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HENRY HAZLITT

FOREIGN

INVESTMENT
FOREIGN

AID

AT the beginning of Chapter III
of his History of England, Thomas
Babington Macaulay wrote:

"In every experimental science
there is a tendency toward perfec­
tion. In every human being there
is a wish to ameliorate his own
condition. These two principles
have often sufficed, even when
counteracted by great public ca­
lamities and by bad institutions,
to carry civilization· rapidly for­
ward. No ordinary misfortune, no
ordinary misgovernment, will do
so much to make a nation wretched
as the constant effort of every man
to better himself will do to make
a nation prosperous.·. I t has often
been found that profuse expendi­
tures, heavy taxation, absurd
commercial restrictions, corrupt
tribunals, disastrous wars, sedi-

Henry Hazlitt is well-known to FREEMAN
readers as author, columnist, editor, lecturer,
and practitioner of freedom. This article will
appear as a chapter in a forthcoming book, The
Conquest of Poverty, to be published by Arling­
ton House.

tions, persecutions, conflagrations,
inundations, have not been able to
destroy capital so fast as the ex­
ertions of private citizens have
been able to create it. It can
easily be proved that, in our own
land, the national wealth has, dur­
ing at least six centuries, been
almost uninterruptedly increasing.
... This progress, having con­
tinued during many ages, became
at length, about the middle of the
eighteenth century, portentously
rapid, and has proceeded, during
the nineteenth, with accelerated
velocity."

We too often forget this basic
truth. Would-be humanitarians
speak constantly today of "the
vicious circle of poverty." Pov­
erty, they tell us, produces malnu­
trition and disease, which produce
apathy and idleness, which per­
petuate poverty;¥ and no progess
is possible without help from out­
side. This theory is· today pro­
pounded unceasingly, as if it were



580 THE FREEMAN October

axiomatic. Yet the history of na­
tions and 'individuals shows it to
be false.

It is not only "the natural effort
which every man is continually
making to better his own condi­
tion" (as Adam Smith put it even
before Macaulay) that we need to
consider, but the constant effort
of most families to give their
children a "better start" than they
enjoyed themselves. The poorest
people under the most primitive
conditions work first of all for
food, then for .clothing and
shelter. Once they have provided
a rudimentary shelter, more of
their energies are released for in­
creasing the quantity or improv­
ing the quality of their food and
clothing and shelter. And for pro­
viding tools. Once they have ac­
quired a few tools, part of their
time and energies can be released
for making more and better tools.
And so, as Macaulay emphasized,
economic·progress can become ac­
celerative.

One reason it took so many cen­
turies before this acceleration ac­
tually began, is that as men in­
creased their production of the
means of subsistence, more of
their children survived. This
meant that their increased produc­
tion was in fact mainly used to
support an increasing population.
Aggregate production, population,
and consumption all increased;

but per capita production and
consumption barely increased at
all. Not until the Industrial Revo­
lution began in the late eighteenth
century did the rate of production
begin to increase by so much that,
in spite of leading to an unprece­
dented increase in population, it
led also to an increase in per
capita production. In the West­
ern world this increase has con­
tinued ever since.

So a country can, in fact, start­
ing from the most primitive con­
ditions, lift itself from poverty to
abundance. If this were not so,
the world could never have arrived
at its present state of wealth.
Every country started poor. As a
matter of historic fact, most na­
tions raised themselves from
"hopeless" poverty to at least a
less wretched poverty purely by
their own efforts.

Specialization and Trade

One of the ways by which each
nation or region did this was by
division of labor within its own
territory and by the mutual ex­
change of services and products.
Each man enormously increased
his output by eventually special­
izing in a single activity - by be­
coming a farmer, butcher, baker,
mason, bricklayer, or tailor - and
exchanging his product with his
neighbors. In time this process ex­
tended beyond national bound-
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aries, enabling each nation to spe­
cialize more than before in the
products or services that it was
able to supply more plentifully or
cheaply than others, and by ex­
change and trade to supply itself
with goods and services from
others more plentifully or cheaply
than it could supply them for it­
self.

But this was only one way in
which foreign trade accelerated
the mutual enrichment of nations.
In addition to being able to supply
itself with more goods and cheaper
goods as a result of foreign trade,
each nation supplied itself with
goods and services that it could
otherwise not produce at all, and
of which it would perhaps not
even have known the existence.

Thus foreign trade educates
each nation that participates in it,
and not only through such obvious
means as the exchange of books
and periodicals. This educational
effect is particularly important
when hitherto backward countries
open their' doors to industrially
advanced countries. One of the
most dramatic examples of this
occurred in 1854, when Commo­
dore Perry at the head of aU. S.
naval force "persuaded" the Japa-

.nese, after 250 years of isolation,
to open their doors to trade. and
communication with the U.S. and
the rest of the world. Part of
Perry's success, significantly, was

the result of bringing and showing
the Japanese such things as a mod­
ern telescope, a model telegraph,
and a model railway, which de­
lighted and amazed them.

Some Steps May Be Skipped

Western reformers today, prais­
ing some hitherto backward coun­
try, in Africa or Asia, will ex­
plain how much smarter its natives
are than we of the West because
they have "leaped in a single
decade from the seventeenth into
the twentieth century." But the
leap, while praiseworthy, is not so
surprising when one recalls that
what the natives mainly did was
to import the machines, instru­
ments, technology, and know-how
that had been developed during
those three centuries by the sci­
entists and technicians of the
West. The backward countries
were able to bypass home coal
furnaces, gaslight, the street car,
and even, in most cases, the rail­
road, and to import Western auto­
mobiles, Western knowledge of
road-building, Western airplanes
and airliners, telephones, central
oil heaters, electric light, radio and
television, refrigerators and air­
conditioning, electric heaters,
stoves, dishwashers and clothes
washers, machine tools, factories,
plants, and Western technicians,
and then to send some of their
youth to Western colleges and uni-
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versities to become technicians,
engineers, and scientists. The
backward countries imported, in
brief, their "great leap forward."

In fact, not merely the recently
backward countries of Asia and
Africa, but every great industri­
alized Western nation, not exclud­
ing the United States, owes a very
great part - indeed, the major part
- of its present technological
knowledge and productivity to dis­
coveries, inventions, and improve­
ments imported from other na­
tions. Notwithstanding the elegant
elucidations by the classical econ­
omists, very few of us today ap­
preciate all that the world and
each nation owes to foreign trade,
not only in services· and products,
but even more in knowledge, ideas,
and ideals.

International Investment

Historically, international trade
gradually led to international in­
vestment. Among independent na­
tions, international investment de­
veloped inevitably when the
exporters of one nation, in order
to increase their sales, sold on
short-term credit, and later on
longer-term credit, to the import­
ers of another. It developed also
because capital was scarcer in the
less developed nation, and interest
rates. were higher. It developed on
a larger scale when men emigrated
from one country to another, start-

ing businesses in the new country,
taking their capital as well as their
skills with them.

In fact, what is now known as
"portfolio" investment - the pur­
chase by the nationals of one coun­
try of the stocks or bonds of the
companies of another - has usu­
ally been less important quanti­
tatively than this "direct" invest­
ment. In 1967 U. S. private invest­
ments abroad were estimated to
total $93 billion, of which $12
billion were short-term assets and
claims, and $81 billion long-term.
Of American long-term private in­
vestments abroad, $22 billion were
portfolio investments and $59 bil­
lion direct investments.

The export of private capital for
private investment has on the
whole been extremely profitable
for the capital-exporting countries.
In everyone of the twenty years
from 1945 to 1964 inclusive, for
example, the income from old di­
rect foreign investments by U. S.
companies exceeded the outflow of
new direct investments. In that
twenty-year period new outflows
of direct investments totaled $22.8
billion, but income from old direct
investments came to $37.1 billion,
plus $4.6 billion from royalties
and fees, leaving an excess inflow
of $18.9 billion. In fact, with the
exception of 1928, 1929, and 1931,
U. S. income from direct foreign
investments exceeded new capital
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outlays in every year since 1919.1
Our direct foreign investments

also greatly stimulated our mer­
chandise exports. The U. S. De­
partment of Commerce found that
in 1964, for example, $6.3 billion,
or 25 per cent of our total exports
in that year, went to affiliates of
American companies overseas.

It is one of the ironies of our
time, however, that the U. S. gov­
ernment decided to put the entire
blame for the recent "balance-of­
payments deficit" on American in­
vestments abroad; and beginning
in mid-1963, started to penalize
and restrict such investment.

The advantages of international
investment to the capital import­
ing country should be even more
obvious. In any backward country
there are almost unlimited po­
tential ventures, or "investment
opportunities," that are not under­
taken chiefly because the capital
to start them does not exist. It is
the domestic lack of capital that
makes it so difficult for the "un­
derdeveloped"country to climb out
of its wretched condition. Outside
capital can enormously accelerate
its rate of improvement.

Investment from abroad, like
domestic investment, can be of two
kinds: the first is in the form of

1 See The. United States Balance of
Payments (Washington: International
Economic Policy Association, 1966), pp.
21 and 22.

fixed interest-bearing loans, the
second in the form of direct equity
investment in which the foreign
investor takes both the risks and
the .profits. The politicians of the
capital-importing country usually
prefer the first. They see their
nationals, say, making 15 or 30
per cent annual gross profit on a
venture, paying off the foreign
lender at a rate of only 6 per cent,
and keeping the difference as net
profit. If the foreign investor
makes a similar assessment of the
situation, however, he naturally
prefers to make the direct equity
investment himself.

But the foreigner's preference
in this regard does not necessari­
1y mean that the capital-importing
country is injured. It is to its own
advantage if its government puts
no vexatious restrictions on the
form or conditions of the private
foreign investment. For if the
foreign investor imports, in addi­
tion to his capital, his own (usu­
ally) superior management, ex­
perience, and technical know-how,
his enterprise may be more likely
to succeed. He cannot help but
give employment to labor in the
capital-importing country, even if
he is allowed to bring in labor
freely from his own. Self-interest
and wage-rate differentials will
probably soon lead him to displace
most of whatever common or even
skilled labor he originally brings
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in from his own country with the
labor of the host country. He will
usually supply the capital-import­
ing country itself with some arti­
cle or amenity it did not have
before. He will raise the average
marginal productivity of labor in
the country in which he has built
his plant or made his investment,
and his enterprise will tend to
raise wages there. And if his in­
vestment proves particularly prof­
itable, he will probably keep rein­
vesting most of his profits in it as
long as the market seems to justify
the reinvestment.

There is still another benefit to
the capital-importing country from
private foreign investment. The
foreign investors will naturally
seek out first the most· profiitable
investment opportunities. If they
choose wisely, these will also be
the investments that produce the
greatest surplus of market value
over costs and are therefore eco­
nomically most productive. When
the originally most productive in­
vestment opportunities have been
exploited to a point where the com­
parative rate of return begins to
diminish, the foreign investors
will look for the next most pro­
ductive investment opportunities,
originally passed over. And so on.
Private foreign investment will
therefore tend to promote the most
rapid rate of economic improve­
ments.

Foreigners Are Suspect

It is unfortunate, however, that
just as the government of the
private-capital-exporting country
today tends to regar~ its capital
exports with alarm as a threat to
its "balance of payments," the
government of the private-capital­
importing country today tends to
regard its capital imports at least
with suspicion if not with even
greater alarm. Doesn't the private­
capital-exporting country make a
profit on this capital? And if so,
mustn't this profit necessarily be
at the expense of the capital-im­
porting country? Mustn't the lat­
ter country somehow be giving
away its patrimony? It seems im­
possible for the anticapitalist men­
tality (which prevails among the
politicians of the world, particu­
larly in the underdeveloped coun­
tries) to recognize that both sides
normally benefit from any volun­
tary economic transaction,. wheth­
er a purchase-sale or a loan-invest­
ment, domestic or international.

Chief among the many fears of
the politicians of the capital-im­
porting country is that foreign
investors "take the money out of
the country." To the extent that
this is true, it is true also of
domestic investment. If a home
owner in Philadelphia gets a mort­
gage from an investor in New
York, he may point out that his
interest and amortization pay-
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ments are going out of Philadel­
phia and even out of Pennsylvania.
But he can do this with a straight
face only by forgetting that he
originally borrowed the money
from the New York lender either
because he could not raise it at all
in his home city or because he got
better terms than he could get in
his home city. If the New Yorker
makes an equity investment in
Pennsylvania, he may take out all
the net profits; but he probably
employs Pennsylvania labor to
build his factory and operate it.
And he probably pays out $85 to
$90 annually for labor, supplies,
rent, etc., mainly in Pennsylvania,
for every $10 he takes back to
New York. (In 1969, American
man ufacturing corporations
showed a net profit after taxes of
only 5.4 per cent on total value of
sales.) "They take the money out
of the country" is an objection
against foreign investors resulting
even more from xenophobia than
from anticapitalism.

Fear of Foreign Control

Another objection to foreign
investment by politicians of the
capital-importing country is that
the foreign investors may "dom­
inate" the borrowing country's
economy. The .implication (made
in 1965 by the de Gaulle govern­
ment of France, for example) is
that American-owned companies

might come to have too much to
say about the economic decisions
of the government of the countries
in which they are located. The real
danger, however, is the other way
round. The foreign-owned com­
pany puts itself at the mercy of
the government of the host coun­
try. Its capital in the form of
buildings, equipment, drilled wells
and refineries, developed mines,
and even bank deposits, may be
trapped. In the last twenty-five
years, particularly in Latin Amer­
ica and the Middle East, as Amer­
ican oil companies and others have
found to their sorrow, the dangers
of discriminatory labor legish(­
tion, onerous taxation, harass­
ment, or even expropriation, are
very real.

Yet the anticapitalistic, xeno­
phobic, and other prejudices
against private foreign investment
have been so widespread, in both
the countries that would gain
from importing capital and the
countries that would profit from
exporting it, that the governments
in both sets of count'ries have im­
posed taxes, laws and regulations,
red tape, and other obstacles to
discourage it.

At the same time, paradoxically,
there has grown up in the last
quarter-century powerful political
pressures in both sets of countries
in favor of the richer countries
giving capital away to the poorer



586 THE FREEMAN October

in the form of government-to-gov­
ernment "aid."

The Marshall Plan

This present curious giveaway
mania (it can only be called that
on the part of the countries mak­
ing the grants) got started as the
result of an historical accident.
During World War II, the United
States had been pouring supplies
- munitions, industrial equipment,
foodstuffs - into the countries of
its allies and cobelligerents. These
were all nominally "loans." Ameri­
can Lend-Lease to Great Britain,
for .. example, came to some $30 bil­
lion and to Soviet Russia to $11
billion.

But when the war ended, Amer­
icans were informed not only that
the Lend-Lease recipients could
not repay and had no intention of
repaying, but that the countries
receiving these loans in wartime
had become dependent upon them
and were still in desperate straits,
and that further credits were
necessary to stave off disaster.

This was the origin of the Mar­
shall Plan.

On June 5, 1947, General George
C. Marshall, then American Secre­
tary of State, made at Harvard
the world's most expensive com­
mencement address, in which he
said:

"The truth of 'the matter is that
Europe's requirements, for the

next three or four years, of foreign
food and other essential products
- principally from America - are
so much greater than her present
ability to pay that she must have
substantial additional help, or face
economic, social, and political de­
terioration of a very grave char­
acter."

Whereupon Congress authorized
the spending in the following
three-and-a-half years of some $12
billion in aid.

