. When pro-
duction is centrally planned, there are
no market prices for the factors of
production. Thus, national economic
planning must inevitably founder for
lack of the knowledge entrepreneurs
obtain on the market from instant to
instant through the medium of con-
stantly fluctuating free competitive
prices. :

Lavoie’s critique of National Eco-
nomic Planning is masterful! It is also
pertinent to the 1980s. Lavoie extends
his analysis to many post-Marxian
schemes, including such recent
schemes as those of Wassily W. Leon-
tief, Felix Rohatyn, Robert Reich and
even Tom Hayden. Let’s hope these
recent planners read not only the few
pages devoted to them but also earlier
portions of the book where Lavoie de-
molishes the theory of planning.

* k ¥

I have two bones to pick with La-
voie. The first concerns his use of the
labels “‘radical’’ and ‘‘reactionary.”’
These words have no clear ideological
meaning in themselves. A ‘‘radical”
change in politics, according to Web-
ster, is a sweeping or fundamental
change in law or method of govern-
ment. But the word itself does not
specify the direction the change should
take. Similarly, to advocate a policy
of “‘reaction’ gives no indication in
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itself as to what political or social con-
dition one wishes to return to. Lavoie
could have avoided confusion by us-
ing more descriptive terms such as
“‘classical liberal’’ or ‘‘free trade in-
ternationalist’’ for ‘‘radical,”’ and
““interventionist,’”’ ‘‘statist,”’ ‘‘mili-
tant nationalist’” or ‘‘socialist’’ for
‘‘reactionary.”

Secondly, I was most disappointed
to find a scholar and economist of La-
voie’s understanding and stature re-
vealing such historical naivete as to at-
tribute the idea of protectionist
legislation to special groups of busi-
nessmen, bankers and industrialists.
According to Lavoie, ‘‘the origins of
planning in practice constituted noth-
ing more nor less than governmentally
sanctioned moves by leaders of the
major industries to insulate them-
selves from risk and from the vicis-
situdes of market competition.”’

The responsibility for our present
hodgepodge of interventionist pro-
grams that help some and hurt others
must be laid at the door of well mean-
ing if misguided voters and politi-
cians, misled by mistaken intellec-
tuals—‘‘economists,’’ professors,
journalists and others—who believe
that the remedy for almost any eco-
nomic problem is a law. Businessmen,
bankers and industrialists were not

generally the culprits. Before the en-
actment of protectionist legislation,
their interests are diverse; they are
competitors. It is only afrer govern-
ment grants them special favors that
they acquire interests in common and
form combinations to sponsor more
legislation. To be sure, once protec-
tionist legislation is in place many of
them profit in the short run. Also
many now seek continued govern-
ment protection, privileges and ben-
efits. This is not surprising, for once
a program is established and busi-
nessmen have adjusted to it, they have
a special interest in keeping that leg-
islation in force. However, special in-
terest groups are products of inter-
vention, not vice versa.

* % %k

Both these books make important
contributions to economic under-
standing. It is Lavoie’s hope that his
Rivalry and Central Planning, which
deals with the classical argument over
economic calculation under socialism,
will stimulate renewed discussion of
this debate. National Economic Plan-
ning, which analyzes partial as well as
total planning, should lead some
modern-day advocates of government
controls and regulations to question
their own proposals. ]
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PERSPECTIVE

New Cars,
Used Buyers

For the sixth straight year, Japan
has bowed to U.S. political pressure
and imposed quotas on its auto ex-
ports. What will this mean for Amer-
ican consumers?

First, less competition. With fewer
Japanese imports, consumers will
have fewer cars from which to choose.

Second, higher prices. By restrict-
ing competition, the quotas have
raised the prices of both Japanese im-
ports and American-made cars. Esti-
mates of these price increases run into
the hundreds and thousands of dol-
lars. By any estimate, the quotas have
cost U.S. consumers billions of
dollars.

Third, fewer U.S. exports. The
fewer dollars we spend overseas, the
fewer dollars foreigners will have to
buy American goods. By restricting
imports, we also restrict exports.

Fourth, no net saving in jobs. As
Professor Hans F. Sennholz has dem-
onstrated in his series of articles on
the labor market (see page 186 for this
month’s article), unemployment is
primarily a wage-rate phenomenon.
To the extent that quotas enable U.S.
auto workers to raise union wage-rates
above market-clearing levels, unem-
ployment actually rises.

No Peanuts

With the plight of American farmers
so much in the news, we welcome this
month’s article from attorney Dennis
Bechara, ‘“‘The Continuing Plight of
Agriculture.”’ In seeking the causes of
the farm crisis, Bechara found a maze
of regulations which waste scarce re-
sources, raise consumer prices, and
harm the very farmers they are sup-
posed to help. For example:

““In 1949, Congress granted the then
existing peanut farmers an allotment,



or a license, to grow peanuts and
thereby closed the doors to others.
Thereafter, nobody without such a li-
cense could grow peanuts. At the
present time, about half of all peanut
growers rent their allotments from the
owners of such licenses. The cost of
such rental payments is then calcu-
lated into the price support system,
which in turn, raises the subsidy to the
peanut grower. In addition, since 1977
the amount of peanuts that may be
marketed domestically has been arti-
ficially limited, so that the price of
peanuts has increased. In 1981, the
program was amended to allow any-
one to harvest ‘additional’ peanuts so
long as these are destined either for
export or for oil or meal uses.

““The domestic price of peanuts is
much higher than the world price.
This, in turn, has led to import and
export controls. For example, ‘addi-
tional’ peanuts may be exported, but
peanut butter made from these addi-
tional peanuts cannot be exported. On
the other hand, foreign manufactur-
ers can use these additional peanuts to
make peanut butter, and then export
it back to the United States. The pea-
nut program costs American consum-
ers approximately $250 to $300 mil-
lion a year in higher prices.”

Mr. Bechara’s article begins on
page 178.

Thirty Years
Ago

In the May 1956 Freeman, financial
consultant Anthony M. Reinach pro-
vided a clear illustration of the costs
of government intervention:

““There was once a time when the
Czechoslovakians were the most ef-
ficient makers of shoes. They traded
their shoes to Americans for auto-
mobiles, farm equipment, and other
things which we produced more effi-
ciently than they or our competitors.

Our own shoe manufacturers were
therefore faced with converting their
production to something wherein they,
too, would be competitively produc-
tive. But they feared change. So,
cloaking their fear in a worthy cause,
they sought government ‘protection.’
Aid was forthcoming in the form of
a tariff on Czech shoes.

“Prices of shoes went up. A few
wealthy citizens felt that they could no
longer afford as many shoes as they
once had, and the less wealthy were
obliged to own fewer shoes or deprive
themselves of something else they may
have wanted. Some, who could afford
to wear shoes at Czech prices, now
chose to go shoeless rather than pay
the new ‘protected’ prices.

‘““Although we are mainly con-
cerned with the consumer, it can also
be seen that government interference
affects others. For example, some
marginal retail shoe stores were now
forced out of business, and more
prosperous stores found themselves
less prosperous through loss of trade.
The same holds true for the shoe im-
porters, wholesalers, jobbers, and
others. The Czechs, of course, have
had their shoe market curtailed. And
the manufacturers of those items
which had been used in trade for the
Czech shoes were injured in propor-
tion. This is only part of the picture,
but it does serve to illustrate the end-
less harm generated when government
enters the market place.”

End Notes

* We’re pleased to announce the
winners and runners-up in FEE’s
first student essay contest. See
page 177 for details.

* Limited space is still available in
our week-long summer seminars
(June 15-21, July 13-19, and Au-
gust 3-9). Call Greg Rehmke here
at FEE (914) 591-7230 ]
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Liberties Lost in
the Balance

Government
intervention
leads to
irreconcilable
differences.

by Joseph S. Fulda

Joseph S. Fulda is Assistant
Professor of Computer Scicnce at
Hofstra University and resides in
Manhattan.

ne of today’s major functions of the Supreme Court is to

decide between competing claims based on the rights of the

parties to the dispute. In balancing the parties’ rights at

least one side and often both sides find their rights
circumscribed.

As we shall show by means of several well-chosen examples, this
function of the High Court (and for that matter, lower courts and
legislators as well) would be rendered nugatory in a libertarian society.
In each case there is some underlying government intervention which
forces the conflict between the liberties of the parties and makes a
choice between them inevitable.

Consider for example the issue of prayer in the public schools. Pro-
ponents say, correctly, that the founders of the Republic never meant
to exclude God from the classroom, that prayer has never harmed a
soul, that it remains voluntary. Opponents argue, correctly, that stu-
dents who are ‘‘different’’ and don’t pray with the group will be sin-
gled out for unpopularity and that a child under such undue pressure
has no volition to speak of. They add, correctly, that parents, not
schools, should minister to the religious needs and beliefs of children.

And so the issue is left to the Supreme Court to decide. An unending
stream of cases: Moments of silence, student-led prayer groups, prayer
after school hours but on school property, and the like, is the result.
Whatever the court decides, however, and no matter how carefully or
idiosyncratically it draws the line between the religious liberty and
educational freedom of the various constituencies, someone must sur-
render a piece of his freedom.

When I am asked whether I favor prayer in the public schools, how-
ever, the answer is quite a bit simpler. No lines to be drawn, no careful
circumscriptions of rights, and no balancing of one man’s liberty
against that of another man. ‘I do not favor public schools,’’ I reply,
‘‘and therefore do not reach your question.”’ The key to the contro-
versy is not ‘‘prayer’’ but “‘public.”’ It is the underlying government
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intervention of compulsory schooling and tax-financed, government
schools which forces the competing claims to a head. Were the schools
to be all private, there would be no problem, as each parent selected
the school which best meets the interests of his or her child as the
parent defines it.

As another example, consider the demonstrations led by neo-Nazis
in Jewish areas. Opponents say, correctly, that hatred has no place in
a society of refugees, diverse ethnic groups, and freedom. They add,
correctly, that such ‘‘speech’ was never intended to be free by the
Founders, who made a careful distinction between freedom and li-
cense. Proponents say, correctly, that the test of free speech in a free
society is only met when that which is spoken is repugnant to the great
majority of people. They add, correctly, that truth is best served by
an unbridled freedom of expression and that hatred is unlikely to take
root in today’s benevolent America.

Again, however, someone must surrender his liberty, no matter how
the question is decided. Were streets to be private property, as liber-
tarians have proposed, the owners would determine what may or may
not take place on their property and the government would not be
called on to choose between its citizens. With public ownership of the
streets and by-ways of America there is simply no way for the gov-
ernment to accommodate both the claims of those who wish a public
forum and those who do not want their sensibilities lacerated by the
promulgation of such vicious, vituperative, empty speech.

Most controversies of the day can be reduced to an underlying gov-
ernment intervention. Thus, similar to our first example, we have the
furor over sex education, phonics and reading, values clarification,
evolution and Creation, and the like. Likewise, public religious dis-
plays, smoking in the streets, and soliciting of funds by religious groups
in public areas are all similar to our second example. In each case the
controversy would disappear with privatization and the rights of a//
parties would be respected. O
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Hostile Acquisitions and
~ the Restructuring of
Corporate America

A free market
for corporate
control tends
to protect
shareholders
and promote
economic

health.

by Frank W. Bubb

Frank W. Bubb is a corporate
securities lawyer residing in
Swarthmore, Pennsylvania.

restrained warfare between top managements for control
of corporate assets,”’ said Representative Peter Rodino
(D-NJ). “They [hostile corporate takeovers] do not create jobs. They
do not add to the national wealth. They merely rearrange ownership
interests and shift risk from shareholders to creditors,’” according to
Martin Lipton, a Wall Street attorney specializing in takeover defense.
As the wave of highly publicized mergers, acquisitions, buyouts, and
divestitures soared to new records in 1984 and 1985, reactions like these
became commonplace. Even Forbes magazine headlined a feature ar-
ticle on the subject with the following: ‘‘As the American economic
environment changed, predators emerged from under rocks and began
to prey on healthy businesses. Is there no stopping them? Will they
devour us all?’”!
In 1985, some 50 bills were introduced in Congress to regulate cor-
porate acquisitions, primarily to protect target companies. Among
other things, such bills would:

‘ ‘ think it is time for Congress to send a clear signal to
corporate America that we will no longer tolerate un-

* impose additional requirements on tender offerers;

e give the independent (non-employee) directors of a target
company the right to veto a tender offer or the acquisition of a
controlling interest, subject to reversal by a shareholder vote;

® require tender offerers to file ‘‘community impact
statements’’;

¢ prohibit open market purchases by one corporation of more
than 20 per cent of another’s stock;

e deny successful acquirers a tax deduction for interest on debt
incurred to finance their acquisitions.

Although none of the 50 bills made it out of committee, legislative
pressure to protect corporations from hostile takeovers will undoubt-
edly continue.
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hrough the sensationalism that has surrounded the wave of

corporate deals, two important principles have received too

little attention: (1) hostile corporate acquisitions play a cru-

cial role in preserving the private property rights of share-
holders, helping to maintain large corporations as private—rather than
quasi-governmental—institutions, and (2) the ability freely to trade
businesses, not just goods and services, is an integral part of the right
to private property.

In addition, a free market for corporate control and a free market
for ongoing businesses are both vital to a society’s economic health.
Both tend continually to reshuffle assets into the hands of those who
can manage them more efficiently.