This aid was widely credited
with restoring economic health to
"free" Europe and halting the
march of communism in the recipi­
ent countries. It is true that
Europe did finally recover from
the ravages of World War II - as
it had recovered from the ravages
of World War I. And it is true
that, apart from Yugoslavia, the
countries not occupied by Soviet
Russia did not go communist. But
whether the Marshall Plan accel­
erated or retarded this recovery,
or substantially affected the extent
of communist penetration in Eu­
rope, can never be proved. What
can be said is that the plight of
Europe in 1947 was at least as
much the result of misguided Eu­
ropean governmental economic pol­
icies as of physical devastation
caused by the war. Europe's re­
covery was far slower than it
could have been, with or without
the Marshall Plan.
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This was dramatically demon­
strated in West Germany in 1948,
when the actions between June 20
and July 8 of Economic Minister
Ludwig Erhard in simultaneously
halting inflation, introducing a
thoroughgoing currency reform,
and removing the strangling net­
work of price controls, brought the
German· "miracle" of recovery.

As Dr. Erhard himself described
his action: "We decided upon and
re-introduced the old rules of a
free economy, the rules of laissez­
faire. We abolished practically all
controls over allocation, prices,
and wages, and replaced them with
a price mechanism controlled pre­
dominantly by money."

The result was that German in­
dustrial production in the second
half of 1948 rose from 45 per cent
to nearly 75 per cent of the 1936
level, while steel production dou­
bled that year.

It is sometimes claimed that it
was Germany's share of Marshall
aid that brought on the recovery.
But nothing similar occurred in
Great Britain, for example, which
received more than twice as much
Marshall aid. The German per
capita gross national product, mea­
sured in constant prices, increased
64 per cent between 1950 and
1958, whereas the per capita in­
crease in Great Britain, similarly
measured, rose only 15 per cent.

Once American politicians got

the idea that the American tax­
payer owed other countries a liv­
ing, it followed logically that his
duty could not be limited to just a
few. Surely that duty was to see
that poverty was abolished every­
where in the world. And so in his
inaugural address of January 20,
1949, President Truman called for
"a, bold new program" to make
"the benefits of our scientific ad­
vances and industrial progress
available for the improvement and
growth of underdeveloped areas....
This program can greatly increase
the industrial activity in other
nations and can raise substantially
their standards of living."

Because it was so labeled in the
Truman address, this program be­
came known as "Point Four." Un­
der it the "emergency" foreign aid
of the Marshall Plan, which was
originally to run for three of four
years at most, was universalized,
and has now been running for
more than twenty years. So far as
its advocates and built-in bu­
reaucracy are concerned,; it is to
last until foreign poverty has been
abolished from the face of the
earth, or until the per capita "gap"
between incomes in the backward
countries and the advanced coun­
tries has been closed - even if that
takes forever.

The cost of the program already
is appalling. Total disbursements
to foreign nations, in the fiscal
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years 1946 through 1970, came to
$131 billion. The total net interest
paid on what the U. S. borrowed
to give away these funds amounted
in the same period to $68 billion,
bringing the grand total through
the 25-year period to $199 billion.2

This money went altogether to
some 130 nations. Even in the fis­
cal year 1970, the aid program was
still operating in 99 nations and
five territories of the world, with
51,000 persons on the payroll, in­
cluding U. S. and foreign person­
nel. Congressman Otto E. Pass­
man, chairman of the Foreign Op­
erations Subcommittee on Appro­
priations, declared on July 1,
1969: "Of the three-and-a-half bil­
lion people of the world, all but
36 million have received aid from
the U. S."

Domestic Repercussions

Even the colossal totals just
cited do not measure the total loss
that the foreign giveaway pro­
gram has imposed on the Ameri­
can economy. Foreign aid has had
the most serious economic side­
effects. It has led to grave distor­
tions in our economy. It has
undermined our currency, and
contributed toward driving. us off
the gold standard. It has accel­
erated our inflation. It was suf-

2 Source: Foreign Operations Sub­
committee on Appropriations, House of
Representatives, July 1, 1970.

ficient in itself to account for the
total of our Federal deficits in the
1946-70 period. The $199 billion
foreign aid total exceeds by $116
billion even the $83 billion in­
crease in our gross national debt
during the same years. Foreign aid
has also been sufficient in itself to
account for all our balance-of-pay­
ments deficits (which our govern­
ment's policies blame on private
foreign investment) .

The advocates of foreign aid
may choose to argue that though
our chronic Federal budget deficits
in the last 25 years could be im­
puted to foreign aid, we could
alternatively impute those deficits
to other expenditures, and assume
that the foreign aid was paid for
entirely by raising additional
taxes. But such an assumption
would hardly improve the case for
foreign aid. It would mean that
taxes during this quarter-century
averaged at least $5 billion higher
each year than they would have
otherwise. It would be difficult to
exaggerate the setbacks to per­
sonal working incentives, to new
ventures, to profits, to capital in­
vestment, to employment, to wages,
to living standards, that an annual
burden of $5 billion in additional
taxation can cause.

If, finally, we make the "neutral"
assumption that our $131 or $199
billion in foreign aid (whichever
way we choose to calculate the
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sum) was financed in exact pro­
portion to our actual deficit and
tax totals in the 25-year period,
we merely make it responsible for
part of both sets of evils.

In sum, the foreign aid program
has immensely set back our own
potential capital development. It
ought to be obvious that a foreign
giveaway program can. raise the
standards of living of the so­
called "underdeveloped areas" of
the world only by lowering our
own Iiving stand~rds compared
with what they could otherwise be.
If our taxpayers are forced to
contribute millions of dollars for
hydroelectric plants in Africa or
Asia, they obviously have that
much less for productive invest­
ment in the U. S. If they contrib­
ute $10 million dollars for a hous­
ing project in Uruguay, they have
just that much less for their own
housing, or any other cost equiva­
lent, at home. Even our own so­
cialist and statist do-gooders would
be shaken if it occurred to them
to consider how much might have
been done with that $131 or $199
billion of foreign aid to mitigate
pollution at home, build subsidized
housing, and relieve "the plight of
our cities." Free enterprisers, of
course, will lament the foreign
giveaway on the far more realistic
calculation of how enormously the
production, and the wealth and
welfare of every class of our popu-

lation, could have been increased
by $131 to $199 billion in more
private investment in new and
better tools and cost-reducing
equipment, and in higher living
standards, and in more and better
homes, hospitals, schools, and uni­
versities.

The Political Arguments

What have been the economic or
political compensations to the
United States for the staggering
cost of its foreign aid program?
Most of them have been illusory.

When our successive Presidents
and foreign aid officials make in­
spirational speeches in favor of
foreign aid, they dwell chiefly on
its alleged humanitarian virtues,
on the need for American gener­
osity and compassion, on our duty
to relieve the suffering and share
the burdens of all mankind. But
when they are trying to get the
necessary appropriations out of
Congress, they recognize the ad­
visability of additional arguments.
So they appeal to the American
taxpayer's material self-interest.
It will redound to his benefit, they
argue, in three ways: 1. It will
increase our foreign trade, and
consequently the profits from it.
2. It will keep the underdeveloped
countries from going communist.
3. It will turn the recipients of our
grants into our eternally grateful
friends.
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The answers to these arguments
are clear:

1. Particular exporters may
profit on net balance from the
foreign aid program, but they
necessarily do so at the expense of
the American taxpay·er. It makes
little difference in the end whether
we give other countries the dollars
to pay for our goods, or whether
we directly give them the goods.
We cannot grow rich by giving
our goods or our dollars away. We
can only grow poorer. (I would be
ashamed of stating this truism if
our foreign aid advocates did not
so systematically ignore it.)

2. There is no convincing evi­
dence that our foreign aid played
any role whatever in reversing,
halting, or even slowing down any
drift toward communism. Our aid
to Cuba in the early years of the
program, and even our special
favoritism toward it in assigning
sugar quotas and the like, did not
prevent it from going communist
in 1958. Our $769 million of aid to
the United Arab Republic did not
prevent it from coming under
Russian domination. Our $460
million aid to Peru did not prevent
it from seizing American private
properties there. Neither our
$7,715 million aid to India, nor our
$3,637 million aid to Pakistan, pre­
vented either country from moving
deeper and deeper into socialism
and despotic economic controls.

Our aid, in fact, subsidized these
very programs, or made them pos­
sible. And so its goes, country
after country.

3. Instead of turning the recipi­
ents into grateful friends, there
is ever-fresh evidence that our
foreign aid program has had pre­
cisely the opposite effect. It is
pre-eminently the American em­
bassies and the official American
libraries that are mobbed and
stoned, the American flag that is
burned, the Yanks that are told to
go home. And the head of almost
every government that accepts
American aid finds it necessary to
denounce and insult the United
States at regular intervals in order
to prove to his own people that he
is not subservient and no puppet.

So foreign aid hurts both the
economic and political interest of
the country that extends it.

The Unseen Costs of

Utopian Programs

But all this might be overlooked,
in a broad humanitarian view, if
foreign aid accomplished its main
ostensible purpose of raising the
living levels of the countries that
received it. Yet both reason and
experience make it clear that in
the long run it has precisely the
opposite effect.

Of course, a country cannot give
away $131 billion without its doing
something abroad (though we
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must always keep in mind the
reservation - instead of something
else at home). If the money is
spent on a public housing project,
on a hydroelectric dam, on a steel
mill (no matter how uneconomic
or ill-advised), the housing or the
dam or the mill is brought into
existence. It i~ visible and unde­
niable. But to point to that is to
point only to the visible gross gain
while ignoring the costs and the
offsets. In all sorts of wa.ys - eco­
nomic, political, spiritual- the aid
in the long run hurts the recipient
country. It becomes dependent on
the aid. It loses self-respect and
self-reliance. The poor country be..
comes a pauperized country, a
beggar country.

There is a profound contrast
between the effects of foreign aid
and of voluntary private invest­
ment. Foreign aid goes from gov­
ernment to government. It is
therefore almost inevitably statist
and socialistic. A good part of it
goes into providing more goods for
immediate consumption, which
may do nothing to increase the
country's productive capacity. The
rest goes into government proj­
ects, government five-year plans,
government airlines, governme~t

hydroelectric plants and dams, or
government steel .mills, erected
principally for prestige reasons,
and for looking impressive in col­
ored .photographs,and regardless

of whether the projects are eco­
nomically justified or· self-support­
ing. As a. result, real economic
improvement is retarded.

The Insoluble Dilemma

From the very' beginning, for­
eign aid has faced an insoluble
dilemma. I called attention to this
in a book published in 1947, Will
Dollars Save the World?, when
the Marshall Plan was proposed
but not yet enacted:

"Intergovernmental loans [they
have since become mainly gifts,
which only intensifies the problem]
are on the horns· of .this dilemma.
If on the one hand they are made
without conditions, the funds are
squandered and dissipated and fail
to accomplish their purpose.. They
may even be used for the precise
opposite of the purpose that the
lender had in mind. But if the
lending government attempts to
impose conditions, its attempt
causes immediate resentment. It
is called 'dollar diplomacy'; or
'American imperialism'; or 'inter­
fering. in the internal affairs' of
the borrowing nation. The resent­
ment is .quickly exploited by the
Communists in that nation."

In the 23 years since the for­
eign-aid program was .. launched,
the administrators have not only
failed to find their way out of this
dilemma; they have refused even
to acknowledge its. existence. They
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have zigzagged from one course to
the other, and ended by following
the worst course of all: they have
insisted that the recipient govern­
ments adopt "growth policies"­
which mean, in practice, govern­
ment "planning," controls, infla­
tion, ambitious nationalized proj­
ects - in brief, socialism.

If the foreign aid were not of­
fered in the first place, the recipi­
ent government would find it ad­
visable to try to attract foreign
private investment. To do this it

. would have to abandon its social­
istic and inflationary policies, its
exchange controls, its laws against
taking money out of the country.
It would have to abandon harass­
ment of private business, restric­
tive labor laws, and discriminatory
taxation. It would have to give
assurances against nationaliza­
tion, expropriation, and seizure.

Specifically, if the nationals of
a, poor country wanted to borrow
foreign capital for a private proj­
ect, and had to pay a going rate
of, say, 7 per cent interest for the
loan, their project would have to
be one that promised to yield at
least 7 per cent before the foreign
investors would be interested. If
the government of the poor coun­
try, on the other hand, can get the

. money from a foreign government
without having to pay interest at
all, it need not trouble to ask itself
whether the proposed project is

likely to prove economic and self­
liquidating or not. The essential
market guide to comparative need
and utility is then completely re­
moved. What decides priorities is
the grandiose dreams of the gov­
ernment planners,. unembarrassed
by bothersome calculations of com­
parative costs and usefulness.

The Conditions for Progress

Where foreign government aid is
not freely offered, however, a. poor
country, to attract private foreign
investment, must establish an ac­
tual record of respecting private
property and maintaining free
markets. Such a free-enterprise
policy by itself, even if it did not
at first attract a single dollar of
foreign investment, would give
enormous stimulus to the economy
of the country that adopted it. It
would first of all stop the flight of
capital on the part of its own na­
tionals and stimulate domestic in­
vestment. It is constantly forgot­
ten that both domestic and foreign
capital investment are encouraged
(or discouraged) by the same
means.

It is not true, to repeat, that the
poor countries are necessarily
caught in a "vicious circle of pov­
erty," from which they cannot
escape without massive handouts
from abroad. It is not true that
"the rich countries are getting
richer while the poor countries are
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getting poorer." It is not true that
the "gap" between the living
standards of the' poor countries
and the rich countries is growing
ever wider. Certainly that is not
true in any proportionate sense.
From 1945 to 1955, for example,
the avera.ge rate of growth of
Latin American countries in na­
tional income was 4.5 per cent per
annum, and in output per head
2.4 per cent - both rates appreci­
ably higher than the corresponding
figure for the United States.3

Intervention Breeds Waste

The foreign aid ideology is
merely the relief ideology, the
guaranteed-income ideology, ap­
plied on an international scale. Its
remedy, like the domestic relief
remedy, is to "abolish poverty" by
seizing from the rich to give to

3 Cf."Some Observations on 'Gapology,'"
by P. T. Bauer and John B. Wood in Eco­
nomic Age (London), November-Decem­
ber 1969. Professor Bauer is one of the
few academic economists who have seri­
ously analyzed the fallacies of foreign
aid. See also his Yale lecture on foreign
aid published by The Institute of Eco­
nomic Affairs (London), 1966, and his
article on "Development Economics" in
Roads to Freedom: Essays in Honour of
Friedrich A. von Hayek (London: Rout­
ledge & Kegan Paul, 1969). I may also
refer the reader to my own book, Will Dol·,
lars Save the World? (Appleton, 1947),
to my pamphlet, Illusions of Point Four'
(Irvington-on-Hudson, New York: Foun·,
dation for Economic Education, 1950),
and to my chapter on "The Fallacy of
Foreign Aid" in my Man Vs. the Welfare
State (Arlington House, 1969).

the poor. Both proposals system­
atically ignore the reasons for the
poverty they seek to cure. Neither
dra.ws any distinction between the
poverty caused by misfortune and
the poverty brought on by shift­
lessness and folly. The advocates
of both proposals forget that their
chief attention should be directed
to restoring the incentives, self­
reliance, and production of the
poor family or the poor country,
and that the principal means of
doing this is through the free
market.

In sum, government-to-govern­
ment foreign aid promotes stat­
ism, centralized planning, social­
ism, dependence, pauperization, in­
efficiency, and waste. It prolongs
the poverty it is designed to cure.
Voluntary private investment in
private enterprise, on the other
hand, promotes capitalism, produc­
tion, independence, and self-reli­
ance. It is by attracting foreign
private investment that the great
industrial nations of the world
were once helped. It is so that
America itself was helped by Brit­
ish capital, in the nineteenth cen­
tury, in building its railroads and
exploiting its great national re­
sources. It is so that the still "un­
derdeveloped areas" of the world
can most effectively be helped
today to develop their own great
potentialities and to raise the liv­
ing standards of their mass,es. ~



AYouthful Purpose
.~ .