In their 1932 classic, The Modern Corporation and Private Prop-
erty, Adolph Berle and Gardiner Means observed that control of large,
widely owned corporations was becoming separated from their own-
ership. When a corporation’s ownership is dispersed among a large
number of shareholders, its current managers usually have effective
control because they can use the corporate election process to per-
petuate their position.

The dispersion of corporate ownership gives rise to a classic *‘free
rider’’ problem. If a corporation’s managers are not acting in the best
interests of its owners, each shareholder has an interest in replacing
them. Yet the costs to each shareholder of communicating with other
shareholders, or of becoming adequately informed about issues pre-
sented by other shareholders, are substantial. In most cases, they are
so high in comparison to a given shareholder’s expected gain from
‘acting that it is virtually impossible for shareholders to act in concert
to oust incumbent managers.

There are solid economic reasons why the separation of ownership
and control evolved during the first part of this century and continues
to flourish. It permits a division of labor between investors and man-
agers: a person can invest in an enterprise without bringing along the
ability or desire to manage it, and a talented person can manage a
large organization without being wealthy enough to own it. Unbun-
dling investment capital from management skills also permits investors
to reduce their risk by diversifying investments. '

However, the separation of ownership and control creates two sorts
of risks: (1) managers may act in their own interests as opposed to
those of the firm’s owners, and (2) incompetent managers may remain
in charge, even though it would be in the interests of the owners to
hire new ones. These problems are not insignificant. In the extreme
case, if shareholders had no control over the firms they own, their
property rights as shareowners would be expropriated, as it were, by
self-perpetuating oligarchies.

Economically, giving hired managers unfettered control over assets
they do not own would lead to some combination of two unpleasant
alternatives: (1) the economy would be populated by lethargic behe-
moths akin to the ““firms’’ of a socialist economy, run by well-paid
insulated managements with little personal stake in the firms’ perfor-
mance or (2) people would simply refuse to invest in corporations,
thereby eliminating the potentially huge economic benefits of letting
investors not manage and letting managers not invest.

Politically, the prospect of huge blocs of productive assets in the

Important
Principles at
Stake
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hands of self-perpetuating groups accountable to no one would lead
inevitably to making such groups accountable to the ‘‘public,” i.e.,
the government. Demands for this sort of solution were heard fre-
quently as late as a few years ago, when Ralph Nader’s ‘‘corporate
accountability’”” movement sought to require Federal incorporation as
a means of regulating the internal workings of large corporations. We
know this system by another name: fascism. It has not been noted for
its success.

The critical question is this: How can the rules be structured to
capture the benefits of separating ownership from control without suf-
fering its disadvantages? How can managers be given the incentive to
act in the interests of shareholders?

This question underlies most of the development of corporate law,
especially since the time of Berle and Means. The law and most legal
scholars have given two answers: impose certain ‘‘fiduciary duties”’
on corporate managers, and implement ‘‘shareholder democracy’’
through rules governing the solicitation of proxies.

Unfortunately, while the imposition of fiduciary duties is able to
prevent most overt conflicts of interest, it is almost totally unable to
prevent management incompetence. And as Joseph Flom, a New York
takeover attorney, said at a recent Corporate Counsel Institute meet-
ing, the notion that proxy contests can discipline management is “‘off
the wall.”” A proxy contest for control of a large corporation costs
between $5 and $10 million. Without an enormous investment in stock,

_he reasoned, there is no motivation to mount a challenge to incumbent

management. ‘It is an ineffective, costly way that is beyond the reach
of most stockholders.”’? There is no better proof of the unworkability
of shareholder democracy than the almost total absence of proxy con-
tests in corporate America.

hile legal scholars and jurists were busy pursuing the blind

\’s/ alley of rules and regulations, a far more effective way of

aligning management with shareholder interests evolved,

unbidden, out of the marketplace. During the 1960s, the ‘‘market for

corporate control’’ sprang on corporate America with the advent of
the hostile takeover bid.

No planner sat down in advance and said, ‘‘let’s make managers
bid for the privilege of managing assets owned by others,”’ but that
is how the process works. If someone thinks he can manage a cor-
poration better than its current managers, he can offer to buy out some
or all of its shareholders at a premium over the current market price.

Note how this mechanism solves the free rider problem described
above. Instead of attempting to mount an expensive, time consuming
challenge on his own or wading through reams of boilerplate to as-
certain which of two groups of proxy contestants is better qualified
to run the corporation, each shareholder is now confronted with a
much simpler choice: Am I better off with what I’ve got or with what
the bidder is offering me? Just as market prices operate as ‘‘aids to
the mind,”” to use Ludwig von Mises’ phrase, by conveying huge quan-
tities of information in a simple form, a bidder’s offer is his most
effective way of communicating with the target firm’s shareholders.

How can incumbent management maintain control? By doing a good
enough job that investors drive the corporation’s stock price higher
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than any potentially competing group of managers would pay. The
price of the corporation’s stock is management’s ongoing bid for the
privilege of continuing to run it. .

In the last couple of years, the market has developed a second way
for incumbent managers to bid: the leveraged buyout. If managers
facing an actual or potential challenge think they can outperform the
challengers, but if the market (as reflected by the price of the com-
pany’s shares) doesn’t agree, they are free to outbid the challengers
for owneérship of the company—if they can raise sufficient funds from
lenders and other equity investors.

While potential challengers are not infallible, their actions tend to
be economically rational because they face the same economic con-
straints as incumbent managers. Except for the handful of wealthy
individuals who play the takeover game, challengers are also corporate
managers. If they make an improvidently high offer for another com-
pany, the price of their own company’s stock will tend to fall.

In sum, the prospect of having their corporations yanked out from
under them provides incumbent managers with a powerful, direct in-
centive to maximize returns to shareholders. It has often been noted,
even before the market for corporate control evolved, that managers
are affected by the price of their corporation’s stock. The lower a
corporation’s stock price, the more costly it is to raise equity capital.
The less equity capital a corporation has raised, the less it can support
a given level of debt. Therefore, poor management effectively limits
a corporation’s growth. In addition, management compensation is
often tied to the price of the corporation’s stock through the issuance
of stock options. However, for 'managers willing to be big fish in a
small pond and to compensate themselves other than through stock
options (not a difficult task!), a low stock price, by itself, is not a
strong incentive to act in the interests of shareholders.

A common objection to the recent wave of corporate takeover bat-
tles is that they divert management from running the business. ‘‘Rather
than planning new products or considering new markets, many ex-
ecutives are spending their time looking around at whom they might
take over or who may try to take them over.””?

This objection is just one step more sophisticated than the old so-
cialist slogan, ‘‘production for use, not profit.”’ It is based on the
implicit assumption that value is created only by activities directly re-
lated to the production and distribution of goods and services. It does
not grasp the importance of activities which tend to allocate capital
to higher-value uses. Since the market for corporate control tends to
move assets into the hands of those who can manage them more ef-
ficiently, the ‘‘diversion’’ of management effort is no diversion at all,
but an input for a highly productive process.

Another objection to corporate takeover battles is that they divert
bank loans and other capital from productive activities. This objection
seems to assume that money lent to finance a takeover is sucked into
a black hole. In fact, the money is paid out to shareholders who use
it to make other investments or to repay loans.

While this discussion shows the importance of a free market for
corporate control, it is not meant to endorse all the specific tactics
employed by hostile acquirers or to condemn the tactics employed by
defending managements. Such tactics (invariably termed ‘‘abusive’

HOSTILE
ACQUISITIONS



170

The
Restructuring
of Corporate
America

by opponents), which often relate to the treatment of non-tendering
shareholders after a successful takeover, involve complicated legal and
moral issues well beyond the scope of this article.

ostile takeovers to replace incompetent managers or to

spur greater management efficiency are only part of a

much larger picture. Even hostile takeovers of well-run

enterprises perform other valuable functions to enhance
shareholder returns and promote economic efficiency. It is possible
that a corporation’s incumbent managers are the most efficient man-
agers of its particular bundle of assets and liabilities, but that such
managers could be outbid for control of the corporation by people
who realize that:

¢ the assets would be worth more if they were transferred to
another corporation, perhaps because such a transfer would re-
sult in economies of scale; .

" o the assets would be worth more in total if some were split
off, either to be merged into other firms or to be managed as
smaller firms by people with more expertise in that ‘“niche’’ and
more incentive because they can be given a larger personal stake
in a small firm;

¢ the assets would be worth more if some parts of the business
were shut down, enabling management to concentrate on the
rest;

¢ the assets include a disproportionate amount of cash, which
could be used more efficiently if it were transferred to the share-
holders through dividends or share repurchases;

¢ the corporation could reduce its tax bill by issuing tax de-
ductible debt to retire shares.

In addition, hostile takeovers are a relatively small part of the total
‘‘corporate restructuring’’ picture. The vast majority of mergers, ac-
quisitions, buyouts and divestitures occur in nominally ‘“friendly’’
transactions, either because managements are acting on their own to
maximize shareholder returns or because they fear that a hostile ac-
quirer will implement -an obviously sensible restructuring.

The restructuring of corporate America has two basic components,
both of which are often part of the same transaction: (1) reshuffling
assets into more efficient combinations, and (2) increasing the ratio
of debt to equity on corporate balance sheets.

A record $180 billion of mergers, acquisitions, buyouts and di-
vestitures occurred in 1985, easily topping the previous record of $122
billion set in 1984. Firms acquired in 1985 included such corporate
giants as General Foods, Shell Oil, Hughes Aircraft, Signal, Nabisco
Brands, American Hospital Supply, American Broadcasting, Carna-
tion, G.D. Searle, American Natural Resources, Houston Natural Gas
and Revlon. The trend has rolled on into 1986 with General Electric’s
acquisition of RCA.

The steady drumbeat of mega-deal announcements seems to have
created the impression that all of corporate America is about to be
swallowed up into a handful of super-conglomerates. This view, im-
plied by scare stories in much of the popular press, is distressingly
wide of the mark. ’
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In fact, the past few years have witnessed an unprecedented phe-
nomenon: a ‘‘riot of voluntary restructuring’’ and the creation of *
giant auction market in which almost every dollar of corporate assets
seems to be on the block.”’* The most significant fact about this entire
trend is that fully one-third of all inter-corporate transactions are
divestitures.

Among the largest are General Electric’s sale of Utah International;
R.J. Reynolds’ sale of Aminoil; RCA’s sale of CIT Financial; Texaco’s
sale of Employers Reinsurance; Gulf & Western’s sale of several busi-
nesses, including Simmons and Kayser-Roth; United Technologies’ sale
of Inmont; City Investing’s divestiture of Uarco, Rheem Manufac-
turing, World Color Press and Motel 6; ITT’s sale of numerous busi-
nesses, including Continental Baking; and Continental Group’s sale
of most of its containerboard and kraft paper operations. In 1984,
U.S. corporations sold some 900 divisions and sub51d1ar1es up 40 per
cent over 1980.

Divestitures and acquisitions are not two unrelated phenomena, one
to be applauded and the other condemned. One company’s divestiture
is often another’s acquisition. In addition, divestitures play an integral
role in the acquisition process as acquirers sort through what they need
and what would have more value in the hands of others. ‘Asset strip-
ping,”’ as it is pejoratively termed, is frequently used by acquirers to
pay down debt incurred to finance their acquisitions, as in the case of
Allied’s takeover of Bendix or Avco’s acquisition of Textron.

1980s set the stage for this ‘‘riot of voluntary restructuring”’
(1) The Justice Department significantly relaxed antitrust re-
strictions based on size. In the 1960s, for example, the Justice De-
partment blocked the merger of two Los Angeles grocery chains be-
cause they had a combined total of 5 per cent of the market. Today,
acquisitions that result in 20 per cent market shares routinely go
unchallenged.

(2) State antitakeover statutes, once a mainstay of corporate defense
strategies, have fallen by the score on the grounds that they conflict
with the tender offer provisions of the Securities Exchange Act of
1934,

(3) The phased decontrol of crude oil, as well as the partial dereg-
ulation of banking, finance, insurance, transportation and brokerage
created opportunities for economies of scale through mergers and
acquisitions.

The relaxation of antitrust enforcement has permitted a merger wave
that is economically more sound than the conglomerate wave of the
late 1960s and early 1970s. With the Justice Department blocking most
horizontal and vertical mergers during that period, the only way for
aggressive corporations to expand was by taking on unrelated busi-
nesses. The ex post theory that was used to justify the conglomerate
trend was that good managers could run any combination of busi-
nesses, and that conglomerates perform a valuable function for inves-
tors by diversifying.

Now, however, corporations are being permitted to grow through
acquisitions more closely related to their core businesses. To finance
these acquisitions, many—especially conglomerates—are unloading

The substantial removal of three legal roadblocks in the early
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Economic Causes

businesses that are healthy but extraneous. Divesting such businesses
has in turn become more attractive because the companies to which
they are most valuable—those in the divested units’ industries—are
now permitted to bid for them. ‘‘As the game rolls on, the business
landscape of the U.S. ends up with more and more ‘pure’ companies
concentrating on just one or two fields they know best.””*

shuffling of assets only in the sense that they reduced govern-
mental barriers to the free interplay of a number of economic
forces: .

(1) Mergers in the same or closely related fields often yield signif-
icant economies of scale, whether in production, distribution, tech-
nological development, or management. This is especially true for firms
in recently deregulated industries where regulations either directly pro-
hibited mergers or kept profits artificially high so that management’s
incentive to search for savings was dulled.

(2) Management skill is not unlimited. Just as central planners can-
not manage an entire economy, a corporate management team cannot
efficiently handle two dozen disparate businesses. The only way out
of this dilemma is to expand the management team by creating new
layers of management—a sure recipe for burying valuable assets in a
bureaucratic maze. As economist Frederick M. Scherer concluded from
his extensive study of the conglomerate merger movement, ‘‘We typ-
ically found management failure. The acquirers didn’t know how to
manage their acquisitions.’’®

(3) Contrary to the diversification rationale for conglomerates,
investors may prefer a different mix of investments than that assem-
bled by corporate managers. While small investors managing their own
portfolios may have some desire for management-assembled packages,
the rise of mutual funds and pension funds has tilted the balance in
the other direction. ‘‘Increasingly, professional portfolio managers
prefer to trust their own skill at picking industries to invest in, rather
than letting corporate managers offer them a packaged smorgasbord.”’’

(4) Information in securities markets is not costless. Investors and
investment analysts find it easier to understand companies that are in
a handful of businesses than those with scores of extraneous assets.

(5) The inflation of the 1970s increased the market value of certain
assets held by corporations, but accounting rules prevented corporate

The three legal factors mentioned above caused this massive re-
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balance sheets from reflecting this appreciation. It became increasingly
difficult for investors to understand the value of assets held by cor-
porations, especially complex ones with diverse and far-flung assets.

For all but the first of these reasons, corporate managers are finding
that, contrary to the received wisdom of the past, the parts may be
worth more than the whole and that a simplified, slimmed-down busi-
ness may result in a higher stock price. Unearthing a business buried
deep in a complex corporate structure may allow both that business
and the remainder of the corporation to be managed more effectively,
and may allow the market to better evaluate both businesses. But—
and this is a critical point—unearthing such businesses would be sub-
stantially less profitable if the antitrust laws blocked their acquisition
by other corporations in the same line.

hile the relaxation of antitrust enforcement and the partial
\’s/ deregulation of certain industries were necessary for con-
senting managements to undertake this massive restructur-
ing, the process was greatly accelerated by the hostile takeovers un-
leashed by all three of the legal changes described above. A process
that might have been undertaken in a leisurely fashion by many man-
agements assumed new urgency when they felt the hot breath of cor-
porate raiders on their necks. ‘“With each attack by corporate raiders,
‘people are becoming aware’ of hidden value, says [raider [rwin L.]
Jacobs. So, lest they fall prey to the raiders, managers are digging up
and cashing in on the buried assets themselves.”’®
‘‘Earnings—what most investors react to—were worth less [after the
inflation of the 1970s], while the underlying assets were worth more.
The situation was ready-made for raiders and liquidators who knew
how to buy on the basis of earnings and how to sell on the basis of
assets.””® If their corporations did not sell assets, there was no way for
shareholders to capture their value in the form of higher stock prices.
Asset sales by successful acquirers—and then by incumbent managers
seeking to deter acquisitions—provided the vehicle by which share-
holders could capture this hidden value. Raiders forced an earnings-
oriented marketplace to take asset values into account.
The most prominent example of the power of hostile acquisitions
to accelerate an economically desirable restructuring is T. Boone Pick-
ens, whose Mesa Petroleum tried and failed to take over several major

oil companies. His raids forced target companies to merge into ‘‘white

knights,”” divest extraneous assets, reduce their top-heavy manage-
ment bureaucracies and pay cash to shareholders through share buy-
backs. According to economists Harold Demsetz and Michael Jensen,
speaking at a Securities and Exchange Commission forum, the oil mar-
ket has undergone massive changes in the past decade, making it in-
evitable that there would be fewer oil companies.'® Realizing this fact
before most oil company executives, Pickens acted as an arbitrageur,
forcing them to adjust to a reality they had not yet grasped.

e have already seen that a good deal of the popular fear of
corporations gobbling each other up until only a few are
left is unfounded. A similar but more subtle objection to

the restructuring of American corporations is that, as firms concen-
trate their resources in one or two core businesses, there will be fewer
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competitors left in each market, thus increasing their monopoly
power.

The weak link in this argument is the jump from the fact of fewer
competitors to the conclusion that monopoly power is increased. This
argument is reminiscent of the era when the United States was virtually
a self-contained economic unit, when all the relevant firms in an in-
dustry were American. In the last two decades, foreign trade has ex-
panded from roughly one-twentieth of America’s economic activity to
roughly one-sixth. Most major American firms face significant com-
petition from abroad. The best way to ensure that the restructuring
of American corporations does not increase their monopoly power is
to lower trade barriers.

This argument also underestimates the role of potential competition
in deterring large companies from charging ‘‘monopolistic’’ prices.
Such potential competition is enhanced by a robust market for busi-
nesses. A potential competitor, which may lack expertise in a given
industry, can short-circuit an arduous learning process by acquiring a
small firm in the target industry. Thus, the same wide-open process
that often reduces the number of competitors in a field also enhances
the ability of others to enter it.

Another frequently voiced objection to hostile acquisitions is that
they ‘‘cause’’ plant shutdowns and layoffs, disrupting people’s lives.
This objection confuses the messenger with the message. Acquirers do
not shut down plants or pare staff out of spite, but to increase their
economic returns. In most cases, such actions should have been un-
dertaken by prior managements to adjust to a changmg economic
reality.

In any event, the highly visible plant closings following on the heels
of takeovers do not appear to be more frequent than plant closings
generally. At the SEC forum mentioned above, economist Michael
Jensen ‘‘said there is no evidence that takeovers are associated with
a higher than average number of plant closings. What tends to get
closed down, he said, are redundant corporate headquarters, sug-
gesting that the pleas for protection are coming from top executives
who fear for their jobs.”'!

o far, we have focused on the reshuffling of assets among

corporations, or the left-hand side of corporate balance sheets.

However, virtually every transaction has also involved the

right-hand side of corporate balance sheets, invariably by in-
creasing the ratio of debt to equity.

A major question facing every potential acquirer is how to finance
its acquisition. Since most acquirers do not have sufficient cash sitting
in their corporate treasuries, they must either issue additional stock
or borrow. For reasons explained below, they almost always borrow,
either from bank syndicates or by issuing bonds directly to the public.
Until recently, it was difficult for acquirers to borrow from the public
because the level of debt required for many acquisitions was so high
that rating agencies refused to give it an ‘‘investment grade’’ rating.

Enter the ‘‘junk bond,”” an unrated, high-risk, high-yield bond. A
couple of years ago, enterprising investment bankers discovered that
there is a substantial market for such securities, especially among
investors large enough to reduce their risk by diversifying. Junk bonds
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have become a powerful tool in the hands of potential acquirers by
permitting them to issue large quantities of debt backed by the assets
of the acquired company.

While the quantity of junk bonds issued in hostile acquisitions has
been relatively small, the availability of junk bond financing has made
it possible for small raiders to threaten much larger target companies.
Even though Mesa Petroleum failed to take over a single major oil
company, its access to such financing made its raids more credible.

The lesson of junk bonds has not been lost on managements -of
potential targets. Now that takeover defenses based on the antitrust
laws or state antitakeover statutes have become largely ineffective,
such managements have discovered the ‘‘financial defense.”’ If raiders
believe that the target has sufficient cash flow to support a much higher
level of debt, target managements can pre-empt this cash flow by is-
suing debt, using the proceeds to raise their stock prices by repur-
chasing shares. '

In the last couple of years, a trickle of share repurchases has turned
into a torrent, as such major firms as Unoccal, Phillips Petroleum,
Atlantic Richfield, Exxon, Union Carbide, Ford, CBS, Litton Indus-
tries, and Revlon instituted major buyback programs, often financed
with debt. Debt is often used to finance selective share buybacks from
raiders, a process pejoratively termed ‘‘greenmail.”’

In addition, debt is the sine qua non of another recently perfected
defensive technique, the leveraged buyout, in which the managers of
a target company outbid or pre-empt a raider by borrowing enough
to buy out the company’s existing shareholders.

In sum, just as hostile acquisitions have served as a powerful lever
to force the reshuffling of assets among corporations, they have also
directly or indirectly caused a great many corporations to increase their
ratio of debt to equity. New debt issuances less repayments totaled
$164 billion in 1984, while shares retired in buybacks, mergers and
leveraged buyouts exceeded new issuances by $72 billion in 1984 and
$65 billion in 1985. )

What has made this stampede into debt work? Why can raiders
make a profit acquiring much larger companies entirely with debt?
Why do share repurchase programs raise stock prices instead of caus-
ing shareholders to flee from corporations with more fragile financial
structures? Why does everyone seem to win from a leveraged buyout?

The answer is that the tax law discriminates against equity financing
and artificially encourages debt. Interest on debt is fully tax deduct-
ible, while dividends are not. Dividends are taxed twice, first when the
corporation is taxed on its net income, and again at the shareholder
level.

Given the huge tax advantage conferred on debt, why do corpo-
rations issue any equity securities (above a nominal level) at all? Debt
is risky for a corporation because interest payments are fixed legal
obligations independent of its changing financial fortunes. By partic-
ipating in the company’s risk, equity investors give it more flexibility
and resilience. Corporate managers usually seek a debt to equity ratio
which they consider optimal, in light of the corporation’s tax status,
the riskiness of its business, and the extent to which they are averse
to risk. )

Since the tax bias against equity financing has existed for years, why
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has such a massive move from equity to debt occurred only in the past
few years? It appears that two factors contributed to this change.

First, the removal of legal barriers to hostile acquisitions allowed
risk-oriented raiders to impose their risk preferences on more conser-
vative incumbent managements, either by replacing them or causing
them to ‘‘leverage up’’ as a defensive tactic.

Second, the Economic Recovery Tax Act of 1981 increased cor-
porate cash flows by permitting accelerated depreciation, but did not
increase the book earnings which tend to be the focus of investor at-
tention. Raiders were among the first to understand that the larger
cash flows enhanced the ability of corporations to repay debt. By bid-
ding for companies on the basis of cash flow, raiders forced the market -
to take it into account in valuing companies.

he partial removal of key legal restraints in the early 1980s

has permitted the flowering of the market for corporate con-

trol, helping to align corporate managements with the in-

terests of shareholders and creating a giant auction market
which tends to reshuffle assets into more efficient combinations. In-
terwoven with this process has been a dramatic increase in corporate
debt, largely brought on by the tax bias against equity financing, mak-
ing many American corporations more vulnerable to an economic
downturn.

The latter trend has evoked a great deal of adverse commentary and
numerous legislative attempts to curb hostile acquisitions. While halt-
ing takeovers would undoubtedly slow any further erosion of cor-
porate balance sheets, it would also deny us the benefits of the market
for corporate control. The artificial expansion of corporate debt is
best remedied by ending the tax bias against equity financing. 0O
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n December 23, 1985, President Reagan signed into law

the Food Security Act of 1985, commonly known as the

“‘farm bill.”” This statute will affect the state of American

agriculture for the next five years. During the past year,
the precarious condition of the agricultural sector has been a hotly
debated issue. Although the enactment of the 1985 farm bill is designed
to confront and resolve the crisis, the unfortunate fact remains that
the same failed tools which were utilized in the past will continue to
be used in the future. It should not surprise us if more surpluses and
low farm prices continue to plague the farm sector in the immediate
future.

Why is our agricultural sector in such a precarious state? Is more
government intervention the answer to the problem? Before analyzing
our current crisis, it will be instructive to review our past agricultural
policies, for our present attitudes toward the farm sector may be ex-
plained by our historical development as a country. Only if we fully
understand the root of our policies will we be in a position to improve
the lot of agriculture. '

One of the fundamental differences between the development of the
United States and the evolution of Europe is the abundance of land
in this country. As the government acquired more land rights in the
West, it became the national policy to settle the West and actually to
give land to those who were willing to carve a family farm out of the
wilderness. The Homestead Act of 1862 is perhaps the watershed of
this era of open lands. It has been estimated that over one billion acres
of land were thus given to farmers during the settlement of the West.

Although most of the family-size farms essentially provided suste-
nance to the families that operated them, farmers were able to grow
enough crops out of which they hoped to acquire other goods that
they needed. The problem, however, was that as a result of the Federal
farm policies, which encouraged anyone who wanted to enter farming
to do so, a perennial surplus of production always loomed on the
horizon.

As the newly settled farmers attempted to set up their operations,
they faced innumerable obstacles. A significant one was the need for
capital to finance their operations. Consequently, farmers, in general,
became a debtor class. Politically, this meant that traditionally they



favored a policy of easy credit and easy money. Perhaps because of
the dispersed land ownership pattern that evolved as the West was
settled, farmers also tended to regard any concentration of economic
power with suspicion. They therefore generally favored both the reg-
ulation of railroads and the dismantling of large corporate utilities.
Granges were partly responsible for the regulation of railroads on a
state-by-state basis. These state laws, in turn, prompted Congress to
enact the Interstate Commerce Act in 1887 which regulated railroads
on a national scale.