JAMES W.MULLER

This article is from the address
presented by Mr. Muller as vale­
dictorian of the 1970 graduating
class of the Horace Greeley High
School in Chappaqua, .New York.

* * *
TURN to the. person sitting next· to
you. Now ask yourself if you
could be this person for just one
day. Could you go through his life
acting just 'as he would?

The answer, obviously, is no.
This person is an individual. You
are another. Your lives are not
interchangeable.

And would. you let him be you
for a day? Certainly. not! There
would be no telling what he might
do to your friendships, what silly
propositions .he might accept in
your name, or which' of your pos­
sessions he might .lose· or waste.

If the question were rephrased
so that you became him for his
whole life, the answer' would be
no, even more resolutely.

And· if the question dealt with
the population of a whole nation,
it would be absolutely preposter-
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ous! Each of us expends all his
waking energies .running his own
life; it would be inconceivable for
anyone to run more than one.

But a whole conception of gov­
ernment is based on this absurd­
ity, and it is the system which has
always ruled the majority of .man­
kind.Not at all surprisingly, it
has done very poorly. Statism has
slipped through history as feudal­
ism, absolute monarchy, proletar­
ian dictatorship, fascism, social­
ism, and in a score of other guises.
Every form is based on the thesis
that someone should be able to
force you to do something you
would rather not do. The instru­
ment is coercion. By wielding this
club the state rules men.

Having discovered the nature of
statism, we ought to look critically
at our own societyto see if we are
guided by its tenets. But first it
is necessary to decide what the
state should properly do.

It is evident that men, if left to
do literally whatever they wanted
to, would soon begin to take un..;
fair advantage of other men by
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subverting their liberties through
brute force. This, unfortunately,
is the history of human behavior.
Thus we set up an agency to de­
fend our liberties from internal or
external attack. This agency has
come to be· called government. Ex­
perience has shown that certain
systems of organization for its
operation work best, and the men
who wrote our Constitution did a
remarkable job of establishing a
workable system. Essentially, then,
the purpose of the state is to en­
sure the liberties of all the people
by using negative restraints. It is
not to enter the social, economic,
or moral realms in the hope of
remaking men in a better image.
To do so is only to subvert the~

very liberties it is designed to
safeguard.

The State Out of Bounds­
and Few Seem to Care

In our society we have suchan
agency whose organizational unitH
are dispersed throughout the na-­
tion. With only a cursory exami­
nation, however,we see that it has
gone far beyond its proper bounds.
Furthermore, few people oppose
this false direction for the state.

Instead, the current. debate cen­
ters rather ludicrously on trying
to determine what form of statism
is most enlightened. We .hear of
a critical discussion waging in
Washington on what are called

national priorities. This term is
conveniently misleading because it
implies that one or another im­
proper governmental function is
most important - more important
than our own activities. It fails to
recognize that our national pri­
orities were set almost two hun­
dred years ago. Most important to
each of us are his individual pri­
orities, and to set these is not the
state's responsibility.

The disputants in this great
debate over priorities attempt to
decide which coercive functions of
the state are most crucial. Per­
haps a farmer argues with a
senior citizen about the relative
virtues of parity payments and
social security. Here. we .see the
statist mentality at work. Fred­
eric Bastiat, a French economist,
exposed the futility of this con­
ception in his perceptive aphor­
ism: "The state is the great fiction
by which everyone tries to live at
the expense of everyone else."
Never is there· a brief recess to
reflect that just possibly a man
can ethically tap only his own
resources. A thin veil called de­
mocracy cannot conceal plunder.
Coercion by a majority is no less
reprehensible than that perpe­
trated by a tyrant, even if its
application is ·less bold and bloody
and bright.

There is a strong reluctance on
the part of the American people to
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part with the cherished sanctuar­
ies of statism in their midst. I
was once discussing an especially
blatant. example of statism in this
country when one of the group
exclaimed: "Why, I think your
ideas are frightening!" Somewhat
taken aback at first, I replied:
"You find it frightening that I
don't want to run your life and
don't want you to· run mine 1"
This was a new thought.

The statist feature in question
was public education, a system
characterized by state-run schools
which have a high degree of com­
pulsion in curriculum, attendance,
and other features. Not only must
every child attend these schools,
or others approved by the state,
but every person of suitable in­
come must pay for their operation
and maintenance. And the great
potential for widespread and
meaningful progress through free
education has declined.

Recently I expressed pleasure
that the bond issue for the con­
struction of a new library in. Chap­
paqua had failed. Another person
immediately said he agreed with
me that the site in question was
not a good one. He was then
rather astonished when I replied:
"On the contrary, it was a good
site. I hope someone builds a li­
brary there. But not the town of
Chappaqua."

And the reaction to my offhand

remark that democracy alone
would never guarantee liberty was
even more revealing. "What,"
asked my companion, "you are
against majority control1" I re­
plied that I was against control if
it meant coercion, adding: "De­
mocracy is an equitable way to
choose our public officials, but with
it must go a better understanding
of the proper role of the state."

Until we recognize that fact­
that just as the factory guard was
never intended to be the plant
manager, the government's pur­
pose is not to rule but to keep the
peace - we in America will be for­
ever susceptible to what Jefferson
called "every form of tyranny over
the mind of man." Restraints on
creative energy do no good. Co­
ercion in a humanitarian guise­
and here I mean social security,
minimum wage laws, welfare pay­
ments, and the like - does no good.
Legislated morality - and here I
mean antipornography laws, pro­
hibition, laws against cigarette
advertising, and the like - does no
good. And governmental monopo­
lies, outright or clandestine, on
any enterprise - and here I mean
regulating such businesses as the
telecommunications industry to
such an extent that their every
move must be sanctioned by the
government, building roads, run­
ning our star-crossed state mail
system, and the like - do no good.
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Closed to Further Thought
I am told that if the govern­

ment did not accomplish all these
functions, no one would. But con­
sider the train of thought in­
volved. Once the government be­
comes involved in any enterprise,
it is thought that no one else
could accomplish it, simply be­
cause no one else is allowed to try.
Whether the prohibition is ef­
fected by outright legislation or
through economic pressure, it is
impossible for anyone to conceive
of another course. (If you tried
to ·set up·a rival post office system
now, you would soon run into all
the problems I am discussing.)
Now imagine for a moment that
the government at its inception
had decided, for whatever reason,
that it would provide shoes and
socks to every American child un­
til the age of twelve. If someone
later proposed that this be han­
dled by the free market, the retort
would be that clearly only the
government could handle this
function. Surely those who wish
to end the state's role would have
the children walk around without
shoes and socks and freeze in the
winter, would have them get nails
and thorns in their tender feet as
they walk to school unshod! What
inhumanity indeed!

A favorite tack of statists is to
respond to attacks on the statist
machinery by asking: "What

would you put in place of those
things you wish were abolished 1"
This question is usually followed
by general comments about the
necessity of being constructive.

To my mind no greater fallacy
has worked its way into the Amer­
ican character. It assumes that
the person who wishes to stop
improper governmental activities
is all set to substitute his own
blueprint for· the society in their
place. It ignores the fact that
there are two hundred million
Americans, each of whom may
have ideas to handle these activi­
ties, and each of whom will be
allowed· to implement them in the
free market if he so wishes. I
certainly do not have all the an­
swers, because I am only one of
the two hundred million. Perhaps
I would not have thought of the
light bulb, but Thomas Edison did,
and we are all the better for it.
No such invention has been pro­
duced through coercive force.

Robert Goddard, the father of
modern rocketry, said in his high
school valedictory address in 1904:
"It is difficult to say what is im­
possible, for the dream of yester­
day is the hope of today and the
reality of tomorrow."

It is my hope today that the
dream of the men who wrote the
Constitution will become the re­
ality of our tomorrow. ~



THE ORGANIZATION for Economic
Cooperation and Development,
which endeavors to achieve inter­
national coordination of govern­
ment policies, recently expressed
alarm about the ever accelerating
rates of inflation. It called the
pace of monetary depreciation "un­
acceptably high" and warned about
the inherent dangers of a major
business depression as a result of
rampant inflation. In fact, many
European economists are con­
vinced that "the Western world is
at the threshhold ofa runaway in­
flation of the Latin-American
type."

During the 1950's we had grown
accustomed to a creeping depreci­
ation of currencies at an average
rate of 2 per cent a year. During
the 1960's the rate. had climbed to
4 and 5 per cent; last year it
reached 6 per cent, which is well
beyond the creeping pace. And, if
we project the depreciation growth

Dr. Sennholz heads the Department of Eco­
nomics at Grove City College and· is a noted
writer and lecturer for freedoM.
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rates of the 1960's to the 1970's,
we must brace ourselves for infla­
tion of 10 to 20 per cent· annually.

We need not here analyze many
political and social aspects of this
ominous development in the West­
ern world. But we should like to
review the history of the greatest
inflation of the century, the Ger­
man hyperinflation of the early
1920's, and the ideological causes
that brought it about. For history
is the glass through which we may
behold the deeds. and errors, the
foibles and misfortunes of man­
kind.

The German inflation, too, be­
gan with a creeping rate of one
and two per cent. When World
War I broke out, the central bank
(Reichsbank) immediately sus­
pended redeemability of its notes
in order to. prevent a run on its
gold reserves. Then it offered as­
sistance. to the central government
toward financing the war effort.
As taxes are always unpopular the
government preferred to borrow
huge amounts of money to cover
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its budgetary deficits. And the
central bank assisted every issue
of new treasury obligations by dis­
counting much of it. Thus, a large
percentage of government. debt

. found its way into the vaults of
the Reichsbank and an ~quivalent

amount of printing-press money
into the peoples' cash holdings. As
in other belligerent countries, the
central bank was monetizing the
growing government debt.

By the end of the war, the
amount of money in circulation
had risen fourfold and prices some
140 per cent. Yet, the German
mark had suffered no more than
the British pound, was somewhat
weaker than the American dollar,
but stronger than the French
franc. Five years .later, in Decem··
ber 1923, the Reichsbank had is··
sued 496.5 quintillion marks each
of which had fallen to one tril··
Honth of its 1914 gold value.1

1 According to the British and German
systems of numeration, the billion is a
million of millions, a trillion a million of
billions, and each higher denomination
(e.g. quadrillion, quintillion, sextillion,
etc.) is a million times the one preceding.
In the American system, the billion is a
thousand millions, and each higher de­
nomination is' a thousand times the pre­
ceding. lt must also be noted that a bil­
lion in the U.S. system is called milliard
in the British and German systems. In
German and British texts thesentenc1e
would thus read: "Five years later in De­
cember 1923 the Reichsbank had issued
496.5 trillion marks each of which had
fallen to one billionth of its 1914 gold
value."

How stupendous! Practically ev­
ery item of trade was costing tril­
lions of marks. The American dol­
lar was quoted at 4.2 trillion
marks, the American penny at 42
billion marks. How could a Euro­
pean nation that prided itself on
its high levels of education and
scholarly knowledge suffer such a
thorough destruction of its money?
Who would inflict on a great na-
tion such evil which had ominous
economic, social, and political ram­
ifications not only for Germany
but for the whole world? Was it
the victors of World War I who, in
diabolical revenge, devastated the
vanquished country through ruin­
ous financial manipulation and
plunder?

Every mark was printed by Ger­
mans and issued by a central bank
that was governed by Germans
under a government that was
purely German. It was German po­
litical parties, such as the Social­
ists, the Catholic Centre Party,
and the Democrats, forming vari­
ous coalition governments, that
were solely responsible for gov­
ernmental policies. Of course, ad­
mission of responsibility for any
calamity cannot be expected from
any political party.

The reasoning that led these
parties to inflate the national cur­
rency at such astronomical rates
is not only interesting for eco­
nomic historians, but also exposes
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the rationale of monetary destruc­
tion. The doctrines and theories
that led to the German monetary
destruction have been applied with
similar consequences in many
other countries, and underlie the
rampant inflation throughout the
Western world today.

Four erroneous doctrines or
theories guided the German mone­
tary authorities in those baleful
years.

No Inflation in Germany

The most amazing economic soph­
ism advanced by eminent finan­
ciers, politicians, and, economists
endeavored to show that there
was neither monetary nor credit
inflation in Germany. These ex­
perts readily admitted that the
nominal amount of paper money
issued was indeed enormous. But
the real value of total currency in
circulation, that is, the total value
in terms of gold or goods prices,
they argued, was much lower than
before the war and low relative to
that of other industrial countries.

The Minister of Finance, cele­
brated economist Helfferich, re­
peatedly assured his nation that
there was no inflation in Germany
since the total value of currency
in circulation, when measured in
gold, was covered by the gold re­
serves in the Reichsbank at a much
higher ratio than before the war.2

2 Das Geld, 1923, p. 646.

The President of the Reichsbank
Havenstein categorically denied
that the Central Bank had inflated
the German currency. He was con­
vinced that it followed a restric­
tive policy since its portfolio was,
worth, in gold marks, less than
half its 1913 holdings.

Professor Julius Wolf wrote in
the summer of 1922: "In propor­
tion to the need, less money cir­
culates in Germany now than be­
fore the war. This statement may
cause surprise, but it is correct.
The circulation is now 15 to 20
times that of pre-war days, whilst
prices have risen 40 to 50 times."
Similarly, Professor Elster re­
assured his people: "However
enormous may be the apparent
rise in the circulation in 1922, ac­
tually the figures show a decline."3

The Statistical Bureau of the
German Government even calcu­
lated the real values of the per
capita circulation in various coun­
tries. It, too, concluded that there
was a shortage of· currency in
Germany, but a great deal of in­
flation abroad.

Of course, this fantastic con­
clusion drawn by monetary au­
thorities and experts bore omi­
nous consequences for millions of
people. Through devious sophisms,
it simply denied individual respon­
sibility for the disaster and thus

3 Von der Mark zur Reichsmark, 1928,
p. 167.
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Germany
England
France
Switzerland
U.S.A.

removed all limits to the issuance
of more paper money.

GOLD VALUE OF MONIES IN
CIRCULATION

Gold Marks
Per Person

1920 1922
87.63 17.92
84.40 110.73

180.05 229.90
89.49 103.33

101.35 97.66

SOURCE: Wirtschaft und Statistik, 1923, No. l.
(To arrive at U.S. dollar amounts
these figures should be divided by 4.2.)

The source of this momentous
error probably lies in failure to
understand one of the most im­
portant determinants of money
value: the attitude of people to­
ward money. For one reason or
another, people may vary their
cash holdings. An increase in cash
holdings by many people tends to
raise the exchange value of money;
reduction in cash holdings tends
to lower it. Now, in order to radi­
cally change their cash holdings,
individuals must have cogent rea­
sons. They naturally enlarge their
holdings whenever they anticipate
rising money value as, for in­
stance, in a depression. And they
reduce their holdings whenever
they expect declining money value.
In the German hyperinflation, they
reduced their holdings to an abso­
lute minimum and finally avoided
any possession at all. It is obvious

that goods prices must then rise
faster and the value of money de­
preciate faster than the rate of
money creation. And if the value
of individual cash holdings de­
clines faster than the rate of
money printing, the value of the
total stock of money must also de­
preciate faster than this rate.

This is so well understood that
even the mathematical economists
emphasize the money "velocity"
in their equations and calculations
of money value.4 But the German
monetary authorities were una­
ware of such basic principles of
human action.