Prior to the First World War, there was a farm surplus problem.
However, as a result of the outbreak of the war, and the subsequent
American participation in it, the federal government encouraged fur-
ther agricultural production. Easy credit policies were enacted, and
the justification for the overproduction was epitomized in the slogan
“Food Will Win the War.”” Predictably, at the end of the war, farm
prices fell, reflecting the government-encouraged surplus production.
As protection to the farmers, Congress proceeded to enact higher tar-
iffs on farm commodities through the McCumber Act of 1922. But
farm prices remained low. Farming was perhaps the one bleak point
in the economic boom of the 1920s. No matter what the government
did, farm prices remained low. .

he year 1922 saw the birth of the concept of “‘parity.”’” This

concept first .appeared in a booklet written that year by

George N. Peek and Hugh S. Johnson entitled ‘‘Equality

for Agriculture.”” The thesis of this booklet was that farmers
were entitled to receive a ‘‘fair’’ price for their commodities. The fair-
ness of the price was connected to the level of prices received during
the golden era of agriculture, which were the ten years that preceded
the First World War.

Congress, reflecting the thinking of the farm sector, enacted a pro-
posal which embodied these ideas. The proposals were known as the
McNary-Haugen bills. These bills would have restructured domestic
distribution of farm commodities, so as to raise the prices to the much-
heralded ¢‘parity’’ level. The excess which could not be marketed do-
mestically, however, would have, in effect, been dumped on the in-
ternational market while the U.S. consumer would have paid for this
subsidy. These bills did not become law, and in 1927, when President
Coolidge vetoed the latest version of these bills, he justified his veto
utilizing rather prophetic language. In his veto message, the President
said:

* Government price-fixing, once started, has alike no justice and
no end. It is an economic folly from which this country has every
right to be spared . . . There is no reason why other industries
—copper, coal, lumber, textiles, and others—in every occasional
difficulty should not receive the same treatment by the govern-
ment. Such action would establish bureaucracy on such a scale
as to dominate not only the economic life but the moral, social,
and political future of our people. The main policy of this bill
runs counter to the well-considered principle, that a healthy eco-
nomic condition is best maintained through a free play of com-
petition, by undertaking to permit a legalized restraint of trade

The Birth of
“Parity”
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in these commodities and establish a species of monopoly under
_government protection, supported by the unlimited power of the
farm board to levy fees and enter into contracts. For many gen- -
erations such practices have been denounced by law as repugnant
to the public welfare. It cannot be that they would now be found
to be beneficial to agriculture.

Agriculture in the 1920s experienced an unsurpassed productive ca-
pacity as the result of both technological advances and governmental
policies. Naturally, farm prices fell due to this surge in productivity,
and the signals that the low prices communicated to society were that
there were too many resources invested in agriculture. The adjustment
process has proven painful to many farmers. In 1790, 96 per cent of
the population was engaged in farming. By 1927, the farming sector
had decreased to 27 per cent. The farming sector is now one-tenth of
what it was 50 years ago—2.5 per cent. Low farm prices were a symp-
tom that indicated to society that its resources were misallocated and
that a migration away from agriculture was the desired goal. In spite
of all the government policies enacted to halt this migration, the trend
has continued.

During Herbert Hoover’s administration, prices received by farmers
fell to historically depressed proportions. Farm income fell by more
than half between 1929 and 1932. As a palliative, a new government
agency was organized to take care of falling prices. This was the Fed-
eral Farm Board which was organized as a result of the Agricultural
Marketing Act of 1929. Endowed with a revolving fund of $500 mil-
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lion, the Federal Farm Board set about to stabilize the prices of wheat
and cotton. The price of a bushel of wheat was $1.04 in 1929, but in
spite of the purchasing activities of this agency, the price of wheat fell
to 39 cents per bushel by 1931. The Board accumulated such large
stocks of wheat, that at one point it controiled 80 per cent of the
country’s supply. Cotton fared no better. After having incurred heavy
losses, Congress refused the agency any further funds and it ceased
operations. Protectionism, however, seemed to be the course of action
to follow, and the Smoot-Hawley Tariff of 1930 only succeeded in
engendering further retaliatory tariffs that impeded world trade.

With the advent of the Roosevelt administration, a host of new
statutes were enacted which were designed to treat the economic emer-
gency caused by the Great Depression. Each sector of the economy
provided its own explanation for the cause of the crisis. Agriculture
too had an explanation for its problems: there was just too much pro-
duction. So the Agricultural Adjustment Act of 1933 was enacted. This
is the prototype of the legislation that in many ways is still in effect
today.

he cornerstone of the Agricultural Adjustment Act of 1933

was to raise farm income by reducing production. Farmers

were paid to reduce the acreage under cultivation and were

guaranteed a minimum price on certain commodities. The
crops that were to be controlled by this statute were the so-called
““basic’’ commodities: wheat, corn, cotton, peanuts, rice, and to-
bacco. Although these commodities generated about one-fifth of farm
income, they earned the lion’s share of government funds spent in
order to support prices.

One of the oddities of the price support system has been that it is
designed to subsidize the volume of production, not the farmers’ needs.
Thus, small farmers have consistently received very few benefits from
the price support system, whereas large farmers have benefited pro-
portionally more. At the present time, one-third of all farms in the
United States produce approximately 85 per cent of all farm sales.
Therefore, two-thirds of all farmers receive insignificant government
assistance from the price support system. ‘

The implementation of the farm policy of the New Deal was mainly
based on acreage reductions rather than on price supports, since these
supports were set at a low level. However, with time, the support prices
began to be increased to reach levels above the market-clearing point,
so that stocks of surplus commodities began to appear. Land which
produced subsidized crops was cultivated more intensely to increase
the yield per acre. Other land that would have produced subsidized
crops had it not been for the acre reduction requirement was cultivated
for various additional crops. This, in turn, created surpluses in other
areas.

The mechanics of the price support system have not changed very
much since their inception in 1933. The Department of Agriculture,
through an agency called the Commodity Credit Corporation (CCC),
issues nonrecourse loans to farmers who produce the subsidized com-
modities. If the price of the commodity rises above the loan rate, the
farmer is free to sell the commodity and is obligated to repay the loan.
Therefore, the loan rate becomes a minimum price. If, on the other
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hand, the price of the commodity falls below the loan rate, the farmer
simply relinquishes the commodity over to the CCC and the loan is
considered paid in full. Thus, whenever the loan rate is set above mar-
ket-clearing levels, the CCC ends up holding the surplus production.

The Agriculture and Consumer Protection Act of 1973 introduced
the concept of “‘deficiency payments,”’ which consists of an additional
subsidy representing the difference between the lower loan rate and
the higher price support or price target. Farmers are entitled to a de-
ficiency payment whenever the selling price of the regulated com-
modity falls below the price support point. Although designed to avert
the chronic overproduction of agricultural commodities, this mech-
anism has proven ineffective in reaching its goals.

The 1985 farm bill has continued the use of both nonrecourse loans
and deficiency payments. The only change is that the loan rate has
been lowered in an attempt to control chronic overproduction. The
purpose of the lower loan rate is to encourage farmers to sell their

- products in the marketplace, rather than forfeiting them to the CCC.

The anticipated lower farm income is supposed to be offset, however,
by the deficiency payment. Therefore, since the farmer will still receive

. a subsidy, regardless of the market price of the commodity, it is doubt-

ful that surpluses will be eliminated. .

The export boom of the 1970s once more temporarily eliminated
the perennial surplus problem. The government relaxed all production
controls, and 55 million acres of cropland were added to production
in order to meet this demand. Financial institutions, in turn, issued
credit based on the assumption that land prices, which were increasing,
provided sufficient collateral. Farm debt, which stood at $50 billion
in 1970, increased to $214 billion by 1985. But after 1981 several factors
radically altered the picture. Interest rates increased, a world recession
reduced exports and other countries began to increase their productive
capacity. In addition to this, the value of the dollar increased, making
farm products even more expensive in world markets.

otwithstanding the massive subsidies farmers receive from

the federal government, the farm economy is presently fac-

ing a severe crisis. Farm income has decreased by about a

third during the past four years: In spite of this, the costs
of the price support and market subsidies that form part of our na-
tional farm policy have ballooned to unprecedented levels. When the
1981 farm bill was enacted, it was expected to cost the taxpayers no
more than $12 billion. Instead, the actual costs incurred amounted to
over $60 billion. Similarly, in 1981, farm exports reached the unpre-
cedented height of $44 billion, which represented approximately 60
per cent of the world’s agricultural market. Qur share of the market -
has subsequently declined to approximately 50 per cent and our ex-
ports were $32 billion in 1984,

The 1981 price support legislation enacted rigid and high price sup-
ports which only encouraged other countries to further increase their
production. Therefore, land values began to decline. Sinceé the value
of the collateral no longer supported more credit, financial institutions
have reduced lending. Since 1981, around 200,000 farmers have gone
out of business.

Because Federal price supports have been above market clearing -
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levels, the government has acquired large stocks of surplus production.
As a temporary solution, in 1983 the “‘Payment in Kind”’ (PIK) pro-
gram was designed. Farmers who participated in the scheme were given
comparable amounts of crops. Eighty-three million acres of cropland
were idled, and the government surplus disappeared. But sales of fer-
tilizer, machinery, feed and other products necessary for farming were
reduced. Experts at Georgia State University estimated that the PIK
program cost 200,000 jobs. This estimate does not include the actual
amount of crops given away, worth approximately $10 billion.

The 1985 farm bill continues substantially the policies of the past.
The outcome of these past policies has consistently been overpro-

duction. In response to the surplus problem, Congress has established .

four mechanisms to combat surpluses. These are the acreage reduction
programs, marketing agreements, voluntary land retirement, and im-
port quotas. The 1985 bill continues this trend.

The acreage reduction program goes hand-in-hand with the price
support mechanism. Essentially, if a farmer wishes to participate in
the subsidy program, he or she is required to limit the acreage ap-
portioned to the cultivation of the subsidized commodities.

arketing orders represent another mechanism for dealing

with the recurrent surplus problem. The marketing order

scheme has its origins in the Capper-Volstead Act of 1922

which allowed the formation of agricultural coopera-
tives. This statute exempted agricultural cooperatives from the cov-
erage of antitrust legislation. Even though the cooperatives were free
to cartelize production, they were never able to effectively influence
prices because not all producers agreed to join them. In other words,
the forces of the market prevented the formation of monopolies.
Therefore, further statutory irntervention was required, which culmi-
nated in the Agricultural Marketing Agreement Act of 1937.

This statute authorized the Secretary of Agriculture to set up mar-
keting orders for milk, vegetables, fruits and other minor products.
Presently, there are 47 marketing orders in effect, covering a variety
of crops worth around $5 billion a year. After a marketing order is
adopted by the Secretary of Agriculture, a referendum of producers
is held. If the order is ratified, it then comes into effect. The order
may be amended from time to time by the Secretary, who usually fol-
lows the recommendation of producer administrative committees.
Some of the marketing orders are not particularly important. For ex-
ample, the market-support variety requires producers to contribute to
an advertising fund. However, most of the marketing orders are de-
signed to restrict supply in various ways. Some are concerned with
setting quality standards. Others restrict the amount of products the
farmer may bring to market, or determine how much fresh produce
handlers may ship, or require producers to put part of their crop in
storage until market conditions improve so as not to lower the market
price. Any excess must be diverted for other uses, or simply left to
waste.

Predictably, the effect of marketing orders is to increase prices. In
addition, resources are misallocated since supply-control orders, by
raising prices, encourage more production of the commodity. This, in
turn, produces more waste, since more commodities are then diverted
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to other uses or left to rot. It has been estimated, for example, that
up to 30 per cent fewer acres would be needed to produce the amount
of California and Arizona oranges which ultimately are marketed.
Innovation is also reduced, since there is no incentive to reduce costs
of production because a producer’s sales are limited by the orders. An
example of an innovation that has been frustrated is the development
of a special shrink wrap that would allow lemons to be wrapped fresh
for periods of about six months. It has also been estimated that 25
per cent of the lemon crop is wasted. A

Voluntary land retirement has been a traditional method whose pur-
pose has been to reduce agricultural production. In many instances,
the additional purpose of fostering soil conservation has also been
utilized as a means of limiting farm acreage. By the 1960s, 60 million
acres had been removed from production. Ironically, the price support
system and the disaster payment programs have encouraged farming
in areas that have been subject to unusual environmental risks. For
example, in the semi-arid climate of the Great Plains, ranchers may
be tempted to cultivate some of the subsidized crops. After the prairie
grasses are eliminated and a crop cultivated, the rancher may be re-
quired to set aside part of his land in order to receive the subsidies.
This only exposes that soil to the dangers of erosion. The 1985 farm
bill has recognized the deleterious effect of the price support system
to certain erodible lands, and the eligibility of those lands in the sub-
sidy program has been restricted.

mport quotas are the fourth method which has traditionally been

used to combat surpluses. Sugar is one of the products that has

consistently been protected from foreign competition. The do-

mestic price of sugar is approximately four times the world price.
Foreign-grown sugar may only be imported in limited quantities and
from certain countries. The sugar quota allowed from foreign coun-
tries has decreased significantly over the past four years. In 1981 we
imported 5 million tons of sugar, whereas by 1985 the amount was
decreased to-1 million. This has foreign policy repercussions, since
most sugar-producing countries are less-developed countries that ur-
gently need foreign exchange to support their economies.

In spite of these four methods of reducing surplus production, high
price supports have consistently provided the incentive to engage in
overproduction. If the price supports did not exist, farmers would
guide production based upon market prices. When market prices are
low, the signal communicated to producers is that production should
be reduced, and farmers will act accordingly. With the present system,
however, farmers can disregard the market signals and overproduce,
confident that the government will guarantee a support price. The
surplus production only succeeds in lowering market prices, which, in
turn, becomes the political justification for keeping the price support
system in effect.

One of the justifications for price supports and marketing orders is
that agriculture is a different type of industry. There are many aspects
of the agricultural cycle that are beyond the control of farmers. Nat-
ural disasters, insect infestations and droughts are examples of the
difficulties with which farmers have to contend. But there is a large
segment of agriculture, over half of the sector, which operates without
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the benefit of price supports. Livestock, as well as many fruits and
vegetables, have successfully operated without these supports.

The free market has the capability of protecting farmers against
unforeseen price fluctuations through the trading of agricultural op-
tions. This system enables farmers to sell a commodity sometime in
the future at a predetermined price. Since 1936, -however, this system
had not been allowed to operate in most of the major domestic com-
modities. But as a result of the enactment of the Futures Trading Act
in 1982, the trading of agricultural options in the regulated commod-
ities has been allowed. The first trading of these contracts began in
October of 1984. It should be pointed out, however, that with the price
support system in place, the prospects of these contracts are limited.

The current agricultural programs have inconsistent and conflicting
effects. Some of the programs—like easy credit to buy and operate a
farm, or research activities or irrigation projects—Ilower the costs of
production. Other programs—some of the ones discussed in this ar-
ticle—tend to increase prices. Our legislated programs are encouraging
overproduction, which has the unwanted effect of decreasing prices
and reducing farm income. The surplus production which the federal
government normally holds has been partially sold in the international
markets. Foreign countries have increased their productive capacity,
and this alternative no longer is viable in the long run. Our farm policy
should not be based on sheer hope that some future event will take
care of overproduction.

Circumstances have changed over the past fifty years. Farm income,
as a percentage of the income generated in urban areas, has increased.
The farm sector, on the average, earns about four-fifths of the earn-
ings in the non-rural sector. Politics should be eliminated from our
farm policy. It is not unknown for politicians to encourage the raising
of price supports at strategically convenient times in order to gain
votes. It is time we stop the present contradictory and negative farm
programs. The longer we hesitate in embracing the free market, the
worse it will be for all. (]
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o compensate workers for wages lost during periods of un-
employment, most countries have systems of unemployment
insurance. They are compulsory, in the sense that govern-
ment enforces coverage and uses the taxing power to finance
the expenditures. Previous contributions by or on behalf of the work-
ers largely determine benefit eligibility and amounts according to for-

-mulas stipulated by law.

The primary purpose of the system is economic assistance and com-
pensation of employees for wage loss during periods of economic de-
cline and depression. The economic effects of such periods are com-
pounded by sociological effects that are reflected in physical and mental
ill health, rising crime rates, divorce rates, and even suicide rates. Un-
employment compensation seeks to alleviate the ill effects.

The American system is a federal-state system that was forced upon
the states by the Social Security Act of 1935. The Act levied an un-
employment tax on employers, but offered a 90 per cent offset (1) for
employer payments of state payroll taxes for unemployment benefits
or (2) for reductions in such state taxation under a program of ex-
perience ratings. The law left the states free to determine their own
benefit levels and duration of benefits. Consequently, benefit provi-
sions and tax rates differ widely among the states.

The system is a form of public charity that springs from a new
conception of social welfare. The public now accepts the concept that
government must bear the ultimate responsibility for public relief, in-
cluding unemployment assistance. This new attitude brought forth ex-
tensive social legislation and led the way to the ‘‘welfare’’ or “‘social
service’’ state. The American system followed in the footsteps of ear-
lier systems in Scandinavian countries, some Commonwealth countries
and Great Britain, which in turn were influenced by the labor legis-
lation of Bismarck Germany in the 1870s.!

The social service state has few genuine critics. Its countless sup-
porters are guided by a great number of motives that continue to lend
intellectual support to the system. Their first and foremost motive, we
are led to believe, is charity toward their fellow men. They wax elo-
quent about their feelings of benevolence, good will and affection,
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indulgence and forbearance. In the name of charity they call upon
government to cater to the needs of the people. Government is to
assure a system of social assistance, to grant every citizen the right to
extensive welfare benefits, unemployment compensation being just one
of them, so that everyone may achieve maximum cultural and even
spiritual well-being.

A few critics are highly suspicious of this attitude that makes gov-
ernment the guardian of charity and welfare. Some are guided by Ju-
deo-Christian principles that make charity a responsibility of each and
every individual. To them, private initiative and charity are the keys
to American progress and prosperity, having led to unprecedented im-
provements in working and living conditions. They look upon private
charity as an important bulwark against complete state control and
the political command system, which they abhor for many reasons.

The welfare state as a transfer state is an early form of the command

system, appealing to envy and covetousness and, by creating classes
of beneficiaries and victims, continuously breeds social conflict and
strife. It is driven by government coercion and guided by majority
vote. It is never fair, but always political. It is cumbersome and slow,
unable to act promptly and efficiently.

he Judeo-Christian command of charity is no call for pol-

itics. Unemployment compensation is the product of poli-

tics. Its supporters may concede the point, but they hasten

to defend the system on grounds that it is a desirable eco-
nomic stabilizer that moderates the business cycle. They applaud it as
an important countercyclical force that injects purchasing power when
unemployment rises and absorbs it when unemployment falls again.
It is said to stabilize the propensity to consume and thereby acts in a
countercyclical, stabilizing way.>

In his popular textbook, Economics, Paul A. Samuelson applauds
unemployment insurance and other welfare transfers as ‘‘a first line
of defense’’ that goes into action automatically to counteract a reces-
sion. ‘“‘Unemployment insurance pumps funds into or out of the econ-
omy in a countercyclical, stabilizing way. Similar features are seen in
many income support programs. Food stamps, aid to families with
dependent children, and early retirement on Social Security are ex-
amples of public transfer payments that help to shave the highs and
lows from the business cycle.””’

It is difficult to fathom the operation of the Samuelson pump that
moves funds into and out of the economy. Unemployment tax reve-
nues do not move in and out of the economy. They are levies imposed
by politicians and collected by internal revenue agents, exacted from
employers who in turn obtain them from the productive labors of their
employees. Civil servants then disburse the funds to some unemployed
workers. If there should be a temporary surplus, the U.S. Treasury
spends it, issuing IOU’s in the form of U.S. Treasury bills and notes.
If there should be a shortfall, the taxes are likely to be raised to the
level of expenditures. One searches in vain for the pumping action that
causes the funds to exit from the economy, remain hidden for a while
and then to return to active duty.

The only pump at work is a transfer pump that reduces the pay-
checks of working employees while it yields benefits to unemployed
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workers and salaries to civil servants who operate the pump. Contrary
to popular belief, payroll taxes do not seize employer income. They
do not reduce entrepreneurial profits or capital interest or managerial
remuneration. Every penny exacted on behalf of employees is taken
from employees through lower take-home pay. Lower take-home pay
offsets the unemployment tax. The levy does not cause unemployment,
but it continues to prevent saving and investing, which would raise
labor productivity, bolster the demand for labor, and reduce
unemployment.

No pump on earth can prevent the business cycle or moderate its
effects. No food stamps, no aid to dependent children, no early re-
tirement on Social Security can prevent the cycle once it has been set
into motion through inflation or credit expansion. No matter what
else government may contrive or attempt, easy-money policies bring
about economic booms that cause business misjudgments and mal-
adjustments. Once a boom has run its course it necessitates and brings
forth a depression which is a period of readjustment. There are no
miracle cures for business cycles, no recipes for full employment. Gov-
ernment cannot ‘‘fight”’ depressions through more easy money and
more transfer payments. It can, however, prevent them by abstaining
from the policy that causes them: inflation and credit expansion.

To embark upon pumping action at any stage of the cycle is to make
matters worse. During the boom it may add to the maladjustment,
during the recession it may delay the readjustment. Unemployment
taxation, like any other taxation and government intervention, does
not counteract the business cycle. It aggravates the disorder.

New unemployment levies are forced exactions to which the labor
market has not yet adjusted. They boost labor costs and temporarily
reduce employer income. Governments usually impose new levies either
through higher rates or higher bases, or both, at the very moment of
business difficulties, during the depth of depression. The exactions
compound the situation by lowering the productivity of labor even
further, thus reducing the demand for labor and boosting unemploy-
ment. They continue to have a painfully contracting effect until the
take-home pay has fallen by the amount of the new tax exactions.
Unfortunately, organized labor tends to resist the reduction, which
aggravates the unemployment. Workers are led to lay the blame for
rising unemployment on employer greed and the private property or-
der rather than on the tax boosts and their own reluctance to adjust
to the boosts.

nemployment taxation and compensation may not en-

courage capital formation, but they are said to promote

the preservation of skills and training. With their eyes glued

on the output of the transfer pump, and completely ig-

noring the pump input, as well as the energy it takes to operate the

pump, the popular champions of unemployment compensation view

it as an auspicious outpouring that preserves given skills and training

and thereby safeguards labor preductivity. They favor generous com-

pensation because it reduces the financial pressures on the unemployed
to accept different or lower-level jobs.*

Surely, it is a grievous fallacy-to contend that unemployment is more

conducive to maintaining skills and training than work on any level;
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that it is more beneficial to finance idleness than to encourage the
unemployed to accept lower-level jobs; that society is better served by
mass unemployment than lower-level production. Work on any level
usually broadens skill and ability and adds valuable experience that
improves individual productivity. It is presumptuous to contend that
there is no learning except on one’s own level of skill and expertise.

The skill- and-training argument completely ignores a fundamental
characteristic of the private property order, which is continuous change
and readjustment of production to the wishes of consumers and to the
ever-changing state of technological knowledge. Capital and labor must
adjust continuously; failure to adjust inflicts losses and causes un-
employment. The chronic unemployment of some eight million Amer-
icans, which most observers are quick to place on the doorsteps of the
business cycle, must be charged primarily to the very policies that pre-
vent and discourage change and readjustment, from minimum wage
legislation to the legal privileges of labor unions. Unemployment com-
pensation that encourages preservation of old skills and discourages
new learning and new skills aggravates and prolongs the chronic
unemployment.

The reluctance to adjust to changes and acquire new skills may rest
on individual apathy, sloth or just fatigue. But it may also spring from
the notion that many unemployed workers have great skills and train-
ing that need to be preserved with the help of generous unemployment
compensation. This is a popular error. The pains of unemployment
are felt most frequently by the least productive members of society;
they suffer a common fate because government or labor unions, en-
deavoring to raise their pay and benefits, manage to price them out
of their jobs. Surely, the unemployment rate among minimum wage
workers, steel workers and automotive workers, most of whom have
minimal skills, training and education, is measurably higher than in
any other vocation.

n the United States the existence of separate state systems makes

for competition that reveals some startling contrasts. The high-

benefit states are the high-unemployment states. The low-benefit

states are the low-unemployment states. Low benefits, severe
conditions and disqualifications, and the resulting low tax rates, seem
to attract new industry and promote economic expansion, which pro-
vide new opportunities for employment. High benefits call for high
taxation which, going higher and higher, may hamper business and
breed unemployment.

The trends of unemployment are predictable, being subject to var-
ious influences and controls. Monetary, fiscal and foreign-trade pol-
icies affect the productivity of labor and consequently the demand for
labor. The level of unemployment benefits has a significant impact on
worker incentives and the supply of labor. Recent growth of the benefit
provisions of the unemployment compensation system as well as public
assistance benefits has significantly reduced the supply of labor. It
subsidizes unemployment and thereby breeds more unemployment.

Acting man always faces a choice in allocating his resources among
alternative uses. In this case he must allocate his time among alter-
native uses. He may use it in production (work) or in consumption
- (leisure). The mode of allocation generally depends on the relative
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prices of both: a rise in the price of one relative to the price of the
other tends to lead to a decrease in its consumption; a falling price
tends to increase consumption. )

Unemployment benefits reduce the cost of leisure and encourage the
withdrawal of some labor from the labor market. New benefits and
extensions of old benefits reinforce the withdrawal, which is hidden
in the thicket of rules and regulations that seek to deny workers the
freedom to choose between work and leisure. Withdrawal from the
labor market obviously assumes freedom of action and voluntary re-
action to changes in the relative prices of labor and leisure. Unfor-
tunately, institutional restriction and prohibition often deny individ-
uals the freedom to choose. Many individuals are barred from
participation in production and exchange by such barriers as minimum,
wage legislation and license and permit requirements, which causes
some workers to seek refuge in the underground economy. But most
workers still have the choice between labor, which is regulated and
taxed severely, and leisure, which is subsidized generously with un-
employment compensation and other benefits of the transfer system.
It cannot be surprising that many workers prefer the joys of leisure
over the disutilities of labor.

Over the long run, aggregate unemployment rates have been rising
in the United States. They have been increasing almost exclusively
among unskilled or semiskilled laborers for whom the difference be-
tween the market wage of labor and the unemployment compensation
and other benefits is minimal. A worker who earns $200 net per week
for his labor exertion and $200 in the form of unemployment com-
pensation and many other subsidies from food-stamps to Medicaid,
lacks any pecuniary incentive to labor. He lacks the incentive to accept
employment at a market rate of wage that may be lower than his com-
pensation rate. He may prefer to remain unemployed until the benefits
run out.