For Health, Education, Welfare,
and Full Employment

Immediately after the war, the
German government, under the
leadership of the Socialist party,
embarked upon heavy expenditures
for health, education, and welfare.
This added to the already heavy
load on the Treasury for demobili­
zation expenses, the demands by
the Armistice, the disorders of the
revolution, staggering deficits of
the nationalized industries, espe­
cially the railroads, postal serv­
ices, telephone, and telegraph.
The resources made available by
the creation of new money were
apparently unlimited! A number
of measures for the nationalization

4 Cf. my essay on "The Value of Mon­
ey" in THE FREEMAN, Nov. 1969.
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of certain industries (e.g., coal,
electrical, and potash industries)
were introduced, but failed to be­
come law. The eight-hour day was
enacted, and labor unions were
given many legal immunities and
privileges. In fact, a system of
labor councils was set up which
authorized the workers in each en­
terprise to elect representatives
who ·shared in the management of
the company!

While government expenditures
rose by leaps and bounds,·. the rev­
enue suffered a gradual decline; in
October 1923, only 0.8 per cent of

:government expenses were covered
'by tax revenues. For the period
from 1914 to 1923 scarcely 15 per
cent of the expenses were covered
by means of taxes. In the final
phase of the inflation the German
government experienced a com­
plete atrophy of the fiscal system.

The depreciation of the currency
brought about the destruction of
taxable wealth in the form· of
mortgages and bonds,annuities
and pensions, which in turn re­
duced government revenue. It is
true, some speculators reaped spec­
tacular profits from the deprecia­
tion, but they easily evaded the
tax collector. Moreover, the fiscal
policies of the Socialist govern­
ment were openly hostile toward
capital and frequently endeavored
to impose confiscatory capital
levies upon all wealth.. Secretary

of· the Treasury Erzberger even
vowed that "in the future Ger­
many, the rich should be nomore/'
Consequently. a massive "flight of
capital" from Germany developed
as all classes of savers invested
their money in foreign bank ac­
counts, currencies, bills, securities,
and the like. Much taxable wealth
was removed from the grip of tax
collectors.

Furthermore, the rapid depre­
ciationof currency greatly reduced
all tax liabilities during the time
interval between the taxable trans­
action and the date of tax pay­
ment. The taxpayer .usually paid
a sum the real value of which was
greatly reduced by inflation.
Nevertheless, government expendi­
ture accelerated, while revenue in
terms of real value continued to
decline. The growing deficits then
were met with even larger quanti­
ties of printing press money,
which in turn generated ever
larger deficits. The German mone­
tary authorities were trapped in a
vicious circle from which they had
neither the political courage nor
the financial know-how to extricate
themselves.

The leading monetary authority,
Dr. Helfferich, even warned his
people against the direconse­
quences of, monetary stabilization.
"To follow the good counsel of
stopping the printing of notes
would mean refusing to economic
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life the circulating medium nec­
essary for transactions, payments
of salaries and •wages, and so on;
it would mean that in a very short
time the entire public, and above
all the Reich, could no longer pay
merchants,employees, or workers.
In a few weeks, besides the print­
ing of notes, factories, mines, rail­
ways and post office, national and
local government, in short, all na­
tional and economic life would be
stopped."5

The Balance of Payments and the

Treaty 0' Versailles

Throughout the period of the
inflation the most popular explana­
tion of the monetary depreciation
laid the blame on an unfavorable
balance of payments, which in turn
was blamed on the payment of
reparations and other burdens im­
posed by the Treaty of Versailles.
To most German writers and poli­
ticians, the government deficits
and the paper inflation were not
the cause, but the consequences,
of the external depreciation of the
mark.

The wide popularity of this ex­
planation, which charged the vic­
torious allies with full responsi­
bility for the German disaster,
bore ominous implications for the
future. Its simplicity appealed to
the masses of economically igno­
rant people whose chauvinism and

5 Das Geld, p. 650.

nationalism always make the idea
of foreign intrigue and conspiracy
so palatable. The intellectual and
political leaders who actively prop­
agated the doctrine were sowing
the seeds for the whirlwind they
ultimately reaped a decade later.

During those baleful years, Ger­
many procured gratuitously from
abroad large quantities of raw
materials and foodstuffs. Accord­
ing to various authoritative esti­
mates, foreign individuals and
banks bought at least 60 billion
paper marks which the Reichs­
bank had floated abroad at an
average price of lJt: gold mark for
a paper mark. The depreciation of
the mark to one trillionth of its
earlier value repudiated these for­
eign claims to German goods.
Thus, foreigners suffered losses
of some 15 billion gold marks, or
some $3.5 billion U.S. dollars,
which was eight times more than
Germany had paid in foreign ex­
change on account of reparations.

Even if it had been true that
excessive burdens were thrust on
Germany by the Allies, there was
no need for any monetary depre­
ciation. The two phenomena are
entirely independent. If excessive
burdens are thrust upon a govern­
ment, whether they be foreign or
domestic, government must raise
taxes, or borrow some funds, or
curtail other expenditures. Exces­
sive reparation payments may ne-
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cessitate higher taxes on the popu­
lace, or large loans that reduce the
supply of savings for industry and
commerce, or painful cuts in gov­
ernment service and employment.
The standard of living of the peo­
ple thus burdened will probably be
depressed - unless the reduction
of bureaucracy should release new
productive energy. But the value
of money is not affected by the
reparation burden unless economic
productivity is impaired by the
fund raising.

Once government has achieved
the necessary budgetary surplus,
the payment of reparations is a
simple matter of exchange. The
Treasury buys the necessary gold
or foreign exchange from its cen­
tral bank and delivers it to the
recipient government. The loss of
gold or foreign exchange then ne­
cessitates a corresponding reduc­
tion of central bank money, which
in turn tends to depress the prices
of goods. The lowered prices en­
courage more exports while they
discourage imports, that is, gen­
erate what is commonly called a
"favorable balance of payments"
or new influx of gold and foreign
exchange. In short, there can be
no shortage of gold or foreign ex­
change as long as the central bank
refrains from inflation and mone­
tary depreciation.

The German monetary authori­
ties flatly denied this economic

reasoning. Instead, they preferred
to lament the excessive burdens
thrust onto Germany and the un­
favorable balance of payments gen­
erated thereby. In 1923 they added
yet another excuse: the French oc­
cupation of the Ruhr district. The
Central Statistical Office put it this
way: "The fundamental cause of
the dislocation of the German
monetary system is the disequilib­
rium of the balance of payments.
The disturbance of the national
finances and the inflation are in
their turn the consequences of the
depreciation of the currency. The
depreciation of the currency upset
the Budget balance, and deter­
mined with an inevitable necessity
a divergence between income and
expenditure, which provoked the
upheaval."6

Again I quote Dr. Helfferich:
"Inflation and the collapse of the
exchange are children of the same
parent: the impossibility of pay­
ing the tributes imposed on us.
The problem of restoring the cir­
culation is not a technical or bank­
ing problem; it is, in the last
analysis, the problem of the equi­
librium between the burden and
the capacity of the German econ­
omy for supporting this burden."7

Even American economists

6 Deutschlands Wirtschaftslage, March
1923, p. 24.

7 "Die Autonomie der Reichsbank" in
Borsen-Courier of Apr. 4, 1922.
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echoed the German theory. Profes­
sor John H. Williams presented
this causal order: "Reparation
payments, depreciating exchanges,
rising import and export prices,
rising domestic prices, consequent
budgeting deficits, and at the same
time an increased demand for
bank credit; and finally increased.
note-issue."s And Professor James
W. Angell contended that "the
reality of the type of analysis
which runs from the balance of
payments and the exchanges to
general prices and the increased.
issue of paper seems to be defi··
nitely established."9

Speculators Did It

When all other explanations are
exhausted, modern government ~

usually falls back on the specula··
tor who is held responsible for an
economic and social evils. What
the witch was to medieval man:,
the capitalist is to socialists and
communists, the speculator is to
most politicians and statesmen::
the embodiment of eviL He is said
to be imbued with ruthless and
fickle selfishness that is capable
of wrecking the national economy:,
governmental plans, and, in the
case of the German inflation, the

8 "German Foreign Trade and the Re­
parations Payments" (Quarterly Journal
of Economics, 1922, p. 503).

9 The Theory of International Prices,
192.6, p. 195.

national currency. No matter how
blatantly contradictory this ex­
planation may be, it is most popu­
lar with government authorities
in search of a convenient explana­
tion for the failure of their own
policies.

The same German officials who
denied the very existence of infla­
tion lamented the depreciation
caused by speculators. Or they
blamed the Allied reparation bur­
dens and simultaneously denounced
speculators for the depreciation.
Dr. Havenstein, the President of
the Reichsbank, embracing every
conceivable theory that might
clear his own policies of blame,
also pointed at the speculators.
Before a parliamentary committee,
he testified: "On the 28th of
March began the attack on the
foreign exchange market. In very
numerous classes of the German
economy, from that day onward,
thought was all for personal in­
terests and not for the needs of
the country."

In a chorus, the newspapers re­
peated the charge: "According to
all appearances the fall of the
mark did not have its origin in the
New York exchange, from which it
may be concluded that in Germany
there was active speculation di..
rected toward the continual rise of
the dollar.... We are witnessing
a rapid increase in the number
of those who speculate. on the fall
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of the mark and who are acquiring
vested interests in a continual de­
preciation.... The enormous spec­
ulation on the rise of the American
dollar is an open secret. People
who, having regard to their age,
their inexperience, and their lack
of responsibility, do not deserve
support, have nevertheless secured
the help of financiers, who are
thinking exclusively of their own
immediate interests.... Those
who have studied .seriously the
conditions of the money market
state that the movement against
the German mark remained on the
whole independent of foreign mar­
kets for more than six months. It
is the German bears, helped by
the inaction of the Reichsbank,
who have forced the collapse in
the exchange."

In its broadest sense, specula­
tion is every economic action that
makes provision for an uncertain
future. The· student who studies
aeronautical engineering specu­
lates on the future demand for his
services. The businessman who en­
larges his inventory speculates· on
a profitable market in the future.
The housewife who hoards sugar
speculates on the availability of
sugar in the future. The buyer· or
seller of goods or securities hopes
to make a profit from future
changes in prices. All such actions
reflect a natural motivation of free
men to improve their material

well-being or, at least, to avert
losses.

When speculators observe or
anticipate more inflation and
monetary depreciation, they nat­
urally endeavor to sell the depre­
ciating currency and buy goods or
foreign exchange that do not de­
preciate. They are preserving their
working capital. Thus, they are
promoting not only their own in­
terests but also those of society
which benefits from the preserva­
tion of productive capital. The
government that is actively de..,
stroying the currency is injuring
the national interest; successful
speculators are safeguarding it.
Surely, the speculators who sold
German marks and bought U.S.
dollars proved to be right in the
end.

The Current Dilemma in the
Light of the German Experience

The world-wide inflation that is
engulfing the free world now
springs from similar doctrines and
theories. It is true, there is no
Treaty of Versaille$ and no repa.­
ration payments that can be
blamed for the inflation. But in
many countries of Central and
Western Europe the .responsibility
for monetary depreciation is
squarely laid on American balance
of payments deficits that are flood­
ing those countries with U. S.
dollars. While European monetary
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authorities a.re actively inflating
and depreciating their own cur­
rencies - although at a slower rate
than their American counterparts
-they are pointing at the U.S.
balance of payments as theulti­
mate cause of their currency de­
preciation. As in the German
hyperinflation foreign intrigue
and artifice are said to be at work
again.

And again the speculators are
charged for a share of the blame.
American investors who buy for-,
eign securities or make direct for-,
eign investments are said to be
largely responsible for the outflow
of U.S. funds and loss of gold,
which is creating an unfavorable
balance of payments and weaken··
ing the U.S. dollar. Moreover"
Americans who prefer foreign
products over home-made prod··
ucts, or choose to travel abroad
rather than stay at home are de··
cried-as selfish a:qd unpatriotic.
Numerous regulations imposed by
the very monetary authorities who
perpetrate the inflation aim to
prevent speculation in order to
save the dollar.

The specious argument that de··
nies the presence of any inflation
in terms of purchasing power or
gold value may be expected to
emerge in later phases of the in··

flation when monetary authorities
will desperately seek any argument
that promises to hold them blame­
less~

The most popular contemporary
doctrine that advocates inflation
and credit expansion pleads its
case in terms of economic boom
and full employment. Our econom­
ic order which is laboring under
heavy government intervention
and restriction is a stop-and-go
system with alternating booms and
busts. The booms are generated by
heavy budgetary deficits and
monetization of government debt.
The busts inevitably follow the
booms as soon as stabilization is
attempted or the rate of inflation
is temporarily slowed in order to
prevent a hyperinflation. Under
the -sway of the "new economics"
of Lord Keynes and his American
disciples, our monetary authori­
ties inflate and depreciate to fi­
nance the boom, and then "rein­
flate" when the economy falters,
to prevent massive unemployment.
Inflation is the modern panacea
for political, social, and economic
evils most of which were created
by the inflation itself. In truth, it
is a savory poison that slowly kills
not only the patients who take it
but also the doctors who prescribe
it. I)



c. R. BATTEN

THE TRAGEDY OF THE COMMONS

THE TITLE for this piece was bor­
rowed from Garrett Hardin and his
article that first appeared in Sci­
ence, and later in The Environ­
mental Handbook prepared for the
First National Environmental
Teach-In.

I do not want to imply that I
agree with all of Hardin's ideas,
but he does give a very good ex­
planation of the tragedy of com­
monly owned property when each
person is free to use it as he sees fit.

He uses as an example the com­
mon pasture, where, as explained
by Hardin, each herdsman asks,
"What is the utility to me of add­
ing one more animal to the herd?"
This utility has two aspects: the
positive one of increased income to
the herdsman from the sate of the
additional .animal, and the nega-

Mr. Batten, an experienced forester and stu­
dent of human and natural resources, presently
is a free-lance writer in Boulder, Colorado.
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tive aspect of increased overgraz­
ing created by one more animal.

Since the positive increment goes
entirely to the herdsman, and the
negative effect is spread among all
the herdsmen who use the pasture,
it is obviously to the individual
herdsman's advantage to increase
the size of his herd, regardless of
its effects on the pasture. This same
conclusion is reached by every
herdsman that shares the common
pasture.

As Hardin explains: "Each man
is locked into a system that compels
him to increase his herd without
limit - in a world that is limited.
Ruin is the destination toward
which all men rush, each pursuing
his own best interest in a society
that believes in the freedom of the
commons. Freedom in a commons
brings ruin to all."

With today's increasing concern
over our natural resources and our
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environment, ecologists are fond of
pointing at present-day deserts in
the Middle East, Spain, and other
parts of the world that were once
productive lands, but were turned
by man into nonproductive barrens.

But if we were to study the his­
tory of these areas in detail, we
would find that they are examples
of the "Tragedy of the Commons,"
where each herdsman tried to reap
the most possible benefit to himself
from common pastures, without re­
gard to the negative aspects of
over-use of the land.

We witnessed the same phenom­
enon in our own West, when stock­
men appropriated vast areas of
publicly-owned land for their own
use. As long as each stockman had
control of "his own range," it was
generally well managed, within its
grazing capacity. But when the
range became overcrowded, and
the Federal government yielded to
demands to open the public ranges
for indiscriminate use, serious
overgrazing began, to the detri··
ment not only of the lands, but also
of those who used them.

On the other hand, some of the
most productive lands of the world
have been privately owned and
managed for centuries, for the
benefit of the owner.

It is not possible to get optimunl
use out of commonly owned lands,
no matter how well regulated they
may be by some land agency or

authority. Each interest seeks to
gain the most possible from the
land. The grazier is not interested
in the timber resource. The tim­
berman is not interested in the
minerals that may lie beneath the
soil. The miner is interested in
neither the grass nor the trees.