According to Department of Labor statistics, some seven to eight
million Americans are unemployed. More than thirty million live in
retirement and receive Social Security benefits. More than nine million
depend on survivor benefits. Over six million live on public assistance
or supplemental income. Altogether more than fifty million non-work-
ing Americans depend on transfer payments for their support. Surely,
their number significantly reduces the supply of labor throughout the
American labor market and renders the remaining labor more expen-
sive. Not only does it deprive working people of the transfer income
that is forcibly taken from them, but it also denies them the productive
contribution many transfer beneficiaries could be making.

Society is substantially poorer because millions of able people no
longer contribute to economic production. In recent decades American
society has grown visibly poorer in the services which unskilled and
semiskilled workers usually render. Many are idle, living on unem-
ployment compensation and public assistance.

o limit the demand for its offerings, the system imposes ben-
efit conditions that are designed to deny the leisure option.
To be entitled to benefits, a person must be ready, willing
and able to work. He must be unemployed through no fault
of his own. Benefits are denied if he quits his job without a valid
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reason, is discharged for willful misconduct, refuses to apply for or
accept any suitable work within a reasonable distance of his home, or
attends a school or training course. The amount of benefits may be
reduced if he is self-employed or has any type of earning.® Unfortu-
nately, the conditions are rather ineffective, and breed deceit and fraud
on a massive scale.

For example, it is difficult to estimate the number of beneficiaries
who labor in the underground economy and who blithely forget to
report their earnings. But failure to report is tantamount to fraud,
which is deception practiced deliberately in order to secure unlawful
gain. The unemployment compensation laws call for prosecution of
anyone making false statements or knowingly withholding informa-
tion to obtain benefits illegally. But few such cases appear in court
and even fewer judges are prepared to impose the penalties.

Beneficiaries are expected to apply for and accept any suitable work
within a reasonable distance of their homes. But many who prefer
leisure over work use imagination and ingenuity, resorting to clever
tricks and artful dodges that meet the requirements of application but
avoid being offered a job.

Similarly, to quit a job without valid reason or to be dismissed for
willful misconduct means forfeiture of benefits—at least, the law so
stipulates. In reality, unemployed workers may cite a great many rea-
sons that may be true, imagined, or even manufactured. The system
officials passing judgment on the valid reason or willful misconduct
usually concur with the workers and dispense the benefits. Employer
efforts to protest and appeal the decision are so costly it is often easier
to accept the decision, right or wrong.

Some states deny unemployment compensation to strikers on the
assumption that strikers voluntarily leave their jobs and are unavail-
able for work. However, other states, especially in the Northeast where
the labor union ideology is dominant, manage to pay strikers on
grounds that they do not leave voluntarily, but are driven out or locked
out. When the United Steelworkers struck Wheeling-Pittsburgh Steel
Corporation, operating under Chapter 11 of the Federal Bankruptcy
Code in an effort to reorganize $514 million in debt, Ohio’s Bureau
of Employment Services ruled that Ohio strikers were locked out and,
therefore, entitled to benefits.s

The effects of this policy are clear. Workers throughout the state
suffer reductions in take-home pay so that the United Steelworkers of
America, who earn nearly twice the rate of the average worker, can
exact more income and wealth from company creditors and stock-
holders. The subsidy aggravates the strike and magnifies the company
losses, which consume business capital, reduce the demand for labor
and cause more unemployment.

Moreover, the benefits may necessitate boosts in unemployment tax-
ation, which raise labor costs and reduce the demand for labor
throughout the state. Unemployment is bound to go higher throughout
the Buckeye State. The payment of benefits to strikers makes a farce
of the provision that workers must be unemployed through no fault
of their own. If strikers who are noisily manning picket lines and for-
cibly barring other workers from going to work, are said to be un-
employed ‘‘through no fault of their own,”’ then worker fault has
practically been eliminated and all fault been placed either on the door-
steps of employers or the economic system itseif.

UNEMPLOYMENT
COMPENSATION
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Conclusion

he high unemployment that is persisting in the United States

has given rise to a vigorous debate as to its causes and po-

tential cures. On the one hand are those observers who argue

that the high level of unemployment reflects primarily a de-

ficiency of aggregate demand. In the footsteps of John Maynard

Keynes, they contend that higher and more rapidly rising, levels of

spending, including. unemployment compensation and public assis-

tance, supported by appropriate monetary and fiscal policies, can bring
unemployment down to a satisfactory rate of four per cent or less.

Opposing this orthodox view is the economic argument that there

is no lack of jobs in an unhampered labor market. Unemployment

springs from extraneous force, in particular, by government and labor

unions raising the cost of labor above its productivity. Numerous laws

and regulations seek to bestow popular benefits, reduce effort and

output, and erect obstacles to labor adjustments to changing costs and

opportunities. Government and labor unions make the labor market

a long obstacle course for unskilled and semiskilled workers. Unem-

ployment compensation is one such obstacle. O
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Teaching Economics

rogress toward a free society and a free economy cannot be HOW beSt to
made until a substantial part of the population understands
the operations of the market. What constitutes a ‘‘substan- pl'esent
tigl portion’’ is not a scie_ntific matter. Perhaps only 15 or economic
20 per cent is enough to make the difference when votes are counted. e e
One of the problems, however, is the very fundamental deficiency in prlnClpleS-
the notion that ‘‘votes’’ are a satisfactory method of determining the
futur'e of a society.‘ ‘ by Ronald S. Hertz
Without belaboring the question of how depth and breadth of ed-
ucation can be achieved, it certainly can be concluded that almost as  Mr. Hertz was a CPA and 2
. . . partner in a leading accounting
important as the basic concepts themselves, for the achievement of i For many years he taught a
these ultimate goals, is the effectiveness of the teaching. After teaching  course in cconomic theory at the
. . New York Institute of Credit.
students who have not previously been exposed to economics, I have  ghordy before his death in 1985,
gradually come to some conclusions as to what fascinates young people  he set down these thoughts.
and what approach draws them to economics and might hopefully
convince them to maintain a lifetime interest in the subject.
First, students must be persuaded that they will never understand
the world around them, including occurrences in their daily lives, with-
out understanding economics. Students are fascinated when their at-
tention is called to the ‘‘spontancous order’’ of the market. Easily
found examples in the environment are the similarity of prices asked
for the same commodities uptown and downtown, in-state and out-
of-state, and at even greater distances if we ignore transportation time
and costs. Another simple example is the remarkable phenomenon that
the retail outlets we patronize tend to have just the right amount of
“goods for the people who come in to buy. All this happens without a
central planning system. On further thought, it could not, does not,
happen with a central planning system.
The equity of the spontaneous order of the market is further un-
derscored when the students consider the varied tastes, goals, atti-
tudes, means, and values of their acquaintances. Given the hetero-
geneity of human beings, the accomplishments of the market appear
quite remarkable. In economics as I teach it, the students learn that
the spontaneous order is achieved as trades take place among indi-
viduals with differing interests and wants. When transactions take place
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Ronald S. Hertz (1926-1985)

at the margin, heterogeneous individuals become compatible and mu-
tually satisfactory transactions are consummated.

Economic theory may then be put into the context of the “‘invisible
hand”’ or ‘‘spontaneous order.”” My course then concentrates on the
processes or ‘‘forces’’ of the market. To appreciate their importance,
the students must gain some understanding of what might be called
the philosophical context of economic theory. They must realize, for
example, that economics deals with human actions in the face of a
scarce environment. They must come to understand how deductive
reasoning, on the basis of fundamental axioms, leads to conclusions,
economic laws or principles, which are incontrovertible unless the orig-
inal premises are repudiated or the reasoning is unsound. Regardless
of what appeafs to the senses in the environment, therefore, the laws
of economics are not reversed or refuted, but merely obscured from
the casual observer by the infinite number of forces working at all
times in the real world.

I also introduce the thesis that economics is a science of means.
Economics is described as ‘‘value-free.’”” Personal tastes and other fac-
tors entering into an individual’s goals, are givens and not the subject
matter of economics per se. Economics is non- judgmental, in the sense
that it scrupulously avoids making value judgments about the ends or
goals of human action. Rather it focuses on the means for achieving
those ends.

Hopefully, at the end of a brief introduction of this sort, the stu-
dent’s appetite has been whetted. By that time, he or she will under-
stand the basic, self-evident axioms and can reason with the teacher
from then on—from these axioms to the laws of economics, from the
elementary to the more complicated, and then on to the ‘‘sponta-
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““‘After teaching students who have not

previously been exposed to economics, 1
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have gradually come to some conclusions as
to what fascinates young people and what

approach draws them to economics and
convinces them to maintain a lifetime
interest in the subject.”’

neous’’ introduction of money, which makes complex transactions
possible.

The market then, overall, is seen as the structure of voluntary, pur-
poseful human actions, based on private property, governed only by
principles of peace and social cooperation. Private property is the nec-
essary concomitant of a voluntary society. Explained in this manner,
the economy is shown to evolve solely from the actions of individuals,
only voluntarily collectivized, and the forces of nature.

Our present system is riddled with government intervention of var-
ious sorts, the effects of which are disruptive. However, the system is
still primarily the outcome of individual actions, not of overall coer-
cion. All systems, whether theoretically ‘‘pure’ market or ‘“‘pure”
socialist, are subject to the kind of analysis which only an understand-
ing of market theory enables one to make.

he next step in teaching economics is to introduce non-mar-

ket forces, as they are superimposed step by step upon the

market. Such non- market forces always turn out to be forms

of coercion, political superimpositions, either direct or in-

direct. Key examples are explored in detail-——government control over
money leading to inflation, artificially stimulated bank credit expan-
sion and its inevitable consequences, the effects of price and wage
controls, regulation of business, and so forth. International trade is
shown to become an economic problem only as a result of the political
establishment of national borders and the institution of various gov-
ernment interventions within those national boundaries. Finally, to-
talitarian socialism is described in depth as the consequence of gov-
ernment interventionism carried to its extreme. Reference is made to
the Soviet Union and other socialist countries, as well as to the “‘ideal”’
socialist state, if such can be conceived. The fundamental flaws of
socialism are addressed and the students examine and compare both
ends of the spectrum of economic systems—the market and socialism.
In this way, in accordance with my profound conviction, I try to
project the urgent need for people to understand economic theory and
the market. Only with an understanding of market theory can anyone
recognize ‘‘order’’ in a world in which heterogeneous individuals con-
duct their daily affairs without supervision superimposed by govern-
ment or a higher authority. Only with an understanding of theory, can
one expect to pierce the mysteries which the economy presents to un-
informed laymen. O

Non-Market
Forces
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A REVIEWER’S

NOTEBOOK

Choosing the
Right Pond

by John Chamberlain

obert H. Frank’s Choosing

the Right Pond (Oxford,

306 pp., $22.95) is, para-

graph by paragraph, often
a delight to read, but in addressing
one-thousand-and-one topics in no
particular sequential order it leaves
one with the impression of a most
confusing eclecticism.

Frank believes in what he calls a
“‘libertarian welfare state,”” which in
itself is a contradiction in any mean-
ingful terms. He thinks we have an
adaptive society and can have most
anything. ‘‘Ours,” he says, “for the
taking is a society that is not only more
efficient, but also more equitable and
less restrictive than the one we have
today.”’ He hints that we could get it
by taxing consumption instead of
income. .

Frank believes, very roughly, in
marginal utility economics, but he has
an incurable itch to qualify all state-
ments. It is quickly apparent that he
thinks people can be paid in many
other things than money. People work
for cash incomes, yes. But they also
work for status, which can take many
forms. The mixture plays hob with
any theory of collective or individual
bargaining.

The question of whether a worker
is paid the economic value of his con-
tribution might, says Frank, ‘‘have

been settled long ago if there existed
simple, unequivocal measures of the
economic value of what people pro-
duce.”” Unfortunately, most modern
production is done by teams. This
makes it difficult to define, much less
measure, what one worker contrib-
utes to what the team as a whole
produces.

The fact that the output of the team
as a whole can be measured, where the
individual contribution cannot, means
that guesswork will tend to equalize
individual wage rates. The quest for
status muddies all the waters. Individ-
uals may actually prefer working for
less productive teams as a means of
escaping what they regard as a de-
meaning treadmill.

The anti-rat-race proclivities of in-
dividual workers have a general effect
on all wages. ‘“There occurs,”’ says
Frank, ‘‘a reduction in the reward
workers receive for making extra con-
tributions to their group’s output.”’
There is thus a “‘flattening’’ of the
“slopes’’ of incentive pay schedules,
which may account for much of the
American productivity decline of re-
cent years.

The quest for status means that
many individuals will be content with
titles. Being vice president of a com-
pany used to mean being next in line
for the presidency. But Frank knows
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about a large advertising agency in
New York City that has 150 vice pres-
idents and, above these, eleven exec-
utive vice presidents. Firms with mul-
tiple vice presidents will pay these
executives less, and their lower staffs
more.

ithin the framework of tra-
ditional marginal produc-
tivity wage theory Frank

finds lots of things that are ‘‘com-
pletely incoherent.”” There is a large
literature that ‘‘discusses the wide-
spread practice, in both union and
non-union firms, by which workers
impose strong sanctions against their
co-workers who exceed informal pro-
duction quotas. Instances are even re-
ported in which firms themselves take
steps to limit the amount workers pro-
duce. McKersie, for example, reports
the case of a General Electric plant
that abandoned an incentive pay ex-
periment despite its strong effect on
productivity, because it caused some
production workers to earn more than
their superiors.”’