But if the land is owned by an
individual, whether he is a rancher,
a timberman, or a miner, all the
costs and all the benefits accrue to
him, so he seeks to make the best
possible use of the property. The
rational owner realizes that in the
long run the practices that are best
for the land are the best for him.

The timberman owner sees the
grass and makes it available for
livestock or wildlife, while making
sure that the land will be kept pro­
ductive for future crops of both
timber and grass. Even the miner,
who may seemingly destroy the
land through strip mining, recog­
nizes that his own best interests
require the reclamation of that
land for timber, grazing, recrea­
tion, or other uses that will satisfy
human wants.

So the real "Tragedy of the Com­
mons" is that we have failed to
learn from our past experience. We
have failed to learn that land and
resources in private ownership will
not be destroyed, but will be pre­
served, simply because it is in the
owner's best interest to preserve
fuem. ~



Profits
and Proiit..Maiaers

What does the public think about them?

LAWRENCE FERTIG

IT IS AXIOMATIC that a nation
which hopes to substantially im­
prove its standard of living and
maximize economic growth must
provide maximum' freedom for
the' entrepreneur. For it is the
entrepreneur who makes decisions
about the use of capital and directs
his ideas and energies toward
meeting the most urgent demands
of the consumer. Upon his ef­
ficiency depend the creation of
profits and the accumulation of
capital so essential. to increasing
the goods and services available
for the citizens of any country.

If the American public clearly
understood this concept, the re-

Mr. Fertig is an economic columnist. This ar­
ticle is condensed from his paper before the
meeting of the Mont Pelerin Society in Mu­
nich, Germany, September, 1970, being one
of several presentations concerning the image
of the entrepreneur in various countries.
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strictions and impediments placed
on the operations of the entrepre­
neur in the United States would
never have been initiated. In this
paper I shall try to describe the
public image of the entrepreneur,
suggest some reasons why the
American public has a distorted
view of· the entrepreneurial func­
tion, and discuss some of the ef­
fects of this distortion upon the
economy of the United States.

According to entrepreneurial
theory as developed by Mises and
Knight, there would be no profits
and no capital accumulation in a
static society.1 A changing society

1 Frank H. Knight, Risk, Uncertainty
and Profit (Boston: Houghton Mifflin,
1921), p. 36:

"N0 a priori argument is necessary to
prove with general foreknowledge of
progressive changes, no losses and no
chance to make profits will arise.· This is
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is necessary to provide opportun­
ity for the enterpreneur's judg­
ment and talents. Wherever the
future is uncertain, the abilities
of the entrepreneur come into
play. Uncertainty is the basis of
the risks he takes. It is his per­
ception, estimates, and judgment
about the future which permit
him possibly to make a profit and
accumulate capital.

According to the above theory,
practically everyone is an entre­
preneur who employs the factors
of production toward fulfilling the
needs of the citizens. Some do so

the first principle of speculation and is
particularly familiar in the capitaliza­
tion of the anticipated increase in the
value of land."

Ludwig von Mises, Planning for Free­
dom (South Holland, Ill.: Libertarian
Press, 1952), pp. 119-120:

"Profits are never normal. They vary
only where there is a maladjustment, a
divergence between actual production
and production as it should be in order
to utilize the available material and
mental resources for the best possible
satisfaction of the wishes of the public.
They are the price of those who remove
this maladjustment that disappear as
soon as the maladjustment is entirely
removed. In the imaginary construction
of an evenly rotating economy there are
no profits. There the sum of the prices
of the complementary factors of pro­
duction, due allowance being made for
time preference, coincide with the price!
of the product.... It is the entrepre··
neurial decision that creates either profit
or loss. It is mental acts of the mind of
the entrepreneur from which profibl
ultimately originate. Profit is a product
of the mind, the success in anticipating
the future state of the market."

efficiently and gain a profit, and
some inefficiently and incur a loss.
This applies equally to large cor­
porate organizations, small com­
panies, and individuals in· their
business activity.

Plainly, encouragement of the
free market and the absence of
strangling restrictions provide the
most fertile ground for entre­
preneurial skills. This is the basis
of a nation's progress. It makes
possible increased capital forma­
tion, the most efficient use of
capital, and the greatest possible
increase in the living conditions
of all citizens.

Function V5. Image of .the
Entrepreneur

But unfortunately the function
of the entrepreneur, as defined by
leading neoclassical economists, is
hardly the image of the entrepre­
neur in the mind of the man in
the street. Perhaps we can clarify
this subject by restating the basic
question as follows: What do most
American citizens think about
profits and those who are engaged
in making profits? The answer to
that question would give us the
key to the image of the entrepre­
neur.

Under our representative form
of government, what citizens think
about profits and private enter­
prise has a way of becoming law
about this subject.
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There are a number of pieces of
evidence which bear on the image
of the entrepreneur and can lead
us to some valid conclusions. The
evidence runs along the following
lines:

1. Sporadic opinion polls on
profits and the entrepreneur.

2. Laws affecting the entrepre­
neur which are passed in Con­
gress, including revision of the
tax structure.

3. The nature of concepts and
ideas which prevail in institutions
of higher learning in the U. S.
The student of today becomes
teacher, editor, community leader,
and legislator of tomorrow. What
he is taught in college becomes of
vital importance to the function
of the entrepreneur.

4. Books, .articles, and speeches
by leading intellectual figures
which have a decided effect on the
thinking of the typical citizen and
on the restraints he is willing to
enforce upon enterprise and profit.

5. Entrepreneurial decisions by
the man in the street - as opposed
to general ideas which he may
express - and which can give us
a clue as to how he feels about
some aspects of profits and free
enterprise.

Opinion Polls on the Entrepreneur

Practically all surveys of public
opinion reveal that the American
public accepts the. idea of profits

as a necessary part of our business
system.2 But they also reveal that
more than half the public is al­
ways of the opinion that profits
are "too high" and that the public
is misinformed on the relative
magnitude of wages, profits, and
the like. There is a general im­
pression that the workers do not
fairly share the wealth which they
help to create. For instance, polls
show that a great majority of the
public believes that the larger
share of productivity increases al­
ways goes to stockholders in the
form of profits. These opinions are
especially strong among many pro­
fessional people - school teachers,
ministers, and others.3 While these
surveys do not constitute conclu­
sive evidence, their findings reveal
a blurred image of the entrepre­
neur in the public mind, to say the
least.

Favoring the Small Entrepreneur­
Penalizing the Big Company

It is important to note one
central fact about the image of
the entrepreneur which invariably
emerges from the evidence at
hand. While the typical citizen
considers himself to be rather
favorable in a general way to

2 Claude Robinson, Understanding
Profits (Princeton: D. Van Nostrand
& Co.), Ch. 2, "What the Public Thinks
of Profits," pp. 30, 31, 32, 33.

S Ibid., p. 29.



1970 PROFITS AND PROFIT-MAKERS 613

private enterprise and profits, he
does not think of small companies
in the same category as big
business. The man in the· street
knows little or nothing. of· the
function of the entrepreneur as
defined by neoclassical economists.
He regards the corner grocery
store, the hamburger stand, and
the recently formed small manu­
facturer in quite a different light
from U.S. Steel, General Motors:.
DuPont, and the like. Further..
more, he tends to think of an en··
trepreneur as someone who under··
takes a new venture, not as all
individual or group who must
make important judgments every
day in the conduct of some vast
company like DuPont or General
Motors.

Of course, he may be willing to
concede that some phases of large
business activity require entre­
preneurial skills, such as promot­
ing new inventions by General
Electric, new techniques of pro­
ducing steel, newly discovered
drugs, and so forth. But in the
main he conceives of the entre­
preneur as a small or medium-size
business which is engaged in some
new creative effort. This concept
of entrepreneurship is reflected in
the kind of legislation by Congress
which he approves.

Such legislation, for instance,
authorized setting up a Small Bus­
iness Administration (SBA) "to

aid the little fellow." The perilous
state .of small business is often
due to the backbreaking load of
taxes, work restrictions enforced
by labor unions, minimum wage
laws which prevent the hiring of
needed help, and so forth. Having
burdened small business with these
restrictions, the government then
pursues the usual course of cre­
ating new interventions in an at­
tempt to redress the evils which
it created by former intervention.

We must contrast this govern­
ment solicitude for the small and
medium-size business with the
numerous attacks and harass­
ments on big corporations.

Taxes and the Entrepreneur

We gain further insight into
the typical citizen's view of the
entrepreneur by analyzing tax
legislation which he and his rep­
resentatives in Congress favor.
These tax schedules generally tend
to restrict entrepreneurial effort
and capital accumulation. This is
indeed a curious fact at the pres­
ent time because there is urgent
necessity for greater entrepre­
neurial effort and more capital in
order to meet the needs of in­
dustry, states, and municipalities.
Whether the problem is antipollu­
tion, housing, educational facili­
ties, or transportation, the need
is for capital and more capital.

In the face of this need it is
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strange indeed that a responsible
legislature would pass the Tax
Reform Act of 1969. The complex­
ity of this bill is in itselfdetri­
mental to the conduct of business.
But most important of all, its
main provisions plainly restrict
capital accumulation and enter­
prise. In substance the Act pro­
vides for long-run reductions of
over $9 billion a year for individu­
als (mostly lower and middle in­
come), two-thirds of which will be
financed by increase on business
and capital accumulation. Provi­
sions of the Act which restrict
capital accumulation include less
depreciation on most new build­
ings, heavier taxes on producers of
natural resources, and smaller loss
reserves for financial institutions.

The Act raises the amount of
personal income exempt from tax­
ation, thus in effect lowering the
tax rates for the low and middle
income groups. On the other hand,
it increases the tax rate for indi­
viduals with annual incomes of
$100,000 or more. At the same
time the Act repeals the tax credit
for investment by corporations
\vhich had· acted as an incentive
for modernizing and expanding
production facilities.

One other provision of the new
tax law affecting entrepreneurship
requires mention. On the personal
income tax form there is. a provi­
sion for "earned income" in one

column, and "other income" in
another column. The maximum
tax on "earned" income will be
only 50 per cent, for "other" in­
come 70 per cent. This is one
short step from adopting the idea
of earned and unearned incom.e­
which is obviously a Marxian in­
heritance. Aside from this basic
theoretical implication, the pro­
vision on the tax form which sep­
arates earned income from that
derived from interest, dividends,
royalties, and the like, is a clear
indication of the tendency to un­
derrate entrepreneurial freedom
and the necessity of capital ac­
cumulation.

The above provisions (and many
more) are undoubtedly a reflec­
tion of the attitude of Congress
and the people that capital ac­
cumulation is not all-important
and that large-scale entrepreneurs
must be assessed at a higher rate
than others.

The Intellectuals' Attack on

Large-Scale Ent.repreneurs

The public confusion about the
nature of the entrepreneur is en­
couraged by socialistically oriented
intellectuals. The general direction
of their attack is to castigate the
jarge corporations, to undermine
confidence in established compa­
nies, and in fact to question the
very basis of the free enterprise
system. The free market, encour-
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agement of the entrepreneur, and
the importance of profits in pri­
vate enterprise, are generally de­
rided. Ideas advanced by these
writel's and teachers are the basis
for editorials, special articles in
magazines, and political cam­
paigns. They become part of the
intellectual framework of college
students and most of those en-,
gaged in formulating social, po­
litical, and economic ideas.

Clear evidence of this may be
seen in the predominance of text··
books which are anticapitalist at
worst, and equalitarian and inter··
ventionist at best. A generation of
college students have been brought
up on the following texts: Eco··
nomic Analysis and Public Policy
by Bowman and Bach; The Ele··
ments of Economics by Lorie
Tarshis; Income ·and Employment
by Theodore Morgan, and most
important of all, Economics: An
Introductory Analysis by Paul
Samuelson. The last-mentioned
text has sold several million copies.
It is no exaggeration to say that
the vast majority of students who
assimilated the ideas in these
texts completed their education
with a very low tolerance for free­
market economics and freedom for
the entrepreneur. A great number
of students were influenced to be­
come absolutely hostile to the iree­
enterprise system. Undoubtedly a
whole generation' of opinion-mak-

ers were conditioned by these
texts.

A nation like the United States
which has been nurtured over the
years on attacks against the en­
trepreneur, varying from the
scholarly works of Thorstein Ve­
blen to popular books' and articles
typified by such works .as The
Robber Barons by Matthew Jo­
sephson, The Rich and the Super­
Rich and The Sixty Families by
Ferdinand Lundberg - such a na­
tion is naturally influenced against
the entrepreneur.

Within the past few years there
has' appeared a book unsympa­
thetic and even hostile to .the
market economy which has had an
important influence on teachers,
editors, and other' molders' of pub­
lic opinion. This is John Gal­
braith's The Industrial State. Here
he strikes directly at big business
and the idea of consumer sover­
eignty.

Schumpeter l s· Contribution

No discussion of the Intellectual
and the Entrepreneur can be con­
sidered complete without referring
to the brilliant analysis of Joseph
A. Schumpeter in his book Capi­
talism, Socialism and Democracy,
published nearly a generation ago.
The influence of the intellectual
who, Schumpeter says, Hwields the
power of the spoken and written
word," is central to his thesis. We
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now clearly see the truth of his
statement that "the role of the
intellectual group consists primar­
ily in stimulating, energizing,
verbalizing and organizing this
[anticapitalist] material." Fur­
thermore, "they staff political bu­
reaus, write party pamphlets and
speeches, act as secretaries and
advisers, make the individual pol­
itician's newspaper reputation,"
and so forth. The point is, accord­
ing to Schumpeter, that "unlike
any other type of society, capi­
talism inevitably and by virtue of
the very logic of its civilization,
creates, educates, and subsidizes a
vested interest in social unrest.
This social unrest is stirred by the
sociology of the intellectuals."

It must be noted that not all
textbooks and all teaching in
American colleges is interven­
tionist or collectivist. In recent
years, it is heartening to note,
many free-market advocates have
established small enclaves in vari­
ous institutions of learning, and
in some cases have written text­
books for college courses. While
these ideas are undoubtedly be­
coming more widespread, there is
little doubt that the preponderance
of teaching and writing by in­
tellectuals of the United States
leans heavily toward intervention
and restrictions of the entre­
preneur.

It is interesting and perhaps

hopeful to note that intervention­
ists and left-wing intellectuals do
not have, and never have had, mass
support in the United States for
a broad-scale political attack upon
free enterprise. The intellectual
left can nibble away at the profit
system, but it does not seem able
to form a political base for a
frontal attack. Furthermore, the
incentive system is so powerful
that it has been able to absorb the
harassments and attacks made
upon it while still maintaining its
strength to' build a large capital
base and to provide the most pro­
ductive industrial society in the
world.

The Man in the Street as Entrepreneur

It must not be assumed that the
average citizen is antagonistic to
all entrepreneurial effort and free
enterprise. In fact, in a general
way he approves it, and by his
actions indicates that he would
like to become an important en­
trepreneur himself. Evidence of
this is at hand in the investment
activities of the typical citizen­
how he handles the cash savings
which he has accumulated.

Today there are at least 25 mil­
lion individual owners of equities
in the United States. This is ap­
proximately 12 per cent of the
entire population and about 25 per
cent of the adult population. But
to this substantial number must
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be added the millions who invest
through mutual funds. The volume
of mutual fund investment has
grown to over $48 billion - having
recorded an accumulation of more
than $7 billion in the year 1969.
Of course there are duplications
among individual investors and
mutual fund investors, but taken
all in all, the growth of investment
by the typical citizen has been
phenomenal in the past five or ten
years.

Inflation - and the Image
of the Entrepreneur

Although the man in the street
would assert that he is quite fa­
vorable to the general idea of free
enterprise and. encouragement to
profit making, his tolerance for
adverse economic conditions is
quite low. Whenever conditions be­
come difficult and he feels frus­
trated with shrinking income and
rising costs, his tendency is to opt
for government intervention in the
economic process. This invariably
occurs during a period of sub­
stantial monetary inflation, such
as we have had in the past few
years. Economists, of course, are
familiar with the time lag that
takes place between changes in
monetary policy and changes in
the rate of inflationary price in­
creases. But the average citizen
does not understand this, and he
becomes restless under the pound-

ing he takes during an inflation.
Then he demands government in­
tervention at any cost. Under such
conditions successful operations of
the entrepreneur are impeded.

But it must not be imagined
that only consumers run to Wash­
ington during periods of infla­
tion. Heads of leading corpora­
tions .also engage in an unseemly
rush to Washington to apply pres­
sure for price and wage controls.
Inflation is dangerous for many
reasons, especially because it tends
to create pressure for government
intervention and wage-price con­
trol. To .encourage a favorable
climate for the entrepreneurial
effort it is essential to control
inflation.

Labor Unions and the Entrepreneur

A discussion of the entrepre­
neur in the United States should
not be concluded without some
mention of the effects of labor
unions on entrepreneurial activi­
ties. Beyond question the rigidity
of unions' rules and practices, the
restrictions upon entrepreneurial
decisions, are an important deter­
rent. Human nature being what it
is, some people are able to operate
efficiently despite all the obstruc­
tions in their way. It certainly
cannot be asserted that unioniza­
tion and monopoly practices by
unions have operated to prevent
capital accumulation in the United
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States. The record since 1936,
when powerful unions were given
monopoly privileges under the law,
tends to confirm the fact that
entrepreneurs have . been able to
demonstrate their dynamism .and
to create a fabulously productive
society despite all obstacles.

But conversely, there is little
question that the present laws and
the practices of unions are a de­
cided drag on entrepreneurial
activity.

Also it should be pointed out
that powerful unions have the
ability to demand and get uneco­
nomic wage increases which act as
a force for encouraging monetary
inflation by the administration in
power.

If labor demands and gets in­
creases of, say, 8 to 10 per cent
per annurn, and if the Administra­
tion holds to a policy of a very
limited increase in the money sup­
ply, the result would be increased

. unemployment unless wage in­
creases are offset by productivity
increases, which is highly improb­
able.

Thus, the effect of labor union
power is to create a condition
which could lead - and generally
does - to a new cycle of inflation.
Since Washington is sensitive to
fears of recession, the tendency is
to validate excessive wage in­
creases by excessively increasing
the money supply. The old inflation

is barely curbed before a new one
starts. So the nation goes from
one inflationary plateau toanoth­
er, due to the inexorable· pressure
of monopoly labor unions.

Conclusion

The image of the entrepreneur
in the mind of the· American pub­
lic corresponds only vaguely to the
function of the entrepreneur as
defined by economists. The public
believes that the entrepreneur ·is
an innovator or promoter of some­
thing new, and generally is a
small business. The fact is that
big business and small, innovators
and· traditional businesses, all are
entrepreneurs because they are
seeking to make a profit. The basic
question, then, is: What does the
American public think of profits
and profit-making?

I have outlined briefly some of
the hard evidence on which we
might base a valid conclusion­
public· opinion polls, the Acts of
Congress supported by the public,
the climate of opinion among
those who teach in the colleges
and those who write for the gen­
eral public, investment attitudes
of the public, and so on. Sub­
stantially, this evidence indicates
that the man in the street has a
rather ambivalent attitude toward
the entrepreneur and the vital im­
portance of capital accumulation.

On the negative side is the
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growth of restrictions on entre­
preneurial activity. A major in­
fluence along these lines has been
the teaching and writing of left­
wing intellectuals who favor in­
tervention. Inflation also •gives a
tremendous impetus to restrictive
measures. Curbing inflation· is es­
sential to perpetuate a healthy
free-market system.

On the more hopeful side is the
fact that the intellectual left does
not have, and never has had, mass
support in the United States for
a broad-scale political attack on
free enterprise. Also, the invest~

ment activities of more than 25
million citizens indicate their de­
sire to participate in entrepreneur­
ial activity.

While the progress of interven­
tionist measures may give a feel­
ing of hopelessness at times, it
must be realized that the profit
system is so powerful that it has,
nevertheless, accomplished mira­
cles of capital accumulation and
production. It bears the heavy
burden of interventionism remark­
ably well.

Finally, it must be noted, there
is a heartening increase of activity
by free-market advocates in the
academy and in journalism and in
politics.

There are fashions in political
and economic thinking;. and the
fashion of the past generation
may be altered through education
of the American public. ~

IDEAS ON

LIBERTY

In Retrospect

THE ENTREPRENEURS are neither perfect nor good in any meta­
physical sense. They owe their position exclusively to the fact
that they are better fit for the performance of the functions
incumbent upon them than other people are. They earn profit
not because they are· clever in performing their tasks, but be­
cause they are more clever or less clumsy than other people are.
They are not infallible and often blunder. But they are less
liable to error and blunder less than other people do. Nobody
has the right to take off~~nse at the errors made by the entre­
preneurs in the conduct of affairs and to stress the point that
people would have been better supplied if the entrepreneurs had
been more skillful and prescient. If the grumbler knew better,
why did he not himself :fill the gap and seize the opportunity
to earn profits? It is easy indeed to display foresight after the
event. In retrospect all fools become wise.

LUDWIG VON MISES, Profit and Los8
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GROWTH

~
TIBOR R. MACHAN

THE PHILOSOPHY of freedom has
not always fared so well as has
the practice of freedom. For in­
stance, the American economic
system, flowering under condi­
tions of comparative freedom, has
yielded a virtual miracle of goods
and services, whereas the political
philosophy of liberty - the sys­
tem's moral framework - has
fallen out of favor with Ameri­
cans. And today's enemies of lib­
erty look at the moral climate and
propose that we blame it on Amer­
ica's economic success. They say
that the free enterprise system­
essentially the voluntary coopera­
tion of individuals in their eco­
nomic activities - did not and
does not work. They attempt to
prove this on the grounds that

Mr. Machan is Assistant Professor of Phil­
osophy at California State College, Bakers­
field.

~n/\

economic efficiency is not served
by freedom of production and ex­
change; but what they are really
complaining about is that the free
market has not done what it was
never designed to do: it has not
made everyone morally perfect.

The problem here is a failure to
recognize the difference between
political and personal behavior.
The former has to do with how
people should live together in
peace, while the latter concerns
one's conduct of his own life. An
effective political system may be
approximated without the guar­
antee that citizens of the system
will all be good individuals. It is
precisely so as to· secure the pos­
sibility for the highest degree of
moral development on each per­
son's part that people must be
free from each other's aggression.

It is man's personal freedom,
his capacity for choice, that forms
the philosophical base of the po­
litical system we call the free so­
ciety. If men were not free in this
basic sense, they could not help
doing what they do; and to expect
them to refrain from interfering
with each other's lives would be
irrational. And so would be the
desire for a free society.

A free political society would
require some means of protection
against those who· would trespass
upon or attack the lives and prop­
erties of peaceful persons. This
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conviction has been the impetus
behind people's support for some
kind of political system, that is,
for the institution of government.

What the enemies of freedom
have never understood is that
there simply is no political means
by which to make people good. A
free society does, however, stop
those who try to lord it over
others. If a culture is morally de­
fective, there is nothing that po­
litically free men can do to induce
morality except to educate as en­
ergetically and effectively as their
talents and devotion to virtue per­
mit. It is a mistake to blame free
men for not attempting to make
others better through political
means: a person who respects
freedom cannot aspire to become a
philosopher king without contra­
dicting himself; it is illogical to
preach that no man should rule
others and at the same time at­
tempt to bring about this condi­
tion of freedom and virtue by
force!

When individuals fail to meas­
ure up in moral qualities as is
true of many in America today,
this means they are acting without
questioning what is right or
wrong. The idea that individuals
can aspire to moral virtue has been
down-graded; instead, the collec­
tive, the group, the society has
been given the responsibility ·of
building the good life. Individual-

ism always has been central to the
American economic system, but in
matters of personal morality the
individual was not widely recog­
nized to have great significance
and responsibility. Instead, the
community, the church, the body
politic assumed the role of moral
leadership.

Today, when it is obvious to
most that morality cannot be polit­
icalized and that something is
drastically wrong, people are re­
jecting even the possibility of be­
ing good. Many college and uni­
versity students· express the view
that right and wrong cannot be
known; we are capable only of
mindless action. Not only students
and young people but members of
the older generation are generally
pessimistic about the possibility of
building a better life for them­
selves and a better society.

Overt enemies of the free soci­
ety often capitalize on this cul­
tural moral vacuum by attributing
it to the relative freedom most
people enjoyed in the early days
of America and other Western so­
cieties which were influenced by
the English classical liberal tradi­
tion (of Adam Smith, David
Hume, John Stuart Mill). By
pointing to some of the real and
alleged personal failings of people
who have been part of the Amer­
ican culture, they would have us
believe that there is a necessary
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connection between political free­
dom and personal misconduct.

There is, of course, a necessary
connection between freedom and
the possibility of evil, just as there
is such a connection between free­
dom and the possibility of good.
But what is important is that both
good and evil are matters of per­
sonalconduct. No one can make
another person good or evil. Harm­
ing someone who is good will not
make him evil, nor will helping an
evil person make him good, in the
final analysis. Praise and blame,
reward and punishment, are all re­
sponses to good and evil, but they
are not primary causes.

Those who contend that the free
society is bad for people, because
people who have been free did not
always behave well, are mistaken.
It is, in fact, only in a free society
that. the wrongheadedness, the
personal mischievousness of some
people, does not necessarily have
a harmful effect on all. In social­
ism, where everyone has a hand in
the life of everyone else, the evil
that men do must live after them
--and beside them,and around
them, and on and on. The misman­
agement of some collectivist gov­
ernment project burdens us all.
Nor is it possible to uncover those
who are responsible for the mis­
management. The abandonment of
self-responsibility in favor of col""
lective action invariably spreads

the lack of responsibility through­
out society.

Today, in a climate of fear and
moral uncertainty, unscrupulous
persons make all sorts of attempts
to gain political power over peo­
ple. Their arguing that the free
society and the corresponding free
market produce human evil must
be challenged. A free society may
not produce everything that ev­
eryone· would like; but free men
have the option to pursue·· their
own goals and aims. When there
is no freedom, a person cannot
even aspire toward satisfying his
aims privately. When one's life is
controlled by political masters and
things are going badlY,there is
little personal incentive toward
improvement, and understandably
so. But in freedom,· one man's ef­
forts suffice to make his own life,
at least, more productive or other­
wise worth while. And this may
encourage others· to do likewise.

To try to improve the quality of
life in a given society by central­
izing it under political leadership
is futile. Such efforts simply dif­
fuse responsibility and reduce the
likelihood of moral improvement.
Needed, instead, is a concentrated
effort to restore to people both
their rights and their responsibil­
ities. Those who value human life
and look for it to be lived well
should encourage progress toward
a free society. ~



CLARENCE B. CARSON

TlIrottling tlle Railroads

IF SOMEONE had set out with
malice aforethought to destroy the
effectiveness of the American rail­
roads,he could hardly have de­
vised· better ways than those em­
ployed .by the Federal government
for much of the twentieth cen­
tury - short of hiring wrecking
crews to take up the track and
dynamiters to blow up the rolling
stock. Before World War I, the
government subjected the rail­
roads to increasingly debilitating
restrictions: by trying to use
force to make them compete, not
permitting them to compete in
many of the usual ways, making
it difficult for them· to cooperate
Dr. Carson is a frequent· contributor to THE
FREEMAN and other journals and the author
of several books, his latest being The War on
the Poor (Arlington House, 1969). He is
Chairman of the Social Science Department at
Okaloosa-Walton College in Florida.

In the Grip
of Government
1920-1958

and coordinate their activities,
freezing the systems into their
earlier patterns, prohibiting them
to follow certain practices by
which they could profit and serve
consumers, prescribing uneco­
nomic practices, driving investors
away and, perhaps unintention­
ally, promoting the dissipation of
working capital.

Having so circumscribed the
railroads as to make it virtually
impossible for them to adjust to
new demands and changing con­
ditions, the government took over
and ran them during World War
I. The railroads were technically
returned to their owners after the
war, but this was done in such a
way that the .death grip upon
them was retained if not actually
tightened. While the railroads
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were bound hand and foot, as it
were, government subsidized and
promoted alternative means of
transport and facilitated the
unionization of their employees
against them.

Indeed, if railroad managements
had been dangerous criminals with
lengthy records of dastardly acts,
they could hardly have been more
carefully watched and had their
activities more extensively limited
and restrained. In fact, railroad
men were treated as second class
businessmen, as charlatans ready
at every moment to cheat inves­
tors, as extortionists ready to
take unfair advantage of custom­
ers, as conspirators eager to beset
the public, and as brigands on the
march to destroy American trans­
port. From another angle, rail­
roaders were treated as if they
were truant children whose every
activity must henceforth be mi­
nutely supervised and whose deal­
ings must be subjected to the most
searching scrutiny. In short, men
who undertook to operate railroads
were, in that capacity, virtual
prisoners of their own govern­
ment.

However, it would be an error
to suppose that those directly
connected with the operation of
the railroads were the primary
victims of these government poli­
cies. Railroad executives have no
doubt generally enjoyed compen-

sation and prestige similar to
their counterparts in other indus­
tries. Supervisory personnel must
have had good salaries over the
years. Employees of railroads have
usually received relatively high
wages. Even stockholders have
frequently received dividends and
bondholders been paid off. The
primary victims of government in­
tervention in the operations of
the railroads have been consum­
ers - all of us - who have been
denied the best goods at the lowest
prices and passenger service of
high quality at low prices which
they might have otherwise had.
It is probably impossible for gov­
ernments to follow policies that
will induce businessmen to serve
without compensation, but it is
easy to devise policies which result
in losses to consumers. This has
been the result of the govern­
ment's regulation of the railroads.

The Socialist Attack

Back of these policies was so­
cialist doctrine, as was indicated
in an earlier chapter, however re­
vised and watered down that doc­
trine might be when it reached
the popular mind. More than any­
one else, it was socialists who con­
ceived of businessmen as villains
preying on the public for private
gain. To them, private enterprise
was irredeemably flawed by the
selfish quest for· gain. The rail-
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roads received the full brunt of
the earliest socialist assault
against private enterprise in
America. It does not follow, of
course, that all who favored regu­
lating the railroads were social­
ists. Much of the animus for reg­
ulation can be accounted for by
special interests wishing to use
the railroads for their particular
advantage. But socialism provided
the ideological ammunition - the
animosity toward private business,
the notion that service should be
divorced from profit, and the stat­
ist assumptions held by regulators
- and the protective coloration for
these special interests.

More important, socialism pro­
vided a direction and a goal for
regulation. The ultimate professed
goal of socialists was government
control of the railroads and their
use for the benefit of the people.
Two means to this end have been
set forth. One is the government
ownership and operation of the
railroads. This is the way of what
are now sometimes called doctri­
naire socialists. The other way is
more subtle and indirect; it in­
volves government control with­
out ownership and entails a va­
riety of means. This is the way of
pragmatic socialists. They do not
ordinarily refer to themselves as
socialists at all in the United
States; they prefer to be known
as pragmatists, liberals, or some

such euphemism. But from the
direction of their thrust it can be
determined that they are social­
ists, regardless of the name by
which they are known.