In the oil business a good geologist
may be able to indicate fields and
methods of extraction that pay huge
dividends to the lucky company for
which he works. The problem here is
that the geologist may be worth more
to the company than its chief execu-
tive officer. The only way to handle
such a situation is to pay the geologist
fees outside the company. In many in-
dustries the practice of paying high
consultant fees enables companies to
avoid embarrassing comparisons.

The disconcerting thing about
Frank’s book is his tendency to take
things back. He likes Milton Fried-
man’s voucher plan for education.
Vouchers offer greater possibilities for
diversification than is now possible
under state-provided education. The
incentives for schools to recruit and
retain the best possible teachers would
be stronger under a voucher system.
But Frank suggests that ‘“‘an educa-
tional rat race of unprecedented pro-

portions might be unleashed if we
were to switch to the voucher method
of financing education.”” The current
system, says Frank, ‘‘provides sub-
stantial insulation from . . . pressures
for most middle- and low-income par-
ents.”’ After reading five pages of
Frank’s seesaw discussion of the
Friedman voucher proposal I am at a
loss to know just where we come out.

I have the same sort of trouble with
Frank’s supposedly clinching chapter
of the “Libertarian Welfare State.”
After reading Frank’s fascinating
analyses on how the quest for status
modifies the quest for contract, with
‘““flattened’’ incentive pay slopes re-
sulting, what is one to make of the
Frank statement that ‘“firms do in fact
compete vigorously with one another,
both in product and in labor mar-
kets’’? Is Frank taking his whole book
back? No, for Frank has a final rei-
terative switch to make. ““The wage
structure we see within private firms,”’
he says, ‘‘is not one in which workers
are paid the value of their marginal
products. Nor are the goods and ser-
vices we buy in open markets the ones
that best service the needs of our
communities.”’

Frank reconciles the disparity be-
tween his statements about competi-
tion by saying that the ‘‘products we
buy and the terms under which we
work are at least in rough harmony
with the demands we express as in-
dividuals.”” The ‘‘rough harmony’’ he
speaks of goes with his theory of ten-
sions. The Libertarian welfare state,
he says, is ‘‘riddled with tension and
trade-offs’’ that ‘‘come with the ter-
ritory.”’ He expects that the ‘‘haves”
will naturally be for lower taxes while
the ‘‘have-nots’’ will struggle for
greater benefits. Some will want
‘““greater standardization of the labor
contract, while others will push for
greater latitude to negotiate on an in-
dividual basis.”

So it’s a matter of pushing and
hauling. Does this mean that Frank is
willing to settle for the status quo? Not

CHOOSING
THE RIGHT
POND
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quite. ““The great trade-offs between
liberty, efficiency, and equality will
again confront us in the future,”” he
says, ‘‘but for now we can have more
of all of these things.”’ I don’t know
what he means by italicizing the word
““all.”’ Does he mean there is no need
for trade-offs in the present?

Frank illustrates his book with car-

toons, many of which are taken from -

The New Yorker. The cartoons play
up anomalies and are a lot of fun.
They are quite in spirit with the Frank
text. But the fun does not make for
coherence. A book that sees there are
three sides to every question is no
book at all. d

Takings: Private Property and the
Power of Eminent Domain
by Richard A. Epstein

Harvard University Press, Cambridge, Massachusetts
and London, England « 362 pages, $25.00 cloth

Reviewed by Joan Kennedy Taylor

minent domain is generally re-
garded as a power of govern-

ment, not as a limitation on

. government. But this brilliant new

book has the intriguing thesis that the
eminent domain or (‘‘takings’’) clause
of the United States Constitution,
properly understood, provides clear
limits to government power, protects
private property, and forbids any leg-
islation that has the effect of redistri-
buting wealth.

In English common law, according
to Blackstone’s Commentaries (1765),
every Englishman had an ‘‘absolute
right . . . of property, which consists
in the free use, enjoyment, and dis-
posal of all his acquisitions.’” Richard
Epstein, an eminent law professor
whose main interest is the common
law, proposes that this legal defini-
tion, when incorporated into the em-
inent domain clause (‘“‘nor shall pri-
vate property be taken for public use,

without just compensation’’), forms
the vital link between the individual’s
bundle of rights and a government
that is limited by those rights.
Although he is himself a Lockean,
Professor Epstein disputes John
Locke’s concept that by living in a civil
society men give ‘‘tacit consent’’ to its
laws and are therefore contractually
obligated to obey them. This concept
has been the thin edge of the wedge
of escalating government power. “‘In
its place belongs an explicit and rig-
orous theory of forced exchanges be-
tween the sovereign and the individual
that can account both for the monop-
oly of force and for the preservation
of liberty and property. The bulwark
of the individual is no longer the ab-

“solute protection of his property. Now

it is that whenever any portion of it is
taken from him, he must receive from
the state (that is, from the persons who
take it) some equivalent or greater
benefit as part of the same transac-
tion. The categorical command that
property shall not be taken without
tacit consent must therefore be re-
written to provide that property may
be taken upon provision of just
compensation.”’

And so it was, in the eminent do-
main clause that was put in the Bill of
Rights and also appears in some ver-
sion in all state constitutions. It is this
clause that, because it presupposes the
Lockean theory of the relationship of
the individual to government, brings
that theory into the Constitution.

In evaluating any government ac-
tion, then, there are four questions
that must be asked: 1. Is there a tak-
ing? 2. Is there justification? 3. Is it
for public use? and 4. Is there com-
pensation? These questions-appear at
the end of Part I, and are explored
throughout the rest of the book.

Part I1 lays out the argument that
if any of the common law conditions
for private taking are present, then the
plaintiff is entitled to some recovery,
and the partial nature of the taking
only effects the amount and nature of
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the compensation, and not whether
compensation is due. In constitu-
tional law, this would mean that par-
tial takings are takings, that destruc-
tion of property is a taking, that
interfering with the ‘‘use and enjoy-
ment’’ of property is a taking (one
case allowed compensation because
smoke driven out of a tunnel by an
exhaust fan went across the plaintiff’s
property), and that consequential
damages (like the loss of goodwill
when a business is forced to move) are
also takings. In other words, since un-
der both common and civil law own-
ership is a sef of rights—*‘possession,
use, and disposition’’—infringement
on any of these rights diminishes
property value and is a taking. Fur-
ther, the analysis of takings has equal
force whether when the taking is from
many people at once, or from a single
owner at a time. ‘‘The modern effort
to distance the taking clause from
general laws cannot be maintained.
Allregulations, all taxes, and all mod-
ifications of liability rules are takings
of private property prima facie com-
pensable by the state.”” (Emphasis in
original.)

Having established the range of
takings, what justifications make tak-
ings legitimate actions of govern-
ment? Essentially there are three cat-
egories: the police power, consent, and
compensation. The police power al-
lows the state to take without com-
pensation in response to a private tak-
ing. (The present day Supreme Court,
says Epstein, impermissibly confuses
the police power, which can act only
to right a wrong, with public use,
which allows actions to confer a pub-
lic benefit upon payment of compen-
sation.) The category of consent is a
narrow one; an instance would be the
ending by government of grazing
rights on federal lands, when it was
clearly understood that the govern-
ment had the right to terminate at any
time: no compensation is due for the
termination.

Once it has been established that

partial takings from the many are still
takings for which compensation must
be paid, the question of compensation
becomes much more complex than is
currently viewed. Much explicit com-
pensation can be found to be inade-
quate or defective. Large-number tak-
ings are usually in the form of
regulations, taxation, and modifica-
tion of liability rules. These are not
explicitly compensated for because it
is assumed that the affected parties are
both ‘‘benefited and burdened’’ by the
same rule, and that therefore the af-
fected parties receive implicit in-kind
compensation.

An example of such a rule would be
bankruptcy laws that assure that all
creditors get something because any
single creditor is barred from seizing
the debtor’s assets. Such a rule can
pass the three tests that Epstein ap-
plies in order to detect a mismatch of
benefits and burdens—the economic
theory of property rights, the lack of
partisan motive, and the lack of dis-
proportionate impact. Much legisla-
tion and regulation that now passes
judicial scrutiny, Epstein argues,
would not pass if subjected to these
tests. He applies the tests to show that
most contemporary economic legis-
lation—price controls, minimum wage
laws, windfall profit taxes, state sev-
erance taxes, estate and gift taxation,
even the progressive income tax—are
unconstitutional.

Sweeping as this conclusion is, Ep-
stein goes further. He finds that the
entire concept of transfer payments
underlying welfare checks, social se-
curity legislation, unemployment ben-
efits, food stamps, farm subsidies, in-
deed, most of our contemporary
budget, is unconstitutional by this
analysis. But being a real-world
thinker, he then questions whether it
is possible to undo such programs now
that people have been led to rely on
them, and ends by proposing a prac-
tical sequence of reforms that would
start to reverse the damage. Overhaul
the tax system, invalidate the mini-

OTHER
BOOKS
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mum wage, strike down the National
Labor Relations Board (NLRB), lift
price controls on oil and gas, revise
and rollback much zoning. As a re-
sult, “‘Production will rise; taxes will
in general fall; the tradeoff between
welfare and productive labor will shift
in a favorable direction so that even
if benefit levels remain the same, fewer
people will demand them. That result
in turn will reduce the taxes needed to
fund them, which implies greater lev-
els of productivity.”” He warns that we
do not yet have the will as a people to
make these reforms, because the in-
tellectual climate is so hostile to them.
But a proper legal theory, if widely ac-
cepted, will lead to changes in the
proper direction.

It would be hard to overestimate the
importance of this book. Not the least
of that importance is the stature of the
man who has written it. Richard Ep-
stein is a professor at the University
of Chicago Law School who has al-
ready been offered a federal judgeship
and has even been mentioned by legal
reporters as a possible Reagan nomi-

nee to the Supreme Court. The power
of his interpretation lies in the fact
that, although no one before him
mounted his specific argument about
the eminent domain linkage between
private property and public law,
““[tIhe received judicial wisdom about
the linkage recognizes all the impor-
tant parts of the picture.”” In other
words, he has taken theories that the
legal community accepts separately
but combines in other ways, and
shown how much better his theory fits
them together. It’s as if he found the
pieces of a complicated jigsaw puzzle
that no one else had completed, and
was able to put them together into a
coherent whole. The instant recogniz-
ability of the picture that emerges, to-
gether with the identification of the
pieces that everyone has been playing
with, offers a strong presumption that
Epstein has indeed found the solution
to the puzzle. O

(Joan Kennedy Taylor is the editor of
FEE’s latest anthology, Free Trade: The
Necessary Foundation for World Peace.)
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PERSPECTIVE

Essay Contest Winners

FEE has long been dedicated to
helping people improve their under-
standing of the freedom philosophy,
and their ability to express it in the
modern idiom. In this issue of The
Freeman, we are proud to present the
first fruits of a new endeavor to this
end—the first-place essays from the
1985-86 FEE student essay contest,
“‘Foundations of a Free Society.”’

Contestants were asked to ‘‘present
the positive case for individual liberty
and responsibility in a free economy,”’
choosing whatever subject matter they
wished within that concept. Accord-
ingly they addressed a wide variety of
topics, from abstract themes such as
the proper role of government, the
meaning of freedom, and the morality
of capitalism, to such topical issues as
private vs. ‘‘public’’ charity, the prob-
lems with American agriculture, and
international trade.

The contest drew 184 entries from
36 states, Canada, Argentina, and
South Africa. California, Florida,
Texas, and Virginia were most heavily
represented (thanks, in part, to the
promotion efforts of FEE supporters
there). Of these papers, 110 came from
high school students; 74 from college
undergraduates. They were carefully
judged by the FEE senior staff.

The main value of such a contest is
to provide students with the oppor-
tunity and incentive to discipline their
thoughts on liberty into written form.
Also it helps FEE identify bright
young people with a commitment to
liberty, whose development we can as-
sist. We have invited the five top en-
trants from each division to FEE sum-
mer seminars at our expense. For the
award winners, of course, there is also
the benefit of the awards themselves:
$1000 to Sarah Lindsey in the high
school division, and $500 to second-
place winner Mary Jane Massey and
$2000 to Peter Heinecke in the college
division, and $1000 to second-place



winner John Majewski. A particular
benefit for The Freeman is that the
contest has been a source of fine ar-
ticles. We hope our readers will enjoy
the work of Sarah Lindsey and Peter
Heinecke published herein, and a
number of other excellent articles to
be published in forthcoming issues.

A Little Trust

According to newspaper reports,
the Greek economy is in a shambles.
The government is spending beyond
its means, inflating the currency, and
borrowing overseas to pay its bills.
Prices are rising about 20 per cent each
year. Socialist Prime Minister An-
dreas Papandreou professes to favor
‘‘reasonable’’ profits, but business-
men don’t trust him.