Pressure Toward Government
Ownership and Operation

Up to and through World War I
the pressure of socialists was
toward government ownership
and operation of the railroads.
This was true of several third
parties which did not identify
themselves as socialists as well as
the various avowedly socialist
parties. Herbert Croly, a "pro­
gressive" socialist, indicated how
the goal might be achieved in
what he wrote a few years be­
fore VVorld VVar I:

In the existing condition of eco­
nomic development and of public opin­
ion, the man who believes in the
ultimate necessity of government
ownership of railroad road-beds and
terminals must be content to wait and
to watch. The most that he can do for
the present is to use any opening
which the course of railroad develop­
ment affords, for the assertion of his
ideas; and if he is right, he will grad­
ually be able to work out, in relation
to the economic situation of the rail­
roads, some practical method of real­
izing the ultimate purpose.!

1 Herbert Croly, The Promise of Amer­
ican Life, Cushing Strout, intro. (New
York: Capricorn Books, 1964), p. 377.
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Regulation set the stage for
a government takeover by making
it increasingly difficult for the
railroads to do their job effective­
ly. World War I provided the
crisis which was used as the oc­
casion for government operation
of the roads. A major propaganda
effort was made during and im­
mediately after World War I to
make the takeover complete and
permanent. This campaign did
not succeed; it was thwarted by
a Congress determined to return
the railroads to their owners.

It turned out, however, that
only doctrinaire socialism was re­
jected. American reformism had
taken its own peculiar form. In­
stead of going from operating
them to government ownership
of the railroads, the government
abandoned both of these and
turned to full-fledged control. It
was sufficient for the day that
government have power, author­
ity, and control over the railroads.
Progressivism had prepared the
way for this direction to be taken.
Politically, such a direction is
clearly superior to ownership and
operation. When government owns
and operates, bureaucrats must
take on onerous duties and re­
sponsibilities; they must provide
the services and get the money
for operation. Control without
ownership provides the bureau­
crat with power over but little, if

any, responsibility for rendering
services. At any rate, this is what
was established for the Interstate
Commerce Commission in the
1920's.

Regulated Out of Service

It was about as clear as such
things can be that when World
War I came the government re­
strictions made it virtuallY im­
possible for the railroads to pro­
vide the desired services. A rail­
road historian has recently ob­
served that the "poor condition of
the rail lines in 1917 was no doubt
partly the result of earlier exces­
sive or mistaken regulation...."2

Even the Interstate Commerce
Commission's recommendations at
the time indicated an awareness
of the debilitating impact of the
restrictions. The Commission rec­
ommended that the government
either take over and operate the
railroads "or that all legal ob­
stacles to the complete unification
of the railways for that period be
removed...."3

Once in power over them, the
government reversed its former
policies toward the railroads.
What was sauce for the private
enterprise goose definitely was not

2 John F. Stover, The Life and Decline
of the American Railroad (New York:
Oxford University Press, 1970), p. 175.

3 Sidney L. Miller, Inland Transporta­
tion (New York: McGraw-Hill, 1933), p.
156.
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sauce for the government gander.
William G. McAdoo, who was
placed in charge of the railroads,
proceeded to do all sorts of things
that had been either prohibited or
beyond the power of rail execu­
tives. Rail service was speedily
coordinated; the railroads were
treated as if they were a single
system. Freight was routed the
shortest way. The government
discriminated vigorously among
shippers, giving war goods pref­
erence. Passenger service for the
general public was greatly cur­
tailed. The railroads had for sev­
eral years been denied any sig­
nificant rate increase. "Under the
Federal Control Act it was un­
necessary to secure the approval
of either state or federal regula­
tory bodies for changes in
rates...." New rates could simply
be proclaimed: thus, "the Admin­
istration announced, on May 25,
1918, a 25 per cent increase in
freight rates effective a month
later...."4 Of course, the govern­
mentwas free also of antitrust
restrictions and could and did
treat the railroads as a giant
trust.

Even so, the railroads were in
bad shape when they were returned
to their owners in 1920. McAdoo
and his successor had seen fit to
accumulate a huge deficit rather
than raise rates sufficiently to

4 Ibid., p. 163.

cover costs. "The official report
of the' Railroad Administration
admitted that the total operating
expenses (plus rentals paid to the
individual railroad companies) ex­
ceeded total revenues for the
twenty-six months of federal oper­
ation ... by just over $900,000,­
000."5 And this figure does not in­
clude more than $200 million later
paid to the railroads for under­
maintenance during the war. This
latter figure, however, amounted
to only about one-third of what the
railroads claimed they were due
for undermaintenance. The rail­
road owners were stuck with an
inheritance of high wages to em­
ployees, excess equipment con­
structed for wartime purposes,
and roads that had generally been
run down.

The Transportation Act 01 1920

Had the management of the
railroads been left free to operate
them as they saw fit, they might
have been able to revive the roads.
They were not. Instead, they were
much more completely shackled
than ever by the Transportation
Act of 1920. This act should be
considered the crowning piece and
culmination of Progressive legis­
lation. The agitation of the Pro­
gressives produced antitrust ac­
tivity, a spate of legislation, sev­
eral constitutional amendments,

5 Stover, op. cit., p. 173.
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and heady intervention in foreign
affairs. By· the end of World War
I, or before, it appeared to have
lost its impetus. Americans were
weary of reform and were regis­
tering their feelings at the polls.
Even so, one more piece of Pro­
gressive legislation was pushed
through, one which was typical
of what Theodore Roosevelt had
advocated as the Bull Moose can­
didate in 1912 - that the govern­
ment leave property ownership in
private hands but subject the
great industries to stiff regula­
tion. Of course, Roosevelt sup­
posed that the railroads were al­
ready so regulated, but the prin­
ciple which he would have applied
to all industry was carried to its
logical .conclusion in the Esch­
Cummins Transportation ·Act.

Much early policy was reversed.
The Interstate Commerce Act had
prohibited pooling. The Transpor­
tation Act of 1920 authorized the
Interstate Commerce Commission
to approve pools if it could be
shown that they were in the pub­
lic interest. Antitrust legislation
had been aimed at one corporation
indirectly controlling others. The
new act authorized the Commis­
sion, "upon application by any
carrier or carriers and after hear­
ing, to approve 'the acquisition ...
by one of such carriers of the con­
trol of any other such carrier or
carriers, either under a lease or

by the purchase of stock or in any
other manner not involving the
consolidation of such carriers into
a single system for ownership and
operation,' upon such a basis as
may be found by that body to be
just and reasonable."6

Planned Consolidation

The Act charged the Commis­
sion with the task of preparing
and adopting "a plan for the con­
solidation of the railway proper­
ties of the continental United
States into a limited number of
systems. In the division of such
railways into such systems under
such plan, competition shall be
preserved as fully as possible and
wherever practicable the existing
routes and channels of trade and
commerce shall be maintained...."
To make it possible for this to be
accomplished, the act permitted
the Commission to authorize con­
solidations of railroads into single
corporations according to the
master plan.7 Actually, the Com­
mission have never put any such
plan into effect. They are waiting,
no doubt, until mathematicians
square the circle before undertak­
ing so forbidding a task as this.

No longer was it legal for any­
one to build or extend a railroad
at will. The act required that a

6 Miller, Ope cit., P. 175.
7 All such authorized actions were spe­

cifically exempted from antitrust suits.
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prospective builder must first
have a "certificate of convenience
and necessity" from the Commis­
sion before beginning construc­
tion. Moreover, the law provides
that "no carrier ... shall abandon
all or any portion of a line of rail­
road or the operation thereof un­
less and until there shall first
have been obtained from the Com­
mission a certificate that the pres­
ent or future public convenience
and necessity permit of such
abandonment."

The restrictions on railroad fi­
nance were equally restrictive.
Following a brief period of grace
after the act went into effect, "no
securities might be issued legally
by any carrier subject to regula­
tion except upon Commission ap­
proval."8 The act lays down the
general principles upon which such
approval may be granted. It notes
that Commission approval does not
in any way imply that the United
States government guarantees
such securities. The only securi­
ties a railroad might issue without
Commission approval would be
notes maturing within two years
and even such borrowing was re­
stricted to 5 per cent of the par
value of outstanding securities.

Rate Control

The most amazing provisions of
the Transportation Act of 1920,

8 Miller, op. cit., p. 1'77.

however, were probably those hav­
ing to do with rates. The Com­
mission was authorized to fix rates
for roads under its authority ac­
cording to how it grouped them
from time to time. The rates were
to be fixed so as to assure a fair
return upon investment if the rail­
road were efficiently run. Initially,
Congress declared that a fair re­
turn in most instances would be
5V2 per cent annually of the ag­
gregate value of railway proper­
ties. Any railroad that earned
more than 6 per cent on the aggre­
gate value of its properties in a
given year was to have one-half of
the excess placed in a reserve fund
for its own future use and the other
one-half to be turned over to the
Commission to place in a general
contingency fund to aid ailing
railroads. What was involved was
a most complex limitation on earn­
ings and a redistribution plan.

There were several other rate
provisions of the act. The Inter­
state Commerce Commission was
granted virtual pre-emptive au­
thority over rates so far as state
regulatory bodies were concerned.
If it found that state regulations
occasioned any prejudice or incon­
venience to interstate commerce
it could negate them. For the first
time, also, the Commission was
empowered to prescribe minimum
as well as maximum rates. It could
also prescribe the division of joint



630 THE FREEMAN October

rates between or among two or
more carriers if it found the pre­
vailing division to be unjust. The
long and short haul clause was
altered so as to further limit the
exemptions the Commission could
grant from its provisions.

Routing and Service

The Commission was granted
extensive powers over routing and
service. A carrier found "improp­
erly" diverting traffic from an­
other line would be liable to the
extent of paying the whole amount
gained to the "injured" railroad.
The Commission was authorized
to divert traffic to other lines if,
in its opinion, a road was unable
to provide a service. Moreover,
the Commission was empowered to
determine what routes inter­
changed traffic should take. Should
car shortages develop, the Com­
mission could direct their disposi­
tion so as to relieve the difficulty
without regard to the desires of
the owners. The law provided that
it should be the duty of every car­
rier "to furnish safe and adequate
car service and to establish, ob­
serve, and enforce just and rea­
sonable rules, regulations, and
practices with respect to car serv­
ice." Nor was the Commission
to be particularly concerned about
private ownership of terminals
and surrounding trackage. If the
Commission should find that it

would be in the "public interest,"
"it shall have the power to require
the joint or common use of ter­
minals, including mainline track
or tracks for a reasonable distance
outside of those terminals...."9

The owners were to be paid some­
thing for such usage, of course.

Certain of these provisions have
been altered over the years. The
Emergency Railroad Transporta­
tion Act of 1933 attempted once
again to effect' consolidations of
lines into larger and more stable
systems. The attempt to prescribe
earnings precisely had already
been more or less abandoned. The
Transportation Act of 1940 placed
restrictions on competitive modes
of transportation. But the govern­
ment grip upon the railroads by
way of the Interstate Commerce
Commission has generally re­
mained. That hold was authorized
and established by the Transpor­
tation Act of 1920, and its provi­
sions amply illustrate the extent
of the grasp.

A state of organized irresponsi­
bility was established by this leg­
islation. The power to make man­
agerial decisions of wide and de­
termining scope was vested in the
Interstate Commerce Commission.
The responsibility for operating
the railroads remained with pri­
vate management. But that man­
agement was denied the authority

9 Ibid., p. 182.
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to make on its own all sorts of
decisions by which entrepreneurs
ordinarily operate businesses effi­
ciently and successfully. Rail ex­
ecutives could not, and cannot,
buy, sell, build, abandon, or dis­
pose of their facilities without
Commission approval. They could
not sell stock to raise new funds
nor consolidate with other lines
without the authorization of the
ruling government body. In most
of the usual ways, railroad man­
agers could not compete with rail
or other modes of transportation,
could not compete in price, in sup­
plying of certain kinds of service,
or even, if the Commission so
ruled, in the exclusive use of bet­
ter located facilities.

No Room to Operate

Critics of railroad management
have long claimed that those run­
ning the roads were cautious, un­
imaginative, disinclined to inno­
vate, and lacking in vision. In view
of the limitations under which
they operate it would hardly be
surprising if the charges were, in
substance, true. Any new service
innovation could be quite expen­
sive to the railroad. It might not
payoff, yet the road might be
stuck with providing it indefinitely
because the Commission decided
that the "public interest" required
it.

The crucial factor in explaining

the "unimaginativeness" of rail
management, however, is the tying
of rate structures to earnings.
When this is combined with gov­
ernment engendered inflation­
that is, increase of the money sup­
ply - as it usually has been since
1920, it is easy to understand
why managements have been re­
luctant to make daring innova­
tions. Increases in money supply
mean that prices in general must
rise to offset the increase. Yet
railroads have to observe a time
lag before they can raise their
prices, if it turns out that they
are permitted to do so. To get the
raise, they need to demonstrate
that their earnings are insufficient
under the present rate structure.
The effect of this is that railroads
can rarely expect to turn a good
profit by extending services, but
they can lose a great deal. In
short, railroads cannot - under
inflationary conditions - make
much of a profit; they can, how­
ever, have horrendous losses.

Actually, however, rail execu­
tives have often been quite imagi­
native. They have even made in­
teresting service and equipment
innovations from time to time, but
that is not what I want to point
out here. Much of the managerial
imagination has not been expended
in finding ways to improve and
expand service, as it normally
would be. It·· has, instead, been de-
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voted to finding ways for a rail­
road to survive and make a mod­
est profit under the crushing bur­
den of restrictions, to finding
ways to circumvent the thrust of
regulation, and to finding argu­
ments and evidence to convince
the Commission to permit some
course of action.

Holding Against Disaster

Railroad men have fought a
fifty-year-Iong holding action
against disaster. Denied most of
the avenues by which they might
advance, they have husbanded
their resources by strategic re­
treats. They have developed in­
genious arguments supported by
voluminous arbitrarily construed
statistics for reducing services­
for dropping passenger trains, for
cutting off dining cars, for clos­
ing depots, for not installing
warning systems, and so on. They
have become, in effect, unbusiness­
men, for rather than seeking to
expand services, they have sought
to reduce them; rather than in­
creasing traffic, they have some­
times sought to reduce it; rather
than reduce prices to increase the
number of customers, they have
often sought to raise prices and
have thereby reduced customers
and revenue.

These unbusinesslike actions
make sense only in the framework
of restrictions that has been

erected. The reversal of priorities
from expanding services through
innovation to reducing services
can be explained, and the explana­
tion will show that it was about
as good business as could be done.
Denied much expectation of profits
by new exertions, railroad men
turned to making what profits they
could by as little effort as possible.
They sought to keep only that busi­
ness which was most profitable,
involved the least risky outlay of
funds, and entailed the least
amount of effort to acquire and
service. They sought to use the
rails where they were most clearly
superior to other modes of trans­
portationand to avoid competi­
tion where superiority was less
certain.

Under such policies, the rail­
roads ceased to be a growth in­
dustry. Indeed, they appear to be
an industry dying of a lingering
illness. One after another they
have abandoned or had taken from
them services that they once per­
formed: the carrying of mails, the
hauling of most packaged freight,
much of the passenger service,
and so on. Each time a railroad
lops off or reduces service to an
area it is apt to reduce the num­
ber of customers for even its prof­
itable traffic. For example, when
passenger service to a small com­
munity is discontinued, it reduces
the likelihood that people travel-
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ing at however great distances will
go by train when either their point
of departure or destination is that
city. Cut off enough such service
and even long distance trains be­
tween great cities will not have
enough passengers to warrant the
provision of the service. The same
principle will generally hold re­
garding any such service, and the
railroad policies have undoubtedly
produced the appearance of a
dying industry. These policies, in
turn, have been the result of des­
perate measures taken by railroad

men caught in a stranglehold by
the Interstate Commerce Com­
mission.

Had this been all, the railroads
might still have held their own.
But there was more. They were
faced by increasing competition
from other modes of transporta­
tion. And while they were being
circumscribed by onerous restric­
tions, governments were frequent­
ly aiding and abetting their com­
petitors. That part of the story
needs also to be told. ~

Next: The Grip of Privileged Competitors

__FREEDOM AND]EMOCRACY

EARL ZARBIN

A COWORKER, assigned to write a
newspaper story about Indepen­
dence Day talks in Arizona,
opened with this sentence:
"Lawmakers and political figures
beckoned back to the first Fourth
of JuLy in talks throughout the
state yesterday with the message
that democracy is hard to come by
and even harder to maintain."
Mr. Zarbin is a newspaper man in Arizona.

This linkage of the word "de­
mocracy" with the Declaration of
Independence surprised me. When
I asked if the word "freedom"
might not be more correct, he re­
plied: "I didn't think about it that
much when I wrote it."

Precisely. Seldom do we think
about it. Woodrow Wilson said,
"The world. must be made safe for
democracy." Would it have made
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any difference if he had used
"freedom" instead of "democra­
cy"? Perhaps not, but it is delu­
sion either to suggest or to be­
lieve that the words are alike in
meaning or significance.

Freedom is "the absence of ne­
cessity, coercion, or constraint in
choice or action; liberation from
slavery or restraint or from the
power of another." Democracy is
"government by the people; es­
pecially rule of the majority; a
government in which the supreme
power is vested in the people and
exercised by them directly or in­
directly through a system of rep­
resentation usually involving peri­
odically held free elections."

In no way can the words "free­
dom" and "democracy" be sub­
stituted without confusion. That
they are frequently used for one
another is understandable. Democ­
racy, not freedom, is repeatedly
held up to us as representative of
the ideal. If we have democracy,

we are presumed to have freedom,
according to much of the oratory.

But we can - and do in fact­
have denials of freedom brought
about by democratic or majority
rule. Prohibitions against peace­
ful citizens entering peaceful oc­
cupations and pursuits abound.
For instance, no one can open up
new land to cotton without an
allotment; no one can start a radio
or television broadcasting station
without approval. Instead of re­
lying upon market determination
of approval or allotment for every
honest enterprise, all too often
permission from government must
first be won. And there are count­
less examples of how such eco­
nomic freedom has been denied
under democracy.

Freedom is one thing, democ­
racy another. They may be re­
lated in some ways. But the con­
cepts are not interchangeable,
nor should the nature and pur­
pose of the two be confused. f)

Loyalty

IDEAS ON

LIBERTY

IF YOU WORK for a man, in Heaven's name work for him; and
stand by the institution he represents. Remember - An ounce of
loyalty is worth a pound· of cleverness. If you must growl, con­
demn, and eternally find fault, why - resign your position and
when you are on the outside, damn· to your heart's content - but
as long as you are a part of the institution, do not condemn it. If
you do, the first high wind that comes along will blow you away
and probably you will never know why.

- ELBERT HUBBARD



A REVIEWER'S NOTEBOOK JOHN CHAMBERLAIN

CARTE BLANCHE
FOR CHAOS

LILLIAN R. BOEHME, the editor of
a monthly magazine called The
Liberta,rian, likes to write with a
double focus. It is a difficult trick,
but she pulls it off in a searching,
closely argued book called Carte
Blanche for Chaos - a Critical
Look at the Kerner Report (Ar­
lington House, $7.00).

On one level this is a "news"
book. It goes rather exhaustively
into the findings and recommenda­
tions of the National Advisory
Commission on Civil Disorders
that tried to get to the bottom of
the urban rioting and arson that
began in the Watts area of Los
Angeles and spread throughout
the land for several of those "long,
hot summers." But behind the
critique of the news there is an­
other and far more positive book
of a kind that would have appealed
to the late Isabel Paterson or the
late Rose Wilder Lane. Mrs.
Boehme is not only concerned
with exposing the statist bias of
the members of the Kerner Com-

mISSIon, she is also concerned
with enunciating the principles of
what Leonard Read calls "the free­
dom philosophy." The Kerner
Commission's performance is the
occasion for Mrs. Boehme's work,
but she could have done just as
well if she had picked anyone of
a number of recent "official" in­
vestigations such as the Scranton
committee's probing into the
causes of campus violence. With
Mrs. Boehme it is the application
of her own ideas that counts.

Briefly, Mrs. Boehme has it in
for the Kerner Commission for
being part of the disease which it
was supposed to anatomize and to
cure. The men of the Commission
blamed the urban riots on
"racism." The theme, as stated, is
that the "needs" of the rioters
and arsonists, mostly black be­
cause of the geographical focus of
the Report, constitute a set of
"rights," and the fact that the
"needs" had not been satisfied
over the centuries was enough to
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justify or at least to excuse all
manner of violence. "Society" is
the guilty party according to this
way of thinking. The victims of
the rioters, so the Kerner philos­
ophy assumes, are necessarily to
blame for their own injuries, des­
poliation, and deaths. For they
had done nothing to meet the
"needs" of their tormentors and
murderers.

This, of course, is a jungle
philosophy. It makes hunger an
excuse for taking the property of
the person next door. It does not
recognize the individual nature of
"rights," which must be consid­
ered anterior to the institution of
government if we are not to con­
fuse them with permissions or
gifts or dispensations or privi­
leges.

With their peculiar view of the
nature of "rights" it is scant cause
for wonder, that the men of the
Kerner Commission forgot to look
at the victims of the rioters. Mrs.
Boehme says that "people whose
homes had gone up in flames,
small shopkeepers whose stock
vanished in the arms of looters,
were not heard.... The 'antago­
nistic views' of the victims of vio­
lence were deemed irrelevant to
the Commission's quest."

Mrs. Boehme does not deny that
life, in a slum, can be hard. But
it does not follow that just be­
cause the "nonproductive" are

poor, the productive are guilty of
"depriving" them. The only way
in which the poor can be upgraded
is to let the producers go to work
producing more, for without an
expansion of the economy there
can be no jobs for the "needy"
who have not succeeded in finding
berths within the productive sys­
tem. Even the taxes that go for
"relief" in the slums are depend­
ent on prosperity outside the
slums.

In a devastating summary Mrs.
Boehme says the Kerner Report
claims to defend human rights by
obliterating the very concept of
rights. The Report treats "needs"
as rights to what other men pro­
duce. It deplores violence - and
proposes to institutionalize it by
laws that justify the forcible re­
distribution of other people's prop­
erty. It preaches against racism,
but it judges all individuals in
racist terms (it is "they," the
Kerner Commission members,
"who cannot see or write of a man
without referring to his color.")
The Commission speaks of justice,
yet it proposes that the victims of
the rioters be forced to pay for
swimming pools, rat poison,
schools, and even garbage pails
for those who have burned the
shops and stolen liquor and TV
sets. Praise for "law" may be
found in the Report, but it goes
on to make out a case for the thief
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who shoots a policeman in "self­
defense." The Report is all for
"freedom" of thought - but it
offers sneaky justifications for
shaming the press into self-cen­
sorship, and it advances proposals
for state manipulation of the
thoughts and actions of men. Fi­
nally, the Report is anticapital­
istic. It makes "incompetence the
coin of the realm." It proposes
that the plight of the unemployed
be alleviated by passing more
"laws to make employing them
uneconomic." It sets up the "have­
nots" as the judges of the "haves,"
which means that investment cap­
ital can be seized before it has
made a single new machine or
built a new factory. It praises
"free enterprise," but recommends
"a fascist system of nominal pri­
vate 9wnership castrated by stat­
ist controls."

The Underlying Philosophy

If I have any criticism of Mrs.
Boehme's book it is that she
doesn't tell us enough about the
statist philosophers of the nine­
teen thirties who created the mod­
ern slums, miscalled ghettoes, in
the first place. The reason why
the blacks took up a forced march
into Harlem and Watts, into
Brooklyn's Bedford-Stuyvesant
and Detroit and the Chicago South
Side, is that the New Deal attempt
to cure the woes of American agri-

culture by subsidies to the richer
farmers ended by "tractoring the
field hands off the land." The
money the cotton planters got for
limiting their productive acreage
went into high-priced mechaniza­
tion at a much faster pace than
would have occurred naturally if
"market" principles had been per­
mitted to operate. What would
have been an orderly transition,
with factories moving into the
South to employ stay-at-home
labor displaced from the farms,
became a rout. The blacks, faced
with the necessity of finding new
places to live, moved into northern
city areas that were already being
deserted by whites who could
afford to take up new homes in
suburbia. New Deal statism was
at the bottom of the congestion
that occurred over the years.

Since statist ideas are respon­
sible for the overcrowding in
places like Watts, I am more in­
clined than Mrs. Boehme to be
lenient with the businessmen who
have tried to do something about
training and employing the so-
called "hard core." Mrs. Boehme
criticizes the Lockheed Corpora­
tion's program for putting Watts
people to work in the factory it
has built in the Watts Industrial
Park. And it is true that the prac­
tice of setting up "negative" stand­
ards (such as being a school drop­
out or a person with a criminal
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record) for employment has its
ludicrous aspects. But when the
Lockheed company says that
"none of these requirements is so
difficult as to present a significant
obstacle to the normal profit func­
tion," shouldn't we be willing to
accept the explanation if the stock­
holders approve? The state itself
forced man off the land into the
slums, leaving a problem of mop­
ping up to somebody. So why ob­
ject if businessmen volunteer to
do the mopping?

• THE THEORY OF EDUCATION
IN THE UNITED STATES by
Albert Jay Nock (New York: Arno
Press, 1969, 160 pp., $6.00).

Reviewed by Robert M. Thornton

SOME EXCELLENT books and essays
on education have been published
during the past twenty years­
most notably those by Jacques
Barzun, Mortimer Smith, Richard
Weaver, Bernard Iddings Bell,
George Roche, R. J. Rushdoony,
and Christopher Dawson. There
were earlier critics and one of the
most perceptive was Albert Jay
Nock whose The Theory of Educa­
tion in the United States has been
republished. This volume is made
up of the Page-Barbour Lectures
delivered at the University of Vir­
ginia in 1931. First published in
1932, it was republished in 1949
and has for a long time been out

of print and very hard to come by.
Much of the criticism directed

against modern education, .while
worth while and true, does not go
deep enough. But Nock, the radi­
cal thinker, put his finger on the
root of the matter: the faulty
theory of education which guides
most educators in this country.
Stated briefly, this theory declares
that (1) all persons can be edu-

. cated; (2) all persons should be
educated; and (3) universal edu­
cation will bring us a much im­
proved society. Part one is, of
course, false because not all per­
sons are educable any more than
all can run a mile in four minutes
or write a best-selling novel. This
was recognized at about the turn
of the century by the powers that
be but instead of discarding a
worthless theory, they substituted
training for education. Nearly
everyone may be trained to do
something whether it be driving a
truck, performing a surgical' oper­
ation, or programming a comput­
er. Training has to do with in­
structing or "putting in" informa­
tion and is concerned with in­
strumental knowledge, with voca­
tionalism or how to earn a living.
Responsibility falls chiefly on the
instructor.

Education, on the other hand, is
a drawing out process that has to
do with formative knowledge, with
how to live. Responsibility, of
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course, rests with the student.
"Education," wrote Nock, con­
trasting it with training, "con­
templates another kind of product;
what is it ?One of the main ele­
ments in it, I should say, is the
power of disinterested reflection.
One unmistakable mark of an ed­
ucated man is his ability to take
a detached, impersonal, and com­
petent view of something that
deeply engages his affections, one
way or the other - something that
he likes very much. The study of
history has really no other purpose
than to help put this mark on a
man. If one does not study it with
this end in view, there is no use
studying it at all."

Training we need, especially in
this age of a rapidly expanding
technology, because we need prac­
tical know-how to provide our
economic needs and wants. But we
need "useless knowledge," too, be­
cause that is what civilizes us.
Education, rightly so called, has
suffered a. terrible decline in our
time, because we have operated
for several generations on a
skewed theory which confuses ed­
ucation with training.

Part two of the theory is un­
acceptable to those who recognize
the error in part one. Those who
have not recognized it are re­
sponsible for making our school
system (outside of private and
parochial schools) compulsory both

as to support and attendance, a
situation not unpleasing to the
collectivists who labor for the
creation of an all-powerful state.
The problems created by the ap­
plication of this false theory are
serious: rising taxes, crowded
classrooms, shortage of qualified
teachers, decline in the quality of
schools, the trend toward Federal
control of local schools, student
riots, and lawbreaking.

Part three of the theory of edu­
cation embodies the idea that "ed­
ucation" can solve all the problems
of the world. This is, of course, a
delusion even if we were speak­
ing of true education and not
training. Even if everyone were
educable, universal education
would not bring about a utopia. It
is not simply a. lack of knowledge
and wisdom that is responsible
for poverty, prejudice, and war;
these stem from the very nature
of man as a flawed creature. One
might even say that training
passed off as education is making
things worse.

The responsibility for the de­
plorable state of education today
"lies nowhere in the order of our
institutions; it runs back to the
acceptance of an erroneous theory.
All this ludicrous state of things
that we have been examining is
the inevitable result of trying to
translate a bad theory into good
practice."
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• THE BRITISH NATIONAL
HEALTH SERVICE: Bad Medi­
cine, Bad Politics, Bad Economics
by Michael R. Saxon, M.D. (The
Saxon Foundation; 143 S. Lincoln
Avenue, Aurora, Illinois 60505)
1970, 61 pp., paper, $1.75.

Reviewed by W. M. Curtiss

THE 22-year-old British National
Health Service is pronounced a
failure by Dr. Saxon. He says it
presently encompasses about 95 to
97 per cent of all the health serv­
ices in the United Kingdom. "To
a sensitive practicing physician
alert to the current trends of so­
cializing American medicine, the
British system offers much to ob­
serve and compare with an ever­
expanding government-sponsored
health service scheme inaugurated
in America in July of 1965 [Medi­
care] ."

Dr. Saxon discusses the familiar
shortcomings of the NHS - the
high number of patients per doc­
tor (2,500 average); the low in­
come of doctors resulting, in part,
in their great exodus from the
islands; the inadequate hospital
facilities; the suffocating effect
on medical research; and, of
course, the high cost covered
through taxes. General practition­
ers say they have become second­
class doctors.

English socialists have claimed

that their system shows a special
compassion in understanding the
needs of the poor and the sick.
This strikes an exposed nerve in
Dr. Saxon who believes that the
truth is exactly the reverse. Amer­
ican doctors, practicing. in a mar­
ket economy, can express compas­
sion for their patients; whereas
British doctors, in attempting to
treat all patients alike, feel little
need for compassion and have
little time to demonstrate it.

To offer medical care to all on
an equal basis and at little direct
cost has popular appeal, and .plays
right into the hands of politicians.
Dr. Saxon believes this an impor­
tant reason why socialized medi­
cine has progressed so far in the
United Kingdom. But how many
doctors will say, with Dr. Saxon,
that: "It can hardly be said that
medical care is really a necessity.
Food, clothing, and shelter are
even more fundamental to human
existence than medical care and
are supplied satisfactorily through
the market place. . . . The con­
stant search for profits as one de­
livers a needed service to the mar­
ket, creates a competitive atmos­
phere wherein the consumer al­
ways gets the most for the least.
Why then is medical care differ­
ent?"

Dr. Saxon obviously wants us to
learn from the British experience.

~
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