Businessmen who want to expand
their enterprises hesitate because of
state control of some industries, state
support of others, and the ever-pres-
ent threat of increased state regula-
tion. One successful Greek business-
man has rejected the prospect of
expanding, saying: “If you expand,
you hire more people and you have
less control over your business. You
can’t give your people raises and you
~ can’t fire them.”” (Wall Street Jour-
nal, March 28, 1986)

When government policies lead to
economic stagnation, critics blame it
on the people, saying they lack en-
ergy, initiative, and skills. However, a
successful Greek manufacturer of
farm machinery, who has turned down
the thought of expanding because of
the prospects of direct state compe-
tition, has a different interpretation:
‘“‘People say there’s no money in
Greece. | disagree. People say there’s
no management skills. 1 disagree.
People say there’s no initiative here,.
I disagree. There’s only one thing
lacking here, and that’s trust.”

Many countries now suffer from the
same ‘‘disease’’ as Greece—economic
stagnation, government intervention,

—HB'

and inflation. It’s not that the people
lack energy, ingenuity, or skills, but
that they lack the confidence which
comes from knowing that government
will not place obstacles in their way.

—BBG

Let’s Pretend

It’s a Barnum and Bailey world.
At least it is in New York City’s South
Bronx, where local officials have
pasted decals over the windows of
abandoned apartments. The decals,
paid for by a $300,000 Federal grant,
depict curtains, shades, shutters, and
flower pots. To a passerby, it almost
looks as if the buildings are inhabited.
But, tragically, these buildings
aren’t inhabited. Forty years of rent
control, combined with escalating
taxes, have forced New York land-
lords to abandon thousands of apart-
ments. In the real world, landlords
respond to economic incentives—a
fact which no amount of decals can
paste over.

FEE Columns

In the past few years, articles and
reviews by FEE staff members have
appeared in The Wall Street Journal,
Barron’s, New York Tribune, The In-
dianapolis Star, The Register, and
dozens of other newspapers around
the country. In coming months, we
will be circulating articles from The
Freeman and other FEE publications
on a more regular basis. If you see one
of our articles in your local paper, we
would appreciate it if you would send
us a clipping.

Reprints Available

We are pleased to offer reprints of
John W. Sommer’s article, ‘‘Disasters
Unlimited,”” which appeared in the
April Freeman. We also have reprints
of James L. Payne’s ““It’s Not Our
Money,”” which appears on page 213
of this issue. Prices are 50¢ each or
25¢ each on orders for 10 or more.

PERSPECTIVE
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The Fallacy of
Comparable Worth

Why the
market best
determines
wages.

by Peter S. Heinecke

ersonal freedom forms the basis of the American political

system. Since the founding of our nation, politicians and

activists have valiantly fought for freedom of speech, the

press, and religion. Yet, one freedom, economic freedom,
has been consistently ignored or underestimated. Particularly in recent
years, those in power have been willing to abridge economic liberty
in attempts to remold society in their vision.

These attempts are dangerous because the free market is essential
for both prosperity and true freedom. Attempts to alter the market
continually fail because their proponents do not understand the work-
ings of the market. They do not believe people can act beneficially
unless coerced by government. They are wrong. America’s wealth was
not planned by government but created by individual effort. The abil-
ity to buy and sell goods and services freely is all that Americans have
needed to create a great nation:

A doctrine called comparable worth would end this success. It would
have the government tell an employer and an employee engaged in a
mutually beneficial relationship that their relationship was illegal. It
would have the government prescribe under what terms one person
could hire another. It would replace our current successful system of
supply and demand with a dangerously unworkable system based on
pseudo-scientific studies. It would destroy not only our prosperity but
also our liberty. '

Proponents of comparable worth claim that it will end a particularly
insidious form of discrimination. They claim that the market system-
atically discriminates against women. They prove this by studying “‘all’’
the factors which comprise a job—working conditions, skills needed,
and so on—and awarding a certain number of points for each. The
sum of these points is the value of the job. Studies of this sort have
shown that workers in female-dominated jobs are paid significantly
less than workers in male-dominated jobs for work which is of the
same.‘‘value.’”’ For example, in a Minnesota study the job of registered
nurse garnered 275 points while that of painter received only 185. The
fact that the state of Minnesota paid both equally was seen by com-
parable worth advocates as prima facie evidence of discrimination.
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The solution offered to such ‘‘discrimination’’ is alluringly simple:
make it the law of the land that all employers must follow these ‘‘ob-
jectively’’ determined worths when creating their pay scales. In the
same way that companies are now required to pay men and women
equally for the same work, comparable worth advocates would have
- companies pay workers the same amount if their jobs have the same
“‘economic value.”

The essential problem with comparable worth is that its proponents
do not understand the relationship between liberty and the market.
Wages are not set randomly. Rather, individual choice determines both
the supply of and demand for employment. The interaction between
supply and demand determines wages. The number of factors in these
determinations is infinite because it is based on the personal decisions
of all Americans in the workforce. This collective exercise of individual
liberty can neither be quantified nor controlled.

Because proponents of comparable worth do not understand this
fact, their proposal is plagued by severe logical and implementational
flaws. First, the premise that the entire difference in earnings between
men and women is due to discrimination is demonstrably false. Sec-
ond, all extant means of determining the correct pay are hopelessly
and inevitably inadequate for such a complex task. Finally, the pro-
posed means of implementing a solution, governmental action, would
lead to market chaos and economic fascism. In short, the doctrine of
comparable worth is based on faulty assumptions, poor analysis, and
unworkable solutions.

Though the feminist movement almost automatically concludes that
the disparity between male and female earnings is due to discrimi-
nation, the causal link is in fact not so clear. To begin with, studies
have determined that between a third and a half of the difference in
wages can be directly attributed to differences in education, experience
and job tenure. Another important factor is that men and women have
different goals and make different career choices. For example, female
doctors tend to gravitate toward salaried positions, which allow them
more flexibility to raise a family, while male doctors are drawn toward
less flexible, but more lucrative private practice. In contrast the wages
of presumably career-oriented groups of both sexes are virtually equal.
Never-married women with continuous labor force participation re-
ceive roughly the same pay for their work as do married, full-time
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working men. And the difference in pay between single men and single
women is only 15 per cent. While discrimination may exist, such fac-
tors as education, experience, and individual choice are more impor-
tant in determining wages. Thus, comparable worth is a repressive
system which does not address a real problem.

erhaps the best known comparable worth scale is the Willis

scale. It was created in 1973 when the state of Washington

commissioned the firm of Norman D. Willis and Associates

to determine whether the state was paying equal amounts of
money to women and men whose jobs required ‘‘a comparable level”’
of skill. It was the basis of a one-billion-dollar court decision against
the state.

If the state of Washington is going to pay 1 billion dollars to im-
plement a pay scale according to Willis’s guidelines, one would expect
those guidelines to be extremely accurate. But they aren’t. In quan-
tifying the worth of a job Willis identifies four factors: knowledge and
skill required, mental demands, accountability, and working condi-
tions. Each of these factors is divided into two or three sub-categories.
For example, under accountability one of the categories is the impact
of one’s work. Consultants using Willis’s manual are advised to award
points according to whether the job ‘‘impacts on something big or
little, or on something in between.’’ 1t is frightening to think that the
state of Washington is preparing to spend 1 billion dollars to imple-
ment a pay scale based on one consultant’s, or even a group of con-
sultants’, inherently subjective interpretation of ‘‘big, little, or in
between.”’

Furthermore, the study uses the demands of the job to determine
a monetary basis for its worth. Yet, many jobs offer intangible benefits
which are ignored by the study. For example, such subjective factors
as prestige, job security, and opportunity for advancement are often
as crucial as monetary remuneration in a person’s decision to accept
a job. Obviously, it is impossible to quantify these factors and include
them in a system. However, to consider money as the only form of
remuneration is to subscribe to a fallacious theory of economic de-
terminism. It is to say that employees are only motivated by money.
But most employees are smarter than that. Most look beyond salary
and enjoy the flexibility of receiving nonmonetary compensation.
Comparable worth systems ignore this fact and would invalidate mu-
tually agreeable contracts solely because of salary considerations. Such
results demonstrate the unworkable and tyrannical nature of com-
parable worth.

Another flaw in Willis’s study is the equal weighting given to each
category. How can anyone say that the education required of a com-
puter programmer is of the same value as the extreme danger faced
by a prison guard? Or that the accountability of a high level bureaucrat
deserves the same compensation as the mental demands on an air traffic
controller? Individuals, of course, make these determinations for
themselves when they choose careers. There is no need for the gov-
ernment to do it again. Comparable worth systems would supersede
individual preferences and rigidly weigh each consideration equally.
That those weightings have no correlation to the reality of individual
choice does not seem to bother advocates.
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“‘Consider a person who has developed the

ability to juggle running chain saws. . . .

According to any comparable worth scale,
this man should be paid as much as a CEO

or nuclear engineer.’’

Thus, at the most basic technical level comparable worth systems
are doomed to failure because they are unable to judge accurately
those few factors concerning a job which they can identify. This, how-
ever, is the least of their problems. There are a multitude of variables
which any system is inherently incapable of taking into consideration.
The first of these is quality, which the study is forced to neglect because
quality can only be applied to a specific person’s work performance.
The guidelines formed by Willis make no attempt to differentiate be-
tween a slovenly, rude, inefficient secretary and a dynamic, innovative,
pleasant one. Worse, the competent secretary will always be considered
worth less than any third-rate lawyer.

he root cause of the above perversions is comparable worth’s
abysmal inability to consider the most crucial factors in de-
termining the value of anything—supply and demand. No
matter how dangerous a job is, no matter how many years
of training are required to acquire the skills for it, the job is totally
devoid of value if there isn’t someone willing to employ a person trained
for that job. Consider a person who has developed the ability to juggle
running chainsaws. (There is such a person in Venice Beach, Califor-
nia.) Clearly his job requires a great deal of skill, is mentally de-
manding, is done in varying work conditions, and if there is a crowd
around, demands a certain amount of accountability. According to
any comparable worth scale, this man should be paid as much as a

CEO or nuclear engineer. Yet he survives only on the meager amounts

people are willing to toss in his hat. Why? Because there is almost no
demand for his services. He performs an almost entirely useless func-
tion. But he continues to do it, presumably because he enjoys it. Job
satisfaction is another factor which comparable worth scales are in-
herently unable to measure.

Lest this example seem so extreme as to be a mere aberration, let
us look at a more mainstream occupation which pays very little. Buggy
whip making was once an extremely valuable skill but you won’t find
people paid much to do it currently. Why? Because it is no longer
" needed. Modern technology has made such a skill useless and thus one
cannot make a decent wage doing it. Comparable worth, however,
does not have any ability to adjust for change. Once a job is deter-
mined to have a certain value, it will always have the same value re-
gardless of whether it serves a useful function. To deny employers the
right to adjust wages according to changing circumstances will doom
our economy to noncompetitiveness in the world market.

A more current example is the pay scale at Weyerhaeuser, a major
lumbering firm in the Northwest. A comparable worth survey done
by Willis rated the job of personnel manager at 916 and that of a pulp

Supply and
Demand
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mill superintendent at 760. Yet pulp mill superintendents make more
money. Why? Because it is difficult to find competent, reliable pulp
mill superintendents. Thus Weyerhaeuser pays them a high wage to
attract qualified people to that line of work. If the government imposes
the wage for pulp mill superintendents, Weyerhaeuser will not be able
to function. N

Herein lies the basic problem with a government-imposed compa-
rable worth scale: Government-dictated wages will distort and even-
tually destroy the market. Consider what would happen if the federal
government mandated wage increases for workers in female-domi-
nated jobs. First, there would be a flood of people, both males and
females, who would be attracted to the lucrative wages in these jobs.
Most would end up in the unemployment lines because currently there
is no shortage of legal secretaries, librarians, or nurses. Second, the
courts would be enguifed with suits claiming discrimination according
to the new standards. Because every corporation is different, each suit
would require an exhaustive study. The cost of the studies, restraining
orders, and retroactive pay increases alone would be a serious drag
on the economy.

t would not end there. Eventually someone would realize that if

it is unjust to pay women less than their comparable worth, it

is undoubtedly unjust and unconstitutional to pay anyone less

than that person is ‘‘worth.”’ Soon the government would man-
date every wage paid to every person in the United States. Since there
would no longer be any correlation between one’s wages and the de-
mand for one’s skills, labor would be distributed ineffectively. There
would be scarcities of engineers, who don’t rate particularly well on
Willis’s scale yet are in great demand, and surpluses in the suddenly
high-paying previously female-dominated fields. Weyerhaeuser would
be facing a massive shortage of pulp mill superintendents.

This combination of widespread unemployment and labor shortages
in critical positions would result in extreme economic stagnation. Ob-
viously the government would be called upon to resolve such a dire
economic crisis. Yet officials would have only two choices: repeal com-
parable worth laws or coerce people into those areas where workers
are needed. It is frightening to think they might choose the latter.

The same market factors which are the nemesis of the advocates of
comparable worth are also the solution to the problems they seek to
solve. A recent study by the Rand Corporation revealed that in past
years women have made great gains with relationship to men in terms
of wages. Interestingly, the study indicated that Federal laws prohib-
iting discrimination were not a major factor in the gains. Rather, as
women acquired education, skills, and experience which were in de-
mand, they received commensurate rewards. Furthermore, the study
concluded that women would increase their gains in the future for the
very same reasons. In other words, women entering the work force
today are assessing the situation and, not surprisingly, are